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TAX REFORM PROPOSALS—XXVII

THURSDAY, OCTOBER 10, 1985

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

The committee met, ?ursuant to notice, at 9:30 a.m,, in room SD-
215, Dirksen Senate Office Building, the Honorable Bob Packwood
(chairman) presiding.

Present: Senators Packwood, Roth, Danforth, Symms, Grassley,
Lorﬁ‘, and Baucus.

(The press release announcing the hearing follows:)

(Pross Rolease No. 86070, Monday, September 23, 1085)

MiNiMuM TAX, ALTERNATIVE TAX Prorosals Duk FINANCE PaNEL HeARINGS

Minimum tax and alternative tax reform ﬁ:%poonls will be oxamined by the
Senate Committee on Finance at hearings scheduled October 9 and October 10,
Chairman Bob Packwood (R-Oregun) announced today.

The hearings are components of the continuing series of hearings in the Commit.
tee on Finance on specific aspects of President Reagan's tax reform proposals, Sena-
tor Packwood said.

The minimum tax {ssue will be the topic of a hearing on Wednesday, October 9,
1985, while alternative tax reform plans will be reviewed at the Committee’'s Thurs-
dn&)Octobor 10, 1986, hearing.

th hearinss are scheduled to begin at 9:30 a.m., in Room 8D-215 of the Dirksen
Senate Office Building in Washington.
Senator Packwood will preside at both hearings.
Guesta invited by the Committee on Finance will testify at the two hearings.

The CHAIRMAN. The committee will come to order, please. This is
the last scheduled hearing on the tax reform bill, our 28th hearing,
all of which have lasted at least 2 hours, some 3, some 4, some
longer. I think probably I have onlz missed 5 or 6 total hours
throughout all of the hearings. Frankly, I have found them very,
very worthwhile. On occasion, I have wondered if there isn't a
more efficient way to learn the information, but there has never
been a day during the hearings that I didn't learn something I
didn’t know before. And finally, when you consider the hearings to-
gether, over the days or months that the hearings go b{. you get a
?retty good mosaic of what American industry and individuals are
hinking about taxes and a pretty good cross section of the best
ideas that exist in this country. Needless to say, the staff, which
prepares one of these books every day for me on the hearings—
there is a big cartoon on here, “This is your last tax reform hear-
ing,”’—are probably happier than most of you who have had to sit
throggh many of these. Today, I find that, as far as I am con-
cerned, the hearing will be as interesting as any we have had. We
have a good many different tax ideas, imaginative ideas, some of
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them new ideas. I hope I can sit through the entire hearing this
morning. As you are well aware, the debt ceiling bill is on the
floor, which is under the jurisdiction of this committee; and there
are still anywhere from 8 to 16 amendments to be considered, a
number of them with votes today. So, I may have to run off at
some stage and go to the floor to help in the management of that
bill. I hope not. Fortunately, I was able to read all of the witnesses’
statements eariler this morining; but I would like to stay through
the ltl?earing if I can. Senator Roth, do you have an opening state-
men

Senator RotH. Mr. Chairman, | appreciate these hearings bein
held today. As you know, one of the things we are going to tal
about is the business transfer tax, and an idea whose time has
come, at least in my judgment. I want to express my aEFreciatlon
to you for your interest in this matter and for holding this particu-
lar hearing. If I might just make two or three observations, the
reason I think BTT is such an important concept and should be
part of the tax reform package is that it meets a number of critical
needs. First of all, I think it is a very, very important factor—or
could be a very, very important factor—in leveling the trade pic-
ture. BTT is valid under the GATT, but it would help our people
export and perhaps even more importantly, put our American
manufacturers selling in our own markets on a more even keel. So,
I think it is a very, very important matter from that standpoint.
Second, it will give us additional revenue that I think can be used
to reform some of the proposals of the administration, I think one
reason that the tax package has not set off is because it has no ad-
vocate, Middle America is concerned about because it sees its taxes
as possibly being raised; and indeed, from the administration's own
point of view, one out of three face a tax increase. So, it would
enable us through this additional revenue to lower taxes to margin-
al rates. I propose, from something like the 16- to 26-percent range,
most of American being at the 20 percent. It would enable us to
promote savings, which I think is critically important, as a source
of new capital to help our industries become competitive. And most
importantly, it would enable us to reform some of the corporate
roposals. I think the thing we have %ot to keep in mind, Mr.
hairman, as we look to reform is what kinds of tax policies are
going to enable us to be competitive in world markets. How are we
going to enable not only our high technology but our basic indus-
ries once again to compete, not only here but abroad as well? And
I look forward to the hearing today, and thank you for holding it.

The CHAIRMAN. Thank you. Our first witness today is our old
frig:d, t_’Soenatm' Rudy Boschwitz from the State of Minnesota.

nator.

STATEMENT OF THE HONORABLE RUDY BOSCHWITZ, U.8.
SENATOR FROM THE STATE OF MINNESOTA

Senator BoscHwrrz. Mr, Chairman, I know that you don't want
all 100 Senators coming here and speaking to your committee. I
feel a special privilege in your case because you were so responsible
for getting me here in the first place, so now that I am here you
will have to listen to me.
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_The CxHAIRMAN. I have to interrupt, Rudy is unduly generous in
his praise. He is one of the few candidates I ever met in my old
days as Senatorial Committee Chairman who had about a 75-per-
cent hame identification when he entered the race. In connection
with hic ‘“Plywood Rudy” business, Rudy did his own advertisinﬁ,
appearing on television for gears and years and years in his check-
ered shirts and big smile. By the time he ran for the Senate, any
p&orx; devil who was going to run against him was beaten from the
start.

Senator BoscHwitz. And that is what he was, Mr. Chairman.
(Laughter.]

But in any event, I am a businessman, as you know. In all my
life, I have never run for any office other than this. I came here as
a businessman, so, I approach the business of the Senate from that
kind of a background.

I look upon tax bills and the changes that we make in the laws
somewhat differently. I believe that we really don’t understand the
economic impact of our deeds very often. As we were talking before
the hearing began, the importance of the Gramm-Rudman-Hollings
bill that we passed yesterday is that we will now reduce deflcits on
a schedule. I agree with Lord Keynes that, if you spent more than
you take in over a period of time, you proi)ab y create a good deal
of economic activity. So, in the event that we do what we must
do—balance the budfet—we are going to dampen economic activi-
ty, in my judgment. It is not clear to me that we won't be creating
something of a double-whammy if we pass a tax bill that may also -
have a dampenin imgact.

Let me start, Mr. Chairman, by saying, as I saild at the White
House recently when a number of us met with the President, that I
don't particularly share his enthusiasm for tax reform or for
making tax changes. One Senator once said that he was kind of
satisfied with the tax law as it is; and to a certain extent, I share
that feeling. I do not agree with the President that our tax law is
inherently unfair, un-American. Also, I disagreed with President
Carter when he said our Tax Code was a disgrace to the human
race, or other things like that.

I gave you, Mr. Chairman, a copy of an article, and I hope that
Senator Roth has one as well: “The Redistributionist Tax Reduc-
tion,” which appeared in the Wall Street Journal in June of 1984.
It shows that, when taxpayers are divided into four quarters, our
tax system is quite progressive. The top quarter of the taxpayers,
on the basis of their income, dpaid 72 percent of all the income taxes
collected in this country and the bottom half paid 7.6 percent. So,
there is a certain equity, Again, the top one-quarter paid 72 per-
cent; and that, I think, shows a certain equity in the tax law as it
now exists. I don’t think it is inherently unfair. I noticed in this
article, “The Redistributionist Tax Reduction,” that the top 1.4 per-
cent of all the taxpayers paid about 21 percent of all the taxes col-
lected in 1981. So, I think our graduated tax system indeed works.

And, it is interesting to note that, when tax rates are lowered—
and lam a iroat proponent of lowering tax rates—that the people
with the highest incomes bear an even larger share of the total tax
burden. This is an article written by Michael Evans entitled
“Taxes, Inflation, and the Rich.” I think you also have a smaller
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copy, Mr. Chairman. He points out that as a result of the Kennedy
tax reduction, lowered the top marginal rate from 91 percent to 70
gercent, he charts the dollars that were paid by taxpayers in 1961,

962, and through 1966. Those taxpayers with an income of over
$100,000 a year—that is still a lot of money, but in those days it
was a particularly large amount—paid a substantially greater
amount of taxes as the rates were lowered.

So, I am very, very much in favor of lower tax rates. On the
other hand, I am not in favor of more fooling around with the Tax
Code, which we have done. I am not foing to back and review the
tax bills of 1981, 1982, 1983, and 1984. But, I think that taxpayers
are just reeling from the tax changes in the past few years. Many
feople believe—and I tend to agree with them-~that one of the

hings that we should do with respect to the Tax Code is nothing.
Despite the fact that there may be some things that should be
changed, I think we should approach tax reform on the basis of not
doing very much or doing nothing at all. I note that the President’s
Froposal would have an extraordinary impact on the total flow of
unds. Individual income tax cuts would be almost $600 billion. In-
creases for individuals would be about $350 billion. Corporate tax
cuts would be about $200 billion, and corporate tax increases would
be about $300 billion. If you add all that up, the total is over $1.8
trillion. Put another waﬂ. during a 6-year period, we are impactin
somewhat over half of the taxes that we are going to collect. And
go back to my original statement, that we really don't know the
economic impact of our deeds here, particularH' when we legislate
about taxes. When we impact such a large a flow of the tax reve-
nues, I think we do so with a good deal of risk to the economy.
And, in my judgment, we can’t chart and don’t understand all the
risks involved.

I also think that certain aspects of the major tax reform propos-
als confiscate value from taxpayers. Extending the depreciation pe-
riods is one example. I must say that I, myself, am reeling. When I
was building buildings, most of the buildings I owned had a 40-year
depreciation schedule. I came here vetéy much in favor of the 10-5-
3 system, which eventually became 16-10-5-8, I remember all the
statements that I and others, and perhaps yourselves made on the
Senate floor and to our constituents about the need to simplify and
encourage Capital formation. Now, we are going to go back—not all
the way to 40 years perhaps—but certainly, we are going to change
it again. I think that those changes will probably confiscate a lot of
Vial}l‘l: in real estate and have some effects that we don’t realize
right now.

As you know, Mr, Chairman, I came and talked to you one da
about my thoughts that changes in the tax laws should be gradual.
I thought that, rather than indexing the brackets upward, so that
the brackets move up with inflation, that we should index the rates
downward. That could work against the people in the lowest brack-
ets, so there would have to be some adjustment to that scheme.
But, the idea is to lower the tax rates over a period of years
through indexing them down, either by the rate of inflation or in a
staged way. And then, when the top rate gets to be maybe 40 per-
cent, one specific group of exemptions, deductions, credits, or other
benefits would be removed. Then, when the rates are reduced to 86
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or 32 percent, another group would be removed, and so on, until
the rates were the lowest possible. As we lower the rates over the
ears, the various benefits in the Tax Code would become less and
ess v;\luable. and I think many of them could be more easily re-
moved.

But people should be able to plan, and I think that the way we
are now treating the Tax Code, they cannot plan with any certain-
ty. My votes on tax reform will be cast in that way—the need to
allow people to plan. I wrote to you, too, Mr. Chairman--and I
thank you for your response—about the ‘‘Standstill Tax Act of
1985,” that professor Richard Doernberg from Emory University
wrote about. He suggests that any provision of the tax law can be
excised all together, or any number can be changed. You could do
that, but you can’t change any word. I think that that is not too
bad an idea, even though it may have been written tongue-in-
cheek. I would add, however, that you can’t change any number
upward, but only lower the numbers, and that it should be phased-
in over a period of time. [ agree with my friend, Prof. Milton Fried-
man, who says that if you just lower the rates, you don’t have to
fool around with all the changes and the so-called loopholes, most
of which we lefislated. because they will become less and less
useful, less and less used, and they can be excised from the code in
a more orderly manner. I have spoken to Professors Hall and Ra-
bushka, and I need to speak to them some more. I think their flat
tax proposal is the best thought-through of any of those approaches
to the tax law.

I am an incentive economist in this, Mr. Chairman. I respond,
and all my life 1 have responded, to economic incentives. That's
why I like the idea of lowering the tax rates. I also like the idea of
encouraging capital formation. I am tempted, for instance, to
simplg suggest that we just change the personal exemption, not to
$2,000, but to a $300 credit, which would save a great deal of
money. Then, use the money that is saved entirely for capital for-
mation. Take all taxes off savings. And reduce capital gains rates
by half, which would not be favored by all Members of the Senate
by any means,

But I think, Mr. Chairman, that in the end, the country that
taxes the least, taxes most fairly, and puts the greatest emphasis
on capital formation is the country that will achieve the things
that Senator Roth just spoke about. That country is the country
that will have a competitive and healthy economy, that will attract
capital, that will attract entrepreneurial talent, and that will at-
tract the whole dynamism of free economics. And so, it would be
my h?e-and I come without a specific plan—that we don’t fool
around with the Tax Code too much, that we do indeed encourﬁfe
capital formation, and that we lower rates. But very frankly, Mr.
Chairman, the less we do, in my *udgment. the better. Thank you.

The CHAIRMAN. Rudy, you continue to be one of the most imagi-
native people around here in a variety of areas. I have been con-
sistently intrigued with your idea of ratcheting down the rates,
rather than indexing the other way. Senator Roth?

Senator RoTH. I have no questions, Mr, Chairman. I am anxious
to sit down and discuss with Rudy my latest proposal, which amon
other things would continue to lower the marginal rates. I thin
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that is critically important as part of a package, and I have to say I
also strongly agree with you. One of my concerns is that we have
had a tax package every year, practically, and that makes it impos-
sible for the private sector to function effectively. I appreciate your
taking the time to discuss it.

Senator BoscHwitz. Thank you, and I will come around very
soon. I have something to talk to you about, too. [Laughter.)

Senator RoTH. I am first.

The CHAIRMAN. Senator Danforth.

Senator DANFORTH. Thank you, Mr. Chairman. It is good to see
Senator Boschwitz here. I am sorry I got here late. I don’t have any
profound questions to ask.

Senator BoscHwiTz. It was profound.

Senator DANFORTH. I am glad to see you here. Thank you.

The CHAIRVAN. Rudy, thank you.

Senator BoscHwitz. Thank you very much,

] l[lAri:i]c:lea from the Wall Street Journal and the New York Times
ollow:
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The CHAIRMAN. Now, if we can take a panel of Michael Schuyler,
R.S. Miller, Jr., John Meagher, and James Mack. As all of the wit-
nesses who are familiar with the committee know, while we have
been unsuccessful in putting time limits on the oral presentation of
Senators, we do ask that the other witnesses submit their state-
ments for the record in their entirety, and abbreviate their oral
presentation to 5 minutes. We will start with Mr. Schuyler.

STATEMENT OF MICHAEL SCHUYLER, ECONOMIST, INSTITUTE
FOR RESEARCH ON THE ECONOMICS OF TAXATION, WASHING-
TON, DC N

Mr. ScHUYLER. Thank you, Mr. Chairman. My name is Michael
Schuyler. I am an economist with the Institute for Research on the
Economics of Taxation, IRET. The views I will express this morn-
ing are my own and not necessarily those of IRET.

would like to begin by saying that I am pleased to appear
before this distinguished committee. This committee is to be con-
gratulated for the care it is taking in examining the issue of tax
reform and for the contributions to the debate that it is making.
The subgzct of tax reform deserves this cautious and thorough ap-
proach because even the best tax plan will have disadvantages of
which we should be aware. For example, it would subject taxpayers
to numerous transition costs. As to less worthy plans, however well
intentioned, they would retard rather than advance tax reform
goals like growth, simplicity, and fairness. The administration’s tax
plan contains some very attractive but costly features, like income
tax rate reductions, and some very controversial revenue-raising
elements that are intended to maintain the plan’s overall revenue
neutrality. Therefore, although the administration’s plan currently
holds center stage, it is extremely important to consider tax reform
alternatives.

An alternative with several very desirable economic Rro rties
was introduced in May of this year by Senator William Roth. It is
known as the Business Transfer Tax, abbreviated BTT. The BTT
has recently been revised and would now form a part of a larger
tax reform gackage. The BTT would be a single rate levy of prob-
ably 7 to 1 rcent on each business’ value added, where value
added is the difference between the value of the business’ sales and
the value of its input purchases from other businesses. At a 10-per-
cent rate, its net revenues are estimated to be slightly over $100
billion in 1986, of which about 20 percent would come from im-
Forts, The BTT would allow taxpayers to calculate their tax liabil-
ties by the subtraction method, which is simpler than the invoice
credit method usually associated with value added taxes. The tax
would exempt the sale and rental of residential housing, land, the
retail sale of food for off-premises consumption, medical services,
and the activities of charities and governments. Like most taxes of
this type, the BTT would make border adjustments to add imports
to the tax base while removing exports,

The BTT would be more successful than most current U.S. taxes
in meeting many of the goals of tax reform. First, it would be free
of the present system’s tendency to encourage immediate consumf)-
tion, at the expense of saving and investment. Second, it would
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treat United States and foreign products on the same footing,
avoiding features in the current U.S. tax system that hobble U.S.
products compared to their foreign competition both at home and
abroad. Third, it would be a relatively simple tax because it would
draw heavily upon information already gathered by taxpayers for
income tax and internal bookkeeping purposes. Most likely, the
BTT would not be passed forward to consumers in the form of
higher prices but be passed backward to the workers and investors
involved in the production process, in rough proportion to their
pretax incomes. Thus, the BTT would not be a regressive tax but
an approximately proportional tax on labor and capital incomes.

Perhaps the greatest danger of the BTT is its immense revenue
potential. A subsequent rise in the BT'T’s rate could fuel a surge in
Government receipts and expenditures.

In its currently proposed form, most of the BTT’s revenues would
be used to lower individual and corporate marginal income tax
rates, to reduce further some of the income taxes now collected
from businesses, to establish new tax-deferred saving accounts for
individuals, and to improve upon the capital cost recovery system
proposed by the administration. These measures would reduce the
tax system's bias against saving and investment and would lessen a
wide range of distortions contributed to by high marginal tax rates.
Perhaps, however, the first priority for the BTT's revenues should
be to replace many of the unappealing revenue raisers now in the
administration’s tax plan. The administration’s revenue-rais'i%g
suggestions include, for example, the repeal of ACRS and the ITC,
the elimination of State and local tax deductibility, and the numer-
ous industry specific changes that would greatly increase capital
costs in certain sectors of the economy. Because many of the ad-
ministration’s revenue gainin pr?‘posals move away from the goal
of tax reform, using the BTT to finance the desirable portions of
the administration’s plan would produce a fairer, simpler, and less
distortionary tax system.

At the Jpleasure of this committee, I would be glad to submit for
the record a paper I originally prepared for an IRET roundtable on
tax reform alternatives that discusses in greater detail the prelimi-
naﬁ version of the BTT. Thank you, Mr. Chairman.

e CHAIRMAN. Mr. Miller, a man who has old Portland connec-
tions. It is good to have you with us.

The prepared written statement and the paper for IRET of Mr.
Schuyler follow:]
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My name is Michael Schuyler. I am an economist with the
Institute for Research on the Economics of Taxation (IRET), IRET
i{s a non-profit institute whose primary purpose is to analyze the
tax system, particularly the effects taxes have on our individual
incentives, to work, consume, and invest. While the views
expressed here are my own, much of the work undertaken at IRET

has addressed the subject of tax reform.

1 am pleased to appear before this distinguished committee.
This committee is performing a commendable service in examining
so thoroughly the subject of tax reform and in seeking out, as

well as i{nitisting, such a broad range of ideas,

The tax reform proposal I will be discussing is known &s the
business transfer tax (BTT), As presently conceived, the BTT
would be a levy on the difference between a business's sales and
{ts purchases from other businesses. The tax would probably be
set at a rate between seven and 10 percent, It would be
deductible as a business expense for income tax purposes, The
?TT merits attention both because it possesses attractive
economic properties and because it has been developed into a
concrete legislative proposal. Senator William Roth introduced
the BTT in legislative form (5.1102) earlier in the present
session of Congress; he has since completed substantial
modifications aimed at integrating it within an overall tax

reform program.

-3
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The BTT's Structure

The BTT would be collected from the business sector., A
business would find its tax base by taking the difference between
its sales and its purchases from other firms. The business would
then find its tax liability by multiplying its tax base by the
tax rate. The rate has not yet been established but will
probably fall between seven and 10 percent. It would not be
refundable but could be carried forward for up to 15 years, In
the revised bill, the BTT would be a deductible business expense

against corporate, partnership, and sole proprietorship income,

The tax base would be adjusted in several respects. Two of
the adjustments concern exports and imports. Exports would be
excluded from the tax base while imports would be taxed on their
value when they enter the country. The intent of these border
adjustments {8 to exclude the value of exports from the tax base
while including the value of imports, Several retail sctivities
would not be taxed. These include the sale or rental of
residential housing, medical services provided to patients, and
the retail sale of food for off-premises consumption., These
exemptions are allegedly made on equity grounds; they
upquestionably have political appeal. Charities and governments
also would not be liable for the tax on their activities. The
revised version of the BTT also promises to exclude from the tax
the activities of very small businesses; details are not yet
available.

la
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In the revised proposal, the BTT's revenues would be used to
finance a variety of tax reforms. Most dramatically, they would
be used to lower personal income tax rates to 15, 20, and 25
percent and to lower the top corporate rste to 30 percent. The
emphasis throughout is on lessening tax disincentives that now

inhibit saving and investment.

An economist would classify the BTT as a consumption-type
value added tax (VAT). A consumption-type VAT i{s a levy
collected from each firm along the production chain based on that
firm's value added. A business's value added is the difference
petween the value of its output and the value of the inputs it
purchases from other firms. For instance, if a retailer has
sales of $40,000 and input purchases from its suppliers of
430,000, its value added is $10,000. In order to avoid
overcounting value added, it is crucial that a business be
allowed to deduct its input purchases from other firms. Some of
the most important inputs are capital goods. A consumption-type
VAT treats capital goods like other input purchases and permits
}heir immediate deduction., If capital goods could not be
deducted or could be deducted only after a delay, the tax would
discourage firms from using capital goods in the production
process because in present value terms the tax base would include
both capital goods (at least in part) and the value eventually
added by those capital goods.

5.



16

Many nations, especially in Europe, have been using VATs for
years. In terms of its tax base, the BTT would resemble these
levies; with respect to how taxpayers would calculate their
liabilities. however, the BIT would be very different. Whereas
most VATS use a credit mechanism for allowings firms to remove
their third-party purchases from their tax bases, the BTT would
use the more direct subtraction method., Although the subtraction
method provides less of a paper trail for tax enforcers to
follow, it meshes nicely with the information that U.S. taxpayers
must already assemble in computing their income taxes, To
prevent confusion, then, it should be understood that a VAT,
which is defined by 1ts tax base, need not adopt the European
collection procedure. (To prevent confusion on another front, it
should also be understood that the term "VAT" does not imply a
tax that is shifted forward to consumers. In fact, an analysis
of aggregate money spending in the economy suggests that a VAT
will be shifted backward to the workers and producers involved in

the production process.)
Economic Properties of the BTT

Serious conflicts are inherent in even the best designed tax
system, Taxes are a means to an end: they help finance
government expenditures. In doing this, unfortunately, a tax
system tends to reduce work incentives, is all too likely to
diacourage capital formation, may impair the competitiveness of

U.S., products in international markets, is prone to saddle

-6-
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taxpayers with onerous compliance costs, and may violate basic
notions of fairness, The objective of tax reform should be to
continue raising the needed revenue while reducing as much as
possible the economically harmful side-effects of taxation. From
this perspective the BTT has a number of relatively desirable
properties and compares favorably with major elements of the
current tax system, Of course, a recognition of taxes' direct
and indirect costs should still cause us to scrutinize government
spending with extra care, asking if the benef{ts of particular

programs outweigh all their financing costs.

Ibe BIT!s_pevtrality.betweep_sayipg.apd.current_consumption,,
Perhaps most importantly, the BTT would not encourage immediate
consumption at the expense of saving and investment, Saving and
investment are vitally important to all Americans because they
provide the building blocks that an economy needs for long run
growth, It is by means of saving and investment that the capitsl
stock grows, that many new discoveries are made, and that new
advances are incorporated into the capital stock. More tools,
better tools, and superior production techniques are the fruits
gf saving and investment; they permit people to become more
productive and to attain higher standards of living.
Unfortunately, the U,S. tax system harshly penalizes saving
and investment., If an individual decides to save some earnings.
the government taxes both the earnings themselves and later the

returns on those earnings., If the individual directs those

-l
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earnings into 8 corporate investment, the tax system tskes an
additional bite in the guise of the corporate income tax.-
Inflation exacerbates this bias because the tax system treats the
{llusionary gains due to inflation as though they were real.
Given the way in which the U.S. tax system artificially lowers
the rewards for saving relative to the rewards for consuming
immediately, it {s no wonder that saving and investment rates in
the United States score last or close to last among those of the

industrialized nations.

The BTT would avoid this multiple taxation by taking care to
tax value added only once. For example, if a firm purchases a
capital good that it then uses in producing output, the BTT would
only tax the firm on the value that it adds to its output, By
virtue of the BTT's deduction for third party inputs, it would
assesa-no separate, additional tax on the capital good. As a
result, the BTT would avoid multiple taxation, maintaining its
neutrality between saving and current consumption. This
neutrality would renew people's freedom to plan for their futures
without an artificial tax incentive to concentrate on the

Qresent.

Maiptaipips.lpterpational Competitivepess. Another desirable
property of the BTT is that it would do far less damage than most
taxes to the competitiveness of American products in
international markets. One reason for this stems from the BTT's

neutrality between saving and consumption, Because the BTT does

-8
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not have an anti-saving bias, it would be less 1ikely than many
other taxes to retard the capital formation that U.S. producers

need in order to remain as productive as their foreign rivals,

Another reason that the BTT would do eomparatively little
damage to U,8., competitiveness is that it would not force U.S.
products to bear taxes that foreign products escape. This is the
motivation for the BTT's treatment of exports and imports. The
BTT removes exports from the tax base in order that they can be
snld abroad without bearing a U,S., tax not carried by their
foreign competitors. The BTT adds imports to the tax base 8o
that they will shoulder the same tax as U.S. produects sold
domestically, These so-called dborder tax adjustments, which have
the effect of taxing products according to where they are
consumed rather than where they are produced., are s common
feature of the VATs that many of our trading partners emplcy.

For example: if a German good is sent to the United States, the

German VAT would be rebated at the border,

As of now, the U.S., tax system puts American products at a
gisadvantage at home and abroad by failing to make these
adjustments. In fact, for legal reasons contajined in the terms
of the General Agreement on Tariffs and Trade (GATT), these
adjustments cannot be made by the U.S. i{ncome tax but could be

done using a levy like the BTT.

-9



20

One problem with the BTT's border adjustments is that the
export exemption is only partial., If a product has passed
through the hands of several firms before being exported, it is
not enough to exempt the exporter's activities from the tax; the
government must return the taxes paid at earlier production
stages. The BTT permits this reimbursement only to the extent
that the exporter's total BTT liability does not fall below zero,
In other words, the BTT {s not refundable. Although the
reimbursement may be carried forward to future years, its value
would decline rapidly in present value terms., For the many
businesses that concentrate on exports, this restriction would

limit their ability to employ border adjustments.

The current tax-induced lack of international
competitiveness hurts U.S. producers and workers by threatening
their profits, wages, and jobs, The danger is especially acute
today because of the growing sentiment in the United States for
protectionism, Protectionism i{s dangerous not only because it
restricts consumers' purchasing options and gives producers an
artificial sense of security but also because it invites
fetaliatlon. For instance, many believe that a protectionist
trade war was one of the chief causes of the Great Depression,
If used as a replacement for part of the current tax system, the
BTT could serve as a constructive alternative to protectionism,

benefiting U.S, producers and workers.

10~
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Price_Stability. A frequently expressed concern 18 that 8 tax
like the BTT might push up prices, The worry is that if an ftem
cost, say. $50 before the adoption of a 10 percent BTT, it would
cost $55 after the tax's imposition and that other products would
experience similar price rises. An implicit assumption in this

story is that producers can shift the tax forward to consumers.

However., producers are likely to fail in their attempts to
pass the tax on to consumers, The stumbling block for producers
is that a balance exists between the economy's supply of goods
and services and the amount of money being spent to buy that oute-
put, If the economy is in a position where the current level of
money spending is just sufficient to purchase the current level
of output, producers could only raise their prices if either they
were willing to sell less or they could persuade buyers to

increase their money spending for consumption goods and services.

It is far from obvious that the introduction of a BTT would
convince consumers to pay more for the same amount of goods and
services, abandoning their old level of money spending on
gonsumption for a higher one even though their incomes have not
increased, Admittedly, {f the Federal Reserve decided to
accompany the tax with a monetary expansion, money spending would
rise, but the cause would be money growth not the tax change. In
the absence of a rise in money spending, producers would discover
that {f they raised their prices, they could no longer sell sll

of their output because there would be too little money spending

-l1=
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to buy it: buying the old ocutput at the new prices would require
more money spending than was previously sufficient, The unsol&
output and the consequent idling of resources would put intense
pressure on producers to reversc their price inoreases, As a
result, although producers would be desirous of passing the tax
forward, they would probably be unsuccessful; the tax would tend
to be passed back to them and to the owners of the resources they

employ.

Notice that the key to this analysis is the relationship
between output and money spending. Therefore, the argument is
not specific to the BTT but can be applied to taxes in general
whether they happen to be based on consumption, income, wealth,

or some other variable.

The tax base does affect the outcome‘in one way., though, An
efficient tax will tend to permit higher productivity and more
output than an inefficient tax. Thus, if an efficient tax were
to replace an inefficient one, the substitution would tend to
boost real output. The gein in output, in turn, would tend to
exert downward pressure on prices, For example, if the BTT
(computed by any of the main techniques) were partially to
replace the corporate income tax, the positive supﬁly response

would tend to lower prices,

Tox_Fairpesa. Levies like the BTT are thought by many to be

unfair. The accusation arises from the fear of some that the BTT

-2
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would he regressive, bearing more heavily on the poor than the
wealthy, Regressive taxes tend to violate a standard of fairness
known as vertical equity. By this criterion, the tax system
should distinguish between individuals of different means, making
the wealthy pay more taxes than the poor., Vertical equity is an
extremely difficult criterion to quantify because people have
reached no consensus about the degree to which tax burdens should
differ according to means, Another standard of feirness is
horizontal equity: individuals with similar levels of well-being
in the absence of a tax should be treated equally by that tax.

A recognition that the BTT tends to be shifted backward
helps to evaluate these concerns, Suppose as a rough
approximation that the recipients of~labor and capital income
would bear the BTT in the same proportions as their respective
contributions to value added. In this event, the BTT would be a8
proportional tax on labor and capital) incomes rather than a
regressive tax. People would pay the BTT in direct relation to

the incomes they receive from the production process.

. With respect to vertical equity, this analysis suggests that
the BTT, while not a progressive tax like the individual income

tax, is innocent of the charge that it would be regressive. With

" respect to horizontal equity, the BTT has an important advantage

over an income tax. Suppose two people have equal incomes but
differ in the extent to which those incomes represent

remureration for labor and capital services. An income tax would

13-
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violate the horizontal equity principle because it would tax the
individual with the higher ratio of capital income more heavily
than the other individual. The BTT. though, would pass this test

because it would treat the two individuals equally.

Nevertheless, to combat charges of regressivity, the BTT
would provide partial exemptions for food, housing, land, and
medical services., If the tax were shifted forward, these
measures would allow the poor--and also everyone else-~to buy
these "necessities" without paying the full tax. Although these
exemptions may be politically sensible, the economic case for
them is weak. Even if the BTT were shifted forward, it is not
clear that these exemptions would mostly benefit the poor, Other
income groups might actually be the main beneficiaries given that
people frequently buy more of a "necessity" like housing as their
wealth increases., If the tax is shifted backward, the exemptions
would also miss the mark. The suppliers of exempt items, people
like doctors, landlords, and grocers, would reap the initial

benefits from the exemptions.

Regardless of whether the tax is shifted forward or
backward, the exemptions are undesirable in two respects, One
problem is that they complicate the tax code. They would force
many taxpayers to make extra distinctions, sometimes arbitrary
and complex ones, in their records and tax calculations. They
would also compel the government to write additional regulations

and complicate its enforcement responsibilities,

-1l-
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Another shortcoming of the exemptions is that they create a
tax inefficiency. By putting less of a tax load on some items
than on others, they encourage the overconsumption and
overproduction of the favored goods and services, Suppose, for
inatanc;. that a business adjusts the production of outputs A and
B until they yield the same return in the absence of tax
considerations, If the government suddenly imposes a tax on A
while exempting B, the business will shift its output mix towards
B solely in response to the tax, To give credit where it {s due,
though, the BTT would still possess a far broader and more

uniform tax base than most current levies despite its exemptions,

Siomplicity. The BTT is a commendably simple tax, Taxpayers
alrecady gather most of the information required by the BTT for
income tax and international record keeping purposes. The
subtraction method by which the BTT would be calculated is @
major plus. For taxpayers already used to income tax
calculations, it would be much less confusing and generate much
less new paperwork than would the European-style computation
'method. The BTT's single rate reinforces its simplicity, Unlike
most European VATs, which contain a variety of rates that force
taxpayers to separate their value added into a number of
subcalegories. the BTT would let taxpayers deal with a single tax

base and a single tax rate.

- =15«
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The BTT's complexity is increased, however, by a number of
exemptions of which taxpayers and the government would need to
keep track, The revised BTT also provides an exemption for small
taxpayers. An assessment of whether or not the small-business
exemption will simplify the tax must await the release of more

information on its rules. -

Although the BTT would not actually reduce taxpayers'
administrative burdens (unless it took the place of a more
complicated levy), it is far simpler than many recent tax-reform

suggestions,

bould. tbe BIT ipcrease_the_government!ssize? Unfortunately the
BTT also has some unattractive features., The most worrisome
matter for people concerned with controlling the size of the
government is the immense revenue potential of a new, broad-based

otax like the BTT, Once introduced into the tax system on a
revenue neutrsl basis, it could, with its immense revenue
gathering ability, later beoome a device for expanding tax
colleotions and government spending.

This danger makes it imperative that the BTT not be enacted
without an extensive public debate that emphasizes it is not to
be used as a means for inocreasing total tax collections. Indeed,
Senator Roth was sufficiently concerned about the possible misuse
of the BTT's net receipts that he made the last section of 85,1102

a sense of the Senate resolution "concerning use of BTT

16w
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revenues", The resolution states that the BTT's net revenues
should be used as a means of funding income tax reform, not as a
device for increasing aggregate government revenues., A
complementary option might be to include in the bill a provision
to limit the rate at which the BTT could be imposed, at least for

the next several years,

State_and_local_resistancg., Many state and local government;
view sales taxes as their domain and might regard the BTT as a
federal encroachment. One response is that historically the
federal government has itself relied heavily on excise taxes, It
has never ceded this type of levy to other levels of government,
Another response is to investigate whether the BTT would, in
fact, diminish significantly the potency of state and local sales
taxes, Perhaps the most relevant reply today is to ask how state
and local governments would view the BTT if it were substituted
for some of the revenue raisers now in the Administration's tax
plan, particularly the proposed repeal of the federal income tax
deduction for state and local taxes, If this substitution
occurred, state and local governments would likely see the BTT as

the lesser evil.

Cbapges-ip_tax_burdeps. Any major tax revision will produce
winners and losers throughout society and cause numerous economic
disruptions. Because of these problems, tax reform should not be
undertaken lightly or for small potential gains. For example,

the revenue raisers in the Administration's tax package would

17w
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produce 8 variety of losers. To cite some examples, special
provisions would hurt the banking, insurance, timber, and mining
industries. The replacement of ACRS and the ITC with CCRS would
damage capital intensive firms by raising the after-tax cost of
capital; the "recapture" tax would inflict further harm on many
of these firms, The elimination of state and local tax
deductibility and new restrictions on municipal bonds would

greatly strain the finances of state and local governments,

It 1s worth mentioning the shifts caused by the revenue
raoisers in the Administration's plan tecause the BTT is drawing
attention as an alternative to some of those suggested tax hikes
and as a means of carrying further some of the most desirable
features in the Administration's plen, such us‘reductions in
individual and corporate marginal tax rates, That is, in the
context of the tax reform debate, the BTT should not be coqpared
to an alternalive involving no tax shifts but to one generating

very large, but different, shifts,

If the BTT were used in this capacity, the changes it
?roduced would depend on the extent to which it substituted for
revenue raisers in the Administration's package (and which of
them it replaced) and the extent to which it was used to finance
additional (revenue-losing) tax reforms, Three general shifts in
tax burdens deserve emphasis, however. One is that because the
BTT would not engage in the reneated taxation of capital income.

it would benefit capital intensive firms relative to their

“18-
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treatment under the Administration's plan. Second, the border
tax adjustments which are present in the BTT but lacking in the
Administration's package would help U.S. exporters to sell abroad
and help U,S. producers to compete agsinst imports st home.
Third, labor intensive firms would tend to do less well under the
BTT because labor costs are included in the BTT's base (i.e..
value added) but not arn income tax's base. This last effect
would be especially severe for inefficient firms with bloated
payrolls., Because payroll costs are tax deductible under an
income tax, the government, in effect, pays part of the cost of

the firm's {nefficiency.
How to Use the BTT's Revenues

In the revised version of the Roth bili, the BTT's revenues
would finance a number of reforms aimed at reducing tax
distortions, especially those currently inhibiting seving and
investment. Only to a very limited extent would the BTT's
revenues be used to replace the revenue gainers in the

Administration's tax plan,

The centerpiece of the Roth program is to reduce individual
and corporate income tax rates to below the levels proposed in
the Administration's plen, As a result of this reduction in the
tax wedge separating before-tax and after-tax rewards, people
would have less of an incentive to alter their behavior solely

for tax reasons.

-19-
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The BTT would achieve a further, albeit indirect, reduction
in income-taxes because BTT liabilities could be counted as
deductible business expenses. _For instance, a corporation with
BTT liabilities of $5,000 would reduce its taxable income by that
amount. At the proposed 30 percent corporate tax rate, this
deduction would lower the corporation's tax bill by $1,500. This
is a highly desirable substitution in terms of efficiency because
it would partially replace 8 tax that strongly discourages
investment with one that does not. In a way, the BTT's
deductibility would also serve a role similar to that of a
corporate minimum tax. Because only businesses with profits to
offset could claim the deduction and the resulting tax saving.
the corporations that were most successful in not paying
corporate income taxes would derive the least benefit from the

BTT's deductibility,

Another measure directed at the income tax system's anti-
saving bias {s a proposal to create tax-deferred saving accounts
similar (and in addition to) Iﬁis but with fewer withdrawal
restrictions and somewhat larger contribution ceilings., Millions
;r middle class Americans could use these accounts, together with
IRAs and pension plans, to protect much of their saving from the
multiple taxation normally characteristic of an inocome tax

system,
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31

The Roth pesckage would also substitute the Expensing Cost
Recovery System (ECRS) for the Administration's CCRS depreciation
proposal. ECRS would allow 50 percent of an assets' basis to be
written off in the first two years (this takes the half-year
convention into account) with the remainder to be depreciated
according to CCRS. How does ECRS compare with CCRS and the
present combination of ACRS and the ITC? A comparison of the
present values of the capital cost recovery allowances and of
effective tax rates indicates that the current system provides
more incentive for investments in equipment and machinery than
would the other two systems. CCRS would be far less hospitable
than ACRS-ITC; ECRS would be slightly better than CCRS. For
structures (long-lived and generally not elisible for the ITC),
CCRS would be superior to ACRS; ECRS, though, would be the best
by far. Curiously, then, thort-lived assets: which would receive
the greatest shook in the move from the present system to CCRS,
would receive reletively little help from ECRS, (These results
are based on a five percent inflation rate, which is close to the

current rate.)

. A judgment call is whether more of the BTT's revenue should
be used for replacing some of the proposals in the
Administration's tax plan, On the one hand, the Roth program can
be defended as innovative and as thoroughly consistent with the
gosls of tax reform discussed earller, If more of the BTT's
revenues were used for other purposes, desirable parts of this

package would have to be scaled back.
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On the other hana, many of the Administration's revenue-
galning suggestions have serious defects, Proposals like thé
"recapture" tax and the elimination of 401(k) plans would
intensify anti-saving biases. ldeas like imposing a per country
limitation on the forelgn tax credit would lead to awesome
complexity rather than simplicity. Some suggestions like the
elimination of state and local tex deductibility would conflict
with the objectives of fiscal federalism; that proposal would
also tax 1ndividuals on income they do notL have. Moreover, many
of the o1sruptive shifts 1n tax burdens thet the Administration's
proposals woulo create (e.y.,, workers and capital owners in
netural resource and manufacturing industries would suffer as
effective tax rates rose in those industries) could be avoided if
more of the BTT's revenues were usea as an alternative to the
Aaministration's proposals. A major concern is that unless this
were done, tne nation's businesses, which under the
Agministration's plen woula have to cope with numerous shocks and
be net losers, would in addition have to deal with the
disruptions that would accompany the introduction of the BIT.
Although the House Ways and Means Committee 18 developing some
alternative financing iceas, for example, no "recapture" tax but
8 higher corporate tax and & ferocious minimum tax, early
indications are that 1ts suggestions might generate even more
problems than would the Administration's. While retaining the
BTT's deductibility as 4 business expense, 1l believe that the

first priority for the BTT's receipts should be to help finance
the desirable features in the Administration's plan, moa% notably

its marginal rate reductions, by replacing the many revenue
gainers 1n the plan that would conflict with the tax reform goals
of efficiency, fairness, and simplicity. After that were done, I

would strongly endorse the options suggested in the Roth program.
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FINANCING TAX REFORM WITH THE BUSINESS TRANSFER TAX
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Earlier this year, Scnator William Roth (R-Del,)
introduced legislation (8. 1102) to establish a so-
called business tranafer tax (BTT). The BTT would be a
five percent levy on each busineas's value added, where
value added is the difference between the value of the
business's sales and the value of its purchases froa
other businesses. As {s done with the value added
taxes applied {n other countries, adjustments would be
made in order to tax imports while exempting exports.
In the present bill, most of the BTT's revenues would
g0 towards partially replacing the eaployer share of
payroll taxes; about $20 billion yearly would also be
avallable to finance income tax reform. An interesting
possibility would be to set the BTT at a higher rate
and use the revenues this would generate oas a
substitute for many of the unappealing revenue gainers
now in the Administration's tax overhaul plan., Some of
these proposals threaten to defeat the plan, thus
blooking the adoption of its wmost beneficial
components: deep reductions in individual and corporate
marginal tax rates. Despite some shortcomings, the BTIT
has a number of desirable properties with respect to
efficiency, fairness, and international competitiveness
that make it worthy of serious consideration as a
partial substitute for either the payroll tar or the
Administration's revenue raising proposals. The higher
priority use for the BIT might be as a replacement for
some of the Administration's suggested revenue gainers,
such as the repeal of the ITC and the ACRS, the
eliminetion of the deductibility of state and local
taxes, and the numerous industry-specific ochanges that
would greatly increase capital costs in certain sectors
of the economy.

The Heagan Auministration has put 1ts tax overhaul proposal into
a damaging revenue bind. It d1d this by promising to slash
individual and corporate marginal tax rates and double the
personal exemption while also vowing that the tax system will
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coliect as much revenue after uLne overhaul as 1t does under
current law. To reconcile these promises, the Aoministration has
been forced to propose a large number of massive, controversial,
and economically unappealing revenue raisers.{1] The plan's
revenue needs are enormous because the highly desirabie
reductiohs in 1ndividual and corporate marginal tax rates, the
doubling of the personal exemption, and the increase in the zero
bracket amount will lose about $640 billion in Just the five
years from 1986 through 1990 according to the Administration's
own estimates.

The reductions in marginal rates, which the Administration
estimates will cost over $400 billion from 1986 through 1990, sare
the heert of the tax overhaul plan. With the top corporate rate
decreased from 46 to 33 percent, tax angles will play a smaller
role in people's economic decisions regarding Ssuch matters as
whether to consume or invest, whether to buy one product or
another, and whether to enter one line of business or another.
The resson that the marginal rate reductions will make tax
considerations less important in people's decision making 18 that
the reductions will decrease the tax wedge separating underlying
economic forces from people's after-tax rewards. For example, an
individual in the top income tax bracket 1s less likely to work
fewer hours because of the tax bite 1f the income tax leaves him
with 65 cents of each extra dollar he earns than if it leaves him
with only 50 cents.

The challenge 18 to find revenue gainers that will not undo the
beneficial effects of revenue~losing measures like the rate
reductiona, Unfortunately, the tax increases that the
Administration has fashioned to counterbalance these losses have
such major and increasingly obvious problems that tney have
greatly diminished the plan's popular support. A brief review of
some of the chief revenue raisers indicates why almost without
exception they would make extremely bad tax policy,

=Eliminate the deductibility of state and loosl taes.' Since tne
federal income tax's inception, taxpayera have been able to claim
deductions for their state and local income, property, and sales
taxes. In part this reflected the belief that these tax payments
diminished people's incomes and 80 should be deducted from their
federal tex bases. It also reflected a federal decision to et
stute and locul tax claims take precedence over federal claims in
order to avoid undercutiing the tax bases of those lower levels
of government, Now the federal government has apparently decided
that people's state and local tax payments are part of their
incomes after all and so siould be included in their tax bases.
The Administration's tax plan would repeal the deduction for
state and local taxes at the start of 1946, Tne proposal alseo
suggests that despite the Administration's attempts to shift more
programs to lower levels of government, it feels leas compelled
to avoid preempting state and local revenue sources. The
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combined effect of the federal government's cutbacks in state and
local grants, 1its )roposed elimination of state and local tax
deductibility, and its proposed elimination (elsewhere in the tax
plan) of many municipal bonds' tax-free status would severely
strain state and local finances. In the category of fajnt praise,
at least this proposal differs from most of the other major ones
in the Administration's package by not concentrating oOn
extracting more taxes from the returns to saving and
investment.[2)

-"Recapture” part of previous accelerated depreciation
allowances, Declaring that 1ts proposed tax rate reductjions
woulo be a "windfall" to the owners of depreciable property, the
Admingstration sdvocates slapping 8 13 percent tax On a portion
of the accelerated depreciution allowances capital investors took
between 1980 and mid-1Y86. In finding this "windfall", the
Administration has focused on the plan's main benefit to
investors while conveniently 4gnoring the many ways the plan
would hurt them; many investors would, in fact, need & subsiay
rether then a new tax to make them whole. The tax calculation
itself lakes as 1its obenchmark a collection of depreclation
schedules that are arbitrary and theoretically unsound. Iy 18
especially puzzling that even though the "windfall" apgument
could be applied to many taxpayers, the Administration has chosen
Lo single out the largest recent contributors to the nation's
stock of capital; this 18 the same Administration that has sought
L0 encourage inveatment. Besides all this, the "recapture” tax
18 a retrouctive levy that would set a chilling precedent. By
increasing the odds of more retrvactive taxes in the future, it
would put all taxpayers at risk. The tax would reduce future
capitul formation both because 1t would create a8 hew Bsource of
rink nTglbecnuae 1t would squeeze many potential investors' cashe
flows.

-3crap the investment tax oredit (ITC) and replace the
sccelerated cost recovery system (ACRS) with the ocapital cost
recovery aystem (CCR3), Although the Acdministration's tax plan
characterizes the ITC and the ACRS a3 separate matters, they
should be considered in tandem because they Jointly form the
depreciation system that allows inveators Lo recoghize for tax
purposes their capital asset costs. Indeed in 198 the
Administration regarded the expansion of the ITC and the
introduction of the ACRS as central features of 1its effort to
reform the tax system 80 as to lesson tax disincentives hampering
saving and 1invesiment. Now the Administration proposes to
replace the ACRS with the CCRS and to abolish the ITC entirely.
The Aoministration argues that the CCHS 18 generous enough when
compared to the ACRS, but omits from its analysis the loss of the
ITC. 1ln fact, the new depreciation system would increase greatly
the after-tax cost of caplital investments. The certain outcome
18 8 drop 1n aggregate capital formation.(d)
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Moreover, 1f recent revisions in the plan are any gulde, the
Administration and Congress may add new features that will
further worsen the tax treatment of saving and investment. In
order to pick up extra revenues, for example, the Administration
now suggests ending UO1(k) plans, flexible and innovative saving
vehicles presently used by millions of Americans. It also
suggests dropping one of the plan's most positive features: the
indexing of business inventories. This marks a further retreat
from the Administration's originally bold proposals to avoid
taxing as real income the 1llusionary gains produced by
inflation.

The Administration's package wWould also produce vast shifts 1in
the tax burden, The pian's cuts in corporate and 1individual
merginal tax rates and its increades 1n the personal exciption
and the zero bracket amount would reduce tax revenues en
estimated $640 billion over the five years 1986~1990. To finance
these revenue losses, Lhe plan calls for various revenue raisers
aggregating $27¢ billion for corporations and $354 billion tor
individuals. On balance, corporate taxpayers would wind up with
a net increase of $118 Dbillion 1n tax Jliabilities, and
individuals would realize net reductions in their taxes of $13¢2
billion., By any measure, these are massive shifts in taxes, not
only among 1inhdividual taxpayers but as between individual and
corporate taxpayers and among corporations, as well.

The Administration's wultimate defense of these and other
questionable tux nhikes i18 that its plan needs the revenues., One
reaction to this detfense 1as to wonder whether the plan's
desirable (feastures manage to outwelgh the inefficiencies,
inequities, and complexities inherent 1n the current line-up of
revenue raisers, A more positive resction 18 to 8sk whether the
plan could collect the revenues 1t needs to finance these
desirable teatures by adopting Other, less destructive revenue
gainers. The objective 18 to {ing 8 tax that can be collectea at
the business level, does not discriminate 8gainst saving, 1§
fair, 18 reasonably simple, any has a large revenue povential,

tarlier this year, Senator William Roth (R«bel.) put vefore
Congress a bill (8.110¢) that with some mouifications would meet
8ll of these criteria.l5) In wddition, 1t would 1mprove the
international competitiveness of U.S. producers in world merkets
by lessening the tax handicaps under which they now operate. The
proposed levy, which the scnator calls a8 business transfer tax
(BIT), 18 @ tux on the value that businesses add to their
products during production, In 1ts present form, most of the
tax's revenue would be used to lower businesses's payroll tax
Jlabilities with some receipts left over to finance 1ncome tax
reforms Ssuch as reducing individual and corporate marikinal tax

rates.[(6] .
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The bill coulo be modified to finance many of the constructive,
revenue-losing features of the Administration's tax plan either
by raising its rate or by reducing 1its payroll tax offset. or
course, an informed judgment regarding the BTT's merits requires
an examination of 1ts main features and an analysis of its
economic properties, Along the way, one should also consider
what would be gained and what Jost by modifying it from its
present form into a replacement for many of the Administration's
suggested revenue raisers.

Certainly, the BTT may create problems of .ts own., Perhaps the
greatest danger 18 that it would glve the government a new tax
with an enormous revenue potential that could be used to finance
a further rise in taderal spending relative Lo natilonal output.
Anothier serious concern 18 that the BTT, like the revenue raisers
now 1n the Administration's plan, would produce large shifts in
tax lisbilities throughout the economy, with millions of
taxpayers winning and other millions losing. Many of these
shifts would bLe wunfair and disruptive. State and local
governments mignt also ohject to the BTT 1f they saw it 8s @
competitor to their sales tuxes, Two frequently mentioned fears
(shown in later sections to have little economic Support) are
that the LTT might be regressive and inflationary.

The BTT's Main Features

The BTT woula be collected at the business level, A business
Wwould calculate 1ts tax liability by [(inding the aifference
between i1ts "business receipts" and "business expenses' anc then
multiplying this uifference by the five percent tax rate, For
example, 1f o business has receipts and expenses for tax purposes
of $40,000 ana $15,000, respectively, its trarfsfer tax would be
$1,250, which 18 five percent of the $25,000 difference.

In general, the HBTT defines business receipts according to the
rules developed by the income tax coue in order to minimize the
additions)l compliance costs placed upon taxpayers. In several
\mportant respects, though, the BTT defines receipts more
narrowly than does the income tax. It goes not include revenues
from dividends, intercst, or gains on the sale of capital assets
(e.g., Stocks and bonds) "nout used in the active conduct of @
business by the taxpayer." Further, the BTT exempts the value
asdded Lo several categories of products a8t the retall level:
food s0ld for off-premises consumption, medical care, the sale or
rental of housing, and the sale or rental of land. It also
exempts charities (except for receipts from unrelated businesses
of such organizations) and governments,

Wnereas the BTIT bears some resemblance Lo an income tax in how it
defines business recelipts, 1t ditfers dgramaticaslly from an 1ncome
tax with respec” Lo 1ts detinition of deductible expenses., Unaer
the BTT, Lh1s deduction 13 not intended to cover all varieties of
business costs but only the costs of goods and 3ervices obtained



from other businesses, The purpose of this deduction 1S to
remove from each business's tax base the amount that nas already
been Laxed at previous stages of the production process.

For a brief 1llustration of the tax's computiation, suppose a
small firm receives $40,000 from sales and $5,000 1in diviaends
from the stock 1t owns 1n another company. Also suppose that 1t
makes .$15,000 1n purchases from other firms for 1inputs like
equipment, utilities, insurance, and data processing. Under the
transfer tax, the firm's liabllity would be $1,250, which is faive
percent of the $25,000 difference between 1ts business receipts
{which, remember, exclude dividends) and 1ts purchases from other
tirms.

Special rules would apply to exports and imports, The revenues a
firm derives from exporting gouods and services would not be
subject to the BTT; 1f a business imports, however, 1t would have
to pay the transfer tax on the value of those imports. In
effect, these rules remove a business's exports from its tax base
while adding in the value of 1ts imports.

In the event that deductible expenses exceed recejipts, espectially
likely for start-up firms and exporters, the excess deductjons
could not be uged to claim a tax refund. However, they could be
carried forward for up to fifteen years as a deduction against
future business receipts.

A novel feature of the BTT 1s that taxpayers could claim all of
1t, except for the portion attributable to imports, as a credit
against their employer share of payroll taxes, For {natance,
imagine that an employer has payroll tax obligations of $1,500
and transfer tax liabilities of $1,250., According to the bill now
before Congress, the business could reduce 1its payroll tax
liability to $250 by claiming a $1,250 credit for 1ts transfer
tax payments.(7)

At present, businesses can claim the employer share of social
Security taxes as a deductible expense for income tax purposes.
To maintain this benefit, businesses would be allowed to claim as
income tax deductions both the BTT peyments they credit against
their payroll taxes and the excess, if any, of their payroll
taxes over the BTT credit. In the example, the firm could deduct
from 1ts income tax base both its $250 in FICA payments remaining
after the credit and its $1,250 in transfer taxes. To avoid
depleting the social security trust fund, transfer taxes used to
offset payroll taxes would be credited to the social security
trust fund.

Because of the credit, the BTT would not inerease the total tax
liability arising from the domestic production of most goods and
services: the fall in the payroll tax would counterbalance the
rise in the transfer tax. The major exception would be capital
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intensive domestic producers (e.g., chemical plants, utilities)
with a low level of payroll relative to their value added:
capital 1intensive firms might not have enough payroll taxes to
of fset their transfer taxes. Imports, ineligible for the FICA
credit, would carry the main share of the net tax burden. The
five percent transfer tax 18 estimated to raise $20 billion
yearly net of the FICA credi't, of which $17 billion would come
from 1mports and $3 billien from domestic producers whose
transfer tax liabilities would exceed their payroll ‘tax
liabilities.(8)

The BTT As A Levy On Value Added

For people thinking in terms of 1income taxation, a8 natural
question about the BTT is why it would 1imit the business expense
deduction to purchases from other firms,. If the tax base were
income, expenses like wages and interest payments should also be
allowed as deductions., The explanation is that the BTT 18 not an
income tax but a tax on value added. A business's value added 1s
the difference between the value of 1ts output and the value of
1ts input purchases from other businesses. This difference is
the tax base for the transfer tax. The base 18 calculated by
having businesses add up their gross receipts and then subtract
out their purchases from other businesses.

The concept of value added can be 1illustrated with a short
numerical example. Suppose that a manufacturer produces an
intermediate product which 1t sells to a retasiler for $5,000.
Also assume that in the process the manufacturer bought $800 of
raw materials and $1,200 of capital goods from firms antecedent
to it 1n the production chain, Further, suppose that after
adding its own services, the retsiler resells the output to
consumers for $7,500. ' ln this example the manufacturer bought
1nputs to which other firms had already added $2,000 of value.
The manufacturer's own value added 1s the $3,000 spread between
the price of 1ts output and the cost of the inputs it purchases
from other firms. The retailer then adds another $2,500
($7,500 - $5,000) to the product's value.

The cumulative value added to the product by the various
businesses along the production chain has economic significance;
1t equals the product's final price to consumers ($7,500 = $2,000
+ 33,000 + $2,500). Because of this equjvalence between total
value added and final sales price, consumer expenditures can be
measured in two basic ways at Lne business level. Each of these
approaches to measuring consumption expenditures can be used, 1n
turn, to construct a consumption-based tax.

One option 1s to concentrate on sales to consumers, recording the
cumulative amount of these sales. In the example this method
would focus on the $7,500 sale made by the retailer. A levy
imposed on this sale and, more generally, on all sales to
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consumers of goods and services, Wwould have consumption
expenditures as its tax base. This 1s the route chosen by the
famillar retail sales tax although, 1n truth, most actual retail
sales taxes are limited 1n their Scope, exemplting Some goods and
many services.

An equally accurate method of measul'ing consumer expenditures 1s
to cumulate the value added throughout the production process. A
tax based on this approach would be assessed on each business
along the production chain according to the value 1t has added.
A tax that does this 1S Known as a consumption-type value adaed
tax. Value added taxes (VATs) are now found 1n many countries;
they are especially common 1in Europe. This 1s the category lo
which the BTT belongs although 1t would differ in several
important respects from the VATS currently operating in Europe.

In contrast to these approaches, which center on the business
sector, consumption expenditures can alternatively be measured at
the household level. Housenholds would accomplish this by
calculating the aifference between their 1incomes and their
nonconsumption expenditures, This can be transiated 1nto a tax
base by having 1individuals find their incomes and then subtract
out their saving, taxes, and other nonconsumption outlays. This
sort of tax 18 Kknown as 8 consumed income tax.

If consumption 1s measured by the value added method, care must
be taken to count each business's value added only unce. In the
numerical example, suppose each firm were taxed on its total
sales with no allowance made for purchases from other firms.
Then the firms making sales Lo the manufacturer would be taxed on
$2,000 (and the f'irms selling to these supplies would also have
been taxed on their sales), the manufacturer's tax base would be
$5,000, ana the retailer's would be $7,500. As a result of this
multiple counting of value added, the total tax base would be at
least $14,500, which 1s almost twice the true amount of value
added.(9])

An overestimate of value added also occurs if capital goods
purchases cannot be written off fully and 1mmediately (1i.e.,
expensed). In the example the manufacturer bought $1,200 of
capital goods. If these could not be written off at all, the
manufacturer's tax base would be $4,200 because the base would
1nclude 1nvestment spending on top of value added. If capital
go0ds could be written off only gradually, as must be done under
the current tax system, the tox base would also be overstated in
present value terms because 1t would 1nclude value added plus
some portion of investment spending.[10]}

A consumption-type VAT can measure value added 1n several ways.
The measurement technique chosen may have a strong 1nfluence on
the tax's appearance, the information it requires, the paperwork
1t  generates, and 1ts ability to deal with some special
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situations. These differing characteristics may recommend one
computational method over another. However, these techniques
share the common property that all of them measure value added.
It 1s helpful to keep this similerity 1n mnd so as to avoid
exaggerating the 1mportance of the measurement technique.
Because many of a tax's economic properties depend upon the tax
base rather than upon the calculation technique, the BTT's
properties 1n areas like efficiency, equity, and international
competitiveness would be much the same regardiess of the
computational method used by it 1n determining value added,

The BTT takes the most direct path (and the one used 1n the
1llustration) by finding the difference between gross receipts
and inter-firm purchases. An advantage of this subtractiow
approach 1s that almost all of the needed information is already
avallable from 1income tax and internal bookkeeping records. It
18 the technique that bears the closest resemblance to those used
in calculating income taxes. Accordingly, large segments of the
tax calculation would be familiar, moderating the administrative
costs that the levy would impose on taxpayers.

The use of the subtraction technique explains a feature of the
BTT that at first glance might seem puzzling: the tax does not
count receipts of 1interest and dividends in 1ts definition of
business receipts. The reason for this ts that these i1tems have
already been taxed 1n the hands of the business paying them. To
understand this point, consider the manufacturer in the example,
The manufacturer adds $3,000 of value and uses that amount to pay
various forms of compensation, of which the principal ones are
wages to 1ts workers, interest to 1ts lenders, and, with what 18
left over after other claims against the manufacturer, dividends
to 1ts equity holaers. Because the producer 18 taxed on this
$3,000 of value added, those who receive that value added in the
forms of wages, 1Interest, dividends, and other compensation
should not also be taxed on it. To avoid the error of counting
both the value added and the claims made on that value added,
receipts of 1nterest, dividends, and wages are correctly excluded
from the BTT.

The subtraction technique chosen by the BIT 1s not the only
methc? by which value added could be determined. If 1t were so
desired, the BTT could use other computational techniques. As
outlined above, a business's vslue added could alternatively be
measured by adding up the various claims made on 1it. This 1s
known as the addition technique. For the manufacturer, the
$3,000 of value added could be found by summing the amounts
directed 1into wages, 1nterest, and dlvidends. Although this
approach 13 slightly more roundabout than the subtraction
technique, businesses already have avallable most of the
necessary information. The only VAT now existing in the United
States, Michigan's single business tax, utiljizes this technique.
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A third option 18 the 1invoice-credit technique, which 15 a
modification of the subtraction technique and 15 widely used 1in
Europe and elsewhere. Instead of deducting purchases from other
businesses, a taxpayer recelves involces with i1ts purchases that
show the taxes already paid on those 1nputs. The taxpayer
computes a tentatlve liability based on 1ts gross recelpts but
then deducts from that the tax payments indicated on the 1nvoices
1t receives. The main advantage of this technique 1s that the
invoices create records which 1increase the daifficulty of tax
evasion., The primary disadvantages of this technique are that 1t
entalls more paperwork than the subtraction method and may appear
more novel to taxpayers, UBecause this 1s the most common method
of computing the tax, some individuals associate the term "VAT"
with this particular procedure.

An 1mportant feature of the proposed tax 18 that it would be
assessed on lmports but not exports. Are these so-called border
tax adjustments consistent with the value added framework? In
fact, they are acceptable (as will be explained later) and indeed
common.,

In two respects, however, the BTT deliberately departs from a
pure value addea framework. One concerns what happens when the
cost of a business's 1nputs exceeds the value of its sales,
Although the value added format would seem to entitle the
business to a refund, the BTT would merely allow the business to
carry forward to future years the amount by which expenses exceed
receipts., Even 1f the firm eventually gets to claim the
expenses, the delay will have reduced their present value,
Start-up firms would be especially likely to suffer because of
the delay this procedure entails. Another departure from the
value acdded framework 18 that producers of certain products would
be exempt from the tax. For instance, a grocery store would not
have to collect the transtfer tax on the food 1t sells to
households. More will be said 1n a later section about the tax's
selective exemptions.

The Saving-Consumption Trade-Off

Une of the major disadvantages of an income tax 18 that it weighs
more heavily on saving than on consumption. Because an income
tax twists incentives 1n this manner, 1t discourages people from
saving and 1investing, thereby slowing advances 1in productivity,
output, and living standards. The current system's double income
tax ~= 1ndividuals' 1nvestments 1n corporate equity are taxed at
the corporate level and again at the personal level -- magnifies
the blas. In countrast, one of tne primary attractions of a
consumption-based tax 18 that it 15 free of th.s problem.

To tllustrate nhow income and consumption taxes differ in this
regard, suppose an individual 1s trying tlo decide whether to
consume or save $2,000 of Htis income. Also Suppose that in the

-
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absence of laxes these earnings can be 1nvested to yield a $200
annual stream of future income (this assumes a 10 percent rate of
return). For expositionsal simpllcity, assume that the individual
converts this 1ncome stream 1into future consumprion. In tnis
case, then, each dollar of foregone current consumption produces
a $0.10 annual stream of future consumption.

Now suppose the government imposes a five percent 1income tax and
that, anitially, the bVefore-tax rate of return remains ten
percent. As a result of the tax, $2,000 of before-tax earnings
drops to $1,900 of after-tax earnings. The 1individual can use
these earnings to purchase 1mmediately $1,900 of consumption
goods and services. If the person instead saves the $1,900, it
will yleld an annual income flow of $190 before tax and $180.50
after tax. Comparing the after-tax options, which are $1,900 of
current consumption versus $180.50 of yearly future consumption,
the 1ndividual would find that each dollar of saving would now
produce only $0.08 of yearly future consumption. Thus the i1ncome
tax has lowered the relative reward for saving by 20 percent.

In an 1mportant respect, this example actually understates the
bias pbecause i1t assumes that the government imposes only a single
1ncome tax. In fact, under the current tax System, individuals
face taxation at both the corporate and personal levels on their
equitly investments, Each of these 1ncome taxes exerts an anti-
saving bi1as, thereby intensifying the total eftect.

Suppose that instead of employiny an 1income tax, the government
levies a b5 percent VAT on producers' net receipts. The
inaividual can now buy 1immeaiately $2,000 of consumption goods
and services gross-of-tax and $1,900 net-of-tax. (The $100
difference 1s the tive percent tax on the $2,000 of cumulative
net business receipts.) It the 1indiviadual 1nstead saves the
$2,000 of earnings, 1t would not be taxea lmmediately. It woulg
yiela an annual vefore-~tax 1ncome flow of $200, which would
permit yearly net-of-tax consumption expenditures of $190,
Unlike the 1ncome tax, the consumption tax continues to let the
1ndividual exchange one dollar of current consumption for a $0.10
annual flow of future consumption. Therefore, 1t accords equal
treatment to saving ana consumplion.

In the bill now hefore Congress, most of the revenues from the
BTT would be used to lessen payroll taxes. Whether thys
substitution would reduce the tax system's pro-consumption bias
would thus depend largely on whether the payroll tax encourages
consumption &t lhe expense of savinhg. As 1t turns out, the
payroll tax 1s relatively neutra) 1n this respect because 1t does
not  produce the repeated taxation of savirg that 18
characteristic of an income tax. Most economists believe that
the employer's share of the payroll tax 13 passed back to
workers. Thus tne payroll tax reduces people's after=-tax labor
1ncomes, hence exerts a bias against work and in favor of leisure
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and other nontaxable activities. Thereafter, however, that
income 1s free of further payroll taxes whether the 1individual
decides to spend or save 1it, Accordingly the tax treats

consumption and saving evenhandedly.

Because most of the transfer tax would go towards replacing a
relatively neutral tax, the bill now before Congress would do
little Lo correct the tax system's anti-saving bias.

Is The BIT Fair?

Taxes are frequently measured agailnst two Standards of equity.
One 1s horizontal equity, which means that if two people have the
same level of economic welfare before paying taxes, they should
continue to be on a par after paying taxes. Tne other standard
15 known as vertical equity. This even more subjective standard
means that 1f two people have different Jevels of economic
welfare before the 1mposition of a tax, the one with the greater
welfare should pay a disproportionately greater tax. There 1s
virtually no agreement on the proper degree of adjustment.

A broad-based VAT aqoes extremely well n terms of horjzontal
equity. Suppose, for example, that before the imposition of a
tax two 1individuals are 1dentical except that one wants to
consume heavily while the other prefers saving. Whereas an
income tax would weigh more heavily on the saver, a VAT preserves
the 1individuals' before-tax equality because it lowers the
rewards for both consumption and saving in the same proportion.
In short, a VAT does not give an artificial advantage to either
consumption or saving. Of course, i1f measured against the anti=
saving blased income tax system, a VAT might seem tc¢ help savers.

The 1ssue of whether VATs are indeed neutral between consumption
and saving frequently spills over 1into the realm of vertical
equily because there 18 a widespread perception that the poor
consume relatively more of their income than do the rich. Those
who think VATs discriminate against consumers tend also to
believe that they discriminate against the poor, This argument
has at least two flaws, however. First, the relation upon which
the argument depends, that saving 1s an 1ncreasing function of
1ncome, 18 much weaker 1n the long run than 1t seems On a yeare
to-year basis. Because people tend to stabilize their living
standards by consuming relatively more in lean years and saving
relatively more 1n good years, the positive relationship between
income and the saving rate is strong 1n the short run. In the
long run, thougn, the relationship becomes far weaker,

Jecond, whether or not income and the saving rate are positively
correlated, a VAT 13 1innocent of the charge that 1t treats
consumption more harshly than saving. As shown earlier, a VAT
does not change the relative rewards of consumption and saving.
Thus even 1f the poor have a higher consumption rate than the
rich, a VAT woulg put both groups on the same footing.
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It i3 true that a broad-based, flat-rate VAT would be less
progressive than the current income tax system. But unless one
believes that people pay no attention to the tax climate, this
does not mean that a proportional VAT would make the poor worse
off than would a progressive, equi-revenue income tax. 8y
avoiding an income tax's anti-saving bias, a VAT 1is more
conducive to capital formation and precductivity gains. This is
very important to the poor because historically they have often
been those most helped by more rapid economic growth., Thus a tax
which seems from a static perspective to be less generous to the
poor may in reaiity be the tax that aids them more. This point
may help to explain why many socialist governments in Europe that
with their heavy labor representation ought to oppose regressive
taxes have been in the forefront of adopting VATs.

There is an even more fundamental reason for doubting that a
broad-based VAT would be regressive, It hinges on the question~
of whether consumers bear the tax in the form of higher prices or
whether people selling labor and capital services bear the tax in
the form of lower after-tax returns. As explained in a later
section, a VAT will probably be shifted back to the workers and
investors {involved in the production process, thereby reducing
their after-tax incomes, rather than being shifted forward to
consumers, Suppose as a rough approximation that a VAT is borne
by the recipients of 1labor and capital {income {in the same
proportions as their respective contributions to value added.
Far trom being a regressive levy, a VAT will then be a
proportional tax on labor and capital income.

Nevertheless, to deflect charges of regressivity, the bill now
before Congress would partially exempt food, housing, land, and
medical care from the new tax. Superficially, these steps appear
to protect the poor because they remove several categories of
necessities from the tax base. Although these exemptions make
excellent political sense, the economic support for them is weak.
Their value to the poor rests on two questionable assumptions.
First, it must be assumed that the poor devote a larger fraction
of their resources to buying exempt products than do the rich.
The trouble with this assumption is that people frequently
upgrade the quality and quantity of "necessities" like housing in
step with their wealth., Thus the exemptions may fail to lighten
the tax load on the poor relative to the loads on other income
groups. At the least, the exemptions are poorly targeted.

Second, the logic behind the exemptions fimplicity assumes that
the tax {s passed forward to consumers rather than backward to
producers, As discussed more fully in a later section. however,
backward chifting is more likely. If the tax is passed backward,
it will be people like grocers, doctors, and landlords, that is.
the suppliers of exempt jtems, who reap most of the benefits from
the exemptions, With backward shifting, consumers would gain
little from the exemptions because they would not be paying the
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tax on the exempt 1items 1n any case. Besides failing to help the
poor, the exemption would violate the criterion of horizontal
equity because 1t wWould favor people 1n some occupations over
otherwise 1dentical people in different occupations.

Another problem with exemptions 18 that they create a Uax
1nefficiency. By putting less of a tax load on some items than
on others, they encourage the overconsumption and overproduction
of the favored goods and services. Suppose, for instance, that a
business adjusts the production of outputs A and B until they
yleld the same return in the absence of tax considerations. If
the government suddenly imposes a tax on A while exempting B, the
business will shift its output mix towards B Solely in response
to the tax.

It should be added that the exemptions are less sweeping than
they might seem because they would apply only at the retail
level. For example, a grocery would not have to pay the transfer
tax on 1ts food sales, but producers at earlier stages would have
Lo pay tax on the value they added to the food, As a result,
only the value added to the food at the retail level would
receive the exemption.

In the current proposal, most of the revenues from the BTT would
g0 towards offsetting the employer share of the payroll tax.
With 1ts broad base, flat rate (up to the wage ceiling), and
neutrality between consumption and saving, the payroll tax turns
out to be a slightly regressive levy but one that has provoked
far less criticism on equity grounds than, for example, the
income tax. Hence, the use of the BIT to reduce the payroll tax
should have only a small effect on tax equity. A side effect of
the proposed offset 18 that the significance of the special
exemptions would be further diminished. In large measure, the
producers of exempt 1i1tems would merely find themselves paying
less BTT but more payroll tax than the producers of nohexempt
1tems,

Simplicity

A broad-based, flat-rate VAT computed by the subtraction
technique 1s a simple tax conceptually and operationally. Most
businesses could simply turn to their inhcome tax and internal-use
records to ascertain their gross business receipts and their
purchases from other firms. Businesses woula find, for example,
that business receipta under such a tax differed 1in only a few,
easily calculated respects from gross income under the income
tax. The desire to Keep the BTT relatively simple accounts for
the decision to use the subtraction technique rather than the
more common 1nvolce credit technique. The proposed tax also
merits pralse for having adopted a single-rate format. This
should furnish taxpayers large administrative saving with respect
to their tax calculations and bookkeeping. The recommendation
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for a single rate is all the more welcome because the majority of
nations with VATs have chosen complicated, multiple-rate formats
that substantially increase their taxes' administrative costs.

Most of the complications found in the BTT arise from its special
exemptions and border adjustments. For instance, a firm that
sold some exempt {tems and some nonexempt ones would have to
distinguish between the categories in {its records and {its tax
calculations. Given that the exemptions would usually apply only
at the retail level, businesses with both retail and nonretail
operations, like many grocery chains, would confront especially
complicated problems regarding how much of their value added was
really exempt. To make the required distinotions. the government
would assuredly need to issue complex regulations, and businesses
would probably need to keep extensive records and perform tedious
calculations. In addition, businesses with both exempt and
taxable sales would have to allocate their expenses between the
categories (they could only claim expenses against the taxable
sales) according to a simple but arbitrary formula, Turning from
receipts to deductions, businesses that buy exempt {tems would
not be allowed to claim many of those {items as deductible
expenses. Accordingly, they would have to distinguish between
deductible and nondeductible purchases from other firms.

In the bill's current form, all BTT payments except those on
imports could be credited against the employer share of payroll
tax liabilities. Because the BTT would not actually replace the
payroll tax, though. taxpayers would face all the old tax forms
plus some new ones, fFurther, businesses would need to adjust
their payroll tax payments to reflect their transfer tax credits,
Fortunately, the required adjustments would be straightforward.

Taxing Exports And Imports

The BTT would make three adjustments with respect to exports and
imports. One {s that businesses would not have to include export
sales in their business receipts, They could, however, continue
to deduct thelr purchases from other businesses, Another is that
importers would have to pay the five percent tax on the full
value of their imports, A third provision would bar the transfer
taxes paid on imports from being credited against payroll tax
liabilities.

The tirst two provisions have the effect of restricting the
transfer tax to goods and services that are consumed
domestically. To this end. exports are excluded from the tax
base because unless later imported they will be unavailable for
domestic consumption. Meanwhile, imports are added in full to
the tax base because unless later exported they will be available
for domestic consumption,
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The underlying issue is whether a government wishes to assess its
tax according to whether products are consumed domestically or
whether they are produced domestically. If a government chooses
the former policy, imports should be taxed on the value added to
them abroad while exports should not be taxed. This is what the
first two border adjustments accomplish., In the absence of such
border adjustments, a VAT would tax the value added in domestic
production regardless of where consumption occurs. International
considerations tip the scale in favor of the border adjustments

Most nations with VATs, including several of our major trading
partners, gear their VATs to domestic consumption by exempting
exports while taxing imports. This 1is sometimes called the
country-of-destination principle., If a U,5. VAT failed to make
simjlar adjustments, U.S. products would encounter tax handicaps
at home und abroad, For example, in the absence of border
adjustments, American products exported to, say, France would be
saddled with both the U.S., and French VATs while French products
sold in France would bear only the French VAT. With the border
adjustments, in contrast, U,S. exports to France would bear the
French VAT, as would their foreign competition; French exports to
the U.S. would bear the American VAT, as would their domestic
competition.

The border adjustments would work against simplicity because
businesses would have to keep separate records of imports and
exports in order to treat them properly for tax purposes. A firm
that exports some of its products. for example, would have to
keep track of those sales in order to avoid including them in its
tax base,

Because the BTT would calculate value added by the subtraction
technique while most foreign VATs use the invoice credit method.
the mechanics of the transfer tax's border adjustments would
differ slightly from those found elsewhere. These technical
differences in themselves are no problem. What does warrant
concern {s that because the transfer tax is nonrefundable (though
it can be carried forward), its export rebate may Le incomplete.
thereby failing to relieve American exports of the U.S. VAT,

Suppose, for example, that an exporter buys $10,000 of inputs
from other firms and, with the addition of {ts own inputs,
produces a product that it sells abroad for $15,000. According
to the rules of the BTT. the exporter would not have to include
the $15,000 sale in {ts tax base and could deduct its $10,000 of
purchases from other firms, At a five percent tax rate, these
adjustment.s would seem to qualify the business for a $500 rebate.
This rebate {3 important because without it the export would
continue to bear the $500 of transfer taxes assessed on it during
earlier production stages. The problem {s that because the
transfer tax is not refundable, the exporter could only recover
the ful) $500 {f {t has at least $500 of BTT liabilities arising
from taxable domestic operations. The unused portion of the $500
could be carried forward to future years, but in present value
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terms the value of the refund would decline rapidly. For the
many firms that concentrate on exports, this restriction would
prevent the border adjustments on their exports from bveing
complete.

The U.S. 1ncome tax system lacks border acdjustments. As a
result, U.S. exports must often shoulder both the U.S5. 1ncome tax
and toreign VATs. In contrast, 1imports 1nto the United States
are otten relieved of their foreign VATs and may )largely avoid
the U.S, 1ncome tax as well. These uneven rules place American
firms at a Jisadvantage relative to their foreign competitors.
Although 1t would be possible in term$ of mechanlcs to equip
1ncome Laxes with border adjustments, dolny S0 would create
serious legal problems. The United States 1s 8 Sighatory to an
important international agreement, the General Agreement on
Tarifts and Trade (GATT), that bars "direct" taxes like lncome
taxes from containing border adjustments but allows "indirect"
taxes like VATs to nave them. In order to 1improve the
international compelitiveness of U.S. firas while abiding by
.GATT, @ number of economists have advocated replacing the
corporate income tax with a VAT,

Instead of replacing the corporate 1income tax, though, the
proposed tax would serve to offset a large part of employers'
payroll tax liabilities. The payroll tax 1s like income taxes in
that 1t does not make border adjustments. On exports, for
1nstance, a povernment does not rebate the payroll taxes that
businesses 1incurred during the products' production. Theretore,
the partial replacement of the payroll tax by a levy with border
agjustments would 1mprove the competitive position of V.S,
producers.

The BTT's role as a partial replacement for the payroll tax
explains the rationale for & third tax rule with respect to
international trade: the transfer tax assessed on the value of
imports c¢annot DbDe credited against payroll tax liabilities.
lmports themselves have incurred no U.S5, payroll taxes to be
offset; accordingly, 1t 1s reasonable for the U.,S. government to
require that the reduction 1n tne U.S. payroll tax ve of no
benefit to 1imported products. The aim of the third boraer
agjustment rule 18 to guarantee that businesses cannot take the
transfer taxes they pay on 1mports and use them to offset the
payroll taxes they owe on their domestlc operations.[11)

In one case, though, the BTT would provide imports with a tax
advantage denied to domestic production., Suppose that a U.S.
business, for instance, a manufacturer, were to buy $2,000 of
inputs from abroad, paying $100 1n transfer taxes on the value of
those 1mports. Regardless of whether the $2,000 of 1nputs were
produced domestically or abroad, the BTT woulo allow the
manufacturer to subtract them from 1ts sales 1n determining 1ts
value added and the amount of transfer tax due on that value
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aaded. So far, this tax treatment 1s even-handea. [n addition,
however, he BTT {n 1ts current form would also let the
manufacturer deduct as business expenses the $100 of transfer
taxes that 1t paid on its imported 1inputs but would deny a
comparable deduction for transfer taxes paid on domestic 1nputs.
That 18, 1 f the manufacturer instead bought $2,000 of
domestically produced inputs on which 1ts Suppliers had paia $1060
of transfer taxes, neither the manufacturer nor its suppliers
could claim Lthose 100 as business expense deductions. Thas
difference 1n tax treatment favors lmported over domestic inputs.

Effect On The Price Level

A frequently expresseda concern with regard to the adoption of a
VAT is that 1t might push up prices. The fear 1s that if an 1tem
costs, say, $100 before the establishment of a 5% VAT, 1t will
cost $105 after the tax's 1mposition and that similar price
increases will occur for other goods and services. This scenario
contains the implicit assumption that producers can shift the tax
forward to consumers. If one takes another step and contends
that the tax would cause a continuing chain of price increases,
not Just a one-time boost, the tax would stand accused of
contributing Lo the general, long-run upward movement in prices
that we call inflation,

However, these accusations are difficult to support because 1t 18
doubtful that producers can successfully pass the VAT forwara to
consumers, Producers would encounter the stumbling block that
there is @ balance between the economy's supply of goods and
services and the amount of money being spent to buy that output.
If the economy 1s in a position where the current level of money
spending 18 Just sufficient to buy the current level of output,
producers could only raise their prices 1f either they were
willing to sell less or they could persuade buyers to increase
their money spencing for consumption goods and services.

It 1s far from obvious that the 1introduction of & VAT would
convince consumers to pay more for the same amount of goods and
services, abandoning their old level .of money spending on
consumption for 8 higher one even though their incomes have not
increased. Admittedly, 1f the Federal Reserve decided to
accompany the tax with a monetary expansion, money spending would
rise, but the cause would be money growth not the tax change. In
the absence of a rise in mohey spending, producers would discover
that if they raised their prices, they could no longer sell all
of their output because tnere would be too little money spending
to buy it: buying the old output at the new prices would require
more money spending than was previously sufficient. The unsold
output and the consequent 1dling ©Of resources would put intense
pressure on producers to reverSe their price increases. As a
result, although producers would be desirous of passing the tax
forward, they would probably be unsuccessful; the tax would tend
to be passed back to them and to the owners of the resources they
employ.
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Notice that tne key to this analysis 1s the relationship between
output and money spending. Therefore, the argument 18 not
specific to a VAT but cdn be applied to taxes in general whether
they happen to be based on consumption, income, wealth, or Some
other variable. With respect to VATs, the analysis does not
depend on the technical method by which the VAT 13 calculated.
It 18 equally valia whether the tax employs the addition,
subtraction, or invoice credit computation technique.

The tax base does affect the outcome in one way, though. An
efficlent tax will tend to permit higher productivity and more
outpLut than an 1nefficient tax. Thus, 1f an efficient tax were
to replace an 1inefficient one, the substitution would tend to
boost real output. The gain 1n output, 1n turn, would tend to
exert downward pressure on prices. For example, 1f a VAT
(computed by any of the main techniques) were to replace the
corporate income tax, the positive supply response would tend to
lower prices.

Revenue Potential

Broad-based taxes can collect an enormous amount even at
relatively low rates. Estimates prepared for Sen, Roth's office
provide a glimpse of the BTT's power in this respect.[12) First,
however, the estimates should be prefaced with a warning. They
were constructed under the unrealistic assumption that people do
not change their behavior 1n response to the tax system. While
this simplifies the estimation procedure, 1t 1lghores 1important
feedback effects, meaning that the forecast results are unlikely
ever to be realized.

It 1s estimated that in 1986 the BTT would have a tax base of
approximately $1,500 billion with about $1,160 billion of this
coming from domestlc productlon and about $330 billion from
imports. Thus 1n 1986, each percentage point of tax would bring
1n gross recelpts of $15 billion ($11.6 billion and $3.3 billion
from domestic production and imports, respectively). The 5
percent tax introduced before Congress would bring 1in gross
receipts of about $75 billion ($58 billion and $17 billion from
domestic production and from imports). However, the payroll tax
credit would reduce net receipts to about one-fourth of the
gross, roughly $20 billion ($3 billion and $17 billion from
domestic production and imports).

For another perspective, consider the revenue needs of the
Administration's plan 1in 1990 when all of 1ts major giovisions
would have been phased 1n. The plan's biy revenue losers, the
reductlions in marginal tax rates ana the doubling of the personal
exemption, would lose approximately $160 billion 1in that year.
The BTT would require a rate on the orader of 8.5 percent to
collect about that amount 1n gross receipts in 1990 (about $§125
billion from domestlic production ana about $35 billion from
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wmports). If tne payroll tax credit 1s retained, of course, an
8.5 percent BTT would collect much less on a net besis. With the
credit, 1t would take a tax rate of about 13.5 percent to Rather
$160 bi1llion 1n net receipts in 1990,

These figures 1ngicate that the BIT has the ability to
counterbalance all the revenue losers 1n the Administration's tax
plan. Ut course, 1t should not be thought that the BTT would
have to replace all ot the Administration's Suggested revenue
gasners., 1t some of them are Judged desirable, they could be
retained ana the BIT could be set at a correspondingly lower
rate. Tnis approach nas the advantage of replacing revenue
rda1sing considerations with considerations about the intrinsic
rightness or wrongness of the present law provisions tnat the
Administration proposes to moulfy. In terms of 1ls revenue
potential, then, the BTT 1s a viable alternative to a series of
bad proposals, 1ncluding the elimination of the state and local
tax deduction, the repeal of the ACKS and the ITC, and the new
depreclation "recapture” tax.

Ungtortunately, tne revenue potential of a broad-based tax like
the BTT also presents dangers. Once introduccd 1nto the tax
system on a revenue bheutral basis, 1t could, wWith its 1mmense
revenue gdthering ability, later become a device for expanding
tax collections and government spending. In tne context of the
BTT, this might be done by enacting 1L at one rate and sometime
Lhereafter raising the rate. If the transfer tax i1nmtially
contains the FICA credit, more revenues could be brought 1n later
Ly scaling back the credit., 1t the BIT 15 use¢ 1n place of tne
revenue golhers now in the fLuministration's tax plan and 1t the
plan 15 enacted, the government mipght subsequently try collecting
moure Laxes ULy d8K1DE agelh tOr measures like the repeal of the
i7cC.

Tnese ovangers make 1t 1mperative that the BTT not be enacted
Withoul on extensive public deodale that emphasizes it 18 not to
be used as & means for increasing total tax collections. Indeed,
Sen. Koth wdas sulficiently concerned aboul the possible misuse of
the BIT's net receipts that he made the last section of his bill
a bense of the JSenate resolution "concerning use of BTT
revenues". The resolution states that the BTT's net revenues
should be used as o means ot fundinyg income tax reform, not as a
device for increaslng aggregate government revenues. A
complementdry option might be Lo 1nclude 1n the bill a provision
Lo limit the rate at which the BIT could be imposed, at least four
the nexy several years.

Shafts In Tax Burdens
Ure of the most persuasive arguments macge agaihst major tax

changes 15 that they almost 1nescapably entall some unpleasant
econumic dlsruptions and arvitrarlly create winners and losers
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throughout the economy. This criticism 18 frequently made of
VATs and other consumption taxes, It 18, therefore, of interest
to examine the shifts that the BTT would produce. To make the
examination relevant, 1t should also be specified what role the
BTT would be expected to play in the lax system.

In 1ts currently proposed form, the BIT would be assessed at a
five percent rate and have a payroll tax offset. The biggest
losers by far would cc importers: they would have to pay the five
percent tax but would be dcnied the rebate. tstimates released
by OSenator Hoth's office suggest they would 1incur about 85
percent of the net tax burden. Some of this would probably be
passed along to domestic firms that have inflexible demands for
foreign products, such as many chemical firms and clothing
stores. These businesses, then, would also tend to be losers.

Firms whose products have a high domestically produced content
Would tend to gain. In general, their tax lilabilities would not
rise vecause thelr BTT payments could be credited against their
payroll taxes. Further, they woula be 1n a stronger competitive
position against imports. An 1lmportant exception would be firms
with a low ratio of payroll to value adaed. Such firms might
experience a net 1ncrease 1n thelr total tax liabilities because
they might not be able to take full advantage of the payroll tax
credit. Capital intensive firms would be particularly likely to
fall within this category.

If, under tnis proposal, the BIT's revenues net of the FICA
credit were returned to taxpayers in the form of, say, marginal
rate reductions, the gains would be widely diffused throughout
the economy with each separate laxpayer tending Lo notice a small
benef1t.

Another option worth 1nvestigating 1% wusing the BIT as an
alternative to some of the suggested tax hikes in the
Aaministration's tax plan. This 13 an 1interesting comparison
because both courses of actions would lead Lo massive shiftls 1n
tax burdens. That 1s, the BTT would not be compared to an
alternative 1nvolving no tax shifts but to one producing very
large, but different, shifts.

The Administration's proposals woulg, on the whole, tend to tax
capital 1income tar more heavily thar does current law, but the
changes would be uneven acrcss 1i1ndustries. Capital 1intensive
firms, for 1instance, would tend to be badly hurt Dby the
replacement of the ITC and the ACRS with the CCRS. Meanwhile,
some service lndustries with low amounts of capital would be big
winners because of lhe marginal rate reductions.

To use the BIT as a major revenue raiser 1in 1ts tax plan, the
Administration wWoulo need to raise 1ts rate. The payroll tax
offset might either be retained or dropped; retaining it would
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One response to this objection 1s to note that the federal
government has employed excise taxes throughout 1its history. In
fact untal World War I, excises and customes duties accounted for
over half of all federal revenues, The federal government stil]
collects about five percent of 1its revenues from a wide range of
excises. To be sure, the federal government has not previously
enacted a broad-based sales tax, but 1t is clear that the federal
government haS nhol reserved Sales taxes for the exclusive use of
other levels of government either.

Another response to possible State and local objections is to
assess how much effect the BTT would actually have on state and
local revenue sources. As currently proposed, the BTT would
leave the overall tax liabilities of many businesses almost
unchanged; the chief 1mpact would be reserved for imports,
Further, the net amount raised by the BTT would only be about
half as much as 18 now raised by federal excises,. Admittedly,
state and local governments might fear that the BTT would put
more pressure on their revenue sources later (i.e., that the tax
Wwould be enacted at a moderate rate but be 1ncreased shortly
thereafter).

State and local governments might view the BIT aifferently 1if it
vWere used to replace some of the revenue raisers now 1in the
Aaministration's tax plan, The provision that most concerns
these lower levels of government 1s the proposed repeal of the
federal 1income tax dedguction for state and local taxes. Given
the lmmense pressure that repeal would put on thelir finances, it
18 possible that state and local governments would view the BTT
as the lesser of the evlls and dJdrop or at least muffle thelr
usual objections Lo 1t.

Pros And Cons Of The Payroll Tax Credit

In the bill now before Congress, most of the transfer tax's
revenue woulda go towards offsetting payroll taxes. Approximately
$20 biliion a ycar would be left over and could be used for
income tax reform (e.g., reducing marginal tax rates). If not
for the payroll tax offset, the five percent transfer tax coula
finance a far larger amount of income tax reform.
Correspondingly, 1f tne BTT were made the main revenue raiser
Within the Aaministration's tax plan, the tax could be set at a
much lower rate 1if 1t dropped the payroll tax offset than if 1t
retained tine offset, Because of this tension between the payroll
tax credit and the tax rate, a natural question 15 whether the
credit justifies itself in comparison to the transfer tax's other
potential uses.

In assessing the payroll tax's weaknesses, a3 good place to start
18 equlty. The payroll tax 1s frequently criticized for being
regressive. People with labor incomes below the wage ceiling pay
a larger fraction of their 1ncomes 1in payroll taxes than do
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keep somewhat more of the net tax burden on i1mports. Either way,
though, the border adjustments would tend to relieve exports of
the tax while taking away from 1mports a tax advantage that they
now enjoy.

Suppose, as aryued earlier, that the BTT 1s shifted back to the
workers and investors 1nvolved 1n the production process. The
BTT woulo then have a relatively uniform effect on all 1ncome
derived from the production process., In contrast to an income
tax, 1t would not emphasize lne tdxation of capital income. This
would tend to bvenefit capital 1intensive firms. Unger the BTT
they coula expense their capital costs; under the
Agministration's proposals, they would be forced not only to
depreclate thelr capital costs but to use even more restrictive
cost recovery rules than are now avallable.

Labor intensive firms would tend to fare less well under the BTT.
Imagine that firms A and B toth have the same before-tax return
to capital, Firm A, nowever, has 8 larger lavbor force. Under an
income lax, the firms' compensation of their labor forces would
not enter tne tax base; the firms would tend to pay very similar
taxes because of their similar returns to capital. Under the
BIT, labor force compensation would enter the firms' tax bases;
firm A would thus tend to pay more taxes than firm B. If one
assoclates service 1ndustries with high labor inputs, servace
industries would tend to be more affected by the RTT than by the
revenué gainers now 1n the Administration's package.

The BTT would also have more off an effect on businesses that
nave relatively large labor 1nputs because lhey are inefficient.
Under an 1ncome tax, a business finas that a bloated payroll
boosts 1ls tlax-deductible business expenses, Because this
reduces the business's taxes, the government, in effect, picks up
part of the excessive payroll costs. Under the BTT, payroll
costs would not be tlax-deductible expenses. Inefficient firms
would thus receive no tax Dresk to offset in part their
unnecessary payroll costs.

A major group of winners under the BTIT would be workers and
1nvestors involved 1n the production of 1tems exempt from the tax
at the retain level. Thus, suppliers of food, housing, and
medical care would realize an advantage over workers and
investors in other fields.

State And Local Objections

for state governments and, to a lesser extent, local ones, sales
taxes are an 1mportant revenue source. If these levels of
government were to percelve correctly that the BTT 1s a type of
sales tax, they might complain that 1t would infringe upon their
revenue bases.
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. people with labor incomes above the wage ceiling. Further, this
regressivity has become more significant relative to the overall
system 1in the last 20 years because of the rapid growth of
payroll tax rates. Thus one might argue On equity grounds for
replacing the payroll tax with a more progressive levy,

As @ reason to substitute the BIT for the payroll tax, this
equlty argument has at least three limitations. First, 1f
progressivity 18 the objective, 1t 13 unclear that the
substitution would produce enough of a change to be worth the
bother. The BTT 1s basically a proportional levy. Although 1t
contains some exemptions to move il towards progressivity, their
success 1s more cosmetic than actual. A more basic 1S38ue 18
whether the tax system really requlres more progressivity. If it
18 sufficiently progressive already, the substitution 1s not
needed. In the absence of clear, generally accepted standaras of
how much progressivity 1s enough, no firm answer can be
forthcoming. A third reservation 1s that even if the payroll tax
can be criticizeod on equitly grounds, public opinion surveys show
that people regara 1t as fairer than the 1income tax. This
suggests that 1f the government were to replace certain tLaxes
because Of their equity problems, the payroll tax would not be at
the top of the list.

In terms of efficiency, the BTT may have an advantage over the
payroll tax. All taxes tend to reduce people's work efforts
because they reduce the reward for work as compared with leisure.
Tne BTT, though, may cause less of a reduction 1n labor services
than the payroll tax. The reason 1s that whereas the payroll tax
places the entire tax load on labor inputs, the BTT distributes
the burden 4across all value-producing 1inputs. Despite this
difterence, one might wonder whetner the payroll tax, which
avoids the 1income tax's stropng anti-saving bias, 1s a prime
candidate for replacement.

An interesting property of the substitutlon 15 that 1t might
alter the way 1n which people perceive the soclal security
system. Because payroll taxes have a Ssuperficial (but
misleading) resemblance to pension contributions, they help
create the false 1mpression that soclal security's funding 1s
similar to that of a private pension plan in which participants
make contributions that are 1lnvested and later returned to them
with 1nterest. In fact, the social security system 1s a vast,
pay-as-you-go 1ncome transfer program 1in which taxes on current
workers fund payments to the system's current beneficiaries.

The substitution of tnhe BTT for the payroll tax would make 1t
more obvious that the soclal security system functions more like
the government's other 1lncome malnhtenance programs than 1t does
like a private insurance program. This understanding should
promote a more realistic appraisal of the system's size and
structure. Although this 1s desirable on economic grounds, 1t
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may encounter political opposition from those who would like to
retain socjal security's present resemblance to an 1insurance
system,

Replacing Some Of The Revenue Gainers Now In The Adainistration's
Tax Plan

Tne BTT nhas several 1mportant advantages over the tax hikes
proposed 1in the Administration's package. First, the BTT would
not depress saving and 1nvestment Lo the extent that several of
the Administration's principal revenue raisers would. This
difference arises because the BTT would avoid skewing the
relative attractiveness of saving and consumption. ln contrast,
he Administration's measures would make saving relatively less
attractive by increasing its tax load.

Second, 1n some respects the BTT would be the falrer alternative.
It would be a roughly proportional levy on labor and capital
1ncome whereas many of the Administration's proposals would
further boost the taxation of capital income. Moreover, several
of the Adaministration's 1deas, such as ‘recapturing" some
previous depreciastion allowances and ending the deductibility of
state ang local taxes, appear to have been advanced for their
revenue yields despite serious equity problems. The BTT would
allow such 1deas to be scrapped. Working against the BTT,
however, 13 the fact that 1t would not measure up to some
people's notions of vertical equity: it would be a proportional
rather than a progressive levy.

Thira, the BIT's border ad)ustments would relieve U.S. producers
of some of the tax cisadvantages they now face relative to their
foreign competition. The Administration's proposals would, if
anything, further handicap U.S. producers compared to their
toreign rivals by 1increasing the U.S. tax burden on capital
1ncome, Industries such as mining, forestry, and petroleum
production are among those that would be hurt most severely by
both general and 1ndustry-specific revenue gainers 1in the
Administration's package. The Dbenefits of having a more
competitive U.S. 1ndustrial base argue for replacing some of
these 1tems with the BTT.

In some respects, both the BTT and the Administration's revenue-
raising proposals have problems. Neither would simplify the tax
system, The BTT would saddle taxpayers with aaditional forms
despite being a relatively simple VAT. Although the
Administration claims that tax simplification 18 one of 1ts main
goals, many of 1its proposals are notable for thelr complexity
compared with current law. Both the BTT and the Administration's
proposals would also create enormous shifts 1n tax burdens.
While the specific winners and losers would depend upon which
aliternative was chosen, the shifts would run i1nto the hundreds of
billions of dollars over the next few years. Both alternatives
woulo also encounter state and local opposition although the BIT
might be seen as slightly less hostile.
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The biggest disadvantage of the BTT relative to the
Administration's suggestions is the BTT's vast revenue potential.
The danger exists that the federal government would eventually
use the BTT to expand its tax collections and level of
expenditures, in effect converting tax reform into a broad-based
revenue increasing effort. This hazard should be discussed at
length in any deliberations preceding enactment of the BTT.

To summarize, relying on the BTT in lieu of the revenue-raising
provisions in the Administration's plan would be more conducive
to capital formation and economic growth. In some respects, the
BTT would also be fairer. Additionally, the BTT would allow U.S.
producers to compete more vigorously against their foreign
rivals, The major shortcoming of the BTT is that it would have a
temptingly large revenue-generating ability. Several arguments
that could normally be directed against the BTT could also be
made against the Administration's proposals: they would
complicate the tax code, shift tax burdens, and face state and
local opposition. Thus, the BTT would score no worse in these
areas of weakness than would its rival,

Conclusion

“The business (BIJ) has a number of desirable
properties in comparison to theJcurrent tax system. A major plus
is that it {s neutral between saving and consumption, Income

taxes, in contrast, have a pervasive anti-saving bias that tends
to impair capital formation. Another attractive feature of the
BTT is that it §{s an administratively simple tax, Although {ts
exemptions create some comp%xny. its use of a single tax rate
and 1its strajightforward computation technique, which relies on
information already required for computing income taxes, would
tend to keep <compliance costs low for taxpayers and the
government. Another important advantage of the BTT stems from
its border tax adjustments. Despite some flaws {in their
construction, they would tend to relieve some of the tax
handicaps that now put U.S, products at a disadvantage 1in
international markets.

In its currently proposed form, most of the BTT's revenues would
go towards replacing the employer share of the payroll tax.
Perhaps a more compelling use for the BTT would be as a
replacement for some of the revenue raisers in the
Administration's tax overhaul plan. The Administration's plan
contains some extremely desirable features -- most notably,
dramatic reductions in corporate and personal marginal rates.
The Administration estimates that the marginal rate reductions,
the doubling of the personal exemption, and the increase in the
zero bracket amount will lose $640 billion from 1986 through
1990. Because the Administration aims for overall revenue
neutrality, its tax package requires large revenue gainers to
counterbalance these revenue losers. Unfortunately, most of the
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revenue gainers proposed by the Administration are unfair.
arbitrary, and strongly biased against saving and investment.
They are moves away from the goals of tax reform.

If employed as a substitute for some of these proposals, the BTT
could collect the needed revenues in a fairer, simpler, and less
distortionary manner. It is true that the BTT would produce
large shifts in tax burdens {f used in this fashion, but the
Administration's proposals would also create very large (though
different) shifts in tax burdens. A special risk of the BTT,
against which precautions should be taken 1if possible, is the
temptation its tax-collecting ability would present to a revenue~
hungry government.

Michael A, Schuyler
Egonomist
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STATEMENT OF R.S. MILLER, JR., EXECUTIVE VICE PRESIDENT
OF FINANCE AND ADMINISTRATION, AND DIRECTOR, CHRYS-
LER CORP., DETROIT, Ml

Mr. MiLLER. Yes, Mr. Chairman, thank you. For the record, I am
Robert S. Miller, executive vice president for finance and adminis-
tration of the Chrysler Corp. We operate plants in Missouri and
Delaware; and as you mentioned, I am a native of Oregon, so I feel
like I am among friends here. I appreciate the opportunity to talk
about tax alternatives, and I am also very much aware of the diffi-
culty that you face in coming up with a final tax package. As we
see it, Mr. Chairman, our Nation faces four fundamental economic
challenges. First, cutting the budget deficit. Second, reducing the
trade deficit that is taking millions of American jobs overseas.
Third, increasing American industry’s ability to compete. And
fourth, reforming a patchwork tax system to make it more fair and
more efficient. Now, while we believe that any tax reform proposal
addressing any one of these issues is worth considering, we think
we have here in the business transfer tax a proposal that addresses
all four challenges. This is the business transfer tax that was intro-
duced in S. 1102, and we certainly commend Senator Roth for his
initiative in bringing this to the forefront.

What makes this particular tax reform most helpful is that an
American coms;;%ny could credit its BTT payments against its liabil-
ity for Social Security payroll taxes. For foreign firms, a companion
border tax would be imposed on the fair value of imports, but they
would not be able to benefit from the credit. Now, those are the
technical details. Basically, the business transfer tax with the
FICA credit would have several substantial benefits. First, depend-
ing on the rate of the tax, it would generate revenue, anywhere
from $20 to $55 billion annually. Second, such a business transfer
tax would help make American industry competitive again. If
American companies can credit their BTT %ayments against their
liability for Social Security payroll taxes, the BTT should have a
minor effect on the prices of K:nerican goods in the market. The
costs of the tax would be offset by the reduction in FICA taxes.
With a FICA credit for the BTT, everyone wins. American produc-
ers become more competitive. The U.S. Treasury gains revenues

“from imports, and consumers benefit from stable prices for Ameri-
can goods. America has two great economic illnesses—the budget
deficit and the trade deficit. :

The great attraction of the business transfer tax bill, including
Social urity credit, is that it links a solution to these great
crises. One very important consequence of the BTT is that it would
stoF encouraging American manufacturers to outsource production
to foreign countries and start encouraging overseas manufacturers
to produce in the United States. The border tax element of the
BTT would bring the American tax system more in line with that
of our trading partners. Foreign value added tax systems give for-
eign producers tremendous incentives to export because taxes on
exports are rebated or forgiven. A BTT would leave foreign produc-
ers with a choice. They might raise prices to recover the tax, there-
by reducing import volumes into the United States, or they could
hold their volumes by absorbing the tax and reducing their profits
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at home, or they could move their factories into the United States
and create jobs. The revenue raised could go to reducing the deficit,
to reduce tax rates, or to retain some of the incentives for capital
formation that appeal to us in our current tax system.

Mr. Chairman, as we pass the $2 trillion mark on the national
debt, your work assumes even greater importance here, and Chrys-
ler is anxious to help and be part of the solution. We are well
aware that the proposed 5 percent business transfer tax with FICA
credit would increase Chrysler’s annual tax bill by about $200 mil-
lion, substantially all related to Chrysler’s imports of Japanese
components and vehicles. But we think it is a price worth paying.
The business transfer tax is tax reform that would help address the
major economic challenges facing our Nation. We hope that, as you
consider the BTT and other reform ‘proposals, you will view them
in light of what they can do to help cut our trade and budget defi-
cits by helping American business to compete and not simply view-
ing them as opportunities to raise revenue. Thank you.

The CHAIRMAN. Thank you.

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

55-633 0 ~ 86 - 3
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Statement by Robert S. Miller, Jr., Executive Vice President-Finance and
Anministration, Chrysler Corporation, before the Senate Committee on Finance,
Thursday, October 10, 1985

Thank you, and good morning. Por the record, I am Robert 8, Miller,
Bxecutive Vice President of Pinance and Administration for the Chrysler
Corporation. Mr. Chairman, I appreciate this opportunity to comment on tax
alternatives, and I especially appreciate the difficulty of the task ahead of
this committee.

As we gsee it, Mr. Chairman, our nation faces four principle economic
challenges.

Pirst, cutting the budget deficit, and its effects on the value of the
dollar,

8econd, reducing the trade deficit that {8 shipping millions of American
jobs overseas every year.

Third, increasing American industry's ability to compete in the
international market.

And fourth, reforming our patchwork tax system to make it more fair and
more efficient.

Mr. Chairman, while we believe any tax reform that addresses just one of
these issues is worth considering, we also believe this committee and this
Congress have an opportunity to make progress on all four of these challenges.
One particular proposal I want to discuss today does exactly that. The
proposal I'm referring to is the Business Transfer Tax, or BTT, as originally
introduced by Senator Roth in 8. 1102, also known as "Roth I."

Essentially, the BTT is a tax imposed on the net business receipts of a
company at a uniform rate. The tax base would be the total annual tevenue of

a company, less its payments to other businesses for raw materials, componerts,
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capital equipment and services. Basically, a company's costs for direct labor,
interest and tax expense and its profits would be subject to tax. The tax
would be imposed annually, and not on a transaction-by-transaction basis.

What makes this particular tax reform work is that an American company
would credit its BTT payments against its liability for Social Security payroll
taxes. FPor foreign firms, a companion border tax would be imposed on the fair
value of imports, but they would not benefit from the credit.

Those are the technical details. In our opinion, a Business Transfer Tax
with a PICA credit would have several substantial benefits.

Pirst, depending on the rate of the tax, it would generate revenue =--
anyvhere from 20 to 55 billion dollars annually.

8econd, such a Business Transfer Tax would help make American industry
competitive again.

If American companies can credit their BTT payments against their liability
for Social Security payroll taxes, the BTT should have a minor effect on the
prices of American products in the market. The costs of the tax would be offset
by the reduction in PICA taxes.

With a PICA credit for the BTT, everyone wins. American producers become
more competitive. The U.S8. Treasury gains revenues from imports. And consumers
benefit from stable prices.

But if the BTT payments were made deductible, rather than a credit, the
American economy loses out. Consumers would lose because they might have to
pay higher prices. American companies would lose be ause a BTT that is deductible
would constitute a new tax. A new tax won't help American business face foreign
competition in the domestic market.

Mr. Chairman, America has two great economic illnesses -- the budget deficit

and the trade deficit. The great attraction of the first Business Transfer



64

Tax bill =-- a BTT with the Social Security credit -- was that it linked a solution
to these two crises. ’

One very important consequence of the BTT in its original form is that it
stop encouraging American manufacturers to outsource production to foreign
countries, and start encouraging overseas manufacturers to produce in the U.S.

The border tax element of BTT would bring the American tax system more in
line with those of our trading partners. Poreign \;alue-added tax systems give
foreign producers tremendous incentives to export, because taxes on exports
.are rebated or forgiven. FPor instance, vehicles produced and sold in Japan -
are subject to a commodity tax in the area of 20 percent. These taxes are
rebated on exports. So when a Japanese car lands on the dock in San Prancisco,
it becomes cheaper, or more profitable, or both compared to its home market.

A BIT would give foreign producers a choice. They could raise prices to
recover the tax, and therefore cut imports. They could keep their volumes the
same by absorbing the tax and reducing profits. Or they could move their factories
to the U.8. The revenue raised could go to reduce the deficit, to reduce tax
rates, or to retain some of the incentives for capital formation in our current
tax system.

Mr. Chairman, as we pass the two trillion dollar mark on the national
debt, your work assumes even greater importance. Chrysler, for one, wants to
be part of the solution.

We're well aware that a 5 percent BTT with a PICA credit would increase
Chrysler's annual taxes by over $200 million, with all of the taxes coming
from our imports. But we believe that is a price worth paying to bring down
the value of the dollar so that American business can compete fairly in world

markets.

The Business Transfer Tax I've discussed today is a tax reform that would
help address the major economic challenges facing our nation. We hope that as
you consider the BTT and other reform proposals, you'll view them in light of
what they can do to help cut our trade and budget deficits by helping American
business to compete, and not just as opportunities to raise revenues.

I will be happy to answer any questions.
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The CHAIRMAN. Mr. Meagher.

STATEMENT OF JOHN K. MEAGHER, VICE PRESIDENT FOR GOV-
ERNMENT RELATIONS, LTV CORP.,, AND CHAIRMAN, BASIC IN-
DUSTRIES COALITION, INC., WASHINGTON, DC

Mr. MeaGHER. Thank you, Mr. Chairman. My name is John
Meagher. I am the vice president of the LTV Corp. and chairman
of a group called the Basic Industries Coalition which is concerned
about capital formation issues. I am here to testify both about the
existing proposals that are under discussion: The administration’s
proposal and the staff proposal of the joint committee, as well as
Senator Roth’s BTT; and an alternative to that, that the Basic In-
dustries Coalition has been working on for some months.

At the outset I would like to say that we think the problem with
basic industries is that we arrive at tax reform in an already weak-
ened position, as a result of many things, not the least of which is
severe liquidity problems in this economy and the fact that our tax
system is basically skewed toward helping imports come into this
country, rather than favoring exports or favoring the production of
goods and services here in the United States. In this connection,
what really happens is that a foreign product is produced overseas;
it is not taxed there. It comes to this country; it is not taxed here,
and competes with an American product that is taxed here twice,
both at the Social Security level and at the income tax level, as
well as State and local levels. We have calculated out that the dif-
ferential of this tax disparity alone amounts to 20 to 40 percent of
costs, depending on the country.

This tremendous disadvantage American manufacturers face is
at the core of the problem of competitiveness. The results speak for
themselves—a $150 billion trade deficit and a huge budget deficit,
and the flight of manufacturing firms from the United States—as
Steve Miller has just pointed out—to other parts of the world be-
cause it is cheaper to do business over there, because the cost of
capital is cheaper. So, we, as basic industries, are very interested in
the concept that Senator Roth has pioneered. He has, in our judg-
ment, made a major contribution to the whole debate on tax
reform by developing the concept that really asks: What are the
competitive aspects of our tax system, and how is this tax system,
as well as other things, going to impact on the ability of American
companies to stay in business? The original bill that Senator Roth
ir.xggc:lduced, we thought, had considerable merit at the levels it pro-
vided.

We are concerned, however, with his latest version, and the
reason we are concerned with that, quite frankly, is that many of
the companies that are severely import-impacted are at a loss posi-
tion. And, as we understand the way his proposal would work, that
would simply amount to a 7 to 10 percent add-on tax on those com-
ganies since they have little or no tax liability in any given year.

uch a result is self-defeating. If the proposal is designed to help of
trade impacted companies in America, it ought to tax, it seems to
us, the companies that are not now paying tax and that are bring-
ing goods into this country more than it taxes similar American
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companies. Otherwise, the disparity that I described before and
that already exists will simply be exacerbated.

Now, there are large numbers of companies in this country with
severe liquidity problems, as I said. They have large net operating
loss carryovers. They have unused investment tax credit car-
ryovers. They may be losing money on a current basis, but they are
investing money to the extent that they can so they can modernize.
And the problem with the latest proposal—although the concept of
a BTT we think is a very solid concept and necessary—is that it
simply doesn’t recognize a very solid American tax principle, which
is the ability to pay. In fact, we don’t tax people out of business in
this country; and I don’t think that that was the intent, and I don’t
think that it is necessary for the BTT proposal to survive and to
make a major contribution to the tax reform effort to have this
kind of result.

We recommend in its place or as an amendment to it the addi-
tion of an ability-to-pay principle, so that it simg)ly doesn’t add up
to an add-on tax, particularly on people who don’t have any ability
to pay that tax. If we have to go borrow the money to pay the tax,
and that borrowing of the money—if you can get it—puts you out
of business, the result is wrong. We don’t think that is what you
had in mind, and we don’t think that that is the result that you
wanted to achieve here. We also believe this proposal can be fixed
up in a number of ways, but primarily in a way to ensure that it
achieves the result we all seek, namely, that it will do something to
change the economics of world capacity and that, second, it will
ensure that American companies—that it is designed in fact to
help and to level the playing field—will have the opportunity to go
ahead, proceed with their business, recover, and become active tax-
payers. Thank you, Mr. Chairman.

The CHAIRMAN. Thank you.

Mr. Mack.

[The prepared written statement of Mr. Meagher follows:]
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TESTIMONY
of
JOHN K. MEAGHER
Vice President-Government Relations
The LTV Corporation

Mr. Chairman, my name is John K. Meagher, I am the Vice President
of Government Relations for The LTV Corporation and Chairman of the
Basic Industries Coalition, Inc. (BIC), an association of over 20
companies and trade associations involved in eight basic American
industries, BIC was established in 1983 to provide leadership in
developing governmental policy positions to insure the continued health
and competitiveness of our basic industries, Since the particular
focus of BIC has been to promote capital formation and tax policy
alternatives which will provide the basis for long-term economic growth
and the ability to compete in the world marketplace, we are greatly
concerned about the various tax proposals and welcome the opportunity
to discuss our views with this cormittee,

I am here today to testify about the problems of basic industries
in the international marketplace and the extent to which both the
Administration's and the Joint Committee staff's proposal impacts on
our ability to compete, In so doing, we are here not simply to
criticize either proposal nor to participate in any effort to derail or
postpone tax reform. Rather, our intention is to suggest alternatives

that may assist tax reform to proceed,
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Most outside observers believe both proposals will reduce the
ability of America's business -- particularly manufacturing -~ to
compete not only abroad, but here at home as well., We agree with that
position. However, it is critical to note that our international
competitive position has been declining for some years and many
American industries are already in dire straits, The reasons appear to
be threefold:

1. *"since 1980", as Edward Jefferson of duPont has

pointed out, "the rise in the value of the dollar
has put a 50% surcharge on all U. S. goods sold
abroad and a 50% subsidy on all imports.”

-2.  Imports have jumped geometrically in virtually
every product cateqory as world-wide capacity to
produce goods and deliver services has increased.

3. Since 1981, tax changes have significantly

increased the cost of capital to American
manufacturers vis-a-vis foreign competitors.

As a result, we arrive at this point in an already weakened competitive
position. And, I might add, it is not only basic industries which are
hurting, it is also high tech, services, and, importantly, agriculture, It is
clear that the problems of steel and auto are very much the same as
agriculture and semi~conductors. It is world-wide overcapacity and that
overcapacity is causing a short-term liquidit;groblem for much of American
business and government and will cause a long-term reduction in our standard

of living absent policies to deal with it.
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Our concern about the proposals is that they not only ignore the reality
of this world-wide situation, but, also, unintentionally exacerbate it., Let
ne explain.

Under our existing tax law, to use an overworked phrase, the international
playing field is uneven. Our present system already encourages imports and
discourages exports because it fails to tax imports while taxing domestic
manufacturers -- and taxes exports which are taxed again overseas. Also, most
exporting countries do not tax exports -- at all -- with the result that goods
entering the U. 5. enjoy a huge cost advantage over domestically produced
goods. We estimate the tax advantage to range between 208 - 40%. This
situation, combined with lower wage rates and the high dollar value, simply
encourages American businesses to manufacture off-shore and sell their foreign
produced goods in the United States. (Exhibit #1 is an article entitled, "New
Wave of Off-shore Plants®, which appeared in the July, 1985, isssue of pun's
Business Month.)

The results of our existing policy speak for themselves -- a $150 billion
trade deficit, a $200 billion budget deficit, declining market shares in most
sectors and severe liquidity problems across the economy.

Enter Treasury II and the Staff proposal. Rather than dealing with the
fundamental economic problems I've described, they do the opposite, By taking
several hundred billion in investment incentives in a five-year period, they
will simply increase the cost of capital to manufacturing companies at a time
when these firms are already experiencing severe-liquidity problems, but must
spend to be able to modernize. In addition, they perversely encourage

of f~shore manufacturing,
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A Chrysler, for example, can move a plant to Canada, where it will receive
a 7% ITC, two-year expensing of its plant and equipment and sell its product
in the U, S. and pay only a 33% maximum corporate rate, In a very real sense,
under both proposals, America becomes a tax haven for its own companies.
Unfortunately, this means loss of American jobs, earning power and,
ultimately, standard of living.

The President and the Staff have proposed and there is strong support for
individual rate reductions. They will be meaningless, however, unless
america's business base is maintained and expanded. If American's don't have —
jobs or if their jobs are low-paying service jobs individual tax rates won't
matter,

At the outset I stated that we are here not to oppose tax reform, but to
agsist in its development. In order to do that we believe this committee must
act boldly and fairly to deal with the inherent problems of the dollar value,
world-wide overcapacity and domestic liquidity -- both private and
governmental, A world view of the economic order must be taken, and a policy
must be fashioned which reflects the reality of today not the myths of

yesterday.

PROPOSAL

Very simply, we recommend extending the fairness doctrine of taxation
beyond the shores of America. We think it is not only unfair for certain
profitable démestic companies to pay no federal tax but equally unfair for
virtually all foreign companies importing goods into the U. S. to also escape
taxation. 1Is it fair, for example, o tax Xerox but not Cannon, to tax

Chrysler but not BMW? Hardly.
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The fact is that America is the most open market in the world and should
remain so if consumers are to have choices, and if we are to have the
opportunity to export our goods and services. However, it will not remain
open unless something is done about our rising trade deficit and the
accompanying fallout from it -- unemployment, liquidity problems, etc.

The alternative to protectionism is a tax policy which will require
imports to pay in order to play. Most countries of the industrialized world
protect their domestic markets by either major import barriers or taxation,
We favor the latter.

In that connection by sponsoring the Business Transfer tax (BTT) Senator
Roth is pioneering a major effort toward leveling the international economic
arena in which trade is conducted. The BTT is an important concept and
deserves serious consideration not just as a revenue scurce but as a trade
tool as well.

Most, but not all members of the Basic Industries Coalition (BIC) support
the idea of the BIT. We believe that an alternative revenue source is
necessary in order to achieve appropriate tax reform. It is not wise, in our
view, to simply raise taxes on business in order to pay for individual tax
rate reductions or to simply lower the corporate rate, Such proposals simply
make it easier for imports to compete in the American market and place a major
barrier in the efforts of domestic manufacturers to modernize and regain
competitiveness,

The BIT, in effect, extends the doctrine of tax fairness beyond our
shores. 1t provides the revenues necessary to lower both the fiscal and trade
deficits. And, most importantly, it changes the economics of trade on a
permanent basis. As a result, it should have a favorable impact on the main
cause of our trade deficit -- over supply of world-wide capacity in nearly

every product or commodity.
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I would be remiss, however, if I didn't cite very real and serious
problems with the latest BTT proposal of Senator Roth.

In concept, the BIT is designed as a border tax adjustment mechanism which
can equalize the tax burdens between foreign and domestic producers. while it
has positive revenue effects, which should be favored, the primary policy
reason for its adoption should be trade-related,

$.1102 embodied that notion and really amounted to a border tax adjustment
mechanism. It recognized that social insurance costs are born exclusively by
American corporations and provided an offset against FICA taxes for the BIT.

The latest BTT prcposal eliminates the FICA offset and simply allows a
deduction of the BIT against income tax liability, Unfortunately, for
companies with little or no income tax liability, the new BIT amounts to a 7%
to 10% add on tax. For loss companies, like many in BIC, this tax could force
us out of business.

It is ironic that most of theA companies in this category are or have been
the victims of severe import pressure -- exactly the problem the BTT
conceptually should be addressing. In fact, the opposite would occur,

Foreign competitors would gain a major advantage over domestic companies
having import and financial difficulties. Also, as the revenue projections
indicate, most of the new revenue would comz not from foreign firms but from
Arerican firms. The opposite should occur.

We urge that this proposal be modified to insure the result we all seek.
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Specifically, we recormend the enactment of the Business Alternative
Transfer Tax (BATT) which would more nearly harmonize our system with those of
our principal trading partners. The BATT would umpose a 15% to 20% tax on the
net amount of goods and services transferred by a business during the year.
This would apply to goods from whatever source, obviously to include imports.
It would contain an ability to pay principle similar to that in the exxétmg
federal 1ncome tax system and would be set up as an al ternative tax meaning
that businesses would be allowed to credit domestic FICA and income taxes
against 1t as well as allow the use of ITC and NOL carryovers. In thas
respect, 1t adopts the principle contained in and could have similar results
to the alternative minimum tax proposals sponsored by memoers of this
committee. Unlike the BTT proposal of Senator Roth, 1t would not tax loss
companies out of business.

The BATT makes sense to us for a number of reasons:

1. It will raise revenue needed to allow tax reform to

proceed consistent with the President's proposal and
thos:e which have been expressed by the Chairman and
other members.

2. It will help alleviate our trade deficit problems
and should serve as a meaningful alternative to
protectionist actions.

3. It will be a positive step toward forcing the

rationalization of world-wide capacity.
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This latter feature is essential if there is to be stabilization of
supply and price. Since this process will be a long one, it is critical that
this change in tax policy be permanent. Ultimately, we must deal with the
economics of capacity if we are to survive as a major industrial power. Our
existing tax system and the President's proposal simply encodraqes increases
in capacity overseas and decline in capacity here at home. Is this fair? We
think not.

The net affect of this proposal will be to reduce the value of the dollar
in the short term and force wotlé—wide capacity rationalization in the long
tern.

In the absence of policies to deal with both, our commerical future is at

stake and our way of life threatened,
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EXHIBLT AL

New Wave of
Oftshore Plants

For the first time, companies are

ma.xfandmg facform overseas to
ducts for the 1].S. market.

{ you can't beat ‘em, join 'em,”
hat become the battle cry of
American companies 3s they
tush abroad to manufacture products
that forroerly were “Made In Ameri-
ca.” Foreign affiliates of U.S. compa-
nies plan a 2% hike in manufacturing
investment this year, compared with
only 2 4% increase in 1984, according
to 8 Commerce Department survey.
“At this very moment,” reporte Ber-
nard O'Keefe founder of EG&G, Inc.,
“a half-dozen division managers are
looking at Ireland, Puerto Rico, India,
Thailand, Malaysia and other nations
to determine whether we can source
components there or even set up our
own plants to make products for sale
there andin the U.S.”
Behind the move is the unflagging

I
by Lynn Adkins

strength of the dollsr Even though
companies have been doing everything
possidle to became more competitive,
including slashing labor and manage.
ment ranks, closing outrnoded plants
and modemizing others and improving
product Quality ang service, they have
not been able to close the cost gap.
“Our members tell us they have taken
25%-t0-30%, and as much as 35%, out
of the cost out of their product,” says
Nationa! Association of Manufactur-
ey’ President Alexander Trowbridge.
“But thit is still not enough .” The dol-

>

lar’s drag has been too much to over-
come. “The year 1984 was a water-
shed,” says NAM Vice President Law-
rence Fox. “Corporste America kept
waiting for the dollar to weaken. It
hasn't, and now they feel the only way'
to compete is to go abroad.”
Tobem.mfmufhgwodum

droves a generation ago and only cur-
tailed this investment in the Iate 1970«
when investment costs grew prohibi-

i+




76

tive as the dollar sagged and labor mar-
ket conditions became onercus. That
expansion, however, was designed 1o
serve growing overseas markets, snd,
st that time, 25% of U.S. exports
stemmed from the shipments of U.S,
companies to their overseas affiliates.
Today, in sharp contrast, the dollar is
super-strong, foreign sales are weak
and plants overseas are not being sup-
phied with components from their U.S.
parents. Moreover, foreign suppliers
are not being used in addition o U.S.
suppliers, tut in place of them, uyt
the NAM's Fox.

n this new wave of investment,
those companies with offshore
bdmelhphuhavebemmw

mmeedhﬂjmnryuutpmducnon
ofits new D6 tractor would be done en-
tirely at its Glasgow, Scotland, plant
and that all manufacture of its track-
type loader (a piece of equipment that
looks like a bulldozer with s scoop)
would take place at its facility in Greno-
ble, France. The reason: it is substan-
tially cheaper to buid these products
abroad and ship them back to the U.S.
market for sale, according to Caterpd-
lar. Originally, some of the D6 produc-
tion was slated for the company's Dav-
enport, lowa, facility, which had also

JULY 1988

been producing the loaders.

Lower costs abroad also has forced
machine-tool bulder Brown & Sharpe
Mamufacturing Co. to cut production at
its Kingaton, Rhode Island, plant and

Tool Builders. Some of that product
will be shipped back to the U.S.

E.L du Pont de Nemours & Co.,
which over the past decade has allocat.
ed between 6% and 17% of its annual
capital spending for overseas projects,
is increasing its foreign commitment to
26% this year, “You get more bang for
your bucks bullding overseas than in
the U.S.,” says Vice Chairman Richard
E. Heckert. Most of the products from
this new capacity will be marketed
abroad, but, he says, “some of it will
come back to the U.S.” Moreover, he
contends, “if a company has a choice of
building a plant in New Jersey and
building a plant in Asia, there isn't
much of a choice. The plant will be built
in Asia because the cost of capital is
cheaper and 30 are materials:. "

Eastman Kodak Co. is moving in the
same direction. The company has con-
solidated some of its domestic produc-
tion facilities in favor of locating “a
modest amount of assembly and sub-
assembly work at our locations outside
the U.S.,” Chairman Colby H. Chan-

dler told the Senate Finance Commit-
tee in April. “These efforts are all new
tous,” he added.

Also on the upswing are joint ven-
tures with foreign partners to produce
goods for the U.S. market. In April,
Chrysler Corp. announced it will build
sutomotive components in South Ko-
rea with the Samsung Group for ship-
ment back to the U.S, for assembly.

And Ohio's Minster Machine Co.
formed 8 joint venture with a Taiwan-
ese firm to produce high-speed metal
forming equipment for sale in Asia.
The venture has been 30 successful
that Minster is now selling the equip-
mentinthe U.S. as well.

hese moves obviously will

have enormous repercussions

on U.S. employment, but
many industry leaders argue that the
long-term consequences are even
more serious. They bebieve that even
if the dollar does come down apprecia-
bly, the Fkelihood is that the American
companies that have set up overseas
sources in one form or another will
continue those operations and relation-
ships. “Once such actions have been
taken, companies have made a two-to-
ten year commitment,” contends the
NAM's Trowbridge. “Those decisions
are not changed quickly.”

Still, Trowbridge is surely echoing
the sentifments of most American ex-
ecutives when he says that “U.S. com-
panies just cannot wait for market
forces to bring the dollar in kne. If they
wait, there may not be a market for
tbe'ir products.”
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STATEMENT OF JAMES H. MACK, PUBLIC AFFAIRS DIRECTOR,
NATIONAL MACHINE TOOL BUILDERS' ASSOCIATION, WASH-
INGTON, DC

Mr. Mack. Good morning, Mr. Chairman. I am Jim Mack. I am
public affairs director of the National Machine Tool Builders’ Asso-
ciation. We appreciate the invitation to discuss the concept of busi-
ness transfer tax in the context of basic tax reform. NMTBA has
- long maintained that fundamental changes in tax policy must not
be considered without an assessment of the impact of those
changes on our international competitiveness. In our view, the ad-
ministration’s and, more recently, the Ways and Means Committee
staff’s apparent failure to accurately evaluate this impact consti-
tutes the major failing of their respective tax reform proposals. The
administration and the Ways and Means Committee find them-
selves in a (fredictable dilemma. Their steadfast adherence to a s
cific individual rate target and to revenue neutrality, coupled with
their refusal to consider alternative funding mechanims, has inevi-
tably resulted in the repeal or depletion of important investment
incentives.

Mr. Chairman, that is not tax reform. It is a sure-fire formula for
higher trade deficits, lower industrial capacity, and more underem-
pl:f'ment. The BTT, on the other hand, by providing a border neu-
tral revenue source with which to pay for the retention of crucial
capital cost recovery provisions as well as significant rate reduc-
tions will lead, in our view, to greater capital investment, to great-
er productivity, and to greater international competitiveness. That
is real tax reform, and we are pleased to endorse the BTT concept.
We note that Senator Roth’s revised BTT proposal no longer pro-
vides for the credit of BTT revenues against a firm’s liability for
FICA, but instead allows the BTT to fully be deductible against cor-
porate income tax liability. Perhaps the committee should consider
the feasibility of adopting an approach which retains aspects of
both pro s by permitting a taxpayer to first offset his FICA li-
ability via the credit and then apply the remaining BTT revenues
to reduce his income tax liability. Or, alternatively, a taxpayer
could be provided with an option to offset the BTT against either
or both his FICA and income tax liabilities. In this way, employers
could reduce their labor costs and still make appropriate adjust-
ments in their taxable income. Under the revised BTT proposal, it
is not clear what treatment is to be accorded those taxpayers who,
as a result of negative profit margins, incur no income tax liability
in a given year.

We believe that consideration should be given to the adoption of
a carry-forward or carry back provision regarding the BTT liabil-
ity. A provision should also be made to offset a company’s BTT li-
abilit gainst any minimum tax that you might decide to adopt.
And finally, consideration should be given to permitting a company
to use its BTT of tax liability to absorb unused investment tax
credits. We believe that because BTT is, in effect, an excise tax on
business and not a consumption tax in the purest sense, it is appro-
priate that its revenues be applied to offset other business liabil-
ities, such as those imposed by the proposed elimination of acceler-
ated depreciation schedules and the investment tax credit. We are
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therefore gratified that Senator Roth’s proposed expensing cost re-
covery system is predicated on a recognition that in order for U.S.
businesses to remain competitive, the Tax Code should not return
to the pre-1981 anticapital bias. We believe that ECRS could spur
an enormously productive capital investment cycle, thus providing
the foundation for improved U.S. competitiveness. However, be-
cause the ECRS relies on asset classifications established by CCRS,
we do want to point out that we believe machine tools have been
improperly classified under the CCRS system; and we refer the
committee to our recent testimony on that point.

We understand that Senator Roth’s proposal contemplates some
leftover revenues from the BTT, and we suggest in our testimony a
number of options that the committee may wish to consider in this
regard, including permanent retention of a lower ITC or a gradual
phaseout, elimination of recapture, phasein of complete expensing,
perhaps expensing at a higher rate. Finally, we urge the committee
not to adopt measures such as the House Ways and Means Com-
mittee corporate minimum tax, which under the guise of cosmetic
fairness effectively aviscerate the investment incentives that the
BTT was intended to preserve. Thank you, and we will be glad to
respond to your questions.

The CHAIRMAN. Thank you.

[The prepared written statement of Mr. Mack follows:]
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STATEMENT BY
JAMES H, MACK
REPRESENTING THE
NATIONAL MACHINE TOOL BUILDERS' ASSOCIATION
BEFORE THE
COMMITTEE ON FINANCE
UNITED STATES SENATE
OCTOBER 10, 1985

1. INTRODUCTION
Good morning, my name is James H, Mack. [ am Public Affairs
Director fot the National Machine Tool Builders' Association (NMTBA),
a trade association representing companies which account for more
than 85 percent of machine tool production in the United States.
NMTBA appreciates the invitation to discuss the concept of
a Businegs Transfer Ta. (BTT) in the context of basic tax reform,
We understand that Senator Roth's plan for basic reform is still 1in
draft form., Before proceeding with our specific comments concerning
the proposal, we would like to direct the Committee's attention to
testimony delivered last week by NMTBA Chairman James L. Koontz, who
appeared before the Committee to address the President's tax
"reform® plan.1 That statement documents, in some detail, the
current state of the domestic machine tocl industry. Let me
summarize by noting that, while there have been some positive signs,
most machine tool builders continue to experience severe financial
strain due to the modest recovery in shipments. Substantial import

penetration -- measured by value, machine tool imports presently

lSee, generally, Congress, U.S. Senate, Committee on Finance,
Statement by James L. Koontz, President and C,E.O., Kingsbury
?achine T?ol Corp (representing NMTBA), October 2, 1985 (99th Cong.,
st Sess.).
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account for more than 40 percent of domestic consumption -- also
clouds prospects fcr further recovery. And, as we told the
Committee last week, the elimination of c¢rucial investment
1ncentives provided by ACRS and the ITC will have a devastating
inpact on capital spending -- both by the industry's customer base
and by the industry itself. The result will be a less competitive
manufacturing base for America.
II. THE CONCEPT OF A 3USINESS TRANSFER TAX

NMTBA has long maintained that fundamental changes in tax
policy must not be considered without an assessment of the 1npact of
such c¢hanges on the international competitiveness of U.S. businesses.
This is especially true 1n light of America's unprecedented trade
deficit and the fact that this country is facing a crisis with
regard to xté 1nternational competitive standing. 1In our view, Ehe
Administration's -- and, nore recently, the Ways and Means Conmittee
stéff's -- apparent failure to accurately evaluate this impact
constitutes the major fairling of their respective tax "reform"
proposals. The Ways and Means staff approach further exacerbates
the problem by wiping out the minimal i1nvestment incentives which
remain by including them as “tax preferences” 1n the new corporate
minimué tax and then locking capital intensive industries of all
sizes into a permanent minimum tax position.

It is generally recognized that our tax code favors
consumption while discouraging savings and investment. Many of the
so-called tax preferences now included in the code have, to varying

degrees, the effect of mitigating the code's bias against savings
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and investment. It is these very investment and savings incentives
which are eliminated by the Administration and the Ways and Means
Committee staff, in order to achieve individual and corporate rate
reductions. )

The Administration and the Ways and Means Committee find
themselves in a predictable dilemma. Their steadfast adherence to
specific individual rate target and to revenue neuktrality, coupled
with their refusal to consider alternative funding mechanisms, has
inevitably resulted 1n the likely generation of low econonmic
growth, Mr. Chairman, that's not tax reform. It's a sure fire
formula for higher trade deficits, lower industrial capacity, and
more under-employment.

The BTT, on the other hand, by providing a border-neutral
revenue source with which to "pay for" the retention of crucial
capital cost recovery provisions as well as significant rate
reductions, will lead to greater capital investment, yredter
productivity and greater international competitiveness. That is
real tax reform and we are pleased to endorse the BTT concept. We
commend Senator Roth and his staff for recognizing that an
environment conducive to long-term economic growth is essential to
America's continued competitiveness -- both at home and abroad.
III. FICA OFFSET VS, INCOME TAX LIABILITY OPFSET

We note that Senator Roth's revised BTT proposal no longer
provides for the credit of BTT revenues against a firm's liability

for the employer portion of Social Security payroll taxes (FICA),

but instead allows the HBTT to be fully deductible against corporate
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income tax liability. We understand that several concerns led to
this shift -- a major one being that & BTT imposed at an increased
rate of 7 to 10 percent would more than offset a firm's FICA
liability and thus, result in the imposition of a new business tax.

Perhaps the Committee should consider the feasibility of
adopting an approach which retains aspects of both proposals by
permitting a taxpayer to offset his FICA liability via a credit,
while applying the remaining BTT revenues as a deduction against
income tax liability., Alternatively, a taxpayer could be provided
with an option to offset the BTT against either or both his FICA and
income tax liabilities. 1In this way, employers could reduce labor
costs and still make appropriate adjustments in their taxable incone.

Under the revised BTT proposal it is not clear what
treatment is to be accorded those taxpayers who, as a result of
negative profit margins, incur no income tax liability in a given
year. Consideration should be given to the adoption of a
carryforward/carryback provision regarding the BTT deduction.
Provision also should be made to offset a company's BTT liability
againgt any minimum tax the Committee sh9uld decide to adopt.
Finally, consideration should be given to permitting a company to
use its BTT liability to absorb unused investment tax credits.
Iv. CAPITAL COST RECOVERY

NMTBA believes that because the BTT is, in effect, an
excise tax on business and not a consumption tax in the purest
sense, it is appropriate that its revenues be applied to offset

other business liabilities -- such as those imposed by the proposed
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elimination of accelerated depreciation schedules and the ITC. We
are, therefore, gratified that Senator Roth's proposed Expensing
Cost Recovery System (ECRS) is predicated on a recognition that in
order for U.S. businesses to remain competitive, the tax code should
not return to the pre-1981 anti-capital bias embodied by the ADR
system.

NMTBA applauds the ECRS as a vast improvement over the
Administration's CCRS and, particularly, the Ways and Means
Committee staff option. ECRS, unlike those two proposals, retains
an essential feature of any truly effective depreciation scheme -~-
the ability of equipment purchasers to recoup their investments in a
timely manner in order that they may reinvest in modern productive
assets, We believe that the ECRS could spur an enormously
productive capital investment cycle, thus providing the foundation
for improved U.S. competitiveness.

However, because the ECRS relies on asset classifications
established by CCRS, we want to point out that machine tools are
improperly classified. The overwhelming majority of-today's most
productive machine tools are computer controlled. Conseguently, the
design, manufacture and application of both individual machines and
systems are closely intertwined to the state-of-the-art of the
computer control itself. That is why machine tools properly belong
in the depreciation class which includes computers and other
equipment typically subject to sweeping technological change.

We refer the Committee to our recent testimony which

includes a detailed examination of appropriate machine tool
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depreciation classification.2 We urge you to bear in mind that
access to the very latest technology is a competitive necessity for
the U.S. machine tool industry and its customers. A depreciation
schedule which amortizes machine tools over too lengthy a time
period will not provide the cash flow necessary to replace
technologically obsolete equipment in a timely fashion,

Finally, we note that Senator Roth's proposal contemplates
some "left over" revenues following introduction of the BTT. We
suggest the following as options which the Committee may wish to
consider in this regard: the permanent retention of a lower ITC or,
alternatively, a gradual ITC phase-out; elimination of the
Administration's recapture proposal: a phase-in of complete
expensing or, alternatively, expensing at a rate in excess of 50
percent as called for by the ECRS. Each of these proposals would
provide further shoring up of capital cost recovery.

V. CONCLUSION

NMTBA is encouraged by Senator Roth's proposal -- drafted
as it was with an eye towards the realities of competition in today's
global market, it represents a significant step forward in the tax
reform debate. However, we urge the Committee not to adopt measures
such as the House Ways and Means Committee's corporate minimum tax
whichk, under the guise of cosmetic "fairness", effectively eviscerate
the investmeﬁt incentives the BTT is intended to preserve.

Thank you. I would be happy to respond to your questions.

2See, Statement of James L. Koontz, supra, at pp. 6-8.
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The CHAIRMAN. Mr. Mack, I do have several questions, which the
other witnesses may want to address themselves to as well. Would
you target the revenues generated by the BTT, whether we use it
to offset FICA or other taxes or as a deduction against income
taxes, or simply use those revenues to reduce the deficit.

Mr. Mack. We would be opposed to that.

The CHAIRMAN. Oh, I understand that you would be opposed to
that, but I am curious about your statement that you regard the
BTT as an excise rather than a consumption tax. Give me your def-
inition first of a consumption tax, before I go on.

Mr. Mack. As I said, it is not a consumption tax in the purest
sense. In the case of a VAT, through an invoice and credit method,
ﬁou are passing and crediting it alongbthe stream of commerce. The

TT is paid by the business, and the business could either absorb it
or pass it along as it chooses.

e CHAIRMAN. But isn’t this true of all taxes?

Mr. Mack. In the purest sense, one could say that corporations
are, in a sense, a tax collector for the Government. Sure.

The CHAIRMAN. In that case, they are all consumption taxes. The
excise tax is a consumption tax, business transfer, value added—
they are all consumption taxes.

Mr. Mack. In that sense, yes. But, as I said, in the purest sense it
is a tax on business as opposed to a pure tax on consumption. But I
see where you are coming from.

The CHAIRMAN. Interestingly, most economists—in fact, most
_people—call excise taxes consumption taxes, whether it is the tele-
phone excise tax or the windfall profits tax, which is not a profit
tax but an excise tax. And you are calling the business transfer tax
an excise tax, but you are not calling it a consumption tax, which I
am intrigued with.

Mr. Mack. As I said, in the purest sense I think that is true, but
I see where you are coming from. One could go either wag.

The CHAIRMAN. I take it that you would be happy with the busi-
ness transfer tax so long as it is applied against some tax that the
business owes, whether it is FICA or unemployment or workers’
compensation, or something that the business owes; but you would
be opposed to it if it were strictly a deduction against income tax?

Mr. Mack. No; I think that Mr. Meagher and Mr. Miller have
raised some problems, and that is that FICA is a tax that every
business pays. Not every business is in a position to gag an income
tax. Our industry has been in a loss position since 1982, We would
love to pay income taxes. Many of our members aren’t paying them
these days. I guess the concern that I would have is that, if a com-
pany has no income tax liability and if you don’t provide some
other mechanism for them to offset the BTT liability, whether it is
through FICA or through carryforwards or carrybacks, I think you
do create some distortions that Mr. Meagher outlined.

The CHAIRMAN. Mr. Miller, if the BTT is not used as an offset
against FICA of some similar tax, you are opposed to it?

Mr. MiLLer. We would be prepared to consider it. I think the im-
portant feature that we found in S. 1102 has to do with the FICA
offset; and I am not too sure about the semantics of consumption
tax and excise tax, but what I think is important is that in S. 1102,
where there was the FICA offset, there would be minimal or no
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impact on the price of goods that are made in America. And I
think, therefore, for the broad range of goods that at least some
market shares produce in America, the consumer would not see
any raising of his prices. It would be the foreign producer compet-
ing in America who would now have a tax bill that he would have
to eat because, presumably, he would have to maintain his price
level to be competitive with the domestics. And that is where I
think that we can stay away from the rhetoric of what is a con-
sumption tax. If the tax as constructed does not cause a price in-
crease for American produced goods, the consumer should win. As
to where the money goes, that is the job of your committee. We are
suggesting that, as you tinker with the Tax Code, please try and do
something that helps us with our trade deficit.

The CHAIRMAN. Mr. Meagher.

Mr. MEAGHER. I would answer your question “yes,” if it was

like that, and I think the group would. I have told Senator
th that privately. I think that we ought to look at this as a new
kind of a tax system that is being created. I don’t think it needs to
fall under the rhetoric or the F;irecedence of old tax systems. The
fact that there is the use of a FICA offset or a deductibility princi-
Ple or whatever is simply a convenient way of dealing with. We
ook upon this basically as a new kind of tax system that is primar-
ily—in our view should be primarily—a trade tool; that it is some-
thing to level the international Xlaying field so that American com-
panies can compete fairly. We don’t look at it primarily as a reve-
nue measure. This isn’t an excise tax. We think it has the features
of a consumption tax, which it clearly does; but in effect what Sen-
ator Roth is attempting to do is to create a new kind of tax system
that will deal with very specific problems that have been occa-
sioned by what is hap{)ening in policies overseas as well as here
and the world marketplace.

The CHAIRMAN. Senator Roth.

Senator RotH. Thank you, Mr. Chairman. Let me start out by
saying that, to me, the basic motivation of tax reform has to be to
develop lonf-term tax policies that will enable this country to com-
pete in world markets and to meet the challenge of the technologi-
cal revolution that we are going through. And if we fail to face
that challenge, then I think we are on a decline. I think that this
tax proposal does meet that challenge.

Let me start out by saying that, whether it is Roth I or Roth II
or Roth III, we are still in the process of trying to develop the kind
of approach that will meet that goal; and I recognize that there are
certain problems with respect to our basic industries. You are abso-
lutely correct. We are not trying to penalize them because I
happen to be a strong believer that the United States as a shield
for the free world has to have a strong, vital, basic industry. So, we
are looking at the problem. There are advantages and disadvan-
mﬁes offsetting against FICA. It helps some, but then there are
others that it doesn’t. Some it may be some kind of combination.
We have to keep in mind, of course, that we have to have revenue
because I think the President has rightfully said it has got to be
revenue neutral.

The one thing I want to urge upon you, and I appreciate the com-
ments that were made today, that in order to introduce this kind of
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new approach, it has also got to be sellable to the individual. Politi-
cally, there are a lot of people who think this is a very risky kind
of business, but that is the reason it is so important that we do
something about the middle class. I think we can make some
changes if we demonstrate to the individuals—the working
people—that they are going to benefit. Of course, that is the reason
we are proposing, as Rudy said earlier, to continue this reduction
in marginal rates, so that we have their political support in
making this kind of very significant change.

Now, let me go back. The administration has said its approach
wants to be revenue neutral, and they have made some changes in
the House; but it seems to me, instead of being revenue neutral,
they are negatively impacting on capital recovery, the very kind
of—in other words, we are undoing in the administration and what
the House Ways and Means Committee has proposed, what we
were trying to accomplish in 1981, to enable American business to
be competitive. And that is one reason American business is not
sum)orting these changes. Would you agree with that?

r. MEAGHER. Absolutely. I think that what we have done since
1981 in numerous ways is take several steps backward. Many ex-
perts say that the value of the dollar is the real reason for our
trade deficit. It probably, as Mr. Jefferson at Du Pont has said, is
only 50 percent of the problem; but the rest of the problem is cer-
tainly, as far as businesses’ ability to compete, is of long standing;
and 1t goes to the questions of what kind of tax system do we have
vis-a-vis, the kinds of tax systems in other countries. And so, we
need to deal with the fundamental question that you raised: How
does a combination of these systems impact on the ability of Ameri-
can corporations to compete? And that is the question that you
have been so vigorously working on with your pro .

Senator RorH. My time is almost at an end on this round, but we
are greatly concerned about the trade imbalance. And it seems to
me that this approach is & major answer to that I‘Problem, in con-
trast to, say, a straight out-and-out surtax which, No. 1, is probably
invalid under GATT and, No. 2, raises a number of questions. But I
would like to have a quick answer to this: Do you see the BTT as
being a significant factor in helping in the trade picture?

Mr. Mack, do you want to start?

Mr. Mack. Yes, we do. Again, provided you use the revenues that
the BTT generates to either offset other business tax liabilities to
keep businesses competitive or, in a negative sense, I guess, not
doing some of the horrible things that are done to capital forma-
tion and capital cost recovery by the other proposals that are
before you.

Senator Rot- We propose to use a significant amount of the rev-
enue for that gurpose.

Mr. Mack. Yes, you have.

Senator Rors. Mr. Miller.

Mr. MiLLer. S. 1102, which included the FICA offset, is definitely
going to help our trade posture. It also creates the revenue oppor-
tunity to also restore some of the incentives for capital formation.
But with or without that feature, S. 1102 by itself, the FICA offset
feature definitely helps trade.

Senator Rors. Mr. Schuyler.
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Mr. ScHUYLER. My feeling is that, with the border tax adjust-
ments, both the original and the revised version of the BTT would
greatly help American industry because it would put us on a more
even tax footing with our foreign competitors.

Senator RotH. Thank dyou. Yes?

Mr. MEAGHER. I would just like to add one other thing, Senator. I
think there are two reasons why it helps in trade. One is the imme-
diate problem that it obviously brings in revenue and deals with
the trade deficit; but the other, and I think far more fundamental
and important, ig that it ultimately deals with the question of over-
capacity in the world. And the real reason that we are having
trade problems is the fact that we have vast overcapacity in almost
every industry, including agriculture. There is simply too much
supply and not enough demand for the goods and services. So, since
America is the lar%est market, or the second largest market at
least, we are being flooded with imports. And what the permanent
change of the type that you are suggesting does, in our view, is to
chanﬁe the decisionmaking of the foreign manufacturer, as well as
the American manufacturer, to really have to make a decision as
to whether or not he or she wishes to put in that additional plant
or equipment. Ultimately, we have to deal with that rationalization
of capacity worldwide, or we are not going to solve this trade prob-
lem, short of protectionist kinds of measures.

The CHAIRMAN. Senator Danforth.

Senator DANFORTH. If we are to have any form of value added
tax or BTT, why should it be a 5-percent rate or 7-percent rate?
What are the comparable rates for value-added taxes in the rest of
the world? Do you know?

Mr. ScHUYLER. I would sagv in Europe they are generally in the
range of 10 to 20 percent, 20 percent or so being on the high side,
found in a country like France. Some goods classified as luxuries,
such as jewelry, automobiles, cameras, are at higher rates in some
countries.

Senator DaNFORTH. It would seem to me that a good case could
be made if we are going to go for it, let’s go for it, rather than just
put a toe in. I have resisted signing up for value-added tax or vari-
ations upon the value added tax proposals for a number of reasons.
For one, I have assumed that they are inflationary—instantly in-
flationary. I have assumed that they are regressive. I have assumed
that they are money-making machines as far as Government is
concerned. And if we ever want to get a grip on Government spend-
ing, we don’t want to have anything resembling a value added tax.
And then I have assumed in this administration that they are a
lost cause. [Laughter.]

On the other hand, I think you are absolutely correct of the
trade consequences. We talk about all the problems we have in
international trade. Clearly, one of them is the fact that the tax
systems around the world differ, and that our tax system is much
less sensitive to the needs of business to deal on an international
market than are the tax systems of our trade competitors. I won't
ask you to get to the lost cause concern. Maybe we can, for a
change, convince the administration of something. On the problems
of the inflationary aspect, the regressive concerns, the regressive
tax system, and that once you start it, it is a money-making ma-
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chine that won’t quit; Government will get bigger and bigger and
bigger—how do you deal with those concerns?

r. MiLLER. If I might jump in here first, I am disturbed that the
genius of Senator Roth’s business transfer tax proposal in S. 1102 is
getting branded with some of the problems that might more gener-
ally afjgly to value added taxes. The original construction called for
the FICA offset. This means that, for American produced goods, in
the end there will be very little cost impact. This bill was con-
structed to reduce the impact on those who provide American jobs;
and, therefore, our costs in producing American goods is not goin
up. Therefore, our price is not going to go up. Therefore, it shoul
be noninflationary as to American goods production; and therefore,
it also is not regressive. In fact, by creating jobs, you could say in
the overall sense it is just the reverse. It is helping those people we
are trying to help, and it is also—pardon me?

Senator DANFORTH. Helping labor intensiveness?

Mr. MiLLER. Yes, it does. And then, finally, because it is creating
some revenue, you can then go after the tax rates on the poor as
an offset, for example, in order to eliminate whatever residual
regressivity you may find. As to the money-making machine, we
have only one example in the United States that is ro'}lﬁhly compa-
rable; and that is the Michigan single business tax. That was im-
ﬁlemented in 1976 as a 2.35-percent rate. Michi%an went through

ell in 1980 and 1981. The State was bailed out by some Japanese
banks in the end because it got so bad. They went after personal
income- tax rates, but they never touched the single business tax
rate, which was the same kind of money-making machine that you
see in this. So, that is going to be up to you, not me, to decide in
the future; but in the one example we have in the United States,
the rate has been left intact at the original rate of 9 years ago.

Senator DANFORTH. Does anyone else want to comment?

Mr. ScHUYLER. Yes, let me jump in at this point, if I may. In re-
sponse to the question of whether the tax would be inflationary, I
would say the real question is whether, if froducers attempted to
pass on the tax, consumers would be willing to increase their
moneg' spending sufficiently to accommodate the higher prices. I
would argue that, unless the Federal Reserve engineered an accom-
panying expansion of the money supply, the tax would not alter
the total amount of money consumers were willing to spend. It
would not be possible, therefore, for producers to pass on the tax.
To talk specifically about a revenue neutral suggestion such as the
BTT, a point made by another witness is extremely relevant;
namely, producers’ costs would not be rising. So, there would not
be added cost pressures on producers as a result of the BTT. One
tax would be going up; another would be coming down. I do not see
this as being inflationary. If the tax is not inflationary, it will be
passed back to the workers and capital owners involved in the pro-
duction process. As a result, it will be a roughly proportional tax
on ple’s incomes. It is not a progressive tax; it is protportional;
and it is certainly not regressive. Just from the point of covering
all bases, I would note that in both the original and revised ver-
sions of the Roth bill, there are several exemptions for what you
might call necessities—housing, food, medical care—that, even if
the tax were to be passed forward, which I don’t think it would be,
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would serve to soften the sharpest edges. As to the tax being a
money machine, I, personally, have that fear with any new major
tax initiative. I would say I am less concerned about it in this case
because of the sensitivities that Senator Roth has shown to that
danger and the attem(f)ts he has made to try to bring it out into the
open. I would also add that, if one looks at the European experi-
ence, one finds that after value-added taxes were in place and had
been raised a little bit, they then became a fairly stable component
of the overall tax mix. There was no tendency for them to keep rat-
cheting upward relative to other taxes.

The CHAIRMAN. Senator Symms.

Senator Symms. Thank you, Mr. Chairman, and thank you, Ig)zn-
tlemen, for being here this morning and for your statements. I
understand you all correctly to say that you would favor this tax,
whether or not there is a tax reform package?

Mr. MEAGHER. I certainly would.

Mr. ScHUYLER. Yes, sir.

Senator Symms. Mr. Miller.

Mr. MiLLER. Yes,

Senator Symms. Mr. Mack.

Mr. Mack. Let me turn it around, Senator. I think if you are
going to consider tax reform, this needs to be an element in it. If
you are going to really reform taxes, it seems to me that you have
%gt to look at the whole gamut of options. One of the problems that

th the administration and the Ways and Means Committee have
is that, by refusini to lay on the table this kind of proFosal, the
inevitable results that you are going to end up reducing all kinds of
investment incentives in an effort to achieve the rate reduction you
want and revenue neutrality.

Senator Symms. Let me ask you another question here. In this
morninf’s Wall Street Journal, there is a very interesting article
by Paul Craig Roberts and Gary Robbins, and the headline says:
“Tax Reform Aims at the Very Industries up for Protection.” And
they start out in the first paragraph and say: “Washington is prac-
ticing a new form of economics that has replaced both the demand
and supply side economics. It is called blind-side.” [Laughter.]

“Policymakers in both the administration and the Congress have
failed to make the obvious connection between taxation and interna-
tional competitiveness.” And then he goes on to say that the Rosten-
kowski bill has developed a tax plan that by their calculations would
raise the cost of capital by 14 percent. They go on and say that
agriculture, for example, which is in line for a budget«busting
multimillion-dollar bailout would find its cost of capital raised by 2

rcent, textiles and shoes, which are in the forefront of protectionist
egislation, would find they are further undermined by competitive
costs 14 percent, higher cost of capital. Do you think this wouid lower
the cost of capital or what would it do? )

Mr. MEAGHER. | don’t think it lowers the cost of capital. What it
triclas to do is to raise the cost of capital or equalize the cost of cap-
ital.

Senator Symms. No, that isn’t my question. I am saying that Dr.
Roberts is saying that, at the current——

Mr. MEAGHER. Oh, absolutely.
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Senator Symms. You are saying that the BTT would have no
impact or what impact?

Mr. MEAGHER. I think that the BTT would have the effect poten-
tially of lowering the cost of capital in this country because the
extent to which it lowers the budget deficit and ?éa]s with the
trade deficit, then theoretically at least people believe that interest
rates will come down and therefore the cost of capital will come
down. But I agree 100 percent with that Paul Craig Roberts, and I
think that the reason that I would favor this, and that most of the

ple in my coalition—not all of them do, but most of them
avor—is because it is an alternative to protectionism. It deals with
the fundamental economics of trade, and it forces pﬁfﬁ)le to make
economic choices about their capacity and their willingness to
expand or contract. So, I think that a proposal of this type is vital
as a trade measure primarily. It has positive revenue aspects that
can be used to deal with other issues. However, it is time that the
country recognize the connection between tax and trade and the
tremendous disparity that exists, because of the failure of our tax
systems, vis-a-vis the rest of the world, to be relevant to today’s
world market.

Mr. MILLER. Senator Symms, let me tell you what this means for
Chrysler. The Treasury II bill, the loss of the investment incen-
tives, combined with the lowering of corporate tax rates in general,
leaves us in a position of about a wash. at we would lose in the
capital incentives, we would gain in the lower overall tax rate.
That is a wast. Hut what that would induce us to do is to %o look at
other countries that offer the incentives; and we may well end up
over time investing overseas where there are the capital incentives,
selling the goods here and recording our profits in a country with a
low tax rate. So, while it is neutral to us, the over-time impact will
be to drive the investment overseas. The BTT, on the other hand,
with the FICA offset, is what brings capital back here.

Senator Symms. You are saying that Treasury II's proposal would
encourage you to go offshore?

Mr. MILLER. Yes, sir.

Senator Symms. Thank you, Mr. Chairman. Thank you all very
much for excellent statements. -

The CHAIRMAN. 3enator Long. :

Senator LoNG. I am concerned about the big disadvantages which
I think are disastrous disadvantages that American business suf-
fers today when you try to produce here compared to producinﬁ
overseas. We have an advantage in that we have more researc
and more knowledge to work with; but we are discovering that,
even though we achieve at an enormous cost—and I am for that—
that it is 8o easy for anybody just to go take that information over-
seas and then use that overseas with the advantage of cheap labor,
a more favorable tax system, the dollar differential; and we are
just not competitive against that, in most cases, if you add all that
up. And it is devastating to our position. So, what the Roth propos-

would do is to try to get at the tax differential—the tax disad-
vantage. Isn’t that right?

Mr. MEAGHER. Yes, sir.

Senator LonG. All other things being equal, you are absolutel
against those three killers. If one doesn’t get you, another one will.
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If the first one doesn’t get you, the second one will get you. And
just in case that hasn’t got you the dollar differential is guaran
to get you. So, you take that and add it up, and they you are dead.
You are gone, trying to compete. What the Roth proposal does is to
try to equalize the tax differential between their taxing system and
ours. at is basically what we are talking about. Now, we
wouldn’t have that problem on the tax point if those idiots hadn’t
gone to Geneva and given that awag many years ago. [Laughter.]

That is true. They signed \:]p on that general agreement on tar-
riff and trade; and they said that those people could use those
value added taxes and give the money back and charge it to us
when they came to our market. So, they get the mone{;eback. It is
just heading from their country to our country and being subsi-
dized. Give the tax money back, and that is just the way they tax
it. So, they get you either way..You can’t invade their market and
you can’t defend your own. Now, all this would do is just let them
enjoy some of the same burdens that we share over here when they
come into our markets. And as far as the so-called regressive
aspect of it is concerned, it is no more regressive than a Social Se-
curity tax, not nearly as regressive as a ial Security tax, to the
extent that a Social Security tax fails to be a tax on consumption,
to the extent that you can’t pass it through in the price of a prod-
uct. It becomes a tax on the worker, the person that earns the
money, whose salary is taxed, or the corporation; but mainly, it is a
tax on the worker to the extent that it is not a tax on consumption.
And that aspect of it is horribly regressive. There is nothing in the
tax law—certainly a value added tax can’t be nearly as regressive
as that—but even so, it can well be justified because that money is
being used to pay for a progressive benefit. In other words, the
people at the lower end of the scale get so much more back than
they pay out that it is still a big advantage to them on the overall.
So, if you put the spending aspect in there with it, the result then
becg?mes progressive. And I will ask Mr. Meagher: Isn’t that cor-
rec

Mr. MEAGHER. That is my impression, Senator. What you in fact
can do with this new tax is to make other necessary changes in the

. Tax Code, in the individual Tax Code, to make it less regressive,

although it seems that Congress in recent years has done a great
deal in that regard already to remove people from tax burdens that
are of lower income. If it is desirable to do that further, obviously
ﬁou can tinker with that and you will have the money to do that.

ut it is clearly not any more regressive, and probably not as re-
gressive, as the FICA tax is.

Senator Long. We already have a negative income tax in the
earned income credit. Are you familiar with that?

Mr. MEAGHER. Yes, sir. Right.

Senator LoNG. Lester Thoreau makes this point. Incidentally, I
saw one of our Democratic Senators in the audience when Mr. Tho-
reau was speaking.nHe brought up the fact that a value-added tax
was regressive. d he explained this point, and the Senator
changed his mind within 60 seconds after Mr. Thoreau explained
it. He said, look, you should cougig that with a negative income
tax, just as we do with the Social Security tax so that, to the extent
that a person is not making enough money, let's say, to pay his
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income tax, by way of the earned income credit you get him back—
the money he paid in Social Security taxes. And Mr. Thoreau con-
tends that you ought to do the same thing with a negative income
tax to give those who are paying a value-added tax their money
back if they are in the low income aspect of it; and there is no
reason you can’t do that. Is there?

Mr. MEAGHER. No, sir.

Senator LoNG. So, one should not focus on the individual tax and
ignore the mix. In other words, it is the sum total that you are
paying that you have to look at. And if one aspect of it tends to be
somewhat regressive, but the total mix is vexsr progressive, particu-
larly when you couple it with what you are doing with the money,
you can find that the value-added tax is well justified, where it
wouldn't be otherwise.

The CHAIRMAN. Senator Baucus.

Senator Baucus. Thank you, Mr. Chairman. Gentlemen, Senator
Long suggested that, from the point of view of the American com-
petitive position, there are several major factors to be considered.
One is the dollar; second is the low wage rates overseas; and third,
a different tax system. I am wondering if you could, just at a gut
level, quantify the degree to which our adverse competitive position
is attributable to our different tax system. Just a rough estimate.
How much of the problem is due to our different tax system?

Mr. MiLLER. We have estimated in the past that, in the car busi-
ness, the differential in the tax system is worth about $600 per car
of unequal treatment. That doesn’t count the approximately $1,700
per car revenues that are lost to the American tax system when a
car i built overseas. I am just talking about the $600 tax differen-
tial that we have come up with in past studies, where we are disad-
vanttéaged to the foreign producers because of our unequal tax
system.

Senator Baucus. Can any of you give me a rough sense, though,
of whether the tax system is about a third of the problem, among
those three answers?

Mr. MiLLER. Yes.

Senator Baucus. Does the rest of the panel agree that about a
third of the problem—more than a third, less than a third?

Mr. MeAGHER. Everybody says that the dollar is 50 percent of the
problem. You can divide up the other two any way you want.

Senator Baucus. How do you divide it?

Mr. MeacHer. I don’t have any calculations or any numbers on
that. What I do have is some estimates that we have done of the
differential between the tax systems, depending on the country. It
changes costs to the extent of 20 to 40 percent, and I don’t know
how you translate that. I am not a macroeconomic person having
those figures, but if you translate that, in some way—I suppose
peog}e like my colleague here might be able to do that—that you
might be able to come up with a number. I would obviously say it
is significant.

Senator Baucus. Can ly;ou help us out?

Mr. ScHUYLER. I think in the short run changes in the dollar’s
value can have perhaps the largest of the three effects. In the long
run, our tax structure is likely to have a profound effect. This is
because the tax system will have a cumulative impact on our cap-
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ital stock, both its quantity and its quality, producing eventually
very large differentials in our productivity and our ability to price
against foreign competitors.

Senator Baucus. Mr. Mack.

Mr. Mack. I don’t have a comment on the calculations.

Senator Baucus. Let’s assume we focus now on the differential
in the tax systems, and let's assume further we are going to raise
the same revenue that we raise today roughly. What percent of the
revenue raised should—the Federal revenue raised—should be
business transfer tax, consumption tax, and other taxes? And what
I am getting at is: Should we go 10 percent of the way, 50 percent,
75 percent, in order to achieve a maximum American competitive
position? It is somewhat the same question that Senator Danforth
asked, that is, how far should we go? Our optimum goal is to en-
hance America’s competitive position and to raise the same
amount of revenue. Just rough, gut sense—how much of our
present tax system should be replaced by this kind of a system?

Mr. ScHuYLER. May I give a two-part answer? If our only concern
were American competitiveness and nothing else whatsoever, I
would say 100 percent. Given our other concerns, probably around
20 to 25, then we would have a good mix of taxes.

Mr. MEAGHER. I think that you need to raise—again, not being a
revenue estimator—but I think you need to raise a significant
amount of money from this thing for a reason other than what is
suggested; and that is that, if it is in fact a trade measure, and if

ou are in fact going to deal with the economics of trade and have
it meaningful—in other words, simply not absorbed by foreign pro-
ducers—it must be at the 10 to 15 percent level dpending on wheth-
er there are offsets as we suggest. If there are offsets, you are going
to have to make it higher. We have a proposal, for example, that
would allow a business minimum tax—alternative tax—combined
with the BTT, and we think that that has to be in the neighbor-
hood of 20 percent.

Mr. MiLLER. I would just like to add that Chrysler’s position is
that S. 1102 with the basic 5-percent business transfer tax with the
FICA offset was an ideal starting glace. Basically, it would be non-
inflationary because there would be no net added cost to the pro-
duction of American goods. Once you %et past about 7 percent, we
would lose our ability to do complete FICA offsets; and above the 7-
percent rate, it becomes inflationary as general value-added taxes
are, So, again, the genius of Senator Roth’s proposal at 5 percent
with its noninflationary feature—we thought that was a very good
starting point.

Senator Baucus. Thank you.

The CHAIRMAN. Any other questions?

Senator Roth.

Senator RotH. I do want to underscore one aspect which hasn’t
been touched on, and that is the importance, at least in my jl;xgsg-
ment, of savings. It seems to me that too little attention has been
paid to that aspect of the problem. Senator Long, I think, very cor-
rectly pointed out the success of American technology, but it is
very easy to have that exported—either exported by American
business or, as my Japanese business friends will tell me, they use
the Japanese individual savings or low capital to come over and
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buy the best technologies. Now, I think it is important as one
aspect of this problem of trying to make ourselves competitive that
we offset the double taxation of savings, and that we do something
to try to move the American people in the opposite direction. Now,
I understand that you are not going to change patterns overnight,
that it takes time; but I think it is important to understand that
the Japanese were not always a savings nation. That has developed
since World War Il with the tax incentives that they have in their
system. And I would just like to ask you, Mr. Schuyler and any-
body else that may care to comment on it, one of our proposals is
to build on the IRA’s, not only for retirement but to let the people
save for whatever reason because it is good for them as individuals,
but it is also important as a new source of continuing source of cap-
ital. Would you care to comment?.

Mr. ScHuyLER. I would say that your tax-deferred savings ac-
counts are an excellent idea. They would be a successful way, up to
the proposed accounts’ yearly limits, to protect people from the
double taxation—in fact more than double taxation—multiple tax-
ation of saving that is characteristic of an income tax system. I
think, in addition to simply changing the incentives, it would lead
to a change in people’s fundamental attitudes. It is the way to
move to a high-savings society such as Japan’s. Certainly, in the
United States in the past decade, it turned out to be the borrowers
who were smart people and the savers who were stupid. We want
to change that around, and I think your tax-deferred accounts are
a very positive step in that direction. I would applaud them.

Senator RorH. Would anybody else care to comment?

Mr. MEAGHER. As I said, at our company we have a very modern
employee benefits plan, which includes a cafeteria plan that works
very well, and a 401K plan and an IRA and a very modern range of
mix. The numbers on our 401K, which is a similar kind of device
that would obviously be available outside companies, are numbers
that are not only very much better for low-income people—in other
words, they save—but they are across the board. There is no ques-
tion that anybody who understands them, and obviously the finan-
cial institutions that will be making them available will make
them understood very readily in very simple terms—it is a tremen-
dous inducement to savings; and we have seen that just in my own
personal situation in our corporation. It is a major incentive, and
the results speak for themselves as to what you get from it.

Mr. Mack. Senator, I think that your question points up the
need to go to something like a BTT in the context of the tax-reform
package because, if you don’t, you are inevitably going to lead to
the kind of result that they have over in the Ways and Means
Committee where they are either going to severely limit 401K’s
and other kinds of savings programs—and in the case of trade asso-
ciations, they would take them away altogether. We have kids in
our printshop who never saved before in their lives who are now
saving through our 401K plan, which would be eliminated under
both the administration and the Ways and Means proposals.
Unless you do something like your proposal and look to a new reve-
nue source, inevitably you are going to lead to those kinds of re-
sults, whether you are talking about savings plans, or whether you
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are talking about eliminating capital cost recovery provisions, be-
" cause you can’t get the money any other way.

Senator RorH. Thank you, Mr. Chairman.

The CHAIRMAN. Gentlemen, thank you very much. We appreciate
it. Next, we will move to a panel of Bob Warren, Louis Kelso, and
John Houston. We will wait just a moment until the room clears
out and quiets down. I want to introduce Bob Warren to the com-
mittee. Bob is a man I have known for almost 30 years. I have
known his family and children very well and now—how many?—
grandchildren? :
tel\:{r. WARREN. Eight grandchildren, eight as of the day before yes-

rday.

The CHAIRMAN. Mr. Warren is one of the most, if not the most,
innovative businessmen I have ever met in this country. Mr.
Warren manages to stay on the cutting edge and half a step ahead
of his world competitors, to say nothing of his American competi-
tors, Bob, we are delighted to have you with us.

STATEMENT OF ROBERT C. WARREN, CHAIRMAN OF THE BOARD,
CASCADE CORP,, PORTLAND, OR

Mr. WaRReN. Thank you, Mr. Chairman. I appreciate those
words. Mr. Chairman and members of the committee, I am Robert
C. Warren, chairman of Cascade Corp., headquartered in Portland,
OR. I am here today solely on behalf of myself and my company. I
do not represent any association or organization. I am sure that is
rather unique. My testimony today will be directed to two areas of
the administration’s tax proposals only. I will not comment on the
BTT, which I find very interesting, but which I am not that famil-
iar with. My company’s primary %roducts are materials handling
devices, known as attachments, which are used on forklift trucks
throughout the world. We are a relatively small company, with
annual sales of approximateli; $85 million, yet we are the largest
supplier of our products in the world. We manufacture our prod-
ucts in four plants in the United States, four plants in Europe, one
in England and three in Holland, and one plant in Japan. In addi-
tion, we have fully staffed sales and distribution centers in a total
of 11 countries. Our foreign operations historically contribute 35 to
40 percent of our total annual sales, but it is extremely important
that you members of this committee understand that our European
and Japanese plants supply only their own markets. We import
none of their {)roduction into the United States, yet our U.S. plants
export about 15 percent of their production to our overseas subsidi-
arles. So, we are very much a net exporter. I emphasize this be-
cause it is very germane to the central idea I intend to present to
you this morning. Cascade Corp. is totally committed to being a
world-class player and to continue producing their U.S. require-
ments in the United States, rather than transferring this produc-
tion to our overseas foreign locations; and this would be very easy
f(ir us to do when we have plants and organizations already in
place.

During the past 5 years, we have invested heavily in the most
advanced computer control machine tools and robotics here in the
United States, to the extent of $16 million during a period which
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included a very severe recession where our total U.S. earnings
were only $20 million. So, needless to say, the investment tax cred-
its and the accelerated cash recovery system were very, very im-

rtant to us in this modernization program. Frankly, we could not

ave done it without those two. I simply want to say that, if ad-
vanced machine tools are available to our competitors and our for-
eign competitors, they have to be available to us; or we will simpl{
perish. I am here today to suggest to you that the complete elimi-
nation of the ITC and ACRS as proposed would constitute an enor-
mous mistake for this country. Even if the administration’s new
tax proposals are adopted, then there should come into being a 13
percentage point corporate tax reduction.

A significant segment of American industry is still going to need
the advantages of ITC and ACRS. These other companies such as
ours that are competing every day of their lives against heavily
Government subsidized foreign companies in order to preserve our
domestic and foreign markets. Survival of these industries is criti-
cal. America itself will not long survive as a major world power if
these industries and skills are lost and we become dependent on
foreign sources for all of these essential products. Far from suggest-
ing that the ITC and ACRS be applicable to the broad range of in-
vestments it encompasses today, my first premise is that they
should apply only to machinery and equipment manufactured in
the United States.

Second, that only those items that are significantly impacted by
foreign competition be included in any listing of qualified products.
The investment tax credits and later ACRS were brought into
being to stimulate investment and thus create jobs in our economy.
When a substantial portion of these credits and benefits are al-
lowed for investments in foreign-built machinery, it greatly nulli-
fies the very intent of our laws. The program I suggest would cor-
rect this inequity. The other benefit of such a program, and it is a
major one, is that it would give U.S. manufactured products about
a 12- to 14-percent advantage against foreign competition because,
obviously, the purchaser would not be allowed the benefits of the
investment tax credit and ACRS on-foreign equipment purchased.
What this limited extension of these two would amount to in terms
of lost revenue to the Treasury plan, I simply do not know; but it
would certainly be substantially smaller than today's impact, and
it could be the survival factor to many of our critical industries.
We must give the companies that are endeavoring, like ourselves,
to become world class competitors and who are trying not to move
their production overseas the tax incentives to succeed. If this re-
quires a smaller reduction than the proposed 13 percent in basic
corporation tax rates, then this should be considered. I am well
aware at the present that many of you, and perhaps all of you, are
anxious to avoid raising protective tariff barriers and quotas and
restrictions on foreign imports. I share that concern. at-1 am
proposing is modest tax assistance indeed, compared to what we, as
a company, have actually received or been offered and what we see
being given to others in all of the countries where we operate and
sell our products.

Another company in which I am involved recently negotiated a
long-term commitment with a major European country that illus-
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trates the magnitude of the tax incentives being granted to induce
companies to invest. This particular country has a current statuto-
ry corporate tax rate of 43 percent, yet their Parliament just
passed special legislation limiting this particular company’s total
tax for the next 5 years to one percent, and further than that,
guaranteed that it will not exceed 13 percent in the next 10 years
following that. I need not comment on the competitive advantage
this provides. It is ironic that the Japanese Government is right at
this moment finalizing a new 7 percent investment tax credit pro-
gram, which is in addition to all of the numerous other and diverse
incentives they offer their industrial sector, just at the time when
our Government is considering abandoning it. Japanese firms will
receive this credit on a cost of new equipment, provided it falls into
one of 126 categories, We can be certain that this list will contain
all the machinery and equipment necessary for Japan to enhance
its position as one of the leading industrial nations in the world
and that will make them not dependent on foreign sources. Invest-
ment alone does not assure the building of a world-class company,
but none of the other things we have to do have any meaning
unless our costs are competitive. Much of American industry today
truly stands at a crossroads for which there may be no return, if
we choose the wrong direction. If the dollar remains even near the
level of the past 2 years, the U.S. manufacturing base will deterio-
rate badly; but even if the dollar declines to a more reasonable
level, we will continue to face tougher and more effective competi-
tion as foreign technical capability is increased. We in industry can
provide the investment, the ingenuity, the vitality to survive, pro-
viding you in Government supply an economic tax climate that will
allow us to stay in the game. But don’t move too fast. Don’t panic.
Thank you, gentlemen. I appreciate this opportunity.

The CHAIRMAN. Thank you very much, Bob.

Senator Long. Mr. Chairman, I see a dear old friend of mine,
Mr. Louis Kelso, is here today. He is the man who first got me in-
terested in employee stock ownership; and as you can see, he is
still interested in that sort of thing. And we are happy to welcome
him here today to this committee.

The CHAIRMAN. Mr. Kelso, we are well familiar with what you
have meant to the employee stock option plans in this country.

Mr. KELso. Thank you, Mr. Chairman.

The CHAIRMAN. It 18 good to have you with us.

[The prepared written statement of Mr. Warren follows:]
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Mr. Chairman, Members of the Committee, Ladies and Gentlemen. ] am Robert C.
Warren, Chairman of Cascade Corporation, Headquartered in Porbland, Oregon and I
appear here today solely on behalf of myself and my Compeny, | do not

represent any other Organization or Association.

My Company's primary products are Materials Handling Devices kngwn as
*Attachments”, which are used on fork lift trucks throughout the World for
the transport and storage of such commodities as Pulp and Paper, Packaged
and Processed foods, Appliances, Soft Goods, Tcbacco, Textiles, Beverages,
- - - the list is almost endless. These &ttachments eliminate the need for
conventional pallets normally associated with 1ift truck operation and thus
provide substantial cost reductions in the process of transporting, ware-

housing and the handling of goods from manufacturers to the final consumers.

We are a relatively smal) company with annual sales of approximately $85

million dollars; yet we are the largest supplier of our types of products in

every one of our markets around the World with the exception of Japan.

Our competition in Japan consists of the 1ift truck manufacturers themselves, such
as Toyota, Nissan, Mitsubishi and Komatsu, but we continue to make reasonable inroads
into that market. We manufacture our products in four Plants in the United

States, four Plants in Europe, including one in England and three in

Holland, and one Plant in Japan. ’

Our company has been heavily involved in overseas markets since 1959 when we

built our first European Plant, and we currently have fully staffed Sales and

Distribution Centers in a total of 11 countries. Our foreign operations
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historically contribute 35 to 40% of our total anncal sales, and it is important
for you to understand that our European and Japanese Plants supply only their own
markets. We import virtually none of their production into the U.S. with

the exception of two models which have very limited demand in this Country.
Converse\y however, our U.S.Plants export about 15% of their production in the
form of finished products and components to our overseas subsidiarics, so we are

very much 3 net exporter.

1 emphasize this because it is very germane to the ideas 1 intend to present
tt;-ynu this morning. Cascade Corporation is totally conmitted to being a
“"World Class” player and to continue producing our U.S. requirements in ghe
United States rather than transferring this production to foreign locations
3s so many machinery manufacturers have felt compelled to do in the last few
years, and which it would be so easy for us to do with diverse foreign
manufacturing plants and organizations already in place.

During the past five years, 1980 thru 1984, we have invested heavily in the ™
most advanced computer controlled machine tools, robotic welding, and computer
aided design and maﬁufacturing procedures (Cad-Cam) even through the very
severe recession of 1982-83. During this period we invested over 16

million dollars in machinery and equipment in our U.S. Plants alone; compared
with total U.S. earnings for that period of only 20 million dollars.

Needless to say, the Investment Tax Credits (ITC) and the Accelerated Cash
Recovery System (ACRS) provisions in the current tax laws were critical to

us in acquiring these advanced tools. Without them our moderization program
would, of necessity, have been substantially less and our posture today

equally less competitive.
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As we must continue to invest in sutomsted equipment at an even greater pace

3s each year passes, our first concern in reading the Treasury Department's

new tax proposals, which would eliminate the ITC entirely and replace ACRS

with 3 system that involves much longes recovery periods, was to determine how
these proposals would effect our future investment programs. You will be
interested to know that had the new Treasury program been in effect over the same
five year period, 1980 thru 1984, we would have paid slightly less Federal Taxes,
but basing any conclusions on just this alone would be very misleading.

Under the present ACRS provisions our machinery and equipment would be fully
depreciated at the end of this period and our cash reserves built up to enable
us to buy new and even more advanced tools. 1 cannot over emphasize the
importance of this because most of these highly automated tools are literally
obsolete in about 5 years time due to technical improvements that are escalating
at an ever increasing pace. The real significance of keeping abreast with
"State of the Art™ manufacturing technologies can best be illustrated in terms
of our Worldwide employment levels during the last § years. Total employment
dropped from 1220 people in 1980 to 860 people at the end of 1984, an overall
decrease of 30% during a time when we increased our Engineering and Sales staffs
and increased the unit volume of products produced. 1f this advanced machinery
is available to our foreign competitors it must be avaiiable to us, or we will

perish,

I am here today to suggest to you that the complete elimination of I1TC and

ACRS, as proposed, would constitutg an enormous mistake. Even if the Administration
new tax proposals are ﬁ'dopted and there comes into being a 13% tax reduction

for Corporations, from 46% to 33%, and partial dividend deductability,

a significant segment of American Industry is still going to need the

advantages of 1TC and ACRS. These are the companies, such as ours, that
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fust compete every day of their Vives against heavily government subsidized

foreign companies in order to preserve our domestic and export markets. The survival

of these industries is critical! America simply carnot survive as a major

world power if these industries and skills are lost, and we become dependent e ——

on foreign sources for 311 of these vital products.

I am not suggesting that 1TC and ACRS be applicable to the broad range of
investments it encompasses today. My first premise is that they apply only to machinery
and equipment manufactured in the United States, and secondly that only those
industrial and commercial machinery ftems that are significantly impacted by
foreign competitiun be included in any listing of qualified Products. In
determining that products are in fact manufactured in the U.S.,the builder would
have to certify that they contained at least the minimum U.S. content specified
in the Legislation.

ITC then later, ACRS, were brought into being to stimulate investment and thus
create jobs in our economy. When a substantial portion of these credits and
benefits are allowed for investments in foreign built machinery it greatly
nullifies the very purpose of these laws. The program I suggest would correct
this inequity. The other benefit of such a program, and it is a major one,

is that it would give U.S. manufactured products about a 12 to 14% advantag—e
against foreign competiti;n because obviously the purchaser wou&d not be allowed
the benefits of ITC and ACRS on any foreign equipment purchased.

What this limited extension of ITC and ACRS would amount to in terms of l.ost
revenue to the Treasury plan 1 cannot begir to estimate, but it would certainly

be substantially smaller than todays impact, and it could be the survival factor
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for many of our critical industries. We must give the companies that are
endeavoring to become “World Class® competitors here in the Unitcd States, and
who are trying not to move their production overseas, the tax incentives to
succeed. 1f this requires a comewhat smaller reduction than the proposed 13%

in basic corporation tax rates, then this should to considered.

It is interesting to note that the proposed Treasury plan would not have impacted our
company over the 1980-84 period much differently than the present tax law,
including ITC and ACRS, but only because we took advantage of these incentives
ahd actually made the investments. The Treasury plan includes no such induce-
ments to modernize. Companies would simply end up with mcre after tax earnings
to dispose of as they pleased.

1 am well aware that the President and many of you, perhaps all of you, are
anxious to avoid raising protective tariff barriers and imposing quotas or other
restrictions on foreign imports that could start a retaliatory trade war and
negate the years of effort that we and our trading partners have put into
G.A.T.T. 1 share that concern. What | am proposing is modest tax assistance
indeed compared to what we as a company have actually received, what we have
been offered, and-what we see being given to others by most of the countries
where we operate and sell our products. Tax subsidies, whether we like them

or not, have become a way of life in the HWorld marketpiace and they are on the
increase. Another company in which 1 am involved, recently negotiated 2 long
term commitment with a major European country that illustrates the magnitude of
the tax incentives being granted to induce companies to invest, provide
employment opportunities and create export foreign exchange. This particular

country has a current statutory corporate tax rate of 43%, yet their

">rliament passed specia) legislation limiting this particular company's total
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tax rate to 13 for the Ist 5 yedrs of operation, and a maximum of 13% over the

ensuing 10 years. 1 need not comment on the competitive advantages this provides.

It is ironic that the Japanese Government is right at this moment finalizing

8 new 7% investment tax credit program, in addition to al) of the numerous other
and diverse incentives they offer their industrial sector, just at the time
when our Government is considering abandoning it. Japanese firms will receive
this credit on the cost of new equipment provided it falls into one of 126
ca‘t.egories designated as "High Tech™. We can be certain that this list will
c;:ntain 311 of the machinery and equipment necessary for Japan to enhance

it's position as one of the leading industrial nations of "the World and not
make them dependent on foreign sources. | do not know whether their new law will
restrict these credits to Japanese built products, but from our 14 years of
experience of operating in Japan we are certain that there will be little or

no foreign equipment purchased, regardless of their recent public utterances.

I have talked at length about the importance of 1TC and ACRS. 1 have not
referred to that portion of the Treasury's tax proposals which is the irposition
of a retroactive tax on ACRS deductions taken in prior years. To penalize
those companies now, who in good faith did exactly as the laws encouraged them
to do, shows such a total lack of understanding of Athe competitive problems

America faces in the real world as to be truly frightening.

1 want to state very clearly that investment alone does not assure the building

of a "World Class™ ccmpany. Total employee participation and cooperation, continuous
investment in research and development, advanced designs for the marketplace,”

and absolute quality control are equal factors. However, none of these can

be effective without competitive costs that only investment in the most
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modern tools of production can achieve.

Although it is extraneous to my tax testimony here this morning, it might interest
you to know that over the jeriod of the past three to four years we have changed
the attitudes of our management, and the operating philousophy of our company

and our plants almost 180°. WKe have involved our entire work force in under-
standing and helping solve our world competitive problems and they are

responding extremely well. In the last 2 years alone, we have improved productivity
in each of our four U.S. plants, by 8 minizum of 28% to as high as 70%. To
accomplish this meant the elimination of virtually all of the restrictive work
rules and practices that had accumulated over the years, and putting our employees
on direct financial incentive programs, over and above their regular hourly

wages or salaries, which enable them to share equally in all productivity gains.

This incentive is paid to them in cash on a monthly basis and is very substantial.

We have also converted three out of our four U.S. Plants to an “all salaried
workforce™ whereby we no longer have hourly paid workers. The factory personnel
in these plants enjoy the same health, vacation and retirement benefits as the
office and supervisory employees and undergo the same annual salary and
‘performance reviews. Nor are they penalized for time lost for legitimate
reasons. This has been done in a major effort to eliminate the “we"

and "they" attitudes that have existed between labor and management for so
long. We obviously do not have a lengthly record of operating our plants in

this manner, but so far it is very encouraging.

Gentlemen, 1 wish to thank you for according me the privilege of appearing
before you here today. If you have any questions 1 will be very happy to try

to answer them for you.
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STATEMENT OF LOUIS O. KELSO, PARTNER, KELSO & CO., SAN
FRANCISCO, CA

Mr. KeLso. Thank you, Mr. Chairman. I come before you today
to ask you to shift your attention from taxation to economic policy.
The United States has an economic policy, the Employment Act of
1946, which was in fact policy a century before it was formalized in
that law; but it is a policy that says, asserts, that since this is a
market economy, of course, everyone must earn their income by
participation in production. Unfortunately, it goes further and also
asserts that the only way to do that is to work.

Now, this policy in my opinion is responsible for the great bulk
of tax turmoil. It is responsible for the problem which Senator
Howard Baker referred to in a very interesting article in the New
York Times about a year before he left the Senate, in which he de-
plored the fact that the Senate—and Congress as a whole—had
become an elected bureaucracy. It has become an elected bureauc-
racy redistributing other people’s money, which is a very ignamin-
ious thing to do, to the extent that it is not necessary.

Back in the 1920’s, the American economic system collapsed; and
it collapsed for reasons that I don’t think you can understand with-
out understanding two factor economics. It collapsed because the
enormous concentration of productive power in the tiny minority of
owners of capital, and because the earning power of the masses
who didn’t own capital was insufficient to support production.
Under the principles of a market economy, as Adam Smith so aptly
defined them, consumption must support production, just as pro-
cfiuction has to support consumption. go, the economy fell flat on its
ace.

In 1932 we were rescued, I think—I lived through those times—
from what could have been a second Civil War. The New Deal was
a bold and dramatic thing, but the destiny which President Roose-
velt hailed in 1933 when he said “America has a rendezvous with
destiny”’ was the wrong destiny. The New Deal declared a war on
the effects—not the cause—the effects of poverty. We began taxing
and spending and redistributing other people’s money, and that is
the thing that is taking up your time and your attention, and caus-
ing the national debt to grow through annual deficits.

Let me point to something. Naturé got into this business of eco-
nomic policy long before Congress did, and nature designed man to
be economically autonomous. For each consumer, there was born a
producer, right in his person, in his body—his arms, his legs, his
mind. Nature thought economic autonomy was a good plan. Each
family should produce the equivalent of what it consumes. Now,
the industrial revolution came along; and I urge you to take a look
at the diagrams, if you will, in my written testimony on page 11.
There is a moving curve that moves through society, through busi-
ness, through human activity, which changes the way in which
goods and services are produced from labor intensive to capital-in-
tensive. What we have in this country is a technique of finance
which makes capital acquisition available to well-capitalized ple
and denies it to the uncapitalized people. In other words, we have a
technology which raises the earning power of the affluent and even
those who have earning power thousands of times what they can



108

consume, and denies incremental earning power to the 95 percent
of the people in the economy who don’t own capital to begin with.

The end result is that Congress must make up the difference
through redistribution. In 1932, we began digging welfare canals
around the property system. Those welfare canals are now being
closed up because people revolt against welfare. The answer is to
change the economic policy to recognize that capital workers,
people who participate in production and earn income through
their capital, are just as much participants in production, just as
validly and legitimately engaged in production as labor workers,
and capital in general is far more powerful than labor.

So, that little correction of the factual error in economic policy
can lay the background for things like the ESOP, which Senator
Long introduced into the law and made possible. It is a technique
for making capital credit available to people who otherwise
wouldn’t have it, and enabling them, without taking anything out
of their pockets or paychecks, to become capital workers. Lifetime
{)ull }fmployment-—American style is the economic policy indicated

y that.

The ESOP is one of eight tools. The other seven have been sitting
there waiting to be implemented. I urge your attention to that to
solve the tax problems and many, many other basic problems.

Senator Symms. Thank you very much, Mr. Kelso.

Mr. Houston.

[The prepared written statement of Mr. Kelso follows:]
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THE PROPONENTS

Louis O. Kelso is an econamist, author, lawyer, and investment banker, who
has devoted most of his professional life to exposition of the logic of
democratizing the American capitalist system sco that it will work for the many,
not just for the plutocratic few, and to developing the financing techniques
for accamplishing the structural reforms necessary to broaden the capital
ownership base, and to raise the capital-sourced earning power of the presently
capitalless majority of families.

The best known of his eight basic reform strategies for accomplishing this,
each which uses the same financing logic, is the Employee Stock Cwnership Plan
(ESOP) , towards the perfection of which Congress, between 1973 and 1985 has
enacted same twenty laws.

. Mr. Kelso is one of the founders of the ESOP Association of American, a
non-profit trade association of corporations that have installed ESOPs in
their corporate structures, which has four hundred member campanies doing
business in all but eight states of the union, and four hundred professional
members. Its member companies are estimated to have over one million employee-
stockholder ESOP participants, out of an estimated ten million employees in
the United States covered by employee stock plans of various kinds. 1t is located
at 1725 DeSales Street, NW, Suite 400, Washington, DC 20036; (202) 293-2971.

Mr. Kelso was assisted in the preparation of this memorandum by his wife
and coauthor, Patricia Hetter Kelso and by Joseph Schuchert, Managing Partner
of Kelso & Cawpany. Kelso & Company is headquartered at 350 Park Avenue,

New York, New York, 10022; (212)751-3939, and has offices in Newport Beach,
California, and in San Francisco, where Kelso lives.

TAX REDUCTION THROUGH
FULL EMPLOYMENT - AMERICAN STYLE

The fiscal ailments confronting the American econamy - rising permanent
debt and annual deficits, high taxes, stunted economic growth, shrinking
international economic stature, spiraling trade deficits, etc. - are direct
consequences of our massive underemplovment, and that, in turn, is an inevitable
result of an anachronistic - indeed a Stone Age - National Economic Policy (NEP).

Our recammendation to Congress, made in lieu of any proposals for tax
reform other than loophole closing, is that it correct the manifest and
embarrassing factual error in the NEP, and that Congress then set about
implementing the new and realistic policy.
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These are the highlights of our underlying reasoning:

A Well over half of all taxes collected by government in the United States — 55% for
the federal government and 60'% for the state governments — are levied on people
who earn income, to take away part of their income in order to give it to people
who need more income, or who have no other source of income whatsoever.

L4 The support provided by Congressional redistribution of income from people who
earn it to people who need it or need more of 1t is not humited to the funding of
"transfer payments," massive as they are.

~— By legislation adopted from time to time since 1932 Congress, generally with
the active help and cooperation of labor unions, has rigged the price of labor
in order to accord working people progressively more pay for progressively
less work, thus converting the private sector, to a large degree, into a welfare
machine disguised as business. This redistribution is paid for by consumers; by
rising foreign trade deficits as we price our gonds and services out of the
international markets; and by additional taxes, rising national debt and rising
annual deficits, required to fund the activities of business' largest customer:
the United States Government.

- Taxes levied, or incremental governmental deficits incurred, to finance
various expenditures, including the staggering increases in the stockpiles of
useless war goods purchased with admitted awareness that they cannot be
used: "deterrents" aimed, in reality, at unemployment, rather than any
international enemy.

—  These last two items rival in magnitude the admitted transfer payments.
They are exacerbated year after year by massive increases in government
debt service.

. The real flaw in the economic "system", if an economic plan so out of touch with
reality can be called a "system", does not lie in the tax laws, though they contain
some shocking loopholes, but in the National Economic Policy. The evil
consequences of the unrealistic NEP began, of course, long before it was formalized
into the (Full) Employment Act in 1946.

WHAT IS THE DEFECT IN THE NATIONAL ECONOMIC POLICY?

Long before it was formalized into law in 1946, we lived by and operated the
economy on an erroneous economic policy; one asserting that the only way for individuals
to participate in production and to earn income in this private property, free market,
capitalist economy — is to work.

Capital, meaning land, structures, machines and capital intangibles, normally
owned through corporate common stock, was, and still is, treated like a catalytic agent.
Under the NEP, it makes no difference who owns the capital employed in the economy,
so long as there is plenty of it!

The owners of non-residential capital, a tiny 5% of the population in general, are
treated as "trustees" of this catalytic agent, "trustees" selected by Providence for this
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very important, powerful, and dignifying function. Many of them have so described their
fortunate positions as owners of concentrated holdings of the thung that fong before 1929
had become, quantitatively and quahtatively, the principal way to preduce goods and
services and to earn income.

The truth is that there are two ways, not just one, in which individuals in a private
property, free market, capitalist economy legitimately may engage in production and
earn income. They can employ, or have others employ, their privately owned labor
power. But they can also employ, or have others employ, their privately owned capital,
normally represented by capital stock, since most production is carried on in corporte
form, and most capital asscts are owned through corporations.

Capital is not a "catalytic agent" in the production process. Owning capital is but
one of the two ways, the other being the ownership of one's own labor power, through
which individuals may engage in production and earn income.

This sumple reality confronts the factual error in the national economic poliey:
not only does it make a vast difference who owns the capital at work in the economy, but
owning significant capital, with rare exceptions, is the difference between being poor and
not poor; between being economically self sufficient under all circumstances, and living
precariously; between earning part of your personal income in a way consistent with the
state of the industrial arts and being wholly dependent upon the preindustrial method for
doing so; between the possibility of lifetime employment and income earning, and the
virtual certainty of penurious, precarious unemployment or retiremnent. The truth is that
the sole reascon for an individual being poor is that he does not own sufficient capital.
SOME OF THE ECONOMIC CONSEQUENCES OF THE FACTUAL ERROR IN THE NEP?

Here are some of the principal consequences of maintaining and operating the

econoiny on the basis of the a National Economic Policy that blatently misrepresents to
all citizens the truth about the production of goods and services.

° Rising federal deficits and rising permanent federal debt

. Large and increasingly unrepayable foreign indebtedness to the U.S. and U.S. banks
. Rising federal and state taxes

A Rising trade deficits

. The decline of the United States' economny as the leading world economy

L4 ‘I'he debasement of U.S. craftsmanship

bl The spiraling coneentration of personal capital ownership by the plutocratic
minority

e The absence of personal capital ownership by the 95% majority

e The adversary strife between management and labor
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L4 Rising alienation throughout the country, leading to narcotic use, terrorisin, arson
and what-not

4 Labor unemploviment, including unemployment concealed as boondoggle, which we
estimate to necount for nbout 30% of the presently "employed" labor force

L The deciine 1n the quahty of economic life in the United States in the last decade

L4 The continuation of an econctoic underclass within the country - people who simply
cuanot earn enough to live decent economic lives

L4 The inability to raise the earming power of people who would purchase fer greater
quantities of goods and services (f they couid but afford to do so, thus creating the
powerful consumer markets that producers want and need

i Our diminishing status as a world creditor nation and our return to the status of a
debtor nation

. The fact that our society is becoming increasingly uminsurable — a certain proof
that business is slowly grinding to a halt

WHEN DID THE FATEFUL ERROR IN THE NEP PIRST SURFACE?

To answer this question, we need to go back, using hindsight agatn, for another
look at one of the most important events in our economic and political history — The
Great Depression. Before we do that, let's review:

THE USE OF THE TAXING POWER IN A PRIVATE PROPERTY, FREE MARKET,
CAPITALIST SOCIETY

The purpose of taxation is, of course, to raise funds justly and fairly {rom all
eitizens of the country, to cnable government to carry out efficiently and reliably, its
proper functions.

But the proper governmental functions of the state in a private property, free
market, capitalist economy do not include government's engaging in the production of
goods and services, unjess the economy fails to function properly, and they do not include
the redistribution of income or wealth from those who earn more of it to those who earn
less, or none at all, unless, again the institutions fostered by the state fail to fulfill the
federal government's Constitutional obligation to enable all fainilies to be economically
autonomous and self-supporting.

— In the latter case, while the government may provide welfare as an expedient,
its primary objective should be to restore economic self-sufficiency to the
underpreductive.
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THE STRATEGIC ERROR OF THE NEW DEAL

The strategic error upon which most of the economic reforins of the New Desl
were based, notwithstanding that its name did not come into usage until the Johnson and
Kennedy Administrations, wes what we call "The War On Poverty". It is not and never
was a war on poverty, but rather a war on the effects of poverty.

The "War On The Effects Of Poverty" reflects the incompleteness of our thinking
about the cause of poverty — the same thought omission that gave us our unrealistic and
increasingly unworkable National Economic Policy. To have avoided or corrected those
errors, we should first have asked ourselves a simple, direct question: "Why are people
poor?"

The answer to that question, when you finally discover it, is quite simple, stark,
and irrefutable.

PEOPLE ARE POOR BECAUSE THEY
DO NOT OWN SUFFICIENT CAPITAL.

No matter what other shortcoming or problems they inay have, people who own
viable capital holdings ure not poor.

THE GREAT DEPRESSION

The citizens of the United States ran this country for 150 years, from its founding
until 1929, with some economic ups and downs, but generally in accordance with the
economic game rules for a private property, {ree market, capitalist economy. But then,
the economy broke down. Why?

The crash of 1929 was caused by the fact that a tiny minority of capital workers
were producing most of the goods and services, and the capitalless majority of families —
95% of the consumers — could not earn income sufficient to purchase more than a
fraction of the economy's output. The economy fell on its face.

It was on the occasion of that breakdown that the people and the government of
the United States made the strategic wrong turn that changed Congress from a body of
policy-making lawgivers, into, to bse a phrase coined by Senator Howard Baker about a
year before he left the Senatef , an"assemblage of elected bureaucrats," primarily
engaged in redistributing other people's income and wealth.

"AMERICA HAS A RENDEZVOUS WITH DESTINY..."
proclaimed Franklin D. Rooseveit in 1933 as he launched The New Deal.

But today, it is glaringly clear that the New Deal singled out and diligently
pursued the wrong destiny.

The New Deal's failure to ask, and to discover, the cause of poverty, and instead
its seeking ways to ameliorate the effects of poverty, led inevitably to the repudatiation

(1) SAN FRANCISCO CHRONICLE, April 18, 1984, Page A-1, reprinted from NEW
YORK TIMES MAGAZINE.
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of the principles of private property, free market, capitalist economics, and embarked
the nation on the ideologically alien sociahist course of using the taxing, regulatory, and
other powers of government to redistribute income from those who earn more to those
who — in the opinion of Congress — need more.

Failure to identify the cause of poverty as insufficient capital ownership, led
naturally %o failure to redesign our business and economic institutions to make capital
ownership grow where it 15 needed as capital input replaces labor input in production.
The strategic error of the New Deal, which has been dogmatically followed by every
administration and every Congress since 1932, was formalized into our official National
Economic Policy — The (Full) Employment Act of 1946,

it is elementary that the duty to establish institutions that will efficiently, and in
conformity with Constitutional safeguards, equip every citizen with capital ownership, as
the way in which goods and services are produced changes fromn labor-intensive to
capital-intensive, falls squarely on Congress,

Nature obviously designed Man for economic autonomy, and equipped each adult
consumer with one labor power. (ould Nature point the way any more clearly for our
legislators to guide their structuring of the economy, as we progressively create more
and more capital instruments to spare us(f?il, and to improve the quantity, quality, and
variety of goods and services we produce?

Unless the NEP is changed to recognize the facts of economic life — namely that
there are two ways for individuals to participate in production and earn income — and
the change is implemented, as it can easily be, the United Stutes is committed to
complete its capitalist extinction, exactly as socialist Karl Marx predicted.

HOW MIGHT CONGRESS GO ABOUT CORRECTING THE ERROR?

The immensely important but erroneous National Economic Policy is set forth in a
single paragraph in Section 1 of the Employment Act of 1946 (15 U.S.C. 1021). It refers
to "employment" only in the conventional and historical senses of the word.

But that, of course, confliets with the reality that an individual can participate in
production and earn income not only by employing, or having others employ, his privately
owned labor power, but also by employing, or having others employ, his privately owned
capital.

Only about a doZen words in the Act need to be changed or reinterpreted to
correct this all-important policy declaration. The words we would suggest are in dark
type in the following paragraph that otherwise conforms to the present law:

AMENDED DECLARATION OF POLICY

Section 1. The Congress hereby declares that it is the
continuing policy and responsibility of the Federal Government to use
all practicable means consistent with its needs and obligations and
other essential considerations of national policy, with the assistance
and cooperation of industry, agriculture banking, finance, labor, and

(1) See "The Right To Be Productive," Exhibit I hereto.
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State and local governments, to coordinate and utilize all its plans,
functions, and resources for the purpose of creating and maintaining,
in a manner calculated to foster and promote free competitive
enterprise and the general welfare, conditions under which there will
be afforded wuseful employment opportunities, including seif-
employment, as labor workers and as capital workers, for all
consumers desiring economic autonomy and self-sufficiency, and to
promote maximum emplovment as labor workers, or as capital
workers, or in both capacities, and maximum production and
purchasing power.

Every legislative draftsman has s own style. llowever, attached to this
statement as Exhibit [l 15 one possible version of a prologue to the corrected economice
policy law if a formal law, rather than a mere interpretive resolution be thought best.

IS THIS PROPOSED CORRECTION OF THE FACTUAL ERROR IN THE NATIONAL
ECONOMIC POLICY TOO RADICAL FOR CONGRESS?

It would be well, in considering this question, to address tite ineaning of the words
"work" and "employment". ‘The current interpretation of the NEP (which incidently, 1s
the national labor policy as well) is that only work or employment involving the use of
the powers of one's body or of one's mind — human labor — is recognized as productive
activity, That interpretation is diametrically contrary to the facts that, day after day,
confront all people. An individual can, of course, engage in productive activity and earn
income through employing, or having others employ his privately-owned labor power. But
one can equally participate tn production and earn income through employing, or having
others employ, his privately-owned capital.

1t is elementary that as the way in which goods and services are produced changes,
through the ever-continuing industrial revolution, from labor intensive to capital
intensive, the way in which people — not just some people but all people — engage n
production and earn their incomes, should also change from labor intensive to capital
intensive. The bounty of science and technology should not, and cannot, be reserved
exclusively for the economic elite, the plutocrats.

CHANGING PARTICIPATION of LABOR WORKERS

and CAPITAL WORKERS in PRODUCTION of
G0O0DS and SERVICES

ECONOMIC DEMOCRACY PLUTOCRACY
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Failure to understand this sunple reaiity, and failure to realize that we have the
institutions, if we would but use them properly, to enable people without capital, to buy
it, speedily pay for :t, and thereafter to engage 1n production and earn income through
their privately-owned capital, is a continuing cancer within our society. It has given both
consumers and producers a century of various levels of self-unposed poverty, subdued
production, depressed economic growth, misery and frustration. Obliviousness to these
economic realities synthetically, unjustly and immorally divides Americans into two
antagonistic camps: the non-productive "unemployed" and "retired" and the productive
income earners, inciuding both labor (service) warkers and the tiny (5%) group of elite
capital workers who own all the non-residential capital of the economy.

"Work" and "employment" are words that, rationally used, denote engaging in the
production of goods and services either n labor workers, or as capital workers, or both,
and earning income therefrom. [t is nonsense for us not to recognize that if there are
two ways in which each individual can engage 1n production snd earn incomie, then in all
economically-orientated discussions we must equally recognize as work both "labor work"
and "capital work" that results in the production of useful and salable goods and
services. And we must equally recognize "employment" as a labor worker and
"employment" as a capital worker, and any pragmatically sound combination of the two,

as "employment.”

LIFETIME EMPLOYMENT - AMERICAN STYLE

One of the obvious implications for "retirement income" discussion to arise from
acknowledging that there are two ways to engage in production und earn income, rather
than only one, is that if we operate our institutions sensibly and properly and in
accordance with the American Constitution, people may, and indeed must, at the
appropriate time, retire from the work-a-day labor world, but that they should never
retire from participation in production and earning income as capital workers. Labor
work, by its very nature, is not and should not be a life-long condition. Capital work
should go on as tong as life does, because human need for income continues to the end of
life, and earning it legitimately in old age is just as important, both to the individuals and
to the economy, as legitimately supporting oneself and one's dependents through earlier
years. If we are to kick the socialist divertissement we have been mistakenly embarked
on, and restore our economy to a private property, free inarket, democratized
capitalism, then Lifetime Employment — American Style —- should be the goal toward
which alh?eople should strive and all institutions be guided by government, business, and
finance.

It is time for Congress to take the lead and make this clear.
IN ACTING UPON OUR PROPOSAL, CONGRESS WOULD BE BUT FOLLOWING THE
RECOMMENDATION OF ITS OWN JOINT ECONOMIC COMMITTEE IN 1976

In its Annual Report to Congress in 1976, the Joint Economic Committee, under
the Chairmanship of Senator Hubert Humphrey, made the following recominendation:

(1)  This concept is further discussed in "How We Can Create Lifetime Employment,"
Exhibit il attached hereto.
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To provide a realistic opportunity for more U.S. citizens to
become owners of capital, and to provide an expanded source of
equity financing for corporations, it should be made pational
policy to pursue the goal of broadened capital ownership.

A PRECEDENT FOR CORRECTING THE FACTUAL ERROR IN THE NEP

There once was a yery prominent man of his time, who was a firin believer in
slavery, for the sumple reuson he thought some people needed slaves 50 they could gain
freedom from unremitting subsistence toil in order to live human lives and to pursue the
arts and sciences and the mysteries of life and the universe — to acquire and develop
culture and civibization.

tle did, however, have reservations about how to justly determine who should be
owners and who should be slaves, a problem which he predicted would be soived il
machines should be invented to take over most of the slaves' work.

- This fellow was not a character out of yesterday's science fiction. He actually
lived more than 20 centuries ago. ilis name was Aristotle.

He said that "If every instrument could accomplish its own work, obeying or
anticipating the will of others... if the shuttle could weave and the plectrum touch the
lyre wnl):}?ut a hand to guide them, chief workmen would not want servants, nor mastars
slaves." ¢

Aristotle never indulged the speculation that if a country could bring into
existence all the capital slaves (instruments) it might need, it would so operate its
economy that a tiny minority would own them all and the majority of its citizens would
be proletarianized, as Karl Marx later predicted.

ONCE THE FACTUAL ERROR [N THE NATIONAL ECONOMIC POLICY IS
CORRECTED, WHAT THEN?

William Blake, an English philosopher of nearly two centuries ago, well understood
that merely announcing a new poliey is not sufficient. He said:

"He who would do good to another must do it in Minute Particulars.
General Good is the plea of the scoundrel, hypocrite and flatterer,
For Art and Science cannot exist but in minutely organized
Particulars.”

So what is needed is a way for those not born with capital ownership and unable,
through traditional means, to buy it and pay for it, to legitimately and efficiently acquire
it.

(1) See Exhibit 1V attached hereto.
(2) Politics, Book [, Chapter 4.
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You are all familiar with the Employee Stock Ownership Plan — the ESOP. It is
defined by Congress as s corporate financing device designed to build capital stock
ownership breadly into employees of corporations, in ways that are mutually beneficial
both to employers and employees.

We have developed eight [inancing strategies, all using the well market-tested
logic of the hundreds of successfully operating E3OPs in the United States, capable in tne
aggregate of quickly and efficiently building viable capital estates into all American
families, We estimate that most of the job could be accomplished in & decade; all of it
could be done within two decades,

These capital financing methods are briefly outlined in two of the exhibits to this
written statement:

Exhibit [ - The Right To Be Productive
Exhibit Il - How We Can Achieve Lifetime Employment

BRIEF SUMMARY OF THE LOGIC OF THE ESOP AND OF THE SEYEN OTHER
CAPITAL FINANCING STRATEGIES FOR IMPLEMENTING THE GOAL OF PULL
EMPLOYMENT, AS CAPITAL WORKERS, OF THE 95% OF AMERICANS WHO OWN NO
CAPITAL TODAY

1.  The logic of capital acquisitions, from the standpoint of the buyer is, and always
was, self-liguidation of costs. Intelligent people acquire capital directly, or inore
commonly. through acquiring stock in a corporation that holds productive assets and
engages in production, with the educated expectation that the capital will pay for
itself within a reasonable period of years, normally three to five years.

2. After the capital has paid {or itself, sound operating and maintenance procedures,
proper economic restoration through accounting procedures, and with constant
technological restoration through research and development procedures, all treated
as normal operating expenses of the business, the capital will enable its owners to
continue engaging in production and earning income indefinitely.

3.  The most frequently-used and most logical means of financing capital acquisition is
through the use of capital credit — credit extended by a bank or other loan source,
to an entrepreneur or asset using corporation to buy capital.

4.  The financing contracts normally provide that the wages (the yield) of the financed
capital must be applied first to repayment of the interest and principal of the
financing loan, before they can be used and enjoyed by the stocktolder or other
owner,

5.  Of course, there is a risk that the yield of the newly-acquired capital might not
fully pay off the full principal and interest of the financing loan, or might not be
able to do so in the planned amortization period. That is the feasibility risk.

6.  Such risks, like business risks in general, are handled through established insurance
procedures. For reasons that can be accurately established, but which we cannot
take time here to exainine, the only kind of capital eredit insurance normally
available for acquiring capital is self-insurance, insurance provided by the
enterpreneur or would-be capital user, or by someone else on his behalf, at a
normally high equity-sharing price.



10,

120

This self-insurance procedure has the effect of enabling the already well
capitalized to acquire more capitai, and of making 1t impossible  for the
uncapitalized — 95% of the population — to acquire capital ownership at all.

This is why, over the 209 years of the American Industrial Revolution, except for a
period of about forty years following the first Homestead Acts in 1862, the
ownership of all non-residential capital in the U.5. has beern tirmly lodged, and
today is firmly odged in the top wealthholding 5% of families. But the relative
productive inputs of capital workers has changed, because the ever-accelerating
industrial revolution, from about 3% of totai productive input in Colonial times, to,
[ estimate, Y0% of total productive input today. In the meanwhile, the
productiveness of the capital at work i1n the economy has grown thousands of times
over.

Naturally, the relative input of labor workers, 1f measured by hypothetical free
market forces, has declined from 95% in Colonial days to 10%, or less toduay.

The economy functions, however, badly, through socialist redistribution on the basis
»f need, from those who earn more, to those who earn less or earn nothing — as
Congress determines by constant oureaucractic administration!

The following diagrams illustrate the point.

CHANGING PARTICIPATION of LABOR WORKERS
and CAPITAL WORKERS in PRODUCTION of
GOODS and SERVICES
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SAY'SLAW of the RELATION BETWEEN
an INDIVIDUAL'S PRODUCTION and
HIS CONSUMPTION

CONSUMER'S CONSUMER'S RECEIPT OF
PROBUCTIVE INPUT SPENDABLE INCOME

EQUALS

Annual Inconte
16 the Individual
Flowing From His

Productive input \

individual’s
Annual Productive

inpul as 3 Labor Worker,
3 Caputal Worker, or Both

1. Il a consumer desires to consume, he must
produce.

2. It he desires to consume more, he must
produce more,

3. A consumer, however, must not produce
significantly more than he wishes currently
to consume, lur by doing so, he beggars his
neighbors

B R T

Although this is not the place to particularize the details, cleerly what is needed,
once the factual error in the national economic policy is corrected, is a carefully
developed new federal code of laws relating to capital financing throughout the economy
and to bringing about the capital worker employment, and Lifetime Employment —
American Style, of all American citizens, both in the private sector and in the public
sector.

CAN CONGRESS BE FAULTED FOR NCO7T SOONER FACING THE ERROR IN THE
NATIONAL ECONOMIC POLICY AND ITS IMPLICATIONS FOR THE ECONOMY AND
FOR THE NATION?

In all candor, we do not think so. 1f we were given the power to rewrite history
along ideal lines, we might say that if Congress in 1932, at the beginning of the New Deal
had asked "Why are people poor?", and had found the right answer, instead of of declaring
war on the effects of poverty, life would have been vastly different, and presumably
much better.
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But that would have required rewriting much more of history than just political
history. [t would have required leaping forward over a hali-century of industrial history,
political history and economic history.

To be realistic, only now, for the first time ever, are all the social, political,
financial and industrial technologies available to accommodate the problems attendent
upon einploying one hundred million or more capital workers constructively in the
economy, thus putting the United States on the basis of a private property, free market,
capitalist democracy. These are the requisite technologies:

I. The perfection of the corporation has now reached a point where it is the dominant
form through which our business .is carried on and productive assets are owned. The
ownership of the corporation can be subdivided to any degree desired, simply by issutng
shares of its stock.

1I. The modern computer can reliably identify owner-stockholders, no matter how
numerous, and can track and protect their property rights, including their rights to
receive full payout of the wages of their capital, the yield of the assets represented by
their stock. This is indispensable to the existence and protection of private property in a
modern industrial state.

1., Switching from outmoded, pernicious, savings-based financing methods, which
assure that only the rich will get richer, and that the presently uncapitalized 95% will
stay uncapitalized, to commercially insured capital credit, will assure optimum economic
growth and efficieney and will synchronize economic growth with the rise in earning
power of the now economically-underpowered majority. We will then realize the full
effectiveness of capital ownership as a way to engage in production and earn income,
until the ends of our lives,

The following diagram illustrates the use of commercially-insured capital credit
and the eight capital financing strategies we have so far developed to restructure the
American economy into a private property, free market, democratic capitalist system,
Since each of the eight strategies employs the logic of the ESOP, the diagram is a
generatized schematic.
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This concept is further discussed in Exhibit I attached hereto.

It should be remembered that capital is ten times more powerful than our present
constricted one-factor financing and our dependence on income redistribution permit it
to be. A typical equity stockholder today receives about 10% of the net income earned
by the assets represented by his stock.

TWO-FACTOR FINANCING TECHNIQUES MAKE CAPITAL CREDIT AND TOP
FINANCIAL ADVICE OF BUSINESS CORPORATIONS AVAILABLE FOR THE BENEFIT
OF THE "LITTLE MAN"

This phenomena comes about because of the almost totally neglected or
misunderstood characteristic of all two-factor financing tools:  Simulfinancing.
Attached hereto as Exhibit V 1s an explanatory memorandum entitled "Simulfinancing:
How to Make Capital Financing Dollars Work Harder",

In the course of financing acquisitions of capital assets for itsel{, the corporation,
using two-factor financing, automatically, and with little or no additional cost — even
with cost saving — makes capital workers (depending on which method or methods are
used) out of individual employees, consumers, or congressionally identified eligible
stockholders.

Two~factor financing methods involve no "giving” of anything to anyone, except
according citizens the opportunity to buy and pay for corporate stock, not out of the
stockbuyer's tabor or welfare income, but out of the capital-earned income flowing from
his newly acquired capital.

And that "opportunity" is not given by the generosity of the corportions involved
- if we correct the ecror in the NEP. [t is given by the American Constitution. Ihe
right to be productive is first in the hierarchy of all human rights. In our advanced
industrial economy, that necessarily implies acquiring ownership of a viable holding of
productive capital before or by the time of retirement nsm labor worker. But because of
our Stone Age NEP, that human and Constitutional right'*’ is not merely neglected; it is
openly denied, rejected, and repudiated!

DO EMPLOYERS HAVE A RESPONSIBILITY TO CREATE NEW CAPITAL WORKERS?

It is a commonplace that the nuinber ore characteristic sought in employees in
American industry is worker loyalty,

But does not the privilege of receiving employee loyalty imply a duty of employer
responsibility?

Has anyone ever heard of the reciprocol of worker loyalty: employer loyalty?

In our economy, management, representing owners, without any guidance from
Congress, has the exclusive power of determining who will become capital workers.

—  So to whom, under the present NEP, do they accord capital ownership in
connection with changes in ownership and new capital formation?

(1) See "The Right To Be Productive," Exhibit I hereto.
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- Themselves and the present owners, of course. Just as socialist bureaucrats
invariably conclude that their own needs, in an economy that allocates income
according to need, as they see them, are disproportionately greater than the needs
of all others, so corporate management and the present capital-owning ehte 3'b,
absent Congressional guidance through a sound National Economic Policy, seek to
further concentrate the ownership of all capital within their own ranks. They do
not equate, and without economic¢ policy guidance from Congress, will never
equate, their own nceds for Lifetime Employment - American Style with the similar
needs of all of their employees.

CONVENTIONAL SAVINGS-BASED FINANCE

A cruder way for business and industry to achieve economic growth than savings-
based financing could not he devised. [t fails to solve the twin problems of:

(1)  The unemployment and the inevitable underemployment of the 35% ot
potential American capital workers whose unemployment and underemployment s
due to a curable disabilitv: they own insufficient or no capital.

(2) 'The economy's inability to finance a vast capital expansion to equip this
awesome number of people with capital, while simultaneously raising their income-
earning power.

Conventional one-factor capital finance is a hopelessly inadequate Rube-Goidberg
machine. It limits capital financing to available financial savings. [t uses savings from
anywhere in the world, which means we are constantly ereating more new foreign capital
workers in the U.S. economy than new U.S. capital workers. It can be turned on and off
at the whim or caprice of the savings manipuiators, and finally, to the extent it succeeds,
the whole process enhances the earning power of those who relatively, and often
absolutely, do not need it and cannot use it — can't even take it with them when they
leave. But it does not raise the earning power of the 95% of economically
underemployed Americans who do not own viable holdings of non-residential capital.

Thus conventtonal finance sets up the whole economy for socialist redistribution
of income from the minority who earn more than they can use, to the majority who earn
less, or earn nothing, and who are forced by this policy vacuum into welfare, both open
and concealed.

We have already enumerated the most conspicuous evil effects of this nonsense.

GENERAL COMMENTS

U.S. economic greatness was built on innovation, quality mass production and
competitive products. Today, we're losing on all three fronts to Japan, and to a lesser
degree to other nations.

We submit that 1s ture for Congress to stop being "elected bureaucrats,"
socialistically redistributing other people's income, and to change froin the wrong
strategic course chosen and maintained since 1932, to the correct strategic course for a
private property, free market, capitalist democracy.

55-633 0 - 86 - 5
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We need un industrial age economic policy, not the Stone Age one we live under.

In the twelve years that [ have been talking with Senators and Congressmen,
Congress has preoccupied itself with urgent matters and turned a deaf ear to the
important matter of a sound National Economic Policy and a sound private property, free
market, capitalist democracy.

The Capitalist Manifesto was published in 1958 — nearly 28 years ago, and The
New Capitalists two years afterwards.

The message of those two books was that there are two ways, not just one, for
individuals to engage in production and earn income, and thal the unrecognized one,
capital work — long ago overtook the recognized one, labor work, in relative importance.

Every Senator and Congressman takes an oath to uphold the Constitution and laws
of the land.

—  That includes upholding the common law of private property.

- But the law of private property — believe it or not — contains two eritical
limitations that change from passive to active if owning capital, in fact, i1s a way to
engage in production and earn income:

(1) The rights of private property do not confer upon the owner the right to use
the thing he owns to injure his fellow man or the property of his fellow man, and

(2) The rights of private property do not confer upon the owner the right to use
his property in ways 2ontrary to the public welfare.

The moment Congress recognizes that owning productive captial 1s a way to
engage in production and earn income - in other words when it corrects the NEP to
square with the facts of life — the principle of limitation in the common law leaps to
life:

ONE MAY NOT ACQUIRE PRODUCTIVE POWER THAT EXCEEDS HIS
ABILITY OR DEMONSTRATED INTENT TO USE IT TO SUPPORT HIS FAMILY
LIFESTYLRE, WHEN TO DO SO INJURES HIS FELLOW MAN,

—But fellow citizens sare injured, so long as there are economically
underpowered people in the economy, and

—So long as legitimate means can be devised to enable the economically
underpowered to acquire that productive power and pay the same price for it
as would the owners of excessive capital holdings.

The ESOP and the seven other tools for implementing the democratization of American
capitalism make easy the task of government in carrying out its affirmative obligations
as lawmakers under the common law of property. This is the obligation to assure, so far
as reasonably practicable, that capital owners do not hereafter acquire more capital
earning power than they actually use for consumption and enjoyment by their families, so
long as any family in the economy lacks capital earning power.

The easy way to control excessive capital accumulation is to make capital
ownership grow where it is needed; i.e., under the ownership of underemployed citizens
who have a Constitutional right to acquire capital ownership so they can be economically
autonomous and get off the backs of their fellow citizen-taxpayers and their fellow

 vcitizen-consumers.

Congressional control thus includes constructively harnessing the natural
acquisitive instinct of all citizens in order to restore order, integrity, craftsmanship and
competitiveness to the American economy.

These are the steps that will enable Congress to get itself back into its proper role
of policy making and out of the role of "an assemblage of elected bureaucrats"
redistributing the property of the citizens tc keep the peace.
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AN G. HAYFIILO

Vlnifed Dlates . Denale

WARBNGTON. O.C.

December 17, 1982

Cear Colleague:

At A time when millions of Americans are out ¢ work, and ail %»no
familiar remedies for our economic maladies re-appear again, ¢
i{s important that we reflect on the baslc direction of our
democratic soclety. In Dr. Louls Kelso's words:

"awareness s growing that the goal of the American
revolution, the drive toward democracy, was side~tracked

in 1932 and has been side-tracked ever since through the
machinations of the economists and the greedy .... Ffach
citizen has the power to vote at carefully planned -
political elections but the bulk of the economic power

of the soclety 1s held by a tiny minority - 5% of the
population.”

Dr. Kelso, father of the Employee Stock Ownership Plan, does no=x
suggest more government redistributlon schemes that would create
dependency and insecurity - but rather, he suggests that we give
laborers a plece of the action through capital ownership.

On Thursday, March 4th of this year, Dr. Kelso testiftied before
the Senate Tommittee on Appropriations. The enclosed article,

The Right to be Productive sets forth the substance of that
Testimony. 1ts Implications for us in the coming session of
Congress are momentous. [ encourage you to read i{t.

Sincerely,

¢ L—-—f\
Mark O. Hatliely
Inited States Senator

ACH/ rse

ON DECEMBER 17, 1982, UNITED
STATES SENATOR MARK O. HATFIELD,
CHAIRMAN OF THE SENATE APPRO-
PRIATIONS COMMITTEE, MAILED THIS
LETTER WITH A COPY OF THE RIGHT
TO BE PRODUCTIVE TO EVERY US.
SENATOR AND CONGRESSMAN.

L.O.K.
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earn 3 hving The tenuous quahity «nd
amemities of ife presiousiy achieved are
Jdisappeanng Desperation and abenanon
aver the siruggle to survive have come (o
increasingly Jominate the character of the
people  The inviyible violence ot business
finance ‘hat makes "he overprodustive
five percent whno own b the nauon’s
~apual ever richer and more produdtive,
with JLinical preaision keeps the under
productine majority in 4 Jdeepening
shadow ot economic servility and depen-
Jdence

This monograph deals with the missing
right question and #ith its correct answer
It explaing 10 Americans, and to the
world, how we an guickly correct the
strategic and tactical misiakes we have
made in our search for economic democ
racy, and how we van build a property-
onented society ol economically  and
politically powertul indimiduals—a Souial
Capitalist esonoms
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‘We hold these truths (0 be
elt evident  that 3l men are
wreated equal. that thev are en
dowed by therr Creator with cer-
tain inahenable  rights.  that
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among these are hife, hberty, and
the pursuit uf happiness That, 1o
secure these rights, governmenis
are insututed among men, denv-
ing thelr just powers from the
consent of the governed Thai,
whenever anv form ol govern.
ment becomes destrucuve of these
ends, it 15 the night of the people
to alter or 10 abolish it and 10 in-
situte new goverament. laving us
foundation on such prinuiples and
Ofganizing s powers n such
form as to them shail seem most
likely to effect thesr safery and
happiness “ (Extract from
the Dectaration of Independence,
July 3, 1776 ;

“'We the people of the Unied
States, in Order to form a ‘sore
perfect Union, establish Justice,
nsure domestic Tranquility, pro-
vide fcr the .ommon detense,
promote the general Weifare, and
secure the Blessings of Liberty 10
ourselves and our Postenty, do
ordain and estabhish this Con.
sutution for the Urated States ot
America ' (Opening paragraph
of the Consuitution of the Lnited
States of America )

“This Constitution. and the
Laws ot the United States which
shall he made in Pursuance there
of shali be the supreme Law
v! the Land TArcte Vior
the Contjunon of the Lnited
States ot America )

“*No person shall be deprived
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of hfe, bLiderty, or property,
without due process of law, nor
shall private property be taken for
public use, withoul just compen-
sauon T (Amendment V)

" No State shall make ar
enforce any law which shall
abridge the privileges ot Ginzens
of the Lnied States. nar shall any
State deprive any person ot nte,
Liberty, or property, without due
process of law. nor denv 1o any
person within its jurisdiction the
equal protection ot the laws
tAmendment NIV }

Our flawed democracy

1t 13 our thes:s that che Declaraton of
Independence and the Constitution ot the
United States, interpreted in the hight ot
American hustory and world Fistory,
promise us—the Amenan people~de
mocracy, that oniy through our demo
cratic exampie to the world, not through
our military might, aar by our meddling
in the affaies of other nations, nor by wur
setting them at each other’s thtoaly
through ''strategic arme Lales,” can the
<ause of democratic reedom spread from
the Umited States to uvther paits ot the
world

We Lind no snstanve 1n the annals >t
history  of the destrugtion ol wrong
deas—-like 1he 1deas ot souabsm ot
sommunism—by  bullets, bombs.  na-
palm, chemuals, missiles, baitleships,
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and practice of night ideay "
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polieal etections, but the buik ¢t the
ECONOMIC power ot the wiety is held by 2
1INy MUNOMILY —live pervent vl the popula-
non Today, wubstantiaily aib ot our na-
ton’s mighty apital iastruments  are
owned by this minonity, and s thingy
«and, they will own “he aew .apital in
struments ol tomorrow

A polincal democracy thag iy aet an
cconomic democracs v but bhatf Jderso-
craie It contains the seeds of ats own
destruchion, as Marvy and Engels main
tained AL the same hime, & contains the
seeds ol (s own demuoctatie pertection
The American people, 'Rroudh 'heir July
elected representatives n Congress, and
they alone. «an deternine which ol these
seeds shalt floaer

Enlightenment begins with cail-
ing things by their nght names

Since this monograph deals with an
e
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1dea which may be new 10 many readers—
the 1dea of Sociai Capitahsm—our com
munications wiil be helped by defining
some terras

Ecunomic Democracy: Economic
democracy exisis when every Gitizen per-
sonally owns and possesses the power o
produce the income he needs ‘o support
and ¢njoy the hfestvie he reasonably
chooses for himseil and his dependents
For mote than 1wo .enturies, we have
been moving away {rom (his ideal Dasy
by-dav, the many are increasingly depen-
Jdent upon welfare, boondoggle welfare
disguised as jobs), redistribution, and
hanty Wath neghgibie exceptions, oniv
the rich owners of productive .apitai—
the vapital workers who make up about
five percent of the populalion—are
economically autonomous  Of the re
maunng 95 percent, some earn 3 good iy
1ng by their labor, aithough otten their
tabor income s bulwarked with welfare
disguised as 12bor pursuant o nur na-
nonal full labor emplovment economic
policy Others are reduced (0 fiving open-
ly on welfare and chanity [n an economy
1n which the input of vapial workers iy so
latge in relaton to 1hat ol labor
workers, & of we are 10 avoid the ol
toctions  aad oflanionary impact of
redntribution ol income, and o we are
each to have a tull measure of human
freenom, none van enjuv an economically
gocd iife without significant income flow
ing to him {rom his cwnership of capital

Social Capitalism — A narronai polital
economs charsuenized by an economic
democracy  within a pobtwal demos

actor Economics—Any cconom-
1¢ theory that tails 10 regard «apual and
wapital workers as factors o production
n the same tunctional senses that labor
workers are a factor ol production 15 3
one-tactor *heory  Thiy includes hevne-
wan demand-lopside economics, the wur
rent fad of supplv lopyide economics, and
all macro-economiv won.epis, past and
present, other than Social Capuahism In
s tailure (o move o ard making redis
tribution deperdent (ansumers self wup-
porting, the new tupply side’’ econom-
1 merely assures that Congress and (he
states, not the President, will be held
responsible for spreading the welfare
state (oats togical vonclusion socialism
Labor Worker-~An individual who
engages 1n economic production through
the physical and mental powers of his

Y

Capital Worker—~/Ine who ergages in
economic productioin through his private
Iy owned capital The capial werver pro-
duces vicariousiy. he 1« not genetalls re
Gquired to be personaily present a1 the
scene of production He varns ms hving
through his capital
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Say's Law—See “Morbid Capnal™
below and Diagrams C and D

Morbid Capital—This 15 a graphic, but
accurate, name for a hitherto unrecog-
nized phenomenon that s exphait 1n
British common law and was long ago ex-
plicitly adopted into the fabnc of the
American common law {t relates 10 the
two hisionic imitations recognized by the
law as inherent 10 the sum of property
rights 3 Mad mav possess 10 3 thing he
owns These hmuanons ares (1) the
ownership of private property does not
include the right of the owner 10 use the
property in a way which tnjures the prop-
erty or person of another, and () the
ownership of private property does not
include the right to use that properts in
wavs which 1njure the pubiic interest or
the public wellare Since the theory of
Social Capitalism (capual theory) recog-
nizes both labor workers and capital
workers 33 econoinic producers in the
idenucai functional, economic, political,
and moral senses. a umple but long
neglected truth comes into (owus (he pur
pose for which an indwvidual in g free
society may lcgihimatels engage n pro-
duction 1S consumpiion by himself und
his dependents of the income he oro-
dauces

Within these hmaitations on pnivate
PIOPErty, 3 MJn May IMprose. ncrease,
and refine his vapital productive power so
long as ncome {rom that productinve
power is used to support his seif Lhosen
standard of hming lor himsell and his
Jependents

However. 'he doubie entry bookheep
ing logic of & market economy, normaily
referred 0 as “'Sav s Law "% fot any
given nme period equates the ma ket
value ot goods and servives producer, by
cach partiupant 'n production aik the
ncame distnbuted out o) the progess of
production to that indisidual It toflows,
therefore, 'hai ncome o txcens o0 that
used far consumption, whatever tne
reason for the exvess, can and all be used
LAiY W aguire sddioonal capital produs
tive power. which in 1urn sl produce
further excess income. which »n1urn will
be used 0 aquite turther ¢vuess zputal
productive power. el . vd afinuum
Such eness productive power we .all
‘morthd vapial, " because us nature, like
that of cancer. s to grow without sym
bitic relarronsmp to the orgamism (o
which 1t s attached  Morbid capnal
violaces the common law imiations n
herent i private property because,
without benehting s owner, it beggars
others by depriving them of economic
autonomy  Morbid Lapial s concran to
the public interest because ot results in
stnfe and suiferng and s cconumicatly
undemoctate  Non . apuat owners ire
Jdeprived of the sery great direct benelits
of ndividual Lapiral ownership £y
~EssIve ownership st (apiai by the few
makes “he MIts aeak pardsitie and

nsecure The morbid capital of the rich
Jdestroys ke possibility of economic
democracy tor the poor ™

Feasibility Principte—This term relates
to the financing of vapual It is the
reasonable expectation, arrived ar after
careful analvsis and evperienced evalua-
tion, that a capual asset wili pav for
wself, 1 ¢, throw off sufficient netincome
to pay its vosts of acquisitton within a
planned period ot time (the rule ot thumb
n business 15 three to five vearss, and
thereafier. its productive power preseesed
by proper maintenance. depreciation
policies, and research and development
funding, continue 1o produce 1ncome tor
s owners indefinitely  “'Feasibliny * s
the basic logic of capital acquisition in the
business world Whether articulated or
10t 1t has always been so

Colisterslization Principle—This 1s 3
precaution universally emplosed in the
United States since 1776 in finanaing the
acquisiion of capial assers, ' reintorces
feaubilny logic. “'Collateranzation’ s
what urs when an individual buvs
newly issued stock for vash or puts assets
4t nsk through morigage or viner tvpe of
¢ncumbrance to doubly guaranty repay
ment of acquintion vredit Cotlareraiza
HON serves an Asurance funciion, nsur-
ing againsy the risk that the ucquired asset
mav not pay for iself us conwemplated by
the teasiblity plan %

Notonlv s collaterahization a crude, in-
etfinient and enormously expensive aay
Ol nsuning the teasibiny rish . capual
tinancing, but there are Jdecvive soctal
and pohitical reasons why it shoud nut be
aved 1 amus dueess [0 redad 1o huy
<apial 1o those who aiready own suhstan-
f1al wnounts of «apial and who .an selt-
nsure the teasibihity rish o feos the chiet
wduse ot oapital marbrdity. We cail the
woilteranzanon requirement the  Divine
Right ot Kings— amernan Stvie * de
AAUSE (1 serves the wame function nothe
AMmeindn ceotomy and 1 other modern
econamies as the Divine Right ot hings
Jid tor hundreds of vears i Europe. o
keeps wil of the ownership ol capuat
within the top five perceni o/ the popula
non' The ecomumu tunction ot (Ol
iateralization, trom every ioxwcal aspedt,
should de treated s 3 casuakiy insurance
problem. because u ¢ 3 .asualty 0
surance problem We wail such insurance
*capinal diffusion insurance *
Notoonty s (asudity cnsurance 0
generai the oldest of the tinanaral arts
but the cost ot such msurance s mint
mised by competihon and s onstantls
adjusted 10 market expernience

Understanding econoric
autonomy

The ‘teasibibits  dssured  through
SAPIAEAIEUSION S BEIILE s The teasiniiie
ty U he enterprise .0 anich the credn

et
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tinanced ‘nvestment s beink made The
msurance 8 thus ans personal (o che
vestcr The performance by mim of iy
Juties — mnittalis 10 appis the vield of the
AN NE dLQuires o repavment ot the gy
quinition Jdebt and .nterest —is automat
aily raker Lare ot By the fopie of Tinang
g designs burlt upan capita theary Ty
s the'orie ot the Bmploses Stock Dwner
ship Plan tESOPYand ot eah ot the uther
seven tinancing metheds fof implement
g 3 Seaal Capiaiist economg policy ¢

By reiving on the teasibihis prinaiple
backed up by wapital Jittusaer insurance
and financed (hrough pure credit, we aan
enormously reduse the Lost ol finanung
ANy Lapial quisition, puble, o prisate,
while apemng up ke Spportuniny fo iy
produstive apital oo any ndis dual,
ihtough e oF one ar more of the eight
tinaneing ‘echmques Jdesned ‘o omrle
ment capital thears Since the cirhest and
MOSE LUEANINE uses f Lapual implemen
tatn technologs adl andoubtedls be n
acil established huvinesses, nunapahties
and utiities, the cou ot wpital dittuson
‘nufane nochose  natances should be
amail Economic teasttaliy noevers ase
will imprave as consumer inwomes and

£ "Tomurchasing power {Toan camital sources

e '
Up o aow, our tailure to atnaiize
the phenomend 1 4Pl lguisition
findnee and (e neceanty for Sregd n
divideal ownership ot capmal nie g
reasitility promem puus Loty riskn
sUrdnLe prebiem Mds resuited nomassive
hidden Loty ot primariy horne by en
Lepreneurs, husinesser  financers, of
TINANGAL ABIUDUNS, ur Ay ne octels
a5 g whaote To cehen ueh Losts, one
Avuld have te add all Losts nat aoubd ne
ehmnated -1 ae m3f an cconomicaihy
deminrdtic Maton ¢ a manen o
Awnomicdily sutonomous onsumers
Thete unnecessdry . osty aoud imdude

~ Al transter  pasaente anoche
economy In 1990 1t the bederal evel
alone, *hese amounted to hall ot the bS
hudier  The burden 1 he rate evel v
compardble, even aittont he N\ew
Federaism '
A Major part ot il prisate husiness
Jebt. public debl, and .adividudl Jebtin
urred  for prisate Lapual o onsestment
1e § . housing Jebr), since Jeht acurred
‘hrough capual theors fipanang s short
rerm debt and s progressively liquidated
and fully onverted into equity in 1bout
five vears The warehousiag ot mord
wapital, o Rershed by (s wners and
their tinanaial fieipers, sould 2radually
e

-« fhe wosts o pubhe and private pen
L R NS 406 proabit harng plans aould
he shmunated nofavor of porttonos of
A0 velding Lorporate fguities ssued n
APItal JGUINNINA LN auhions

- The puaboutabie oo setlecied tor
The TSt PR D MISEry Jeprisiten, and
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Diag

Say's Law
1n A Market Economs the Market Value of Good's And Sersices Produced
During A Given Time Period Is Equal to the Income Distributed (o the
Parncipants In Productuion
Sav o ] aw [y imply A Prose Statement of the Principle of Doutle entrsy

ram C

by aggregaling Lostsy
of producnion of 4t
goods And servives ti ¢
payments tor lahor workers
nputs and pavments tor
Japital workers npulss snto
production

Bookkeeping And of Barter, the Logic of A Prisate Propeity, Matket
Economy
Aggregate Purchasing
Girosy Natonat Power Distnibuted
Payrents From Production
/\
| Income.
automan
| /4l;roduu. for cally re
3 given ime wened out of
7 menod, computed: Fquals ihe process of

produstion by the
individuals who
Par Capare i pro-
Jduction cither through
therr iabor tnputs or
their privatels owned
apstal inpurs, of both

Copyrght (982 Louws 0

Ketso and Patrioa Hetrer

elernally st opportunities 10r 3 good
economic hfe tor 3 large part ot the entire
1 N sopulation would  graduaily  be
ehmirated

The amouni ot morhid  aprtai
paraviticaily iiag i the economs st any
nme s thus @ partial measure of the
hurden  our soceny - pastioulatly s
voceless  majonty~bears  ander  the
Disine Right ot Kings - Ameriaan Styvle,
*he ne Lautor eonoumints, and the nay
imnonty of capial worker plutouraty

Notoonhy s our presenthv hidden
ewonumie teaubility nsurance prermium
nhintely kreater than it should be, but
A .mposed on 20 ¢conomy that n terms
ot productive  apital at owork  tor
FeACHmE purpuses, s but a tracton ot
ahat it would he if we had become a
Soual Capitalist economy as recently as
ren vears 3go Not onlv would the enor
mous tangible and infangible economic
~0s's of morbrdizing capual rather than
puthng ot to work  tor econemially

inderpowered people be dvorded, but we*

aouid chminate the moral and politial
Losts ot denving fo our Japital less ina
“ority hite, liberty, and equal protection ot
he fawsan he wense contsmplated by the
Deciaraton t Independence and  ‘he
Coanstituion

Neither the wapnicousness of  the
Lwners of mordid apttal, nor the quan-
fitatve imitations on the imount of mor
tid apreal asalable to tinane grawtn,
aculd any longer limit our economig
RrOwih

ALCess to pure credit and capital dit
tuson feaubility insurance would tree
worporations ot the need 1o finame
growthinternally ir atter tav Jdollars Not
unly aould this “rake the orakes off™”
Lorporate growth, but private property
would be restored o stuckholders who
aould then wolledt the aages of thed
capital as regulariy as fabor aorkers ol
et the wages ol Theit labor Broadening
the ownership ot vapital through Socal
Capstalism makes sense only f (apial
workers swstematicaliy collect the tull
wages uf ther capital These are about
twelve nimes the average sield of equity
sionk to stockholders today 18

The size of corporativns, which more
than anvthing eise 1n the U S economy
roday reflects the aggrexations of an-
dividual holdings of morbid - capital
would shrink 1o the himus dictated v
tunctional erfraency and compenton

The economie wuppott ot the ander
productive Y4 percent Wi the population,
made up ot vonsumers aho do not today

ont mued
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own apttal 4nd aho even it thev did,
would not wollect more than a unv trac
non (1 12thr ot the wages of their apitai,
«an effectively be shifted to 1he vast bodv
of mostly 00f vet horn nonhuman slaves
~newly tormed produdtive capital—ihat
(hrough high vield equity stock holdings
will come o be indinvdually owned by
arherwise economi, underpertormers

Why the Amarican economy does
not work

The uremplosment ol jabor aorkersin
“he LS economy, 1oae Lcunt oas
empioveu ‘hose aho ot poundosgle
10DY SV ALREAIZE PUCSUANE b our TInguId
ed economic pobuy ot tull dakor
aarhers emplovment presentls
averages abous en percert Howeser the
anemplo.ment ol potentidily reads  aiil
ng 3nd able capiat workers oy dreast €
percent wl the potentiai apiar work
torce * Thus, n rerms b Ltd aork
force dahar  warkers and capital
avfhers) we sre perhapy M) percent
unemploved 1 ae adjust “hat e vimate '
‘rest the Rotders of “ireated’ or hoon
Joggle Joby v pnerploved, ahih a
reahty neN are  umempiosmens ot ur
POANIE ADTR Crce s a1 east Y percen,”

Social capitaiism

in 3 narker cconamy =aun pdrtivpant
9N The €CONIMIC 1ARE (€3N LLIENT 8 3
consurmier #ho Llls vne ot he tallowsng
roles

— He produces an adequale nvome
Mrough s abor of s Lapitar or
through bate
He ey a0t produce an adequite
neome o

- He produces “nrough ms abor oy
ThrOugh NS Lapital F houRh ~oth
tactors an adequate inuame plus wuth
«ent additional income prowressively
(o enlarge his capual produ.ting power
10 4 multiple —often a large muitipie —
of ‘he income cequired to aushy My
ansumer needs and aants Thiy ey
cess iy morbid apital

The phrase “‘adequaie income ' hete
refers to an invome adequate 1o support
rhe sell vhosen consumer fifestvle o the
ndividual producer

The prinuipai rules hinding these par
aupants, it the economy s 3 Social
Capiahist one, are the tallowing

1 The .deal economy rand the ideal
3AT0Y o individuals within w0 s one
which each onsumer hamsell produces
either 3s 3 .abor worker or ac 1 capiai
Aorxer or as hoth the level ol income re
QUITed Lo suPpPort i i Chosen lilesivle
Where 3 consumer umit Lonsists o more
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than one individual, the ruie apphes (o
the .onsumer unit  This s economec
autonomy and economic democracy

2 Fuept tor the nsufficently
educated. the untrained, or the inex
perienced, the iabor productiveness of a
Lonsumer cannot, by means acceptable to
working people, be increased

1 But the productiveness of 3 apuat
aorker an easihy be ncreased through
his credit tinanced acquisition ot capoal
and through technelogy, whih pro-
gressively raises the produdtiveness ot
.apital aorkers out aoct that ot labor
warkers  One purpose of technological
INAAYahion 1§ 1o feduce Production (osts
—primarils abor wosts

4 Reat obs annot be Cireared
Thev afise only in response to .onsumer
demand When tne consumnet demand tor

A Social Capstalist economy can de and
should be operated o rely upon freely
competitive markets (o accomplish all
valuation apd income distnibution fune-
tens. while assuring the produciive vigor
of every consumer A Social Capualist
cconomy would be free of welfare, boon
Jdoggle, and infation

It is vlear, however, that government,
too, must abide by Socal Capitalist ruiey
Twa-factor  economics  provides  the
svstem logic, and the erght financing tools
discussed  below. together with pure
<redit. provide the implementation logi
tor transforming out prumitive capitabist
eonoms ihat works for the few ito 4
Social Capualst Jeraocracy that will
work tor ait In conformity with Blake'
Law, " our tortheoming book, Sociai
Caputalism, dlueprints the umple finance

(hem iy through or
whatever they vanish Honest market Je
mand tor labor emnpiovment arises only
ahen wonsumers, treely spending their
own Lands purchase things produced by
\abar warkers

€ Wath governmental assisiance, how
ever apparent by of boondoggie jobs
«an be .reated Boondoggle s welfare
Jisguised gy 10Ds to save the faces ol the
Aenelroaries and o wonfuse taxpavers
and consumers ahe, gy unwiihing hosts,
MU Ny Ter t§ ke 30 aeltare whethet
Sisguned of vun s ntlanonars

and credst tor bringing these
vonditions about Each uf the eight tinan-
wing teols embodies the dential weli
tested logie ot the ESOP, hundreds ot
whivh are vperatng ratstactonily n the
relatinely hosule environment ot our pres-
ent economy

The constitutional mandate for
economic autonomy

Gavernment, and many gosernmental
Iy sanctioned and 13t wupported instity

conrnued

ram D
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0 i
The Logic of Economic Demociacy '
Say s Law as Applied to Indiviquals |

i

Dastribution of indsvidual annual income 1n 4 market economy s based upon

“he individual’s annual productive iINpul into the economy as a labor worker.
! aapital worker or both

|

/

/ [ndividual®s
/ Annual Productive
/ Input As a Labor Worker,
/ 3 C apital Worker, o Both

S :

Annual Income
'o the Individual
Flowing From His
Productive input

Copynight 1982, Louis O Kelso and Patricia Hetter
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oS, such s techmical schoots and
universier agrieuitural covleges,
research aboratories and the ‘the, pro
Tote  fehnologiial advanees  which
ehimmnale millions ot wbor worker joby
every vear M Have the labor workess
thus displaced been zisen ‘Jdue process’”
when deprived ol *he power to yupport
themselves through their own labor by
receiving €qual protection of the laws
refating to aceess (o credit to buy _aonal
w0 they can become sell supporting
capital workers?

It appears to us that thes have nut
‘A here atfirmatve government etfort and
governmentally encouraged private etfort
reauces of chiminates the vaiue of the
labor workers preperty i their labor
power, unlesy due \teps have heen taken
to enable them 'o hecome capital

135

#orkers, they have not received constitu
nonal due process  This would eem
equaltly true of emploved labor workers
who annot. ol ther wages are com-
petively evaluated, produce sutficient
meome ta enjuy their share ot whar labor
workers and capital workers together pro-
duce As aresult ot technological change,
and by adding the collateralization re
guirement to the financing feasibility re
quirement, the labur worker has been
anmercifully converted from an econom
cally autonomous person tn a pre n
dustnial pertod) into an economic depen
Jdent ot society 4 If he uses s politicai
puwer 10 fig and elevate his pav, he helps
to fire up inflagon, ot which he and the
gremploved are the et vicums  And
there 15 the addinonal nrotiem ot the
unemplovables, who cannot engage in
production as labor workers because of
physical or other handicaps. of as capual
aorkers because of their (llegal capual

handicap

The same conclusion must be drawn
with respect to the applivation to the non-
capual owning majoniy of the doctrine ot
equal protection of the laws This idea 1=,
of wourse, inherent in the 1dea ot
democracy as reflected in the Dedlaration
of | ce and »n our ¢,
Avcess 1o efficient and etfeciive credit tor
the purpose ot enabling 3 labor worker
ar tor rthat matier someore aho s
unempliovable, to become a .apial
worker, is \nherent in the nights to hte
and fiberty 7% When the institutions ot
fmance, crganized under tederal or state
1aw and regulated as quast moncpolies by
those laws, select at enormous .ost,
whetner from ignorance  overaight, or
soctal 1ndifference, the principle ot (o)
laterahzation usable oniy hy the rich
ratner than the prinuple ot commeraial
risk snsurance usable by any citizen, 1118 g
patent Jemdl, contrary to the Constity

4
Diagram E i
Through Technology, Capital Workers Displace Labor Workers |
|
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non, ot egual protechion of the Jnial
laws relaning 1o access to oredit to enable
oneselt "o become productive r more
productive

The priesthood of the one-factor
economists in the United States

During the period 1939 ro 1932, g
hreakdown jn che  Amencan coonoms
*hat had deen building ap tof vears 100k
place

We nad cwperznied more than 150
sears O progressise rranster ot produc
tise power fram labor aorkers (o capual
aorkers “hrough ‘echnologinal charge, =&
and chroaen ‘he woncentration ot the
awnership ol the growing hoard ot the
nation s «amital in the “op tive pervent ot
the population as the resuit ot Lonven-
fonal hingnee The combimanion ot rhese
cwo torces violated Sav s Lawes ‘o the
point ahere we could no fonger coser up
ar disert attennon crom the tact that
mihons upon milhons of people ‘acked
the productine power, either as labor
SOTRETs OF a8 Lapital workers (o yupport
the naelves  while 34 any minoniy  the
ik, would not protect (ke vafues i thar
motbad Capital holdings o0 othe tace ot the
resainng coilapse Of consumer spending

The cionomie literature ot the time
nelabated  he probi-m, but never den
*ihed the solution

‘The ecunomic system, 'or some
[eason, never suieeds 10 operat
g At tail capacity It Aas been
obsetved that even .1 periods of
prosperity we hdve omz unua
fived plants and equipment and 4
<onsiderabie volume ol unem
povment  This situdtion aot un
naturabls sukgests rhat here must
he some hasic malad.usiment
afucht serioushs impedes the
aperanion ot the economi md
Jhine by means ot ARhieh the
TALErIal A anLs B SO e e sup
pited "

Me nould ot he thinkine
IhOUT oW o Teate aew Torma ol
ACaith w0 as o absorb che
Jnempaosed, Myt rather about
ahy our produscon of oid and e
AR Corms ol wealth Lreates
snumplovment Thougn out oto-
dudtion of these old exshing and
I Aetiey+ more tundamentat
Torms at acalth nave Tever neen
adequate tor he needs ot Che
Amenan peopie

AMerndg ~ apauty o produe o
nunly saried patiern of Zowds and

7€ Nay heen wmply Jemon
rated We tdve not vet Jhoan b
Sorre Punding abibte o mantan
peacetime market Jemand 4t
atniaery evel
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Senator Fulbnaht made tne same
POl “Much has been said nere
about our productive (3pacity
We have alreads proved that in
the war We can produce | don *
think *here 15 amy question about
that The real problem s on ‘he

wonsumptionend -

it wasn response o this detiat .nwon
svimer pawer that 3 group o Cexperts,’
tired by Kevnesian demand lopude
theory, moved oNto the seene 1o restore
wonsumer incomes In all that thev urged,
they pressrved and intensitied the
mechamsms of #2alth oncentration—
the soutee of morbad capital Thes
varetully avacded otfending the interest
groups which President Rooseveit walled
“economic ravahsts ©T Thev steadily
maintained as had carlier generations of
polinical economists, indduding \dam
Sruth and Marx that capitan is Aot a tag
tor of product'on and thar capiral
workers do aut produce goods and er
vies an the same sense that labor workers
do, but that capial v 4 mystenious
Latatvie agent, vrdained by God (o be
vwned by the rich, which sumetiow makes
labor wotkers more produstive. ¢ven
though they uwn none ot 11 These
thousands ot une facror economists and
lawvers, heavily charged with Kevnesian
cuonomics, eventdally 2rew .nto the
powerfur priesthood that. in recent
Jecades, has been the selt prociaimed

s ntonat

windom T the L ited States

mong ‘he incredibly  pawertut
Aueamm ol the wuit ot one-tactor
eonomists s their amperalistic
and arttul use ot pre emptive wronyg
questions  Lader their prodding i 1912,
“he New Deai aroused the ration trom s
~ontuston and rorpor with e Mallenee.
“Mow wan we anolish the etfects ot
poverty?'" This poweriul wrong question
has mesmernizeg fhe nanan tor hity vears
I has wnsumed nme. enerzy. in
stitutional integnty, and even the hlood
and lives of the couniry 'y vouths, in the
AN JUEMPE D Make the sonomy aors
n Reynesian demand wpside principles
By proclaming ‘he exciusive CiRht o
Jredibuity 0 matters eLonom,  the
Lonventional  evonomist estgblished
power in 'he LS over man most basic
drises s urge o survive and, hevond
That, his urge o live aell The master pre
2mptive Arong question « 1 thow (an ae
alleviate the etfects of poverts '’ aas
sxpanded  .nto ,ubsidiary atong
auesnions How wan we prop ap the in
~omes ot *he poor? How (an xe proside
Avgane tur those wha cannot atford
How an ae pav 'or he medical «dre ot
Move ANC dave Asufficent nomes o
Mg et wn Joctorns”
L1omie st he growing power and

personnes 3t he ccanomic, ult founey
dudtemome o ame arse dn 1917
Preudert Koowevelr | request € oanereas

- nl, w7 o=

tormed the Temporars Nghotn B oo
nomic Commtiee (TNFCr hareing
Aith tinding an answer *o Ao uesoon
“\hat .aused che Great Depression™’
That investigation bl stands 4y the most
Massive and thorough anainsis ever made
o the Ame1can ar any other ceonams

MWith s acnvinies guided by e ne
CAOr eLonomsts, che Jhairman ot
Committee s oning Teport r 4l

Announced the {ommittee’s con.usien
“We don’ know ahat .aused rhe Grear
Depression We oply dnow anat snded
it—war production = Inoats Seprember 1
1979, 1ssue celebrating its own o <on
Annasersary, but devoung most 'y
PARTS 10 A 1Ly VEAr retrospectine snav oy
ot the Grear Depression Business Week
contirmed that we sull o not knaw vhar
<aused the Great Depression, e wiv
know what ended it —war

The apprehensions reflected ia the t nal
feport o1 the TNEC .o 1941 aere ain
behind the actisities ot the Congress n
1945 when 1t debatad the formalizanng
what had a.ctvally been the natonal
CCONOMIC polies [rom “he Lirst o ears ot
the “vew Deai The tuil (Labori bm
plosment Act ot 1945 The now il
powerful one tactor economin'y ailaved
the Joubls ot Congress abour iving “he
mOme  disinhutien probeems e
advanced aduytat econamy b
‘abor empivsyment one by remaning “he
word Utull™ trom the 1949 proposed
EXIIANON A APtk 3 4w water 0
terpreted by he Jomr Elonomn Com
nirtee ds having ‘he same meaning  {he
Emplovment Act ot 1946 So oty fid

demand lopside  mana doming'e he
CONOMILY wene  that even frevigent
Siton s sventuaihy dodared himset g
Kevnesian

By 19RO he revolt maimisi the a4 ates
Modemiand fapside cLonnics Ay 1l
Yiower High .acome ravpdvers  noding
the higher paird labot  aorkers  ses
outraged a1 che severs of o, ime
ravation and the incurnng ot ilatio e
gvernmenial Jehaits "o suppott o e
with no incomes and fow ancomes The
anempioved, the anempiosabie g be
Nelders o) teny ot nelions of foondoegie
JOBs AR the coonamiy Lened el
trustration They were diseusted a0 g
A hat a8 technuiogicdl advanee tane
It 2aver 1o produce goods and ervices t
becomes harder and harder and t.en
Impossible, 10 Make 1 aving hal e
aith all 0F our grear echnojog., motnees
4y oaell 3y rathers muat aun he anor
aofk torce, fo che aewtect 0N
~tudren and the detriment of tamus f

President Ronuu! Reagan owes
Clecon o the fevail deainst leman .
npside econamic The  onome.
Prowram deuwnad o o Svone ne
TAVIOF FON0MICY Luilin AR s e Reen
certedded  anh o upie. opade Tt
ContAued e sroreds o0 ptaos e
s mor e g 0 e NG



J2nberate ot rgamred ettort i make ne
anderprs dudtive  and  noR productive
more  productive  w2s  Jiseuserg oF
proposed  New anti redisttibution
mnerstie punred torth My hoon
JURgIE EMPIOVINET Ady wnen new fe,
AP Che Promise of st manulaciare ot
Aew umoigte acapony and Che retur
Aishing of ld obsoiete weapons Drats
regivration aay evived  The van New
Ddeai soonofiy A0rky The aeilare Lanaly
“hat cranne: cedinte buted muome fo the
Inderprodunite and non produdtine,
aere hosed ar constinted, and 3 durs ot
Private enterprise sounding  pabie
celations  puured  torth,  DIOpOsIg
zdermang these cesponubilities o
he cates

The economists’ use af myths

The duvon af the cabidiny ot one
Aof S0B0MIGy A Dreserved 1ot iy
e R ROty At 3L he IMPereas pre
Que ol Rt Ay aaror
Beey det ol e, o B L
©oNd o e aded hem boonanisg
Sre nod penE it d0 R ReLduse 0t e
Vs NGt Tl JETETENLE DUT SO BV DY
emot. pers 0 rher fommudable
wener at o east 100 000 muosnis
somonn s and awserst,and o hent
LoRhaftn v 0 Re seals o
SevCm nnd o an M@ weenment Opg
heromon e ttadee Jeeptons
Sludied 7o aord, 4oaond
Sanne n be poand neURe sy
e ano e oneerned arth Susnes -
TR T R IRT IR ST
v g produdtivaty [oparpert
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100 vorker r roup Stoabar aoraers
Srar woeaers r he aurpose oF
R N S (E R NURRTVERL
Sty heame peraans
Lo amether petnad o arh

Sbac e ener gher sk
ot are o our e
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aweme --the equivaient of “he Marusts
reehie  aun Cnai he vield 1 capital s
M abor workers aages foen from
he neipless  workers  ur natonai
ceonomie polics, that shimne monument
Soane fauer denomies s che dbabor
Waorkers VEmplovment Aot af 1946 The
Chiet msdrument et Lonsidnt cearlrma
AN Ry ane faor msthologs s he
Cord Rreducin

Noa o Cproducisi he ratio ot
“otat vutpat (usuail i Jollang ot the en
Sty ander diseussion, resulting frem ke
apereRate mputs o Wapital antkers and
arer sorkers, divided orly Ay up v
AOZACTC LAPLE MEdsured 0 Doury o
Jorhars Bl cano o one sieasaremens’
migher han che other Loy sad Rt che
productiniy ulabor T Rigner ineamng
4bor i one L ave Made 3 grearer produs
e nput than in the other and ampising
Moouie e such labor
Ceted o higher pav The Tano s aon
Caated and bererm Cprodintivids
Jetined  ooas otk owversone nay
helieving “he imposeble s ndeed Feen
eemphshed  Matare Lapor aarkers on
Me st halt of Che twentierh centuiy tui
odwdrr 1 the fact and purpose of
whnneloey embodied 0 aaprarare
anehiow gy ghor workers producing
Mre surking farder, of snarter or
mertune ©apial aorkens ate ind s
© e esenwe O he mah coadhang
cramamouniy overloored, ehough tar
Mt Ran 200 wears ot as heen he
apual anckers, Mt har rechnologi
Dol prodities tamnesang aer mare
ceverty be laws on nature CMat gre he
et souroe o moreased produciise nput
g Ao ctie! cause o the Tnae aeput ot

g and e

Quite sRvoaniy shere e npal
W LomPIE Beir ettart e preduce o
resuit wnher he faberoaaraers or be
AP AGTRERs a7 holn heoretivaliy
cund e ne soute ol he tdnee Bul ho
TaC 9t e are haboanee heoeeaet ol he
tndu o Revoturon and wcodlly ance
Vi Petnre that, abor aorkers oy teon
Sy ety arevidion e g e Srodue
Lee AP e At ow neasared and

I ST e e o it e
Jree nercand T 1 e o e
Ppae T e ar foaber sarkees g
R N T TP N UV
meompeney s aa Save il L ed
Gl e Lear o Amme crwn and
Aaddve aod ertudes 1L o ne
el e Bl e ened

On the part 0 apial aorkeny e
AOlegy s celentienns mproved  he
prowdusiveness ol char o spinal o
UIBENTS I NEY Rave i e oun
Sle metacen ADOT ACTACT and apiiag
AvrhLr NG NERIRETLNT e
Set il ST VIOL AOTRET Wers teean )
T N O N s
Poareaion
R Areeoan N

The accomplishmants of the
economists

By eaudulently aitr butag the miing
production 1nd produstisents fapial
anrhers s e TSI L fodactaeness
abor workers and ogiling e o B
Cening productity ot abor o she 2o
NOMIC ALaMANs dec mpaen e
Aeiresable esul s

- They mane he nac g oo
poby heoaore
fanbuton e Mothe oot
‘hrough o aber pore
JPPEAr G he A rhabie vheast s
Thes Take 2aesary he sver e
CedintrRULA AT Acome Bom ARt
AOTREE v OR g velrer and
Trom faer 73 g abor sarkens ot
Tower patd abor anchers and he
memploved Hen doanai redeens

Tederal go.oThment el
Tnpopuldl redisinharoen o ae
aeth  chete I daavs M
federanm
They Pave addled o sninover = e
Publa and rrivate deht an B she
Hand, 1notder ta Ippoett 2rowety
Ame redeinhunion 40g .6 he
ather  hand o sarehouy and
maintain- i che eerh ot atlaion -
the svalue 1 the hoard. 0 notha
CAPHAL O T Ty mroniE 1 aE
aorker phitogr (s

- Thes preocann he medt mnds o e
QLN L ZOVETT MENT Nunness it
Linance ah Cving o e The dred
sonomic profem of ichiesing hoth
atfluent eveiv o preduc o and
Avthabie tintrshunon of weoeme 1de
Jquate ander Sy Lawe o upror
uch posduchion When the far
MUS aRder e Tacor 1 nomi,
ey then recommened anintns
anly make he praplems Ao e

- They torce be Daret s
Amerd b odi ons evet
Ganding Tor g merer vendoane i
Retter ate ot fach human tee o
snpdre noactwanee hao attonn e
cothaacnive 1 cndivuiual o \imer oans
nd threaren wir smmon ates b
Thes e foorwed 30T .t
TN I R S Y
prvarey ated Al atd e
mche say LU LEY e on sy
Mary and | oaeis e REINT]
nenoner Communisg Mambfesto
By Qiuri ow N
Drofessicns AR heir e e
econumy,  al heods hen taae
AU IEd sapport ior he aneantroited
areed ol Me apinp semng b
meteent oLt Dotuwia o R
Lomvernng N '
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o ardphrase tre o boaerett Dioneen
A vou add i enough cuch Jhaiges oou
Begiti fo MAke 4 .ase I r L hanging ur ea
GOR3 EONOMIL POl

The reticence of the rich

The Juestion Aatuiads arises 3s 1o ahy
wapialvwners s uch Qo n take the m
Tlative fo destroy 4 math thiac Jenie. heir
Atatus Js Che producers of atfluence 0 oan
:adustnal economy  The twil answer to
this question 1s too laden with psyihologr
\al undertones (o diswuss here But the
basic answer 15 simply this How does a
nch capital worker iplutocrat) explamn
ahy he wants to produce govds and ser
vices for many people —perhaps mihons
of people--while consuming for only one
or 3 tew—Mmmsetf and his Jdependents’
How could he square uch a desire with
Sav's Law?»

The Constitution makes ctizens. the
Congress. and thie Judiciary the quardians
of democracy  ecnnomic as  well Jas
political

The Jisastrous 11ty vear reign ot the
one-tactor economisis should be ended by
American anzens, by the Congress, and
by (he courts, acting under the consiity
tonai mandates The solution 1o the i
wome production and distribution prob
jem—how people producs and how they
become entitled (o consume goods and
services tn a uvilized soviety —has vast
nanonal \mportance and equaliy vast n
ternauonal overtones [ts solution cannot
be delegated (0 a tightly disciplined, seif
serving, tace saving corps ot sell
appointed experts who, in etfect, devade
after decade, wontrol the nation’s eco-
nomy for selfish ends of themselves and
the plutocrats that sre not only irrational
and destiuctive, but urconstitutional
Here are some of the narticulars

I The linited States w3s tounded a5
the first great modern experiment in
democracy  The smportance ot Jdemn
ocracy (0 people is that 1t is Jesigned (0
the scale of individual human beings, not
0 dvnasttes, nOr {0 giant LOrporalons
that are narrowly rather than broadly
owned, nor to uther vast ownetless .n-
stitunons  Democracy was conceived on
‘he :dea rhat power yhouid reside in 'he
individuals «ho make ap 3 democratic
souiety But there are two torms ut non
violent awil power  Polinaal power, cun
usting ot the power 10 make, nierpret,
and admunisier the laws, and economis
power, the fower "o produce gouds and
services  Political power and econtomi
power are equaily potent Nerrher 2nves v
citizen democranc power without the
sher W

Economic  democracy  sannal be
anvihing 2wept fhe 1UIONDMOUS power
o1 cach individual 1or consumar un.i) 0
produce the income equivalent (within the
overall limits ol the QunRlry s resources
and  cechnology) of rhe ‘itesivie he
reasonably chooses tor himaelf and s
Jependents In g sotld i which tor 100
vears «aputal »urkers have heen providing
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1 constantly larget preportion of produc
tive nput and labor workers have been
providing a Jimimshing proportion of the
productive Inaput, ' economic autonomy,
and consequently econcimic demncracy,
cannot be achieved without insututions
and laws that give effective access (o
«redit to buy capital and to engage in pro-
ducing income as vapual workers to an
ever greater proporuon of the popula
fion Ail laws and instituttons that impede
of prevent achieving economic dernocracy
abridge beth the rights of individual
tizens to pohitical democracy and to
economic demoxracy. they transgress in-
dividaal nights to life, hberty, and equal
protection of the laws

2 Permitting the seirer government —
the cult of one tactor economists—1o pre
empt ‘he attention, energy, resources,
and even to spill the blood of our people
i *full employment wars.'" by distract
.ng the society and its most politially ac
tive people 'nto alleviaung the effects of
poverty rather than s cause, does not
fulfill the Congressionai duty, ur the duty
ot qitzens, to seek and find economui
democracy as 3 component 3! each
ctizen’s total of democratie power The
accomplishment of that task through
Social Capitahism will be astonshingly
wmple shen .ompared (o the stonewall
impossibility of achieving  demouratic
goals through redistnbuting—as  lsbor
workers' income and as wetfare—the in
wome largely and increasingly produced
by piutocrat-.aily owned «apital

3 The deceptive questions ot the one
facter economists should be dismissed
from the national economic debate, and
reptaced with ranional questions capable
of leading to sound answers
a We should ask “'why are people
poor™ rather than “how can we
alleviate the etfects of poverty®” The
right question almost instandy evokes
the right answer People uare pine
hecause thev  won  own enough
wpral
We must stop ashing ““how .an ae
redistribute more income 1o the poor
in orcer 1o enable them 10 enjav the
benefits ol sence and technology ™
and 23k “How (an we phase out puver
'y oand redistribubion ot ncome o
cvery .anets and achieve econumie
autonomy * The rnight guestion leads
10 the swer of Socal Capitahsm, 4
vapitaiist economy  that works toi
every LHIZen, NOL just 1OF fuh cozens
Atter two centuries of business linane
.ng built upon the {svine Right ot
Kings— Amernan Stile, the Emnioice
Stock Ownership Plan (ESOP) aas
Qteraily (ntroduced "o Congress n
973 by 2 “Dear + oileague * leiter
trom Senator Mark Hattiend, working
i cotlaboration with Senator Russell
| ong, then (hairman ot the Senate
Frnance Commuttee  Thar lewer per
Laiming *a the Sortheast Rail Reoryan
wation, dated Novemser €197 et

T

forth the first, and to Jate the oniv,
sigmificantly implemented (e hnique
of corporate finance that contorms (0
our consututional mandates of the
nght of every cinzen to life, hiberty,
and equal protection of the laws, and
the right not to he deprived. through
technology. of his productiveness as a
tabur worker without the ““due pro-
cess’” ol an etfectine opportumity 10
become even more productive 3¢ 4
capital worker The outcry of the one
factor economists to the ESOP provi-
sians of the Penn Central inanuing
legislaion  was  preditabls  unant
mous  Caprtal theors s nonsense
and “‘even :f 1t s logial, ot aon ¢
aork, “ete They etfecuvely frusirated
.mplementalnad o *he L ONRTEsIONIL
enaciment

Becaure Congress Jid nol uspedt
the (ollaboration hetween rhe .ell-
interest of the vne tadtor economs i
and the harons of morbid Gpaal ot
taifed (0 adopl measures 1o prevent
them from traudulentiv trusiraing the
ntent ol the Penn Central bl namels
that gosernment funding ol the ~ai
reofganization be foaned to the nea
corporation tArough an ENOP Lover
1ng all emplovees The resuit hay been
an economic dnasier Annually addi-
ronal bithons of dotlars thar aill never
be repard have been appropriated o
keep Amitrak aline  Featherbedding
has continued  The tock and hond
holders vt the bankrupt railroad made
otf with the orporate shell, rhe 'av
foss carties forward  and suthicent
255618 10 JgAN put the worporation
almost overmight, under plutowratic
ownership, among the leaders of *he
Fortune $00

Because *he 0ne 120107 canamints
naturally  wish 10 presetse  heir
decades old ontral wt the Amerian
cuonoms and 10 e ther taves and
thesr multi ithons ot dotlars 1 o
wome and perquisiies, thes monitar
*he taculiies and ~ubiications o svery
busifiess «whoot svery lay wheoi he
eLanomiy pohitinal et and
phifosophy  depattment ot sver
annersiy and the #duaatinng naty
GORC operdted hvoevers nores o
10d Tde osanon 0otk canis
Thes use "Nair atuy 3y Lafent .
CEMOr Suidl € apitanst hought oo
2l publications dedling anh o even
‘ouLching upon coontomi matters A
ettectvedy heeping Amerany now
Aerance o1 the Sewial Capiaing uter
nalne 100 PETDCt NG Be one Tictor
traud
We ailuded rarher o the st har
GNE TALIOE ELONOTIGY KAGWS A ne
PrOVEN Ads O ermingte 4 Jepressan
car preparaton inview oboni Ae
tull emprosment  potentian M aag
‘heovgh the Reavan \Gi
N Tl G Comard 2l
diode s aur Athoal emtoan Toe




only  way to signifwantls increase
lavor emplovment and magmfs the
mortid capitai ot the vwner< ot munt
{1008 plants, an the lace o1 3 Bimimish
ing demand tor consumer goods and
services produced by labor, i3 to pro.
Juce goods and servives that do not de
pend upon purchase by consumers
spending their own shrinking labor
and welfare \ncomes  Malitary goods
and services »old 10 taxpayers through
defiat finanuag and tavation are the
one factor economists’ answer  not
withstanding the fact that war hetween
the United Staies and Russia is 35 vb-
sotete 1because v s smadal) as the
dinosaur

The tact s, Russta 1510 an .mposs:-
ble posture, and we are making its
poliical compatibility with the ¢ nited
States even muore ditficult Russia can
not sield to the pressures o demoxra
NZe s nsututens (such a3 those n
Poiand and Afghanistany ahile it s
nominaily «n the ndicutous **Jitator-
ship ot the proletartat  phase ot
sociahist development any more than
we can democranze the United States
or lead any fhird World .ountry to
honest economic deselopment through
£L0N0MIC JemoLracy o 10ng as the
ane tacior economists hold our minds
i bondage ' harl Marx, to whom
the Russians pay iip serviee, #as pas
sionately looking fur the kind ot tull
human freedom tor individuals that
<an bde achiesed onlv under Sowal
Capitalism  Un“l the U'nited States
<an establish a model pohicy that 1y
both rational and pracircal and con-
forms to the prescriptions of its uwn
Constiunion, it 2annat be expected 1y
favorably influence *he poliy wur i
stitunons of Russia of ot a7 v other na
won

Astor 1§ governmentar measures
aimed at weakening the Rus,ian econ
oniv, we aould do well 10 remember
*he results of vimilar measutes 1sed on
Germany siter World War |

Aithough ideas «an be destroved on
v ny hetter tdeas the predicament of
fe Ll e Tacor donomisty
SULTTRALTREY €€ N0 AaY © ave “heir
wes amle permitting 1 hetter Jea—
Nocat Capitadim <10 hiome g
HONAL eLonomic poliky 0 the ©onited
States Fortunately, Congress respon
ilities and those of LS Gtizens i
qrner. My matter rest upon the
Chnsti, 0 and not apon the ex
Jtheara myths and pantieanons ot
Jetunct canomics priesthood

A
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Can our nationai economic policy
of full employment hs made to
work?

Yes. il ae aould hut nike peace with
reaiity and acknowledge that there are
fwo wavs 1 which people van aork and
2arn ANLOMme, 1€, (RBagE 1N ECONUMIC
production One s through their prisately
vwned labor power, as labor workers,
and the other is through their privately
owned .apital, as caprral workers
Economic autonomy, the natural eco-
ncmic goal of a poutical democracy, 1m-
plies that evervone be engaged in produc
ing the standard of living he wishes to en
;0¥ This s tull employment in the tyvo-
tactor sente of the word and the sense
that J B Sav intwitively understood
Economic demoxracy cannot be found
where the few produce for the many, for
that 1s the kind ot economic imperialism
that weakens, Invializes, and emlases the
underproductive majority '

\s a practical matter, at our stage of
technological develoyment. if the value ot
labor inputs and (apital 'nputs into the
economy were hoth compenitivety eval
uated, 1t is quite possible that anly a few
abor worker gemuses, ke Thomas
Edison ur the Beatles, covld produce a
safisfactors level of income unarded by
wapital ownership Thus evervone needs a
growing holding uf revitglized capital

1ol Saciat (afp
eight tingnang Tools jor implementing
fransition (0 g Socal Capialist economy

The hasic hi1ancing tools to implement
~apual theiry have been d.signed and
‘hetr log:c mas been tested operationally
over a 2% vear penod, because each im.
plementing tuol 15 construcied on the
‘ogic embodied n 3 properly desiened
ESOP  This logic tesung through the
ESOP has heen accomplished under ex
tremels  adverse ~actuatly hostie -
environmentdl Londitions. .ondiang
that Sovaal Capitaiism would enminate
The cight imptementing .ouis are

ESOP  tmprosee Stk Ownershiyr
Pan The ESOP 1y desikned "o build
Lapial awnetship o emplovees o1 4
BUMRESS 10 The course O cthiaentiy finan
LI I8 grewin o nher Jesicable Lo
porate abiectines  anthour Jedintions
'rOm payChe ks O Nvason ot savings ot
empiovee. s toemplavees ‘he ESOP
that .onsttutionaliy mardated missing
hink that gines them duiess (o credit (0 buy
‘he employer s capital stoek and, without
personal tik or habtlity, ‘0 pay tor ¢
trom the pre ran earmings o1 ‘he aswets
underiving  hat stock. .0 other aords
equalizing thert sueess 1o Capital oredit
with the alreads rivh Estimares place the
“umoer ot nperating FSOPs at more than
A

MLUSOC Murtual Stock Ownership
Corporatton This financing method s in-
tended to provide pooied ESOP tinanuing
for a number ot .orporations ahile
building diversified portfoios o1 cheir
stocks individudily (nto the emoovees of
each

CS0C  Consumer Stk Ownership
Corporation This rechnique 18 intended
for use 1n pubhic utiities, banks,
suratice vormpanies, and other businesses
where long-term relanonships between a
producer and s customers afe rthe ruie
Through the intelligent use of redi, ¢
builds vapial ownership 1nto customers
while providing unlimited low <ost ninan
<ing for growth of the corporation, thus
raising the power ot the (onsumers *v pay
for their purchases ot goods and ervices
while raising the power of the corparation
1o produce goods and services 1t aould
normally be used i conjunction aith an
ESOP tor emplovees

GSOC General Stack (Ownership Cor
poration  Designed 1o butld vapita.
ownership into politically designated
<lasses ot consumers within the jurisdic
uon ot the authonzng gosernment —
state, loval or tederal While i i need
ot several amendmients, a GSOC law was
enacted by Congress 1 1978 a5 Subd.
vhapter U ot the Internal Revenue L ode

ICOP  Individual Capitai (Ownaersap
Plan A lingneing devue antended .o
<reate viable capual estates individualls
n gosernmentaily selected categuries ot
qualifying ndividuals amde openung
broad markets tor equity linanwngs by
worporation;

RECOP  Resudenuai & apitai Owner
ship Plan This financing plan . .om
bination with pure _redat ananong,
would ¢nable home busers o parchase
homes at i¢ss 'han 2 pefcent ot ne gt
OEPOCKEL PRBGTAL 1A DlErest ene ot
MU TARNIOAY Saday By g
thewr Joquinions reated Py an aed other
relevant laws 3y capinai assets cathier han
35 LONUMET Ttem I 3t present

4 nuet



Productive oni.nues

COMCOP Commerciat Copua! Own
ership Plan Ownership of rentai sirvc
tures, such as otfice and apartment
buridings. factories, munes, railroads,
hatels, resorts, etc , 13 4 major source of
capttal cash income Today such struc
tures and real estate generally are owned
by the excessively weathly (whose result-
ing income 1s thereby sterilized for pur-
poses of the consumer economy and
deniea to those who could use 1t if the
financing had been COMCOP struc
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economy (0 operate thereafter at full
power Not oniy would this dispense with
the <nippling mythology of the one factor
economists that high snterest (a major
cause of inflation) 1s necessary to conirol
wnflation, but 1t would enable us 1o restore
the integrity of private property to the

ever Indeed, most hie insurance tself s
Justifiable oniv on the basis of the sound
ness ol one-factor economiss. perhaps
another reason ahv ac¢ have resistance ‘0
two-factor theory  Financial teavibinry
nsurance N (ransacions anvoiving the
use of pure redit will prove 1o "¢ both
easy and from the standpoint

tured), who use surh not valy
to sausfy their anti-social greed, but 10
wipe out their income taxes COMCOP
would enable .ommercial siructure own-
ership legiimaieiy 10 be spread over large
numbers of people where it can raise their
power 10 produce the incomes thev need
to make them powerful and self-support-
ing consumers, satisfv thew litestvles, and
diveraifv their holdings in businesses 1n
which they become emploved as apital
workers

PLBCOP Pubitc Cupital Ownership
Plan This plan is designed 1o provide
fow-cost financing tor capiial instruments
used by public bodies of ail types—otfice
bulidings, streets and sidewalks, parks.
street hghting, schools, univeraties, sub-
A2y, waterw s, harbors, etc 1t per
mits broad individual swnership, through
taulities corporatiuns, by 3reat numbers
of people, ahiie prov.ding low cos:
«apual taciiities to be leased at market
rates .0 aities and other municipal core
porations, states, the federal gusernment,
and other public bodies PLBCOP s an,
other tool in the arsenal ot Socral
Capiralism 1o dssure that cach .ndividuai
can become emploved as a caputal worker
and that governments do 10t acquire
cconomic power “hat shouid be owned in
reasonably-azed holdings by wnizensy
PLBCOP tnanung wouid employ the
dual *unchons ot other caprral hinanang
devices and aouid be 3 majur means ot
eliminating the wvost of wasteiul, et
<ient. and .nadequate pubh. emplovee
pensions, ahile providing much greater
eonomIL sewunity and ncomes hoth
beture and atfer cetirement ‘o puehy
2mriovees ang others

Pure credit for capital financing

TR« 4 raunnat method of prosaaing
MONEY 150 IPIAE JQUINILONY DY Jung
more  atenvvels and owcaly che
teas.ouminy princple M tadinonal
AAnCe, 3Ad UPAGILLAR _OMImErGar fisk
nsurance ‘or utLurrent anconstity
N PULJOMINGNE e F e Borfower
oliateral to provide wA e asar
MeEC SuCh AN AR une s e
ATLO aeInpinh be o ransition ttom
T TR LAPIANNT SOy o g Sooa
CABHARe feoB e oand o enabie he

hip of capital 'Y The b
of capttal ownership wiit not bring about
economic democracy unless the full wages
of capital dre poid reguiarlv und fullv to
+he owners of capital Pure credit not on
Iy makes this possible, but it restores in-
tegrity and usefulness 1o Say's Law Sup-
ply can create its own femand if our busi-
aess and financial nstitunions are
operated 50 as 10 substantially ehiminate
morbid captial and maich the unsaushied
nceds and wants of ndividuals to n.
<reases «n their productive power

Social capitalist financing and
the business cycle

The economic needs and wants ot
uvilized people do not fluctuate, bug
graduaily nise and then stabibize at a point
that supports their hifestyies The power
of a resource fich and trading .ompetent
economy like that of the United States (o
produce goods and services does not fluc
tuate, but nises steadilv and indefinitely
towsards a theoreucal state which we
might identifv as “*sohid-state atfluence
Thus 11 is clear that business cviles are
man-made. the resuit of avordable
mistakes, not natural phencmeny s the
one factor economists woutd have us
believe

Consequently, bv msunng the risk ot
non feasibility through casualty nsur
aRce techniques, we would not vnly end
the cause ot future awcumulaiions of mor
bid .apital and achteve a logial and
workable economy, but we would make
the use ot apital hinanung tools easv and
etfective Granted that trom the histor
experience with FHA Hoasing Insurance,
Federal Deposit insurance ¢ ornoraton
nsuranee, and other similar applications
ot the casualty insurance principle, ke
Capnal Diffusion Insurance Corporation
probably should be imtially ¢stablished as
a gosernment corporaton But thiy prece
Jdent shouid ~oon he imitated by privare
underwriters, just as in the vase of MGIC
insurance which was orgamzed ‘o com
pete, and does successtuily compete  arth
FHA This -houid be one of 'he reatest
untapped nsurance product markers

of the borrower, and very profitabie tor
the setler Qur estimate s that the 1verage
premium esentuaily will not excesd one
quarter ot une percent per wear

Diagram B shows how, in generas, pure
credit and commercial teasibiiity tish .-
surance would function 1 connection
with use 0f ans of the erght impiementine
tools Jesigned (o etfect tranvition "o 3
Social Capualist economy, 4nd *o neance
the operations ot the economs thereaster

Summary

Sociat Capitalism, and the right of each
citizen to hife, hberty, and equai protec
tion ot the laws under the Urited Statet
Consutution, requires
a4 Adopuon ot a Social Capitalist
natonal economic poliy to erable
those who are not already .apia!
workers to become capital workers by
means using the logic underiving the
ESOP The ESOP and the seven uther
financing techniques bluepnnted n
Social Capualism are simudraneousi
capable of (1) inancing eser type ot
capuai requirement of .ommerce. n
dustry. and government (exaept mili-
tary goods which in their aatuie ate
not producer goods and do not pas tor
themselves), and in the same ransac
tons and with the same fulars, ()
making mithons upon mithons 31 1ew
capual workers These steps, together
with (3) the hardening of the laws or
property »o that (apital workers o
tect the tull wages ot their capiai, 10
4y general avalabiity of Cow lost
pure credit tor tinanang nadisidual
capital acquisinion,  wiil put che
ecunomy on 3 Lustained upward
growthcusve 1hesesteps will notonis
tulhill the consututional 13ght ot 2vers
~izen (o economic as well as pontng,
Jemocracy, but will raise the :ncome
carming power of 1ndivduais #ho need
and want to consume more goods and
services. rather than mereiv ‘he n-
«omes ot hose who ¢an only s more
ANCDINE 10 AQUITE MOre exess sierle
Productive power 1 ¢, more POt
<apnas
A panianal ewonoma poina Mased n
~apital theory requires wegislatisesy m
plemennng the use ot pure credit The

£




simple mechanics o pure credit were
first described in 1961 in The New
Capitalists by Kelso and Adler Pure
ctedit was again explained in a 1974
papet prepared tor President Gerald
Ford s inflanon Summit Meeting,
ttled 'A New Economic Policy o
Meet the Needs of the Amercian Peo
pie and of the U S Economy “ s The
average effective interest cosr (0 e
dorrowers of such capital-finanaing
.tedit, whete Congress authorizes its
use, should not sigmificantly exczed
'wo percent and aggregate .redit
availabiisty would be imited only by
the econcmic feasibihity Hf the asset
growth thus tinanced Neithet the
tederal government s uredit, nor ts ac
<OUAKINE, NOT gOvernment guarantees
would be involved Pure credit links
growth ot the economie power to pro-
Juce with growch ot the power (o con
sume of those with unsaustied needs
4nd #ants by enavling them 10 hevome
capuail workers and to produce higher
incomes

Pure credit can be used setectively at
st as tor hinanang ESOPs, o tor
the housing industry, or tor etfecting
the sale ! the twenty iwn operaling
teleprhone subsidiaries recently ordered
0 he divested by AT&T to ther won-
sumers nrougn  Coasumer ook
Ounership Plan—( SOP ~tinanuing)
and (0 thewr  emplovees  through
ESOPs Its ininal use aught alyo n
Jade the prnvitsng ot pubiids
wned assets sike che LS Poastitfice
*he Tennessee Valles \uthonty, and
Jhe capitat assets ot tederdl, wate and
ol 2overnments, sartutariv abere
rhey are . tinanuial ouble

Plutocratic savings vs.
democratic savings

Functionathy o1 couese, sll producer
#00ds freal .apiab and .ash of nguid
avsers that an e readihy wonverted oo
progueer coods mre sasings C The om
SOPIAE dRBncon, owever  tor pus
Mones T URder - 1anuing Sapiial cheors snd
e Ot pure Jtedil s he Sibnction
NEACEN PILOWTALG VIR dhG e
PRI
DLy hrae Sanes afe Teat Lapital cor
BUUTT Aty TRt a0 he readdy Lonverred
At ea. ApItan hat produes Cor ts
MwUErs Gume hew Lannot hedduse ot
thar swn v al Mo o ntediectast
fer EMBEC W UPRGTE TREIr L ansumer
ciestyles B other Aords plutociatic sav
nes are merhid Lapin

Demoratie asings ate avimes oap
A Hal e Cudy aed My BT twrert o
N ende aLome o mampean and o
Cumept onEm ar g ther eperdent
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Demovratic vavings )re healths Pluto-
~ratic savings are the hoiogiaal eguin
alent of lancer 3 thing that grows
cetentlessiv out ot symbione elanon o
the Hrganism to which it s attached

The 197 sear reign ot economic Plutoy
racy inoche United states wal hexin o
Jisappear as quiakiy Tas ur natvnal
evonemi poliey s (hanged 0 one haved
on Sogiar Caprabinm T oaad the foais tor
implementing Soclal ¢ apiaiism and “he
ase ol pure credit are exnlaosen
authorized

Money and banking under
economic democracy

Maodern banking syvstems ire ouni
primaniy on the idea that capital transag
fons .an be financed ooly through the
use ol accumulated savings ot morhid
~apital This idea s *he vers neart of the
Divine Right ot kingy--Amenan Sivie
«ved 10 parallel with this falve ‘dea i~ 'he
assoy ated belied that ute, liberty, and
equdl protestion ot the laws under the
Ameran Constitunon wan he satvtied
through equal opportumity wand 2gual
aabiiityas the Marusts openiv and ae
covertly, insng) ot all aho 16 not awn
~apital ool Democratg enhignienment
N the other hand, hoids that zach cngen
nds 3 right and guts o upport nimseil
and tis dependents *hrough participation
IN PEAAULTON 4s 3 abuT aOrker, oF A &
capial aorker ot hoth Fortunatels, the
fLonomy ot he L mited States and (s en
TR INSUtULIONS L3N uperate far inote el
haentls and waoothiv gader a Soual
Capsiabist economie poles *han under a
e Fator eonomie poiy - The e of
morhid apitar avings chat trustrate b
NOS evers hedthy aspect M he econumy
A0 T0d A NE 4, capid TwnEr AP
neRIne o grow where ¢ oa petul and
necded raiher NP ahere Lonirars fothe
AAS o propert and o he . ear mandate
aoRe L S U maiuten A ity
handiaps  ndiv duars and neste Che
pubiic infete't We “ave Me ntutans

ELENGEEN T MUARE L Sl s B st
L S R B A
leEd Metets el e r e ent L
md e o e eme
PO M Pt s

Pars Credit e Cradiionds apeeas

fEGI s anpiemenied  Brougs  anina
W CERNUNSAIRG MtER 4 anpadted
ACD DL LONIFILTY Jmauntina A etie oy
cenned 4P Calendizes harer asiem ft
VOIS N 2acR Lontaiugl aeh me
wners ellers or Randere b g dl
20005 CNE HAETS atel et g
AUNUS and TR abor antrers i ar a

ADTREL ARG NG AT o g
Lorumer aede and e ¢ ban
Dy dudl AR Salt Pae Tl
B N T VNIV
B o S T
et e apd e
e T

cLonomy i exchange ‘or zgual L aiue.
competitivey Jetermined and Teasured
momones umis, of « ther goods and er
vives produved by others U nder primiine
barter, gouds and services tremaeives are
evchanged, and s an .noand barter
sYAtem can omy be dsed 1 che wmpeest ot
aconemies The uwe of ‘noney (hanges he
LOTM L Narter Irom gouds 4ng sersices N
feturn Or gOovds andy eitaes v ey
and ervices i return for money and ren
4g4ai0 through money ‘o doods and er
vices Inroro, the process o sophive (ated
barter through the ute of Ture .redis (an
be Jes,nibed as indivadual produciin Mt
200ds and services Ahid tansiae nw
Money, ARWA (N 0TS CTANNAIEs M e
diidudi ase Ol menes o parchase
LONSUMPLION of wends and €fvr o of
Jduced by others

Conclusion

Oply the \meran peope e B
their pohtical sihe and e
clevted renfesentdines fo ¢ critess A
reswue rhe economy ot the Lnred States
from a porentiaily “atal depre en g
LOST NN VT S AR L TS T PP N
ment war that aouid suspend aviizat.on
tor several hundred thousand wears tiny
they an
oM e Gonomie T por s tra
retfeat trom  grearness, ard from
tarlure wo el s promise o ne act
4nd 0 he MREnAn Seofie O hattiiae
the fofch ot Jemocracs - ronta s
Mouray faundationed  apon econems,
demuonran .

Miraculousty, we mave sithen ur e
all he ngredients adugine ey 0
portaniy he nsttutanal ot astruc o
W aced aniv Louraeenus Ghrens e
AlBof fo - indte he onamee ot
QeOuN Lanfinidry  ahd 4 e el o
Ut e T compiete the t e
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Ak Ae here arve Lpon Ametiuis g
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them work (a tetters or fids them
stand aside and Jdoes their work
instead ot them The warth ol 3
State, n the long run, is the worth
ot the ndividuals  composing
i a State which dwarts s
men n order that they may be
more Jostle nstrurtents s
hands even for heneficial pur
poses—will tind that with smail
men no great thing van really be
accomplished, and that the per
fection of machiners 10 which it
has sacnificed everything will n
the end avzil i nothirg, for want
of the vizal power which 1n order
that the machine mught work
more smoothly. it has plerureq
1o banish -

Footnotes

(1) The term 1s Professor Paul Samuel-
son’s

t2) Pope Lea X111, Encyclical Letter on
the Condition of Labor

(3) See Fornnote (15)

{4) See Diagram E

15) See Dragram A

(6) See Dvagram € and D

(7) See Diagram C and Dand J § Mill

quote

18) See The New Capuaalists, Kelso and
Adler

(9) See Drvagram 8

(10) Today's high interest rates reflect the
risks inherent 1n an economy that
Keavily relies upon strife-laden
redistribution to get minimal income
to those with unsausfied consumer
needs and wants, and the high cost ot
insuning warehoused morbid cupual
against inflavion

(11) See **Pure credit for capual financ
|

(12) State and tederal corparate income
tanes, together with the employer's
share of Social Security taxes, on the
average take over S0 percent of cor-
porate income Boards of directors,
tacking a rational method for financ
ing .orporate growth, then iake trom
stockholders ' aths ot th: arter tax
income remaimnag  Monor feaks i
the property mipeline unning from
assets 10 siockhoiders reduce this
tnckie from less than athi ath

(13) The Emplovment Act of (946

t1411 e . the handicapped potenual
nembers ut *he .apial work force
ithe total populationi, kept »n that
conditton by the Divine Right ot
Kings — Ametuian Stvle

01%) Blake's Law
He aho would do goud 10 another
must Ju it 0 Minute Parnculars
General Good s the piea Dt 'he
soundrel, nvpocnite and Marterer,
Fot Art and Suience cannot st but
1 minutets organized Particulars

—Wiibam Blake

[ERARSIY-Pasl
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116} See Diagram E
(F7) Politicaily, anzens have the right to

be productive—economically auton
omous But comperttion and the
state of techaology. not the law or
the sociologists, determine how pro-
duction should be carried on

113) See Diagram E
(19Y To nterpret the ‘"inalienable’”

consutunional right 1o ufe as merely
being a right 10 bological hife as a
parasite would certaindy be grounds,
uider the clear language of the
Declaration of independence, for
abolishing vur goverament and in-
stituling a new cone that woula give
us both pohlitical and economic
democracy In other words, 2 one
factor nauocnal economic policy,
rather than a Social Capitalist na-
ronai economic policy, puts us in the
legally and morally untenatis pasi.
non of de facto trying 10 alenate
capualless itizens from the * «nalien-
able’” nght 1o life and Diberty in v hat
should be a political and ecenomie
democracy

120) See Diagram E
(21) Sce Diagram C and D
(22) Harold Mouiton, The Formation of

Capital, The Brookings Institution,
Washington, D C . 1935, Paga |

(21 W} Balbinger of the Federal Trade

Commission, in hus (esumaony before
the Temporary National Economic
Commattee (Hearings, Part 9, Page
8N

(24) Pau! G Hoffman, President of

Studebaker Corporation and Chair-
man of the Board of Trustees of the
Committee for Economic Develop-
ment, in Hearings un S 380, the Full
Employment Act of 19435, before a
Subcommuttee of the Committee on
Banking and Currency, U S Senate,
79th Congress, Frest Session, July-
September 1945, Page 709

125} Id , Page 845

(26) Alter all, economics, winle aot the

most important thing @ hfe. has
been at all umes past the most
argeni. and vne HACtOr economics
stself. by making the economy pro-
gressively more unworkable, en.
hances this urgency

(27) For example, our Korean and

Vietnam aars, the primary purpose
of which were to support luill
emplovment and stave off depres-
son

128) Az ever more people fuse this battte

for survival in the world of law and
order. they turn to the underground
economy where risks are hagher but
rewards are greater and capuiai vreda
15 trequentiy more aceessibie  See
“The invisible Violencs of Core
porate Finance * Kelso and hetter,
Washington Posi, June (8, 972,
A-nendix |, Page 3¢ post

- 105 -

(29) See Dragram C and D

(30) See Dragram A

(31) Set Dragram €

{32) The entire “human nghis™ posture

of the US governmen: is crasy
hypocrisy so long as our nauonal
economic policy in fact Jdenies
economic democracy to 95 percent of
our own citazens and Lauses us 10 set
a disastrous example tor the world

133) See the quotation from John Stuare

Milt'z On Libertv

(14) See the use of a Capital Diffusion

Insurance Corporation 10 Diagram
8

(35) High interest s necessarv. of course,

10 protect vast holdings ol moriid
capital against inflanon. ana o allay
the owners’ “‘expectanons’ that
future infation will be even higher

(36) See “*Proposals to the Presi-

dent " In the 1974 paper for the
Economtc Summt Meeting on Infla-
tion, and in earlier wnungs. out of
an excess of caution we suggested
confining the use of pure credit ti-
nancing 1o new capitai lormation
Clearly that 15 an unnecessarv pre-
caution given the monumentai prob-
lemsy of broadening .apual owner-
ship, accelerating the rate of eco-
nomic growth, and rais,1g the earn-
g power of economicatls under-
powered consumers Every capntai
acquision by well-managed busi
nesses, whether of newlv-{ormed
capual or not, must pass feasibility
tests

(37 See Dragram B
(38) See Diagram B
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. EXHIBIT I
AN ACT TO AMEND THE NATIONAL ECONOMIC POLICY

AN ACT To amend the national policy on employment, production, and purchasing
power, and for other purposes, &s set forth in the Employment Act of 1946, as amended.

WHEREAS, the rate of change in the production of useful goods and services
from labor intensive to capital intensive since the adoption of the Employment Act of
1946 has continued to accelerate, and people who participate in production and earn
income through their privately-owned capital (land, structures, machines, and capital
intangibles, normally represented by corporate stock) now provide a dominant and
increasing proportion of the productive input — if measured on the assumption of free
market forces — while people who participate in production and earn income through
their labor power provide a minor and diminishing proportion of the economic input; and

WHEREAS, the ownership of the great bulk of nonresidential capital in the
U.S. economy lies in the top five percent of individual wealthholders, primarily as the
result of long established capital financing practices which constrict access to capital
credit to borrowers who are already substantial owners of capital, thus denying access to
significant capital credit and equal protection of the laws to the capitalless 95 percent of
the population; and :

WHEREAS, Congress, for ten years, has been experimenting with a method of
capital financing known as Employee Stock Gwnership Plan "ESOP" financing, which
makes available to corporate employees capital credit with which they can purchase
their empioyer's stock and pay for it out of the pre-tux yield of the assets represented by
that stock, while simultaneously providing highly efficient asset financing for the
employer corporation and its existing shareholders; and

WHEREAS, other methods based on the logic of ESOP financing have been
developed and can be legislatively implemented by Congress and by the state
legislatures, for the purpose of enabling consumers generally, over a reasonable period of
years, to become capital workers and to earn capital-derived incomes in the course of
providing efficient, low-cost financing to accelerate the growth of both privately and
publicly used capital, thus reducing not only labor worker unemployment, currently
estimated at around eight percent of the labor force, but capital worker unemployment,
currently estimated at 95 percent of the potential capital work force; and

WHEREAS, Congress finds that raising the earning power of the great
majority of economically underpowered consumers of the United States is a more logical
solution to the principal economic problems that confront the nation today than
redistributing income from those who earn it to those who need it, through taxation,
transfer payments, legislating of wage rates, and the subsidizing of economic activities
of many kinds, all of which contribute to the growth of national debt, annual budgetary
deficits, trade deficits, inflation, depressed economic growth, widespread areas of
poverty, loss in the production of goods and services to lower cost foreign competitors,
and to labor unrest and social turmoil; and

. WHEREAS, Congress hereby recognizes its constitutional duty to insure each
citizen's rights to life, liberty and the pursuit of economic happiness, by providing
maximum reasonable opportunity to earn, either as” a labor worker, or as a capital
worker, or in both capacities, the income necessary to support a comfortable and
reasonable lifestyle; that the question of which of the alternative ways to participate in
tion and earn income is appropriate for particular citizens under particular
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circumstances is not a governinental, moral, or political matter, but one that must be
made by the individuals immediately concerned in cach instance on the basis of
economic, scientific, technological, engineering, managerial, labor relations, cost
accounting, market competitiveness, and human leisure and happiness considerations;
that governments should be neutral as to whether people earn their incomes as labor
workers, capital workers, or in both capacities, but should adopt all reasonable means to
assure each consumer unit's right to be economically self-supporting;

NOW, THEREFORE, Be it enacted by the Senate and House of
Representatives of the United States of America in Congress assembled:

AMENDED DECLARATION OF P?OLICY

"Section 1. The Congress hereby declares that it is the continuing policy and
responsibility of the Federal Government to use all practicable means consistent with its
needs and obligations and other essential considerations of national policy, with the
assistance and cooperation of industry, agriculture banking, finance, labor, and State and
local governments, to cocrdinate and utilize all its plans, functions, and resources for the
purpose of creating and meintaining, in a manner calculated to foster and promote free
competitive enterprise and the general welfare, conditions under which there will be
afforded useful employment opportunities, including self-employment, as labor workers
and as capital workers, for all consumers desiring economic autonomy and self-
sufficiency, and to promote maximum employment as labor workers, or as capital
workers, or in both capacities, and maximum production and purchasing power."
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STATEMENT OF JOHN HOUSTON, LEGISLATIVE DIRECTOR, FREE
THE EAGLE CITIZEN’S LOBBY, WASHINGTON, DC

Mr. HoustoN. Thank you very much. My name is John Charles
Houston. I am an attorney and the legislative director of Free the
Eagle. Free the Eagle is a grassroots citizens’ lobby which has
265,000 Members across the country. Free the Eagle was created in
1980, and it is concerned with working with all Members of Con-
gress so that they can represent their constituents more effectively
on matters dealing with free markets, stable currencies, sound do-
mestic and foreign policies. Under the current Tax Code, individ-
uals have the option of listing all their deductions on the 1040
form, or using the 1040A or 1040EZ forms.

Our proposal would allow all taxpayers the option of using the
1040 with its deductions or the 1040A or its equivalent by using the
maximum tax rate of up to 20 percent. This will eliminate the
enormous expense and waste of recordkeeping, time loss, nonpro-
ductive shelters, deductions and exemptions needed to file an
honest tax return, for those who choose to use this option. Today,
Americans are spending billions of dollars on tax lawyers, account-
ants, and tax preparers in a manner that is nonproductive. It is
fair to say that filing one’s income taxes is one of the greatest
sources of irritation to the American public. There is evidence that
many people would gladly pay a higher rate of taxes by giving up
their deductions, just to be free from the hassles of the present
system.

In the course of observing the debate on tax reform, we have
come to the conclusion that there is general agreement that the
Tax Code is too complicated, has become the playground of special
interests, and discourages productive economic activity. We have
observed that there is a surprising degree of unanimity on this,
after discussing these problems with the Tax Code with members of
the House Ways and Means Committee and the Senate Finance
Committee. Virtually everyone agrees that an understandable code
with fewer deductions and fewer rates is an improvement that
could and should be made. Taxpayers pay a fortune for our present
system. Individual taxpayers face more regulations and unfair
guidelines than any special interest group in America today. And
they are so intimidated from hassles and audits that they are be-
coming ever more discouraged and even afraid to do tax prepara-
tion by themselves. As an example of the waste in the present
system, the dollar cost of complying with the present code is con-
servatively estimated at $17 billion a year. The cost in intimida-
tion, recordkeeping, and IRS audits is a much higher figure. The
value of escaping the costs of accountants, lawyers, and other pre-
parers would allow the Government to raise even more _revenue
than the present code does. Those with higher incomes who devote
substantial time and money to recordkeeping and legal and ac-
counting services would find it easier to simply earn and report
more income.

A majority of those in Congress who have endorsed some tf/pe of
tax reform bill have sponsored some type of flat tax legislation.
-Fiat taxes have become a buzzword for reform, yet it seems that
once again the debate is leaving its primary objective for the sake
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of special interest groups, and it is occurring at the expense of the
individual taxpayers. The original Federal income tax was a flat
tax. With a few fixed rates and no deductions, it was possible for
taxpayers to easily predict their tax bill a year in advance. This
tax structure was fair, understandable, and simple. Both the Amer-
ican people and Congress appreciated its obvious merits. Today, the
issue has gone full circle, and the American people once again
want a tax that is fair, understandable, and simple. But how can
Congress make that which is politically desirable politically feasi-
ble? Free the Eagle proposes an alternative tax proposal that the
administration and congressional tax proposals have not addressed.
We propose to give taxpayers a choice between using the current
tax system, with its high rates, many deductions, and complicated
tax forms, or a flat tax with no deductions, much lower rates, and
simple tax forms. We propose an optional flat tax on gross income
with no deductions for those who want to get off the deduction
treadmill. We believe everyone has overlooked the obvious. We al-
ready have a simplified tax plan in the Tax Code. It is not neces-
sary to scrap the current law or close all the loopholes to institute
a simplified flat tax. All Congress need do is provide an incentive
for all taxpayers to use the simple Federal tax forms that already
exist. The forms are the 1040A, known as the short form; and for
those who are single and have no dependents, the 1040EZ. The
short form is so simple and understandable that millions of Ameri-
cans fill it out every year without the help of a taxpreparer. Last
year more than 60 percent of all taxpayers used it.

We propose that Congress add the following sentence to the Tax
Code: “Taxpayers who file a 1040A or 1040EZ or its equivalent
would be required to pay a maximum of 20 percent of their gross
income.” This is based on statistics which we have received from
Polyeconomics and other authorities on the economics of taxation.
The average effective rate now paid by those earning $50,000 to
$75,000 a year in gross income is 18.2 percent. Lower tax rates for
lower income groups under current law would still apply. The op-
tional flat tax is a maximum tax and not a minimum tax, so it
would not cause any harm to the poor. By way of comparison, this
would allow some taxpayers-to opt for an equal or higher rate of
taxes for the privilege of simplicity and doing away with the whole
recordkeeping/audit function. I can see that we are running short
of time. If I could just point out a couple of examples that other
countries have adopted this sort of optional tax. They have a mar-
ginal tax rate and then they have a maximum tax rate. They in-
clude Hong Kong, which has a marginal rate of 25 percent and a
maximum rate of 17 percent; Switzerland, which has a marginal
rate of 13 percent and a maximum rate of 11.5 percent; and the
State of New Jersey has adopted this or a similar concept for their
State tax. Thank you.

Senator Symms. Thank you very much, Mr. Houston.

[The prepared written statement of Mr. Houston follows:]
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TESTIMONY OF JOHN CHARLES HOUSTON, ESQUIRE, LEGISLATIVE DIRECTOR
OF FREE THE EAGLE CITIZEN'S LOBBY BEFORE THE BENATE FINANCE
COMMITTEE, OCTOBER 10, 1985.

MY NAME IS JOHN CHARLES HOUSTON. I AM AN ATTORNEY AND THE
LEGISLATIVE DIRECTOR OF FREE THE EAGLE. FREE THE EAGLE IS A
GRASS ROOTS CITIZENS' LOBBY WHICH HAS 265,000 MEMBERS ACROSS THE

COUNTRY.

FREE THE EAGLE WAS CREATED IN 1980. IT IS CONCERNED WITH
WORKING WITH ALL MEMBERS OF CONGRESS SO THAT THEY WILL REPRESENT
THEIR CONSTITUENTS MORE EFFECTIVELY ON MATTERS DEALING WITH FREE
MARKETS, STABLE CURRENCIES, AND SOUND DOMESTIC AND FOREIGN

POLICIES.

UNDER THE CURRENT TAX CODE INDIVIDUALS HAVE THE OPTION OF
LISTING ALL THEIR DEDUCTIONS ON THE 1040 FORM OR USING THE SHORT
1040A AND 1040EZ FORMS. OUR PROPOSAL ALLOWS ALIL TAXPAYERS
THE OPTION OF USING THE 1040 WITH ITS DEDUCTIONS OR THE 1040A OR
ITS EQUIVALENT BY USING A MAXIMUM TAX RATE OF UP TO 20 PERCENT.
THIS WILL ELIMINATE THE ENORMOUS EXPENSE AND WASTE OF RECORD
KEEPING, TIME LOSS, NON-PRODUCTIVE SHELTERS, DEDUCTIONS, AND
EXEMPTIONS NEEDED TO FILE AN HONEST TAX RETURN FOR THOSE WHO
CHOOSE TO USE THIS OPTION. TODAY AMERICANS ARE SPENDING BILLIONS
OF DOLLARS ON TAX LAWYERS, ACCOUNTANTS, AND TAX PREPARERS IN A
MANNER THAT IS NON-PRODUCTIVE. 1IT IS FAIR TO SAY THAT FILING
ONE'S INCOME TAXES IS ONE OF THE GREATEST SOURCES OF IRRITATION

1
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TO THE AMERICAN PUBLIC. THERE IS EVIDENCE THAT MANY PEOPLE
WOULD GLADLY PAY A GREATER RATE OF TAXES BY GIVING UP THEIR
DEDUCTIONS JUST TO BE FREE FROM THE HASSLES OF THE PRESENT

SYSTEM.

IN THE COURSE OF OBSERVING THE DEBATE ON TAX REFORM, WE
HAVE COME TO THE CONCLUSION THAT THERE IS CENERARL AGREEMENT THAT
THE TAX CODE IS TOO COMPLICATED, HAS BECOME THE PLAYGROUND OF

SPECIAL INTERESTS, AND DISCOURAGES PRODUCTIVE ECONOMIC ACTIVITY.

WE HAVE OBSERVED THAT THERE IS A SURPRISING DEGREE OF
UNANIMITY ON THIS, AFTER DISCUSSING THESE PROBLEMS WITH THE fAX
CODE WITH MEMBERS OF THE HOUSE WAYS AND MEANS COMMITTEE AND THE
SENATE FINANCE COMMITTEE. VIRTUALLY EVERYONE AGREES THAT AN
UNDERSTANDABLE CODE WITH FEWER DEDUCTIONS AND FEWER RATES IS AN

IMPROVEMENT THAT COULD AND SHOULD BE MADE.

DEREGULATE TAXPAYERS

TAXPAYERS PAY A FORTUNE FOR OUR PRESENT SYSTEM. THE INDIVI-
DUAL TAXPAYERS FACE MORE REGULATIONS AND UNFAIR GUIDELINES THAN
ANY SPECIAL INTEREST GROUP IN AMERICA TODAY. THEY ARE SO
INTIMIDATED FROM HASSLES AND AUDITS THAT THEY ARE BECOMING EVER
MORE DISCOURAGED AND EVEN AFRAID TO DO TAX PREPARATION BY

THEMSELVES.
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AS AN EXAMPLE OF THE WASTE IN THE PRESENT SYSTEM, THE DOLLAR
COST OF COMPLYING WITH THE PRESENT CODE IS CONSERVATIVELY
ESTIMATED AT $17 BILLION A YEAR.” THE COST IN INTIMIDATION,
RECORD KEEPING, AND I.R.S. AUDITS IS A MUCH HIGHER FIGURE. THE
VALUE OF ESCAPING THE COSTS OF ACCOUNTANTS, LAWYERS, AND OTHER
PREPARERS WOULD ALLOW THE GOVERNMENT TO RAJSE EVEN MORE REVENUE
THAN THE PRESENT CODE DOES. THOSE WITH HIGHER INCOMES WHO DEVOTE
SUBSTANTIAL TIME AND MONEY TO RECORD-KEEPING, AND LEGAL AND
ACCOUNTING SERVICES WOULD FIND 1T EASIER TO SIMPLY EARN AND

REPORT MORE INCOME.

A MAJORITY OF THOSE IN THE CONGRESS WHO HAVE ENDORSED SOME
TYPE OF TAX REFORM BILL HAVE SPONSORED SOME TYPE OF FLAT TAX
LEGISLATION. "“FLAT TAXES" HAVE BECOME BUZZ WORDS FOR REFORM, YET
IT SEEMS THAT ONCE AGAIN THE DEBATE IS LEAVING ITS PRIMARY
OBJECTIVE FOR THE SAKE OF SPECIAL INTEREST GROUPS, AND IT IS
OCCURRING AT THE EXPENSE OF THE INDIVIDUAL TAXPAYERS.

THE ORIGINAL FEDERAL INCOME TAX WAS A FLAT TAX. WITH A FEW
FIXED RATES AND NO DEDUCTIONS, IT WAS POSSIBLE FOR TAXPAYERS TO
EASILY PREDICT THEIR TAX BILL A YEAR IN ADVANCE. THIS TAX
STRUCTURE WAS FAIR, UNDERSTANDABLE, AND SIMPLE. BOTH THE

AMERICAN PEOPLE AND CONGRESS APPRECIATED ITS OBVIOUS MERITS.
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TODAY THE ISSUE HAS GONE FULL CIRCLE, AND THE AMERICAN
PEOPLE ONCE AGAIN WANT A TAX THAT IS FAIR, UNDERSTANDABLE, AND
SIMPLE. BUT HOW CAN CONGRESS AGAIN MAKE THAT WH1CH IS POLITICAL-

LY DESIRABLE POLITICALLY FEASIBLE?

AN OPTIONAL FLAT TAX

FREE THE EAGLE PROPOSES AN ALTERNATIVE TAX PROPOSAL THAT THE
ADMINISTRATION AND CONGRESSIONAL TAX PROPCSALS HAVE NOT AD-
DRESSED. WE PROPOSE TO GIVE TAXPAYERS A CHOICE BETWEEN USING
THE CURRENT TAX SYSTEM, WITH ITS HIGH RATES, MANY DEDUCTIONS, AND
COMPLICATED TAX FORMS; OR A FIAT TAX, WITH NO DEDUCTIONS, MUCH
LOWER RATES, AND SIMPLE TAX FORMS. WE PROPOSE AN OPTIONAL FLAT
TAX ON GROSS INCOME WITH NO DEDUCTIONS, FOR THOSE WHO WANT TO GET

OFF THE DEDUCTION TREADMILL. -

WE BELIEZVE EVERYONE HAS OVERLOOKED THE OBVIOUS: WE ALREADY
HAVE A SIMPLIFIED TAX PLAN IN THE TAX CODE. IT IS NOT NECESSARY
TO SCRAP THE CURRENT LAW OR CLOSE ALL THE "LOOPHOLES" TO INSTIT~
UTE A SIMPLIFIED FLAT TAX. ALL CCNGRESS NEED DO IS PROVIDE AN
INCENTIVE FCR ALL TAXPAYERS TO USE THE SIMPLE FEDERAL TAX FORMS

THAT ALREADY EXIST.

THE FORMS ARE THE 1040A, KNOWN AS THE "SHORT FORM," AND, FOR
THOSE WHO ARE SINGLE AND HAVE NO DEPENDENTS, THE 1040EZ. THE
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SHORT FORM IS SO SIMPLE AND UNDERSTANDABLE THAT MILLIONS OF
AMER&CANS FILL IT OUT EVERY YEAR WITHOUT THE HELP OF AN ACCOUN~
TANT OR TAX PREPARER. LAST YEAR, MORE THAN 60 PERCENT OF ALL

TAXPAYERS USED IT.

WE PROPOSE THAT CONGRESS ADD THE FOLLOWING SENTENCE TO THE
TAX CODE: "TAXPAYERS WHO FILE A 1040A OR 1040EZ OR ITS EQUIVA-
LENT WOULD BE REQUIRED TO PAY A MAXIMUM OF 20 PERCENT OF THEIR
GROSS INCOME." THIS IS BASED ON THE STATISTICS WE HAVE RECEIVED
FROM POLYCONOMICS AND OTHER AUTHORITIES ON THE ECONOMICS OF

TAXATION.1

THE AVERAGE EFFECTIVE RATE NOW PAID BY THOSE EARNING
$50-75,000 A YEAR IN GROSS INCOME IS 18.2 PERCENT. LOWER TAX
RATES FOR LOWER INCOME GROUPS UNDER GURRENT LAW WOULD STILL‘
APPLY. THE OPTIONAL FLAT TAX IS A MAXIMUM TAX AND NOT A MINIMUM
TAX, SO IT WOULD NOT CAUSE ANY HARM TO THE POOR. BY WAY OF
COMPARISON, THIS WOULD ALLOW SOME TAXPAYERS TO OPT FOR AN
EQUAL OR HIGHER RATE OF TAXES FOR THE PRIVILEGE OF SIMPLICITY AND
DOING AWAY WITH THE WHOLE RECORD KEEPING/AUDIT FUNCTION,

1poLYCONOMICS, INC. Politcal and Economic Communications
Morristown, N.J. 07960

SHEA AND GARDNER washington, D.C.
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A VOLUNTARY TAX INCREASE

HOWARD J. RUFF, FREE THE EAGLE'S CHAIRMAN, NOTED PUBLISHER,
AND FINANCIAL ADVISOR POINTED OUT THAT “THROUGH COMPLEX (AND
EXPENSIVE) LEGAL AND FINANCIAL STRATEGIES, THE PURCHASE OF SOME
COCKAMAMIE TAX SHELTERS, EXEMPTIONS, DEDUCTIONS, TAX PREFERENCES,
TAX CREDITS, AND REAL ESTATE DEPRECIATION, I HAVE MY TAX BILL
DOWN BELOW 10 PERCENT. BUT I'D GIVE THAT UP AND PAY 20 PERCENT
IF I DIDN'T HAVE TO EXPEND SO MUCH ENERGY AND CAPITAL. I WOULD
RUSH TO VOLUNTEER FOR A PERSONAL TAX INCREASE AND I WOULD BE
WILLING TO BET THE BUDGET THAT MILLIONS OF KIGH~-INCOME AMERICANS

WOULD DO EXACTLY THE SAME."

SPECIAL INTERESTS DERAIL FLAT TAXES

UNFORTUNATELY, THE PRESENT TAX CODE AND MOST OF THE CURRENT
TAX PROPOSALS SUFFER FROM AN ACHILLES' HEEL THAT DOOMS THEM.
THEY REQUIRE A COMPLETE OVERHAUL OF THE TAX CODE, ELIMINATING
MOST OF THE POPULAR TAX BENEFITS, SUCH AS FAVORABLE CAPITAL GAINS
TREATMENT AND DEDUCTIONS FOR STATE AND LOCAL TAXES AND CHARITABLE
CONTRIBUTIONS. WHENEVER CONGRESS TRIES TO CLCSE A POPULAR
LOOPHOLE OR TAX BENEFIT, SPECIAL INTEREST GROUPS FIGHT BACK AND
KEEP IT FROM HAPPENING. I THINK YOU KNOW WHAT I AM TALKING
ABOUT. AND BECAUSE THESE PROPOSALS WOULD DO AWAY WITH MUCH OF

THE EXISTING CODE, THE “ALL OR NOTHING" RESULTS HAVE LEFT US WITH
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NO REAL FLAT TAX, WHILE THE SPECIAL INTERESTS GROUPS HAVE

SUCCESSFULLY STALLED PROGRESS ON THIS FRONT.

THE OPTIONAL FLAT TAX WOULD FORCE THE PRESENT TAX DEDUCTIONS
TO COMPETE WITH A CLEAR AND UNDERSTANDABLE RATE OF TAXATION. IT
WOULD PROVIDE A PILOT PROGRAM FOR BROADER USE OF MANDATORY FLAT
TAXES LATER. IN THE MEANTIME, WE ARE NOT THROWING OUT THE REST
OF THE CODE. THIS IS A MODEST STEP WHICH WILL HELP RESTORE

CREDIBILITY TO THE TAX CODE. h

THIS PLAW IS ALSO POLITICALLY FEASIBLE. BY BEING OPTIONAL,
IT WOULD MERELY SIT ALONGSIDE THE REST OF THE EXISTING CODE. IF
INDIVIDUALS FEEL THIS OPTION IS5 NOT TO THEIR BENEFIT, THEY DO
NOT HAVE TO USE IT. THE OPTIONAL FLAT TAX GIVES TAXPAYERS AN
OPPORTUNITY TO ABANDON A TAX CODE THAT IS OVERSIZED AND INTIMI-

DATING.

I.R.S. STATISTICS INDICATE THAT SOME 44 PERCENT OF ALL TAX-
PAYERS ARE USING PROFESSIONAL PREPARERS. THIS IS UP FROM 37
PERCENT JUST THREE YEARS AGO. ALMOST TWO-THIRDS OF THIS YEAR'S
1040 "LONG FORM" FILERS HIRED PREPARERS WHICH AMOUNTS TO NEARLY A

15 PERCENT INCREASE FROM LAST YEAR.

ABOUT IMPLEMENTING AN OPTIONAL MAXIMUM TAX AT 20 PERCENT ON
GROSS INCOME WITH NO DEDUCTIONS, POLYCONOMICS SAYS ". . . CON-

- SIDERABLE ACADEMIC RESEARCH INDICATES THAT THE AMOUNT OF TAXABLE
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INCOME WOULD QUICKLY EXPAND, PERMITTING FURTHER RATE REDUCTIONS.
WITH THE REDUCTION OF MARGINAL TAX RATES FROM 1981~1983, REVENUES
COLLECTED FROM THOSE REPORTING INCOMES ABOVE $150,000 ROSE BY

75.7 PERCENT.

ALTHOUGH A 20 PERCENT MAXIMUM TAX WOULD APPEAR TO REDUCE
STATIC REVENUES FROM THOSE REPORTING INCOMES ABOVE $75,000 BY AS
MUCH AS $5.76 BILLION (IN 1983)--OR 2.1 PERCENT OF TOTAL INDIV~-
IDUAL TAX REVENUE-~THE ACTUAL EFFECT WOULD INSTEAD BE A REPEAT OF
THE HUGE REVENUE GAINS OF 1982-83. IT WOULD ALLOW THE TREASUR{
TO COLLECT SOME OF THE MONEY WHICH NOW GOES FOR COMPLIANCE

COSTS."

SEVERAL COUNTRIES OFFER AN ALTERNATIVE Y“MAXIMUM TAX" THAT
LIMITS THE TOTAL TAX AS PERCENTAGE OF GROSS INCOME. THIS ALSO
LIMITS A MARGINAL TAX RATE, SINCE THE AVERAGE AND MARGINAL RATES
BECOME THE SAME ONCE THE LIMIT IS REACHED. 1IN HONG KONG, THE TOP
MARGINAL TAX RATE IS 25 PERCENT BUT THE MAXIMUM TAX RATE IS 17
PERCENT. 1IN SWITZERLAND, THE TOP NATIONAL TAX BRACKET IS 13.2
PERCENT, BUT THE MAXIMUM TAX IS 11.5 PERCENT. A SIMILAR CONCEPT
IS BEING UTILIZED IN THIS COUNTRY BY THE STATE OF NEW JERSEY.Z?

AN ADDITIONAL ADVANTAGE OF THIS PROVISION IS THAT IT CAN BE
ADDED TO ANY TAX BILL NOW BEING CONSIDERED BY THIS COMMITTEE, OR

2pOLYCONOMICS
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PASSED AS PART OF OTHER LEGISLATION. IF TAX REFORM BOGS DOWN, IT
COULD STILL BE ADDED AS A WIDELY POPULAR IMPROVEMENT IN THE
CURRENT TAX LAW. EVEN IF THERE IS NO ACTION ON CORPORATE AND
BUSINESS TAXES, THIS PROVISION CAN STILL GIVE MILLIONS OF
AMERICANS RELIET® FROM A SYSTEM WHICH IS BECOMING SO OVERGROWN AS

TO BE IMPASSABLE.

THE OPTIONAL FLAT TAX IS TAILORED FOR INDIVIDUAL TAX RETURN
FILERS. MOST TAX REVENUES COLLECTED COME FROM INDIVIDUALS AND
NOT CORPORATIONS. ALAN REYNOLDS, VICE-PRESIDENT OF POLYCON-
OMICS, INC. SAID: "“BY FAR THE LARGEST TAX ON CAPITAL, BOTH IN
TERMS OF DOLLARS AND MARGINAL RATES, IS THE INDIVIDUAL INCOME

TAX. . . "

CORPORATE INCOME TAXES ACCOUNT FOR ONLY 8 PERCENT OF TOTAL
REVENUE, AND EFFECTIVE MARGINAL KATES ARE TYPICALLY LOW =-- ABOUT
15 PERCENT -- PARTICULARLY ON LEVERAGE INVESTMENTS. IT SEEMS
WHILE CORPORATIONS AND SIMILAR INTEREST GROUPS HAVE BEEN MAKING
MOST OF THE NOISE, THE INDIVIDUAL TAXPAYER HAS BEEN BEARING MOST
OF THE TAX BURDEN. 1IT MAKES SENSE TO RAISE THE GREATEST PART OF
REVENUES IN AS EASY AND EFFICIENT MANNER AS POSSIBLE.

TAXES HAVE DYNAMIC EFFECTS ON THE EFFICIENCY OF OUR ECO-
NOMY. WE DO NOT KNOW OF ANY STATISTICS THAT INDICATE THERE WILL
EVER BE A PERFECTLY REVENUE NEUTRAL TAX PROPOSAL AS LONG AS A

-
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MAJORITY OF CONGRESS GIVES IN TO "TAX TAX-~SPEND SPEND" POLI-
CIES. MOREOVER, WE BELIEVE THAT BY CUTTING THE MARGINAL RATE TO
A MAXIMUM OF 20 PERCENT THE TREASURY WILL ACTUALLY INCREASE TAX
REVENUES. IT IS ESTIMATED THAT ON THE COMPARATIVELY SMALL 1981
REDUCTIONS IN MARGINAL TAX RATES CAUSED FEDERAL REVENUES TO RISE
BY AN EXTRA 1-4 PERCENT MERELY BECAUSE OF DESIRED SUBSTITUTION OF

TAXABLE SALARIES FOR TAX-FREE PERKS.

FREE THE EAGLE BEGAN MENTIONING THIS IDEA IN OUR NEWSLETTER
SEVERAL MONTHS AGO. WE RECEIVED A GREATER RESPONSE ON THIS ISSUE
THAN ANY OTHER IN SEVERAL YEARS. WE BELIEVE THAT THE TIME HAS
COME FOR THIS REFORM. NOT ONLY WILL IT SERVE AS A TRANSITION, IT
WILL FINESSE THE OBJECTIONS OF SPECIAL INTERESTS WHO FEED ON THE
TAX CODE. NO LOOPHOLE HAS TO BE CLOSED, BECAUSE IT WILL ALLOW
THE PUBLIC A CHOICE AS TO HOW THEY WILL PAY THEIR FAIR TAX.

DR. ARTHUR B. LAFFER, A NOTED ECONOMIST BASED IN SOUTHERN
CALIFORNIA, SAID THE FOLLOWING IN AN ARTICLE HE WROTE ABOUT THE
OPTIONAL FLAT TAX: "THE MOVEMENT TOWARD A SIMPLER TAX SYSTEM
WITH LOWER TAX RATES SHOULD NOT BE ALLOWED TO GET BOGGED DOWN IN
INTERMINABLE DEBATES OVER THIS DEDUCTION VERSUS THAT SPECIAL
INTEREST GROUP. THE DESIRE OF THE AMERICAN PUBLIC FOR A SIMPLER,
FAIRER TAX COULDN'T BE CLEARER. IF OUR ELECTED REPRESENTATIVES
CAN'T MAKE THE DECISION ABOUT WHETHER OR NOT THE BENEFITS OF A
SIMPLER TAX WITH LOWER TAX RATES ARE GREATER THAN THE LOSS OF

10
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THOSE TREASURED DEDUCTIONS, THEN THEY SHOULD LET THE AMERICAN
TAXPAYER DECIDE. THOSE WHO INSIST ON KEEPING THE DEDUCTIONS AND
COMPLEXITY CAN FACE THE HIGHER TAX RATES. WHILE THOSE WHO PREFER
A SIMPLE TAX SYSTEM WITH A LOW TAX RATE CAN ELECT TO FORGO THE

DEDUCTIONS."

FREE THE EAGLE IS WORKING ON HAVING THIS LEGISLATION
INTRODUCED. WE BELIEVE THAT IT WILL BE AN IDEA WHICH WILL BE
POPULAR WITH YOUR CONSTITUENTS FOR THE REASONS WE HAVE MENTIONED.

MILLIONS OF AMERICANS ARE YEARNING TO BREATH THE FREE AIR OF
LITTLE OR NO HASSLES FROM THEIR FEDERAL INCOME TAX. FREE THE
EAGLE BELIEVES THIS OPTIONAL FLAT TAX WOULD BE A MAJOR STRIDE

IN THAT DIRECTION.

THANK YOU.

11

55-633 0 - 86 - 6
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Senator Symms. Senator Long.

Senator Long. Mr. Kelso, I discussed the aspects of the Treasury
recommendation concerning employee stock ownership with Presi-
dent Reagan; and President Reagan assured me, and the Secretary
of the Treasury was there, and he assured Mr. Pearlman, and the
Vice President was also there at the time, that he is for employee
stock ownership. He doesn’t want to do anything to hurt it. Now, I
have heard all sorts of expressions of concern that various provi-
sions in this so-called tax reform bill on the House side could be
very harmful to employee stock ownership. Would you be willing to
tell us which, if any, of those recommendations that are being con-
sidered would be the most devastating and most harmful to the em-
ployee stock ownership efforts?

Mr. KEeLso. I think, Senator, the one that requires the rollout
every 84 months is an absolute disaster. It misconceives——

Senator Long. What do you mean—rollout very 84 months?

Mr. KeLso. That the employee must be able to take down his
stock within 84 months. The ESOP is one of the tools designed to
bring about full employment American style in the U.S. economy.
That means that people who go into the labor market, into the eco-
nomic order, as labor workers must immediately begin to pick u
power as capital workers sufficient so that, by the time they reac
retirement age, they can retire from the labor market but stay as
capital workers the rest of their lives, being self-supporting. This
device is based on the assumption that the object of ESOP legisla-
tion is to simply get stock certificates in the hands of the emploir-
ees 80 that they can play the stock market game. And every stock-
broker in the world will be after them to swap it for some of those
low-yield, second-hand securities that are sold on Wall Street.

Senator LonGc. Wouldn’t that be about the same as if you re-
quired a pension plan that after 7 years’ accumulation, even among
the young workers, you pay the money out so they can spend it if
they want to? .

Mr. KeLso. Yes, it would. It is even worse because, of course, the
ESOP is more powerful than pensions are.

Senator LonG. But basically, as I understand the philosophy of
this employee stock ownership movement, we all want the employ-
ee to go spend the money and wind up poor—we want him to keep
it and get rich.

Mr. KevLso. That is exactly the point to the story. What Congress
did in 1984 by making the wages of capital deductible to the corpo-
ration like the wages of labor is a wonderful advance. I mean, it
was a tremendous thing, but it begins to enable people who have
ESOP’s—and it would do this for the other seven tools—to first pay
for their capital and then get its income. This takes the pressure
off the economy from employees’ demanding more and more pay
for less and less work, which is what happens under our stone age
economic policy that says it doesn’t make any difference who owns
the capital as long as there is plenty of it around. Well, that is
what brought us to the disaster we are in. But every one of those
provisions in the pending legislation that affect P’s is a bad
provision. They are as good as they can be at this point; and inas-
much as they are such a teeny bit of the American economy. If you
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add up mergers, acquisitions and leverage buyouts, 49 out of every
50 of those is a non-ESOP transaction. Now, that is——

Senator LonG. I would like to ask you some other things. And I
will ask you to expand on that and put it in writing so we can put
it in the record.

Mr. KeLso. I shall do that. Thank you.

[The prepared information of Mr. Kelso follows:]
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PRESS RELEASE

LOUIS KELSO WILL TESTIFY BEFORE THE
SENATE FINANCE COMMITTEE ON THURSDAY,
OCTOBER 10TH, ON "ALTERNATIVE TAX
PROPOSALS."

IN ESSENCE, HE WILL SAY THAT THE ONLY
WAY IN WHICH FEDERAL TAXES CAN BE
REDUCED WHILE BRINGING ABOUT BOTH A
BALANCED FEDERAL BUDGET AND THE FULL
DEGREE OF PROSPERITY THAT THE ECONOMY
CAN EASILY PRODUCE, AND THAT PEOPLE BOTH
DESIRE AND DESERVE, IS TO CORRECT THE
STRATEGIC FACTUAL ERROR IN THE NATIONAL
ECONOMIC POLICY.

THAT POLICY, BELATEDLY FORMALIZED IN
THE (FULL) EMPLOYMENT ACT OF 1946, IMPOSES
ON THE POPULATION THE DUTY TO USE ITS BEST
EFFORTS TO ENABLE EVERY FAMILY TO EARN
THE INCOME IT WANTS TO SUPPORT ITS LIVING
STYLE THROUGH CONVENTIONAL EMPLOYMENT
— THE RENDERING OF LABOR OR PERFORMING
SERVICES FOR PAY — BY ONE OR MORE OF ITS
MEMBERS. TO THE EXTENT THAT DOES NOT
SUFFICE, AND ITS ADEQUACY DIMINISHES YEAR
BY YEAR, GOVERNMENT MUST PROVIDE
WELFARE.

TODAY OVER ONE-HALF OF ALL TAXES,
FEDERAL AND STATE, ARE LEVIED ON PEOPLE
WHO EARN INCOME, IN ORDER TO TRANSFER
THAT INCOME TO PEOPLE WHO NEED MORE
INCOME! FURTHERMORE, GOVERNMENTAL
REDISTRIBUTION MUST INCREASE FROM YEAR TO
YEAR FOR THE SIMPLE REASON THAT THE PACE
OF THE TWO-CENTURIES OLD INDUSTRIAL
REVOLUTION ACCELERATES AND CHANGES THE
WAY THAT GOODS AND SERVICES ARE
PRODUCED, BUT IN ONLY ONE DIRECTION: FROM
LABOR INTENSIVE TO CAPITAL INTENSIVE.

KELSO USES THIS DIAGRAM TO DRIVE HOME
THE POINT:
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HE CONCEDES THAT THE INFORMATION
CONVEYED BY HIS DIAGRAMS ARE ONLY
APPROXIMATIONS, FOR THE SIMPLE REASON
THAT STATISTICS ARE NOT DESIGNED TO SHOW
THE TWO-FACTOR REALITY, BUT ONLY TO
REFLECT THE FACTUALLY ERRONEOUS
ECONOMIC POLICY: THAT THE ONLY LEGITIMATE
WAY TO PARTICIPATE IN PRODUCTION AND EARN
INCOME IS TO WORK; TO EMPLOY THE POWERS OF
YOUR MIND AND BODY.

KELSO BELIEVES HIS ESTIMATES ARE
CONSERVATIVE WHEN HE SAYS THAT WHILE
LABOR WORKERS IN COLONIAL TIMES PROVIDED
95% OF THE PRODUCTIVE INPUT, AND CAPITAL
WORKERS (PEOPLE WHO ENGAGE IN PRODUCTION
AND EARN INCOME THROUGH THEIR PRIVATELY
OWNED CAPITAL*) ONLY 5% OF PRODUCTIVE
INPUT, TODAY THE RELATIVE INPUTS OF LABOR
WORKERS AND CAPITAL WORKERS ARE ALMOST
REVERSED: 90% CAPITAL WORKER INPUT AND
10% LABOR WORKER INPUT.

* Normally represented today by Common Stock.

2000
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BUT THE TAX AND SOCIAL CATASTROPHIES
EMBEDDED IN THIS FACTUAL EVOLUTION OVER
THE PERIOD OF THE INDUSTRIAL REVYOLUTION
APPEAR FROM THE FOLLOWING DIAGRAM:

THE CONGENTRATION of the OWNERSHIP of
CAPITAL OVER the PERIOD of the

INDUSTRIAL REVOLUTION
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NOT ONLY ARE CAPITAL WORKERS TODAY
A MERE 5% OF THE FAMILIES IN THE U.S., JUST AS
THEY WERE IN COLONIAL TIMES, BUT CAPITAL,
AS ONE OF THE TWO ALTERNATIVE WAYS FOR
PEOPLE TO ENGAGE IN PRODUCTION, IS
THOUSANDS OF TIMES MORE POWERFUL THAN IN
THE EARLY YEARS OF AMERICAN HISTORY, AND
LABOR, IF IT WERE COMPETITIVELY EVALUATED
AS QUR COMMITMENT TO THE FREE MARKET
"ECONOMICS CALLS FOR, IS SUBSTANTIALLY LESS
VALUABLE, ADJUSTING FOR INFLATION.

THUS, THE ECONOMY OPERATES, HOWEVER
INADEQUATELY FOR MOST PEOPLE, ON
REDISTRIBUTION — MOSTLY BY GOVERNMENT
TAXATION, AND WHEN THAT IS NOT ENOUGH, BY
GOVERNMENT DEBT, PRIVATE DEBT AND
BOONDOGGLE-EMPLOYMENT SUBSIDIZED TO GIVE -~
CREDIBILITY TO AN ERRONEOUS ECONOMIC
POLICY.
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SINCE 1932, MOST OF THE ENERGIES OF
CONGRESS AND THE GOVERNMENT'S
BUREAUCRACIES HAVE BEEN DEVOTED TO THESE
REDISTRIBUTIVE ACTIVITIES.

- "AMERICA HAS A RENDEZVOUS WITH
DESTINY..." INTONED FRANKLIN D. ROOSEVELT IN
1933. AND SO IT HAS, AGREES KELSO. BUT NOT
WITH THE SOCIALIST DESTINY OF
REDISTRIBUTING INCOME THROUGH TAXATION
AND BOONDOGGLE FROM THGSE WHO EARN IT TO
THOSE WHO NEED IT, BUT WITH THE DESTINY OF
FULFILLING THE COMMITMENTS OF THE
AMERICAN CONSTITUTION TO ENABLE EVERY
FAMILY TO EARN ITS OWN LIVING AS THEY DID,
BY DESIGN OF NATURE, IN THE PREINDUSTRIAL
WORLD.

KELSO, BY READING THE CONSTITUTION IN
THE LIGHT OF THERE BEING TWO WAYS FOR
PEOPLE TO PARTICIPATE IN PRODUCTION AND
EARN INCOME IN AN INDUSTRIAL AGE — EITHER
AS LABOR (OR SERVICE) WORKERS, OR AS
CAPITAL WORKERS, INTERPRETS THAT WISE
DOCUMENT TO MEAN THAT THE FIRST DUTY OF
GOVERNMENT TOWARDS CITIZENS, AFTER GIVING
THEM PEACE AND PHYSICAL PROTECTION, IS TO
ENABLE THEM TO BE ECONOMICALLY
AUTONOMOUS, AS GOD MADE THEM IN THE FIRST
PLACE. WITHOUT THAT, SAYS KELSO, THERE IS
NO RIGHT TO LIFE, OR LIBERTY, OR ECONOMIC
HAPPINESS.

— IF INSTITUTIONS CREATED BY
GOVERNMENT DESTROY THE VALUE OF A
MAN'S LABOR POWER BY ENCOURAGING
TECHNOLOGICAL ~ INNOVATION, "DUE
PROCESS" DEMANDS INSTITUTIONAL
ARRANGMENTS, LIKE THE ESOP AND THE
SEVEN OTHER TWO-FACTOR FINANCING
STRATEGIES, THAT ENABLE PEOPLE
LEGITIMATELY TO BECOME CAPITAL
WORKERS.

— [IF LEGITIMATE ACCESS TO CARITAL
CREDIT IS THE BEST — PERHAPS THE
ONLY -~ WAY FOR THE 95% OF PEOPLE
WITHOUT SIGNIFICANT NON-
RESIDENTIAL SAVINGS TO BECOME
CAPITAL WORKERS, AND ACCESS TO
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CAPITAL CREDIT IS A MATTER OF LAWS,
THEN EQUAL PROTECTION OF THE LAWS
CONDEMNS PRESENT CONVENTIONAL
CAPITAL FINANCING TECHNIQUES AS
UNCONSTITUTIONAL; THEY MAKE
CAPITAL CREDIT ACCESSIBLE TO THE
ALREADY WELL CAPITALIZED RICH, WHO
RELATIVELY, AND OFTEN ABSOLUTELY,
DO NOT NEED IT, AND DENY IT TO THE
UNCAPITALIZED MANY WHO ARE BEING
FORCED TO BECOME WARDS OF PUBLIC
CHARITY — WELFARE — WITHOUT IT.

KELSO INSISTS THAT HIS OBSERVATIONS
ARE NOT IDLE SPECULATION. THIRTY YEARS
AGO, HE INVENTED THE EMPLOYEE STOCK
OWNERSHIP PLAN OR ESOP, NOT TO RESCUE SICK
CORPORATIONS — FOR WHICH MANY "EXPERTS"
HAVE USED IT — BUT TO KEEP THE ENTIRE
ECONOMY FROM GETTING SICK, AS HE SEESIT TO
BE TODAY; TO ENABLE IT TO ENJOY IN PRACTICE
THE HIGH PROSPERITY AND PEACE THAT ITS
TECHNOLOGICAL ACCOMPLISHMENTS (AND THOSE
OF GCTHER NATIONS) MAKE PHYSICALLY
POSSIBLE. -

CONGRESS HAS ALREADY ENACTED SOME
20 LAWS TO IMPROVE THE EFFECTIVENESS AND
ATTRACTIVENESS OF THE ESOP. BUT IT STILL
MAINTAINS THE NATION'S STONE AGE ECONOMIC
POLICY THAT CONDEMNS 95% OF THE FAMILIES
TO EARN (OR PRETEND TO EARN) THEIR LIVINGS
AS LABOR WORKERS. THAT ECONOMIC POLICY —
THE EMPLOYMENT ACT OF 1246 — PROCLAIMS
FROM THE SUMMIT OF OUR GOVERNMENT A
TERRIBLY MISLEADING FALSEHOOD: THAT THE
ONLY WAY LEGITIMATELY TO PARTICIPATE IN
PRODUCTION AND TO EARN INCOME IS TO WORK;
AND THAT CAPITAL IS A MERE CATALYTIC
AGENT: IT MAKES NO DIFFERENCE WHO OWNS IT,
SO LONG AS THERE IS PLENTY OF IT AVAILABLE.
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THE TRUTH, THE SIMPLE, UNQUESTIONABLE
TRUTH, IS THAT, WHILE THERE ARE MANY SAD
BFFECTS OF POVERTY, THERE IS BUT ONE SIMPLE
CAUSE.

POEPLE ARE POOR BECAUSE THEY
DO NOT OWN SUFFICIENT
CAPITAL.

KELSO HAS DEVELOPED SEVEN OTHER
CAPITAL FINANCING STRATEGIES BESIDES THE
ESOP. EACH INCORPORATES THE LOGIC OF THE
ESOP.

THAT LOGIC IS TO ENABLE THE CAPITAL
BUYER, NO MATTER WHAT HIS STATION IN LIFE,
WHETHER A VIGOROUS AND SKILLED WORKER,
OR AN AGED OR INFIRM PERSON, TO BUY
PRODUCTIVE, INCOME-EARNING CAPITAL, AND
TO PAY FOR THAT CAPITAL OUT OF ITS OWN
INCOME, WITH THE FEASIBILITY RISK, THE RISK
THAT IT MIGHT NOT MAKE TIMELY AND FULL
REPAYMENT, BEING COMMERICALY AND
COMPETITIVELY INSURED, LIKE OTHER BUSINESS
RISKS.

SINCE THE ONLY ECONOMICALLY
LEGITIMATE WAY TO GAIN INCOME IN A FREE
MARKET, PRIVATE PROPERTY, DEMOCRATIZED
CAPITALISIT ECONOMY, IS TO EARN IT, THE
AMERICAN ECONOMIC POLICY SHOULD CALL FOR
"LIFETIME EMPLOYMENT -~ AMERICAN STYLE."
MOST PEOPLE WOULD BEGIN THIER LIVES AS
LABOR WORKERS; GO THROUGH THEIR MIDDLE
YEARS GAINING EARNING POWER AS CAPITAL
WORKERS, AND THEN, AT A TIME THAT MAKES
SENSE TO THOSE CONCERNED, RETIRE FROM THE
LABOR-WORKING WORLD TO LIFETIME CAPITAL
WORK.

ARRANGEMENTS LIKE SOCIAL SECURITY
AND PENSIONS, AND LIFE INSURANCE (AS
DISTINGUISHED FROM PORTFOLIO INSURANCE)
MIGHT BE RETAINED AS SAFETY NETS, ONLY TO
BE USED IF AND WHEN SOME STRANGE
COMBINATION OF FACTS IMPAIRS THE ADEQUACY
OF "LIFETIME EMPLOYMENT - AMERICAN STYLE."
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Senator Long. What do you think about the voting rights prob-
lem in this matter?

Mr. KEeLso. I think that the voting rights are part of stockhold-
ers’ rights and that employees should have voting rights as soon as
it is feasible under the financing concepts that our economy has.
Lenders who loan great amounts to enable employees to step up
and buy companies without taking anything out of their pockets or
paychecks are concerned about the stability and experience of man-
agement. Now, stockholders can change the management—a major-
ity can—if they want to. So, normally, lenders simply say there
aren’t going to be voting rights passed through on that until the
loan is paid off; but after that employees should have full voting
rights. No question about it.

Senator LoNG. Now, you negotiate many of these plans where
you borrow the money and use that to buy the stock, and the trust-
ee is holding the stock for the benefit of the workers.

Mr. KELso. Yes, sir.

Senator LonG. Now, in that situation, as long as the loan is out-
standing-—let’s say 100 percent of it is outstanding—who ought to
be voting that stock?

Mr. KeLso. Until the loan is paid, the stock is in effect voted by
the committee that is appointed by the board of directors; and that
is because the bankers or insurance companies or whomever have
faith in that board of directors, and they also want to see that they
personally have put in some of their own money. Bankers feel
better about that.

Senator LoNG. Generally speaking, doesn’t it work out that if a
bank is going to make a iloan to somebody to buy a lot of equip-
ment and build a plant, they want to keep their hand on that
money long enough to see that they get their loan paid back?

Mr. KEeLso. Absolutely. Elementary.

Senator LoNG. And so, that being the case, they usually want
that voting power by either stock or the voting power pledged to
them long enough to get their loan paid off. Now, if those employ-
ees don’t know how to vote for things later on, that is their pro
lem after the loan is paid off. But until the loan is paid off, any
smart lender is going to want to have enough sdy to see to it that
they don’t squander his money away.

Mr. KeLso. Absolutely. And of course it gives us, management
and their advisers, 5 or 6 or 7 years to educate emgloyees to under-
stand what it is to be a capital worker. You have to take care of
your capital.

Senator LoNG. Thank you very much.

Senator Symms. Thank you very much, Senator Long. Mr. Kelso,
that is an excellent statement and I want to compliment you on
the material that you presented to the committee, in addition to
what you said. I thank all of you, as a matter of fact, because I find
a great deal of sympathy with all three of the witnesses; but I do
want to direct a question to you, Mr. Houston. Have you done any
estimates? If I understand your proposal correctly, what you are
saying is that you would use the current tax law, allow taxpayers
to elect to use the short form with a maximum tax rate of 20 per-
cent, and it will be revenue neutral?
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Mr. HoustoN. We hope that it is revenue neutral, but we are not
taking any revenue away. We think that the Tax Code is dynamic,
though, and the economy would respond to it positively. And so, it
would actually raise more revenue.

Senator Symms. So, what you are saying is that you can see that
after a few years, that you would have down to where maybe only
10 percent of the people are filing the long form, so it would be
easier to phase it out?

Mr. HoustoN. We think people would figure it both ways to
begin with.

nator SyMMs. Man is a rational being, so I would assume that
they would pay the lowest number.

Mr. HoustoN. To begin with, but the thing about tax shelters—
take the value of a home as a tax deduction. It wears out as a tax
deduction over time. It becomes increasingly unuseful for that pur-
pose. And so, people start to make new tax decisions, and one of
them would be to ask: Should I go to the short form? Avoid the
audit and the recordkeeping function—or should I buy a bigger
house and get a bigger writeoff? We think there is a substantial
body of the public which really doesn’'t want to be in the wheeler-
dealer business of tax shelters. Very few people really are very
gﬁmfortable with that. And this would allow people to opt out of

at.

Senator Symms. The truth of the matter is that with most tax
shelters where people get a bona fide tax deduction out of it, they
usually lose the money. That is the part that is always missing. I
mean, in most cases, you get involved in one of these things where
you get 150 percent tax loss, you usually end up losing the original
capital investment.

Mr. HoustoN. They are very poor investments. That is right.

Senator Symms. In other words, your suggestion is to us the cur-
rent Tax Code and just start allowing a volunteer system to get
more people to file the short form and just phase into 1t without all
this big disruption?

Mr. HoustoNn. That is right.

Senator Symms. Now, Mr. Warren, you would probably approve
of that, wouldn't you? Then you would still have investment tax
credits for your i)lant expansions and so forth.

Mr. WARREN. I would indeed.
Senator Symms. In other words, it wouldn’t disrupt what you are
trying to do?

Mr. WARREN. No.

Senator Symms. What is that?

Mr. WARReN. What [ am trying to say is only a part of an overall
tax program.

Senator Symms. What you are really in here saying is that there
is a bias in the present Tax Code against savings and that, in order
to mitigate the bias against your capital investment, you need in-
vestment tax credits. And did you say depreciation?

Mr. WaRReN. I am saying a little more than that. I think that
the investment tax credit and the ACRS as it has been used has
really subverted the intent of the law because so much of that has
been used to purchase foreign equipment. It has not created jobs in
this country.
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Senator Symms. All right. I think I get your point. I want to --

thank all three witnesses. I apologize for recessing the committee
now, but if you noticed that everybody left, it wasn’t because of the
quality of the witnesses. It was because there is a vote on the floor
of the Senate right now, and I have just 2% minutes to get over
there and cast mine. Did you want to make one more comment,
Mr. Kelso?

Mr. KEeLso. Yes, I did. I would like to say that the savings impact
of the ESOP and the other seven yet-unused tools on savings is
very, very crucial. It creates current savings for people whe do not
today have savings. Ninety-five percent of all the nonresidential
savings in the United States are in the top 5 percent of wealth
holders. If you really want to open up the savings valve, do it by
changing the economic policy, which can be done by just reinter-
preting the words—I don’t think it even takes a law—and begin-
ning to implement a two-factor policy in which we say that the use
of capital to earn income shouldn’t be limited to an elite. It should
be available to everyone. Then, you make everyone a saver.

Senator Symms. In other words, expand the acceptance of capital-
ism to more and more people. -

Mr. KeLso. That is exactly right.

Senator Symms. It would make for a much more rational Govern-
ment.

Mr. KELso. Democratize it. Democratize economic power. Social
power is composed of political power and economic power. Our
Founding Fathers introduced political democracy into a greexisting
economic democracy, but the industrial revolution just changed the
way goods and services are produced. So, we are no longer an eco-
nomic democracy and that is dangerous.

Senator Symms. All right. I thank all the witnesses very much.
This panel is dismissed; and I would ask Dr. David Bradtord, Dr.
John Makin, and Dr. Norman Ornstein to get prepared to get up to
the table. And as soon as Senator Grassley returns, we will com-
mence the hearing. I apologize, but I have to go.

[Whereupon, at 11:30 a.m., the hearing was recessed.]

AFTER RECESS

Senator GrassLEy. If I could have the attention of everybody, it
is the desire of Senator Symms that I proceed with the neri panel,
panel IV, consisting of Dr. David Bradford, professor of £conomics
and public affairs and associate dean, Woodrow Wilson School,
Princeton University; Dr. John Makin, director of fiscal policy
studies, the AEIL;, and Dr. Normal Ornstein, resident scholar of the
AEI here in Washington, DC. I would ask that you proceed in the
manner in which you are on the agenda. So, it would be Dr. Brad-
ford, if you are prepared to go ahead.

STATEMENT OF DR. DAVID F. BRADFORD, PROFESSOR OF ECO-
NOMICS AND PUBLIC AFFAIRS, AND ASSOCIATE DEAN, WOOD-
ROW WILSON SCHOOL, PRINCETON UNIVERSITY, PRINCETON,
NJ

Dr. BrADFORD. Mr. Chairman, thank you very much for the invi-
tation to discuss with you today an alternative approach to income
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tax reform. There are two ways to fix the income tax, individual
and corporate. One is to pursue a painstaking provision-by-provi-
sion reform. This is the approach taken in the President’s May
1985 proposal, which is now undergoing testing in the Ways and
Means Committee. The outcome may be a substantial change in
the income tax; but at best, it will leave a system with many seri-
ous problems. What are some of the problems? I would mention
four. First, the system will not be simple. Second, the real effects of
the system will continue to be sensitive to the rate of inflation.
Third, the system will continue to tax very differently the returns
received by savers and investors on different forms of saving and
investment. And fourth, the system will continue to impose sepa- -
rate taxes on corporations and individuals.

The alternative approach I have in mind is directed at the fol-
lowing objectives. It should have the simplification advantages of a
VAT. It should be implementable as an add-on to the existing tax,
and in that sense, not be a new tax. It should be implementable on
a small scale, that is, like a VAT it should be possible to institute
the plan at a low rate. And unlike a VAT, it should have the po-
f)eni_;ial to replace the existing income tax entirely on a phased-in

asis.

I call my proposed answer to these four objectives the x tax. The
x tax is based on a scheme developed by Robert Hall and Alvin Ra-
bushka of Stanford University, which has been introduced as a bill

_by Senator DeConcini. The proposal differs from theirs in its
system of rates and in the suggested transition. I describe the ap-
proach—I shall describe it now—as though it were going to be a
total replacement for the income tax; and then I will come back
and explain how one might use the same idea instead, either as a
way simply to supplement the tax or as a way that one could use it
as a phased reform which would ultimately replace the income tax.

So, let me start by describing how it would work if we just
scrapped the income tax and used the x tax. It consists of an inte-
grated two-component system. One component is the compensation
tax, and the other is the business tax. Tﬁg compensation tax is paid
by individuals and families on the basis of wages, salaries, and pen-
sions received. The amount of compensation in excess of personal
allowances, is subject to tax at graduated rates. For example, the
rates of 15, 15, and 35 percent at higher and higher brackets found
in the President’s proposal might be used. In essence, the business
tax is the same as the BTT. It would be filed by all businesses,
whether corporations, partnerships, or proprietorships. The base of
the business tax would consist of the proceeds of sales less the sum
of purchases from other firms and amounts paid to employees as
wages, salaries, or pensions. The business tax would ignore finan-
cisl transactions such as borrowing, payment of dividends or inter-
est. The rate applied to the business tax would be the same as the
top rate on the compensation tax.

e x tax is economically similar to a value-added tax combined
with a graduated wage subsidy. The economics of it is much the
same. It offers, however, significant advantages over a value-added
tax. First, it deals directly and simgly with the regressivity prob-
lem that plagues a value-added tax by providing the graduation in
the compensation tax component. Second, because its quality of
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being an income tax is quite appropriately stressed, it is less vul-
nerable to the tendency to erode the base for exemption of favored
commodities. Third, by splitting off the compensation portion of the
base to be taxed at the employee level, the tax system remeins visi-
ble to everyone, which I regard as an advantage.

The x tax really is simple. The system also solves other problems
that have proven intractable under the existing income tax. In par-
ticular, tax burdens under the x tax are not influenced by infla-
tion. The system automatically integrates individual and business,
including corporate, taxes. The x tax is uniform across assets and
industries and therefore causes much less distortion of business de-
cigsions of all kinds than does the present system. The x tax pro-
vides a convenient mechanism for taxing employee fringe benefits,

- assuming one wants to do so. A fairly simple way is even available
under the x tax to allow retention of the mortg e interest deduc-
tion, even though normally interest is neither ucted nor includ-
ed under the x tax.

That is a rough outline of the tax as a replacement of the income
tax, but it is such a simple tax and on such a broad base that it
could also be employed easily as an add-on to either the existing or
to a reformed income tax to raise additional revenue. For example,
if an x tax with a structure of rates and exemptions running from
15 to 35 percent is determined to be sufficient to cover existing
income tax revenues, then the equivalent of a 10-percent increase
in income tax receipts would be obtainable by an add-on x tax with
the same exemptions and with rates of 1.5, 2.5, and 3.5 percent—in
other words, quite low rates. The information required for the x
tax is already needed to calculate the existing income tax base. It
would require an additional line or two on form 1065 and on sched-
ule C or F of form 1040, but it would be very, very simple.

Now, let me just briefly summarize how one could use the same
technique as a phased replacement entirely of the income tax. The
basic technique would be to start with an add-on tax, for example
at 20 percent of the level that is determined to be sufficient to re-
Isalace the income tax. In my illustrative case, the rates would be 3,

, and 7 percent on the higher and higher brackets. That could
then be combined with an instruction to taxpayers to pay only 80
percent of the bottom line on their income tax return. You pay the
x tax at graduated rates of 3, 5, and 7 percent; then go to the last
line of your income tax return and pay only 80 percent of that. If it
is a rebate, you only get 80 percent of the rebate.

The immediate result of this would be a small tax reduction for
many people and lower marginal rates of income tax and x tax
combined on key activities. As for complete tax reform, in the
future one could simply do more of the same. In stage II, take 40
percent of the x tax and pay only 60 percent of the existing income
tax. In stage III, 69 dpercent of the x tax and 40 percent of the exist-
ing income tax, and so on. One could also stop at an intermediate
phase and thereby obtain some advanta%e of reducing the impor-
tance of the income tax with all of its defects. There would still be
a gain, I believe, if one did that. But the ultimate objective of re-
placing it completely would certainly be what I would argue for.

Senator GrassLEY. Thank you, Dr. Bradford.

Dr. Makin.

[The prepared written statement of Dr. Bradford follows:]
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Statement of David F, Braoforo
Professor of Economics and Public Affairs ana Associate Dean of tne

Woodrow Wilson School, Princeton university
Tax Program Director, National Bureau of Economic Research

Mr Chairman and members of this distinguished committee, thank you
for the invitation to discuss with you today an alternative approach to
Income tax reform. It would obviously be easy to write a book on a
subject so vast, and | neve.' However, in the few minutes at my
disposal | shall try to explain briefly why an alternative approach is
neeged and to provide a sketch of a system that seems to me to have
consideraple merit.

Income tax reform is on the agenda because of the widespread
belief that the system has become too compiicated, that tne rates are
too nigh, and that the various provisions give rise to an unfalir
distrioution of the tax burden. The tax system is seen as interfering

too much with day-to-day economic decisfons, ana permitting too many

.untangling the Income Tax, to be pubiished by Harvarad University Press
as a Committee for Economic Development supplementary paper. The views
expressed in this statement are entirely my own and do not represent the
position of Princeton University, the National Bureau of Economic

Research, or the Committee for Economic Development.
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taxpayers to send too few dollars to the Treasury. Each of these points
may oe arguable, but ! propose toaay to accept as given that the income
tax system, in botn its individual and corporate parts, needs to be

repaireda.

The Tragitional Reform Approaches

There are, broadly speaking, two ways to fix the income tax. One
is to pursue a painstaking provisfon-pby-provision reform. This can be
ungertaken either as a long-term, incremental enterprise or as a once-
andg-for-all fix, Many observers woulg say the long-term, incremental
strategy is what got us into the present situation. (1 would argue many
of the shortcomings of the existing system gerive from pursult of the
wreng target.) The once~and-for-ail fix is the aporoach suggested by
the Treasury in its proposal of last Novemoer, a3 well as the approach
taken in the Presiagent’s May 1985 proposal which {s now unaergoing
testing In the Ways ana Means Committee. Tne outcome may be a
substantial cnange in the income tax, but | think at vest 1t will leave
a system with many serious problems.

What are some of the problems? [ would mention four. First, the
system will not be simple. One can quarrel about what simplicity means,
but it s cleerstnat for many taxpayers, including most business
taxpayers, the income tax system that wil)l emerge as a result of the
Adminfstration’s Inftiative will be at least as complicated as the one

we have now. Many people belleve that there 1s an unavoidable trade-off
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between simplicity ana fairness. They tnink that tax complexity, bo.h
in terms of the rules themselves (who can reaa them now?) ang in terms
of the tax planning problems confronting taxpayers, is 8 necessary price
for progressivity. | do not agree.

Second, the real effects of the system will continue to be
sensitive to the rate of inflation, Even if tne Indexing provisions
foreseen for depreclation ang capital gains are retalined In the
leglslation (and It seems unlikely that they will), there will be
serious distortions due to fallure to correct the measurement of
interest payments and receipts for tne inflation element they contain.
This pnenomenon has a corrosive effect on the income tax system that Is
all too little appreciated.

fhira, the system will contl;ue to tax very aifferently the
returns received oy savers and investors on different forms of saving
and investment. A weli-known instance is the difference between the tax
treatments of interest received and capital gains, but tnere.are many
others. Whatever one may think about the capital gains provisions,
there Is no denying the mischief that fs created when economically
similar transactions are taxed very aifferently., The formulation of
special rules in an attempt to meke legal distinctions where economic
alstinctions are virtually nonexistent (as In the difference batween a
capltal gain and other types of yleld from investing) is a major reason

that the tax law I8 3o complicated. inconsistencies In the taxation of

saving ana Investment transactions also deserve much of the blame for
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the regrettable presence in the current law, and in the President’s
reform proposal, of ad hoc patches such as the minimum tax provisions
(the function of which Is largely cosmetic), )Jimits on the deductibillity
of interest, and the surtax on distributions from tax-favored retirement
plans that are In excess of "reasonable levels."

fourth, notwithstanding a possible gesture toward integration
represented by the partial deductioility of alvidends pata from the base
of the corporation !ncome tax, the system will continue to embody an
uneasy amalgam of taxes on corporations ang indiviouals. It Js not that
taxes leviea on corporations are necessarily 8 bad idea, but that the
existing system I8 so unpredictaple In Its Incidence ana so distorting

In 1ts economic effects.

An Alternative Approach

| observed there are two ways to fix the {ncome tax, The first
way, which | have Just reviewed, Invoives a painful, head-on
confrontation with the many‘ﬁeculiar features of the existing system,
tnvolving wrenching political ano economic dislocations. A second
approach I8 to turn to another system, one which could be used in the
short run to reduce the importance of the existing income tax and could
in the long run replace the existing system altogether.

It is common to assume that the new revenue Instrument will have
to be a VAT. The VAT, nowever, suffers from regressivity, which would

inevitably be countered by extremely complex provisions exempting



176

necessitles from the base, and from a host of otner aoministrative
problems. The VAT certainly could not be used to replace the Income tax
entirely, in the short or the long run.

The alternative approach | have in mingd is directea at the

following objectives:

o It should nave the simplification advantages of a VAT,

o It shoula be implementable as an aadg-on to the existing tax (ana
in that sense not be a new tax).

o 1t shouly ve impiementable on a small scale -- that is, like a VAT
it should be possible to Institute the plan at a low level as a
permanent feature of the tax system, using the revenues to finance
efther deficit reduction or reduced reiifance on the the existing
fncome tax rules.

o Unllke a8 VAT, It should have the potential to replace the existing

income tax entirely, on a8 phased-in basis.

Hoping to have picked a neutral name, [ call the proposed system
the X-Tax. The X-tax is based on the scheme developed by Robert Hall
and Alvin Rabushka of Stanford University, wnich nas been {ntroduced as
a pl1! oy Senator DeConcini. The proposai oiffers from thelrs in the
system of rates and in the suggested transition. | shall describe the
approach first as a total replacement for tne existing income tax on
Inalviauals ana corporations (which is now [ think of It), then explain

how it could be used as an agd-on to provide aaditional revenue, or
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phased in to replace the existing Income tax in wnole or in part.
Opviously, | can provide only the barest sketch, which wiil leave many

questions unanswered.

The Xx-Tax as a Replacement for tnhe Income Tax

The X-tax consists of an integrated two-component svstem. One
component (s the compensation tax, and the other is the business tax.
The compensation tax is pald by individuals and famiiies on the basis of
wages, salaries ano pensions recefved. The amount of compensation in
excess of personal allowances is subject to tax at graduated rates. For
example, the rates of 15, 25 and 35 percent found in the President’s
proposal might apply. (1 have not attempted to work out speciflic rates
or brackets, which would depend In part on the extent of spending
programs agopted to replace existing tax provisions.)

A business tax return woulo be filed by all bus!nesses, whether
corporations, partnersnins or proprietorships. The business tax would
be a convenient mechanfsm for collecting at source Income that would
otherwise be taxable to Ingivicuals. The pase of the business tax would
consist of the proceeds of sales less the sum of purchases and amounts
pala employees as wages, salaries or pensions (or cepositea in pension
plans for future payment to employees). The business tax would Ignore
financial transactions, such as borrowing, payment of dividends, etc.
The réfe applied would be the top Inaivicusl rate.

The X tax is economically similar to a value-added tax of the

consumption type ("consumption type" because business outlays for
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capitail purposes are -expenseo‘ immediately, rather than capitalized and
depreciated), combined with a graduated wage subsiay. [t offers,
however, slgnificant advantages over a value-added tax. First, it deals
directly and simoly with the regressivity problem, by providing the
graduation in the compensation tax component. Second; because its
quality of being an Income tax is, quite appropriately, stressed, it is
less vulnerable to erosion through exemption of favoreg commodities ~-
no one ever seems to advocate that grocers be allowed to omit their
receipts from sales of food from the calculation of income subject to
tax, or that roofing companies not Include payments from universities or
local governments. (Such transactions are often excluged from value-
added or retall-saies taxes.) Third, by splitting off the compensation
portion of the base to be taxed at the employee level the tax system
remains visible to everyone, whereas a value-added tax i1s normally paid
(not, of course, borne) by businesses alone. At the same time, such
complexity as remains is only at the firm level.

Tne X-tax really is simple. Two main features account for the
simpifcity. First, all the calculations are made on a cash flow basf(s.
Allowable deductfons occur when money is pald to a supplier; required
fnclusion in the tax base occurs only when money i{s received from an
employer (in the case of the compensation tax) or customer (in the case
of the business tax). OQutlays for business equipment are simply
deaucted when made; conversely, the proceeds of sale of an asset are

simply included fmmediately in the tax base. Complicatea provisions for
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calculating depreciation, speclal rules for fnstalliment sales, intricate
rules for keeping track of inventorfes ~- these and many other difficult
problems In the existing tax system fall away. Second, most financial
transactions removed from the tax base altogether. Of particular
importance is the fact that interest fs nelther deductible by the person
or business that pays it, nor lnCIUAQOIe by the person or business
recelving it. In a sense, the Interest is pre-taxed. In a similar way,
alvidends and caoita! gains arising from earnings at the business level
need not be taxed to the Individual, because they have been, in effect,
already taxed.

Together these two features of the tax calculation result in a
very simple system. The system also solves other probtems that have
proven intractable under the existing tax. In particular, tax burdens
unaer the X-tax are not Influenced by inflation (basfc;TT;v;ecause
interest is nefther deducted nor included and because all outlays and
receipts are taxed in the same year they occur). The system.
automatically integrates indivigual ang ousi;ess (inciuading corporate)
taxes. The X-tax 1s uniform across assets and industries, and therefore
causes much less aistortion of business decisions of all kinags than the
present income tax does. The X-tax provides a convenient mechanism for
taxing employ2e fringe benefits (assuming one wants to do so; the key
operating principle is "no Inclusion, no deduction;" whatever Is
deducted by a business must be on the Inclusion sige of elther another

business or of an employee). A fairiy simple way 1s even avallabie to
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allow retentifon of the mortgage interest deduction. (In essence, keep
the current treatinent: Make the recipient of Interest that nhas been
deducted Include the amount in his tax base. Normally, under the x:tax
interest fs nelther deducted nor fincluded.)

Because capita) outlays by businesses are immediately deducted,
rather tran gepreciatea over a period of years, the economic effect of
tne A~tax is to base tax burdens on the consumption levels of
fnatviaguals. | fing this a positive characteristic of the tax, but many
tax experts feel gifferently. Rather than have the best be the enemy of
the good. it seems sensible to have available a8 way to permit compromise
on the Income vs. consumption aimension. [n the existing tax this fs
very difficult to do without making a mess, basically because of the
treatment of interest. But the X-tax structure could be readily
converted to an Income base, or anything between an income and a
consumption base to a degree to be determined by the outcome of the
policy argument. To be sure, there would be some cost in increased
complexity. But It could be done without sacrificing most of the
simplification advantages of thé X-tax. All that would be reauired
would be to replace expensing of outlays for equipment, structures,
fnventory, etc., by 8 system of capital recovery allowances. It would
pe desirable ana possible to make those allowances Insensitive to
Inflation (by, for example, Indexing them).

Tne flat rate of business taxation together with the noninclusion-

nongeduct fon of Interest gives this system the great advantage that [t
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would be easy to make the dearee tO wnich 1T 1S ON an 1NCOME versus a
consumption basis a simple matter of policy. The trick would be to
permit immediate expensing of whatever fraction of investment Is
aesired, with depreciation of the remaining basis. B8y making the
expensed fraction |, the tax can be put on a consumotfon basis. By
making ft 0, the tax Is put on the traditional income basis. (Because
interest |s nelther deducted nor incluued. problems of portfolifo bias
would not arise.) Peopie wiil differ In their views about what would be
cesirable values for the various parameters of Plan X. Some will want a
more or 8 less progressive compensation tax. Some will want the
expensed fraction equal to 0; others will want it equal to i. It Is
probable that, If the basic approach began to be taken seilfously, most
policy makers would come to favor the consumption approach (for the same

reason the consumption-type VAT seems more common than the income-type).

Use of the X-Tax for Acditfonal Revenue

The X-tax 13 so simple, and on such a broad base, that it coulog
easily be employed as an add-on to either the existing or a reformed
fncome tax to raise additional revenue. For example, |f an X-tax with a
structure of rates ana exemptions running from |5 to 35 percent is
determined to be sufficlent to cover existing income tax revenues, the
equivalent of a 10 percent increase In income tax receipts would be
obtalnable by an add-on X-tax with the same exemptions and rates of 1.5,

2.5, and 3.5 percent,
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The inforrmation required for the X-tax |8 already needed to
calculate the existing income tax base. It would not pe entirely free,
as 1t would reauire an adaitional 1ine or two on Form 1065 and on
Scheaule C or F of Form 1040. But these small additions would be
inatgnificant when compared with, say, calculating indexed depreciation
under CCRS, let aione with the existing minimum tax. The Important
principie is that the t'ax calculation for the X-tax would be entirely

separate from the regular tax.

Phased Replacement of the Income Tax

In my view, a phased Introduction of the X-tax would provide an
attractive alternative to the present path of income tax reform. [t
would Involve exactly the same pasic implementation steps as described
above for aod!tional revenue, but It would be combined with reduction in
the extgtlng fncome tax, not through changes fn the rates or narrowing
the bDase, but through a simple proportional change in the bottom |ine.
For example, the add-on introduction of the X-tax at 20 percent of the
level getermined to be sufficlent to replace the income tax -- on my
f1lustrative assumptions at rates of 3, S5, and 7 percent ~~ could be
combined with an Instruction to taxpayers to pay the sum of the add-on
tax and 80 percent of the existing Income tax, warts and all. The
immediate result would be small tax reductions for many people, and
lower marginal rates (of income tax and X-tax combined) on key
activities (ordinary employment, ordinary business Investment, ordinary

saving at Interest, etc.)
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As for complete tax reform, In the future one could simply do more
of the same. In stage 2, take 40 percent of the X-tax result and pay
only 60 percent of the existing income tax; in stage 3..60 percent of
the X-tax and 40 percent of the existing fncome tax, and 30 on. One
could also stop at an Intermediate phase. Even though It would mean
forgoing the significant adventage of scrapping the whole comp!icated

present system, there would still be a galin from reducing its

importance.

Conclusion

The proposed direction of change now under way may produce an
Imotovement over the existing system. But tt is far from the real
simpiification ano rationalization that is within reach. We may be
about to miss an opportunity for a genuine transformation of the tax
system. Tne approach | have suggested presents an alternative path we
coula follow now toward & system that everyone could understand and
trust, ang that wouid hola to a minimum the distorting effects of taxes

in our economic 1ives,
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STATEMENT OF DR. JOHN H. MAKIN, DIRECTOR OF FISCAL
POLICY STUDIES, AMERICAN ENTERPRISE INSTITUTE, WASH-
INGTON, DC

Dr. MakiN. Thank you, Mr. Chairman. We are pleased to testify
before this distinguished committee on our alternative tax plan.
We believe that the American tax system does need overhaul. We
also believe that collaboration between an economist and a political
scientist might help to shape a sound alternative to the current
system that Congress can realistically consider adopting. The core
of our plan is balanced base broadening, that during its initial 5-
ﬁear phase-in permits a reduction of the top tax rate for house-

olds and corporations to 30 percent. X

While we support the thrust of the President’s plan, it is in our
view hampered by selective base broadening. The burden of base
broadening necessary to provide the revenue to enable a lowering
of tax rates in any tax reform plan is unevenly distributed under
the President’s plan. Total rescission of deductibility of State and
local taxes for households, together with rescission of investment
tax credits and recapture provisions for corporations result in an
uneven distribution of the inevitable costs of transition to a new
system. The President’s plan has, in our view, two other serious

aws. First, indexing for inflation to assure that the level and dis-
tribution of tax burdens is not capriciously altered by inflation is
inadequate and applied unevenly. I might add that, as the bill has
progressed, its inflation indexing features have deteriorated. There
seems to be a built-in problem where you try to treat capital
income properly with indexing provisions. As those provisions
move through the various committees, they tend to be eliminated.
The second problem with the President’s plan is that the phase-in
rules are uneven. Some new provisions would be effective almost
immediately, while others such as the desirable indexing of basis
for capital gains would not take effect until 1991. No plan is per-
fect, and we do not claim perfection for ours; neither do we claim
great originality. We have tried to combine the best features of the
President’s plan with the best features of plans offered by Members
of Cor;gress Elements of the Bradley-Gephardt, Chafee-Stark,
Kemp- asbeot:)dplans are clearly evident in our plan. So, too, is Sen-
ator Packwood’s call for the lowest possible top rate in a system
that is fair, while providing ample incentive for growth.

Let me begin to sketch some of the features of the plan briefly,
and then Norm Ornstein will carry on. tax rates: A triad of rates,
15, 23, 30 for individuals, and 30 percent for corporations. Base
broadening: cut in half the value of all tax expenditures. All deduc-
tions, exemptions, and exclusions currently identified as tax ex-
penditures by the Joint Committee on Taxation would be converted
to tax credits equal to their current value to those in the 15-per-
cent tax bracket. For example, a $2,000 exemption would become a
$300 tax credit; $10 million of accelera depreciation would
become a $1.5 million tax credit, with straight line depreciation
and other normal costs of doing business remaining fully deducti-
ble. ITC goes from 10.6 to 5.3; no recapture is required. And Profes-
sor Bradford has eluded to this as well: Our plan would be fully
indexed for inflation. All provisions expressed as dollar amounts,
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such as the personal exemption for households or cost basis for cap-
ital gains or depreciation in inventory calculations for business,
would- be indexed. This is essential. If you are going to stick with
an income tax system, you have got to treat income from capital in
a predictable way. Otherwise, you essentially run into the kinds of
problems that we were trying to address in 1981 with ITC and
ACRS. I think another thing that I want to emphasize is that this
would encourage a stable and predictable Tax Code. First of all,
lower tax rates, which are part of our plan, sharply cut incentives
to seek tax breaks, thereby reducing the pressure on Congress for
-constant tinkering with the Tax Code. You are talking 30 cents on
the dollar instead of 50 cents on the dollar; the pressure for tax
breaks is less; tax expenditures are less; but the base broadening is
easier. Inflation indexing protects the level and distribution of tax
incentives from the capricious and unpredictable effects of infla-
tion.

Indexing provisions such as indexing basis for calculating capital
gains or the depreciation allowance, together with the corporate
tax rate of 30 percent and a top individual rate of 30 percent,
would eliminate the need for special treatment of capital gains.
And of course, the special tax treatment of capital gains creates at
least the problem of perceived unfairness. And again, when we are
building in exclusions on capital gains, essentially we are trying to
avoid the taxation of illusory capital gains. So, if you index basis
and have a low rate, you essentially solve the problem in advance.
International competitiveness: A major difference between the
United States and Japanese Tax Codes, notwithstanding a good
deal of comment about the major differences, is really the stability
and predictability of major provisions and the level of tax expendi-
tures, not the level of tax burdens.

The Japanese Tax Code essentially doesn’t change. It changes
very little; and as I have mentioned in testimony to this committee
previously, the level of tax expenditures is tiny—$1.5 billion for
corporations—relative to the $95 billion that is in our code. Our
plan by indexing for inflation and lowering rates provides for a
stable Tax Code with revenue gain from phasing down on even un-
predictable tax expenditures. And I will just point out that there
are some tables appended to our testimony which show that if you
look at tax expenditures as a whole in their major categories, their
ratio to GNP, that is their real value, is highly volatile, highly sen-
sitive to inflation. So, we essentially have designed a Tax Code that
is prospectively very uncertain. This is one of the things we are
trying to get at. Let me stop here and let Norman Ornstein contin-
ue.

Senator GRAsSLEY. Dr. Ornstein.

[The prepared written statements of Dr. Makin and Dr. Norman
L. Ornstein follow:] -
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Testimony

John H., Makin and Norman Ornstein

Mr. Chairman, we are pleased to testify before this Committee on
our alternative tax plan. We believe that the American tax system
needs overhaul. We also believe that collaboration between an
economist and a political scientist can help to shape a sound
alternative to the current system that Congress can realistically
consider adopting.

The core of our plan {s balanced base broadening that during its
initial 5 year phase-in permits a reduction of the top tax rate for
households and corporations to 30 percent. While we support the
thrust of the President's plan, it is, in our view, hampered by
selective base broadening. The burden of base broadening necessary
to provide the revenue to enable a lowering of tax rates 1s unevenly
distributed. Total rescission of deductibility of state and local
taxes for households, together with rescission of investment tax
credits and recapture provisions for corporations, result in an
uneven distribution of inevitable costs of transition to a new
system.,

The President's plan has two other serious flaws. First,
indexing for inflation to assure that the level and distribution of
tax burdens is not capriciously altered by inflation is inadequate
and applied unevenly. Second, phase-in rules are uneven: some new
provisions would be effective almost immediately while others, such
as desirable indexing of basis for capital gains, would not take

effect until 1991.
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No plan {s perfect and we da not claim p;rfeccion for ours.
Neither do we claim great originality. We have tried to combine the
best features of the President's plan with the best features of plans
offered by members of Congress. Elements of the Bradley-Gephardt,
Chafee-Stark and Kemp-Kasten plans are clearly evident in our plan.
So, too, is Sen;tor Packwood's call for the lowest possible top rate
in a system that is fair while providing ample incentive for growth.

The similarity among key elements of major tax reform plans is
not surprising. Tax reform aims at enabling taxpayers to keep more
of every dollar they earn irrespective of how they earn it. To do so
requires sharply lowering tax rates, which means that in order to
preserve revenue neutrality more things must be taxed. Taxing more
things, base broadening, entails phasing back the $365 billion in
revenue lost during 1985 on tax expenditures.

This prncess is not intended to suggest that many such tax
expenditures are not aimed at worthwhile objectives. Rather, it
recognizes that since 1974 tax expenditures have nearly doubled as a
share of GNP. (See Table l.) Further, it advances the more
controversial notion that many of those objectives would be better
achieved by leaving more of additional earnings in taxpayers' hands
after they pay their taxes without regard to whether the additional
dollars were earned by investing in high tech instead of real astate
or by spending more hours at work in one's chosen profession instead
of spending more hours at work with one's accountant.

By moving in steps over five vears to a stage where a dollar of
tax incentives is worth the same to all taxpayers, we remedy a

fundamental problem of fairnesg in the current system. Tax
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expenditures, and by this term we mean evervthing from deductibility
of state and local taxes to the standard exemption and the I1C, are
regressive. Theyv place more of the burden of taxation on those of
low and moderate income. Perhaps the clearest example is the $2000
exemption proposed by the President as "fairness to the poor." That
exemption cuts taxable income for everyone by $2000. For those in
the top tax bracket it's worth 50 cents on the dollar or $1000. For
those in the lowest bracket it's worth l4 cents on the dollar or
$280, just 20 percent as much. Would anyone intentionally announce
"a tax break for the poor" that benefits the rich nearly 4 times as
much as it does the poor?

We propose a simple remedy to this and other cases of regressive
tax breaks. Convert the tax break into a credit at the lowest tax
rate and give everyone the same credit. If the lo;;st rate is 15
percent, as in the President's plan, a $2000 exemption becomes a tax
credit pf $300. Every taxpayer gets $300 off his tax bill. The high-
income taxpayer, instead of saving $1000 in taxes as under the
current plan, gets $300 off his tax bill just as the lower-income tax-
payer does. Converting the $2000 exemption in the President's plan
to a tax credit of $300 would raise at least $.0 billion annually
and, by raising the most from top-bracket taxpayers, would distribute
more fairly the benefits of rate reductions, This change, together
with indexation of basis for calculating capital gains taxed as
ordinary income at a rate close to 30 percent, would eliminate the
need for a fourth bracket.

Much of this is already in the Bradley-Gephardt proposal. We

would go further in two ways. First, all provisions would be indexed.

55-633 0 ~ 86 - 7
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This provision is important f{or both fairness and investment
incentives. It makes no sense to give a $300 tax credit if its value
depreciates at a capricious rate governed by the path of inflation.
Likewise, it makes no sense to tax investors even at a 30 or 35
percent rate on illusory inflation gains. How many investors have
sold stocks after a holding period which saw their dollar value
double, only to realize that prices of everything else doubled as
well and that taxes are due on a zero or negative real gain? The
capital gains exclusion, like the investment tax credit and
accelerated cost recovery system, is a crude ex post attempt to deal
with the inflation problem. These methods are economically and
politically inferior to indexing. Economically their value is
uncertain since they depend on inflation and the inclination of a
fickle Congress to alter them. Politically they seem unfair since
they single out for special treatment a form of income concentrated
among the rich and corporations.

Our proposal differs from Bradley-Gephardt especially in the
area of investment. Besides indexing basis for capital gains, we
would adhere to a balanced phase-down of all tax preferences to about
. half current levels in exchange for a 15-23-30 triad of rates. The
investment tax credit would be phased down from 6/10 levels to 3/5.
ACRS benefits would, like all others, be converted to tax credits at
a 15 percent rate. For example, if a corporation had depreciation in

excess of straight line depreciation, which along with costs of labor

and material would remain fully deductible along with all normal

costs of doing business, worth $10 million, it would receive a tax

credit of $1.5 million. The basis for calculating depreciation and

FIFO inventory changes would be indexed for inflation.
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Another important eftect on investment and growth of indexing
and phase-down of existing incentives to tinance a cut to 30 percent
in the corporate rate would be a leveling of tax burdens across
alternative forms of investment. Under current law some investments
enjoy negative tax rates while others are taxed at close to statutory
rates. This is evident from a look at the digtribution of tax
burdens across industries and alternative forms of investment.
Studies by AEl economists and others suggest that gains in the
vicinity of a permanent | percent increasc im GNP are realizable from
a leveling of tax burdens across alternative forus of Investment.

Part of the problem arises trom constant tinkering with
unindexed tax breaks des{gned to help compensate for {nflation which
along with changing political att{tudes make ACRS, [TC, capital
gains, and other provisions subject to huge swings. (See Tables 4=7,)
The same is true for major household provisions, (See Tables 2 and
3.) By scaling down and indexing those provisions, our plan makes
their impact more even and more predictable while at the sama time
enabling lower tax rates that serve as the Qtrongost incentive for
capital formation and growth. The knowledge that more effort will
bring in add{tional income, at least 70 cents on the dollar of which
will be kept after taxes irrespective of {nflation ur how f{t is
earned, allows houneholds and corporations to make financial
decisions based on their economic merit {nstead of their tax
consequences.

As with any fundamental change, this system would impose burdens
on heavy users of tax preferences. The costs of a transition to a
new system could be reduced by gradually phasing in the system over a

perioa of yeara. One route would be to begin by capping deductibility
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at 35 cents on the dollar ‘n 1986 and moving down in increments of 5
percentage points per year to 15 cents on the dollar in 1990.
Marginal rates over that period could also be continually adjusted to
maintain revenue neutrality. This is not an "all or nothing" plan.
Congress can select the degree and pace of reform. The President's
insistence that tax reform be "revenue neutral’ and Congress's
nervousness about deficits can be accommodated by phasing in lower
rates gradually while accelerating base broadening. Thus, the plan
could raise vevenues {n the tirsc couple of years to reduce deficits
but give more tax breaks later to make the plan revenue neutral over
five vears.

This plan is obviously not a pure as the total elimination of
a1l exemptions and preterences. Such a astep i8 simply politically
{mposaible during the initial phase of tax retotm. In the rral
world, the concupt of bhase hroadening that touches everyone equally
seems the best way to achieve the goal of lower tax rates and, (n
broader terms, a tax system consistent with fairness, growth, and

simplictty.

Makin-Ornstein
Attachments

(2) Tables 1-7: the growth and instability of tax expenditures.
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marpnal Az et and brosden our
s base These are the key and nec-
wsary componests of any good Wax
reform plan But can they be aceom.
Dlished 81 Uit same ume? Yes -- 1f
Mr Reaganis willing 1o try a simpler
and more dAlATCed APproach.

The President's plan iowers the top

argnal tax rete o 39 percent and
:u,-;uuu' revanue by ul«uv:z

for all
taxpavers, ukluding corporstions,
worth 13 cents oo the doliar. And we
would convert that 10 8 credit against
tazes owed

Consider, for esample, & couple
saruog $60.000, with exemptions and
deducuons worth $12,000 Their tas.
Abie income 15 $6,000 Under the cur.
rent o, uwe $10.618 in
tazes. Under our plan, their $12,000 1
deducons becomes & tax credit
worth {3 percani of that, or $1,%0,
b4t comes off the top of thair L bill,
That b1l would be figured by taning
thair Uxome of 960,000 a1 e lower
rates 13 percant oo the first £27,000
and B prrcent on the next 533,000 for
4 total of $11,640 Afer sudtraciing
he 51,800 cradit, ey wouwd bave &
finaJ wax bull of 59,840, about § percen
1084 than under the current sysiem.

Oue mory modiNcalion would be re
qured (o uorporste exisung tax

uting credits (such as the investment
tax credit) 10 approxumate the overal)
halving of the vaive of deductions

This plan is fairer than the Presi.
dent's for three reasons. First, 1t does
Ol $1ngie Out any tag preference for
eliminauon, but usiformly reduces
he value of aUl. Second, 11 means that
n

cerain
eredits, such a3 state And iocal tazes
3pd the Avestmen! WX credit. We
tusk he can lower the rates even fur.
Wyer without & trontal assault on polit-
sensitive deductions.
“gly' plan huves the value of e
Buge collection of deductions o ax«
chaage for much lower W rates We
do oot do Us by wholesale eLmina.
oo of Jeductions, but by an scross-
theboatd devaluauon of them That,
combined with lower rates, would en-

OF COPPOPALION can
avord paying Laxes. Thurd, it places
more of the burden of baze-droaden-
log 00 hugh-income individuals and
Corporations, thus compensaung for
thatact that corporstions and high-un-
come ndividuals will be receiving &
lurger ercentage reducuon n thewr
Wz rates. The combination of iower
margioal rates and & cap on tax
prefervnces will mean & more stable
mmem,t«nuuwmmnmm'
w the starch out of any future

dnve in Congress for tax breaks

And there 14 an additional puiitical
agvanage Bv reunning neductions
but lowenng their v ave, %¢ tane the
tugh ground awav frory special wnter.
O ArPUNE 10 FRLALA & prece of the
pie To hght our plaa, thev have to
Argue i (avor of hugher Lax rates
A8 argument that won't wash with
Comgress of the pubdlic,

Who would lose? Take ¢ famuly of
fowr whose mcotne 18 BI0V.000 and
whoae aRgretsive use of LAY sheliery
allowy thew [temitad deductions (o
mun‘g‘m,m Under the current sv3.
ter that famy wowd pay §1) 648 (n
axm Underour rystem deductions,
exemplions, and excluis would e
cunverted intu & LAY credt of 7,90
Given the 1523030 threedrackes svs-
tem, thew LAX would be §15,140, about
11 percent higher Lan 1t 18 now

1t would also be impossidle to avord

Wecan -
lower rates
and broaden
the tax base

LAX under our FYSLerD Suppose & cor.
porauon had an income of 3100 mule
Lon wiLh deductions. axemptions and
exclusions equal 10 At amount,
Under the eurrent system, no Wx
would be dus Under ow system,
whuch the corporate rate 15 X per-
cent, the corparstion woi.d owe $13
mllion — X percent of $106 milion
less a credit of §13 millton equa 10 1§
percent of 13 $100 erullionsits deduc.
lions, exemptions and exclusions,
The plan also reduces the current
tvatem's disheariening WAx disincen.
11vee Lo earung extra income 1f our
$0.000 couple worked narder and
sarmed §70,000, wder our system U.ey
would get 10 xeep §7.700 of the add)
vona) $10.000 without seehing any tax
shelters 1inder the cunent fHzlem
they would get to keep only 34.210.
How rmuch revenue cowd he ax.
pecied from Whe I8 percent cap ovi tax
wlcm«-, and how far cowd rates
reduced? The revenus loss oo
1ax breaks under the currert svstem
averages about M biliion annually

her the negt five vears The (S per.
CEN! €A €1 LA preferences Lnder wur
Piar inC.uding the prraona, exempe
HoR would 4imm @t nearty halving ux.
1sUNg preferenter and cowd achveve
8 batenroadening revenue incresse
of about 200 Liliion annuativ

By contrast, the Presidert's pian
would in elfect be revenuwneutral,
Ulosing” about $120 billien 3 vear
over e next live vears by reducing
rates and giving Additiona exemp
f1ons 1o lowancorne families, while
recaptunng roughly this smouni by
seiecuvely elimunating i0opoles and
preferences The extrs revenue ouw
plan rases cuwld be used 1o pet 1M
10p margna) rate down o beiow 3
percent wiule still vielding 8 conlort.
able margn of waley

As W any undamental change,
Uus svstera wouwlo 1mpose durdens vo
heavy users of wax preferancas. The
€OAtS Of 4 LrRASILON 10 & NEW yyRem
could be reduced by gradually phas
ng i the svitem over s penod of
years One route would be 1o been by
cappag deductidility at 38 cenu op
the doliar 1n 1984 and movang down (o
WCrements of $ percentage pouits pet
year to 15 cents on the doilas in 199
Marpinal rates over that penod cowd
4130 be continially adjusted (0 @Al
in revenue neutraiity.

i 7ot &n ‘ali of nothing”’ plan,
Congrass can select Whe degree and
faco of reform. The Presdent's,
WABStENce Lha! Lax reform be 'reve
nus neutral’’ and Congreos's nervous
hess About deficits can be be accom-
modaied by p in jower rate
pradually wiyle acceleraung
bruadening. Thus, the pan could
raise revenues un the [irst couple of
years to reduce dehicits, but pnve
Moie LAX breaks |atee to thake U
plan revenue-neutral over hive years.

Thus plan is odviously 1Ot as pure &
the total elimination of ali exemp
tons and preferences But tiat 4
supply politically iipossibie 1n the
real world, the concept of base-broad.
eung that touches everyone equally
seems best way (0 achseve the
goal of lowsr tax rates and,
Droader terms. & LAX System Consue
wont with famess, growta and nrp:
plicity b1

John H Maxin 13 director of Ascal
policy studies ol the Amyncan Enter:
pnie insutute and Norman J Om.
B8 resident scholar al the insti
tute
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Sources:

1.
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Tax Expenditures

Year
1974 Estimates of Federal Tax Expenditures, July 8, 1975
1975 Estimates of Federal Tax Expenditures, March 15, 1976
1976 FEstimates of Federal Tax Expenditures, March 15, 1976
1977 Estimates of Federal Tax Expenditures, March 15, 1977
1978 Estimates of Federal Tax Expenditures, March 14, 1978
1979 Estimates of Federal Tax Expenditures for Fiscal Years
19791984, March 15, 1979
1980 Estimates of Federul Tax Expenditures for Fiscal Years
1980-1985, March 6, 1980
1981 hstlmatee of Federal Tax Expenditures for Fiscal Years
lgg_-l986 March 16, 1981
1982 FEstimates of Federal Tax Expenditures for Fiscal Years
1982-1987, March 8, 1982 .
1983 Estimates of Federal Tax Expenditures for F{scal Years
1983-1988, March 7, 1983
1984 Estimates of Federal Tax Expenditures for Fiscal Years
1984~1989, November 9, 1984
1985 Estimntes of Federal Tax Expenditures for Fiscal Years
984-1989, November 9, 1984
1986 Latimates of Federal Tax Expenditures for Fiscal Years
986~1990, April 12, 1985
1987 Fatimates of Federal Tax Expenditures for Fiscal Years
1986-1990, April 12, 1985
1988 Estimates of Federal Tax Expenditures for Fiscal Years
1986=-1990, April 12, 1985
1989 Estimates of Federal Tax Expenditures for Fiscal Years
986~1990, April 12, 1985
1990 gtimates of Federal Tax Expenditures for Fiscal Years
986~1990, April 12, 1985

Federal Budget Receipts, Federal Budget Outlays

Years

19741984

Economic Report of the President, February, 1985

1985-1990 Congressional Budget Off{ce, Baseline Estimates,

Gross Nati

Years

February, 1985

onal Product

1974-1984 National Income and product Accounts
1985~1990 Congressional Budget Office, Baseline Estimates,

August, 1985
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Footnotes:

l.

Investment Tax Credit:

a. 1979-1980: other than for TRASOPs and rehabilitated
structures

b. 1981: other than for ESOP's, rehabilitation of
structures, and energy

c. 1982-1983: other than for ESOP's, rehabilitation of
structures, reforestation, and leasing

d, 1984-1990: other than for ESOP's, rehabilitation of
structures, reforestation, leasing and
energy property

Accelerated Depreciation: on equipment other than leased property

NDeductibility of Nonbusiness State and Local Government Taxes:
other than on owner=-occupied homes

Captital Gains:

a. 1974~1976: other than on agriculture and timber

b, 1977-1990: other than on agriculture, timbur, iron ore, and
coal
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Dr. OrNsSTEIN. Thanks, Mr. Chairman. I am going to move on
beyond what John said, to talk a little bit about some of the broad-
er problems that I think this committee faces and why John and I
began to move in the direction that we did, sensitive both to the
need for change in the tax system and certain goals that all of us
would share and to the elements of the political process that make
some kinds of change particularly difficult; others easier to bring
about but with less positive effects, It seems to me that, as you go
about the process of changin% the Tax Code, you have got to start
first with something that is fair in its implementation and fair in
the distribution of burdens.

When we start to get into a process where interests can sutg est,
as many are now, that this is not going to be implemented fairly,
that in the process of changing the Tax Code some are going to get
away with murder while others will bear a heavier burden, you
run into an immediate and enormous difficulty. And in a similar
fashion, when you begin to make these changes, there are already
charges that the burden will not be distributed fairly, as the Ways
and Means Committee is going about this process now, already
trying to jigger around the rates so that they can make sure that
the wealthy a significantly higher share. Having a system that is
fair in the implementation so that nobody in the process of change
feels that they are being singled out is, I think, necessary to bring-
ing about si%nificant change, as well as a system that distributes
the burdens fairly.

Second and obviously, if we are not just going to go through the
exercise of changing the Tax Code so we can change the Tax Code,
or changing the Tax Code because the President wants to change
the Tax Code, we want to bring about a change that really does
have positive effects, that we would all share from tax reform. And
those are, it would seem to us, verY clearly you want a Tax Code
that distorts economic investment less—little if possible—but cer-
tainly less than what we have got now. Something that encourafes
greater work and productivity, and as John suggested, something
that brings more stability to the system, that has built into it less
incentive for interests on the outside to keep pushing for change,
pushing for more things. Now, the current process of bringing
about change, and particularly what we see going on now on the
House side, moving from the revised package that the President

“sent down, I believe it is deeply flawed.

Already we are seeing some of the basic goals of tax reform slip-
pit:ig away as some in the Ways and Means Committee are moving
and will probably succeed at increasing tax rates by adding a
fourth bracket, pushini it up to 40 percent. We believe that prob-
ablf' the primary goal that you want to achieve out of tax reform is
to lower those marginal rates. There is an inherent drive in the
legislative process, as we all know, Once a plan comes down, to
dilute it. The pressure is there to give people back something that
th?‘y {)erceive as being done to penalize them unfairly. And in the
end, I suspect we are going to get a bill, but it may well be very

little. It might be positive in a marginal way, but it will probably
end up being so twisted and torn and diluted that it is simply going
to bring the pressure right back again to go through this exercise
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the next year and the year thereafter and there will be no stability
provided to the process.

Now, one other problem that we have tried to address. As we all
know, putting together tax reform with revenue neutrality is ex-
ceedingly difficult. And it is exceedingly difficult particularly as we
begin to talk about some of the other pressures that face the econo-
my, including the deficit, but it is difficult simply to work through
politically. We believe that moving to a concept of revenue neutral-
ity over a longer period of time—5 years or more—phasing in dif-
ferentially the provisions that would cut back on the percentage of
deductions and that would phase in the tax rates in a differential
way would give Congress great flexibility at bringing about funda-
mental tax reform without having to go through the enormous dif-
ficulty and perhaps impossibility of trying to, in 1 year, implement
totally tax reform and revenue neutrality at the same time.

You might be able to solve a considerable number of problems at
once if you do that. All of those things, I think, are behind the rea-
soning for the option that we have presented. It is as simple as
could be in its implementation without getting so simple that it
simply doesn’t make sense in a complex international economy. It
is fairly administered. It cuts across everybody in an even fashion,
and it enables us to tax those who are taking advantage of the
system much more fairly than they are now, while also providing
lower rates and a real incentive for people to save and invest.

Senator GRASSLEY. Because tiie hour of 12 is coming closely, I am
going to have to dismiss this hearing. I want to apologize because
obviously where you folks come from and your expertise in this
area, we ought to be taking advantage of you more than we are
able to at this particular time; but I do have an appointment at 12.
So, let me adjourn the hearing, and thank you very much.

[Whereupon, at 11:55 a.m., the hearing was adjourned.]

[By direction of the chairman the following communications were
made a part of the hearing record:]
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Hearing on Alternative Tax Reform Proposals-Oct.l10,1985

TAXATION WITHOUT DISCRIMINATION (TWD)

SR1, Box 23-A, New Castle, Va. 24127, 703-864-5949
Statement of Fortescue W. Hopkins, Director
Committee on Ways & Means

Hearings on Comprehensive Tax Reform

RE: Discriminatory Tax Laws

Mr. Chairman:

Today, ours is not a Government of, by and for the people.
Instead, it is a Government of, by and for "ORGANIZED MINORITIES",
who, with Millions of dollars in tax-free PAC contributions to or for
the principal bencfit of the menbers of the Tax Writing Committees of

Congress, attempt to persuade these members to enact or to maintain

discriminatory tax laws for their benefit. 5ee Tax Notes, 8/19/85,

P.922, Appendix "A", herein.

In many, if not most, instances, "Discriminatory Tax Laws"

result in Congress doing "inditrectly" what it would not have the power
under the U.S. Constitution to do "directly". In the mean time, since
the "Switch in Time to Save Nine"(1937) and having inundated themselves
and all Federal Courts with extensive litigation resulting from a con-
fused and expansive interpretation of the application of the l4th
Amendment, the Justices of the Supreme Court (the "SUPREMES") are now
and have been unwilling to accept their clear responsibility to curb
an ever accelerating degrec of discriminatory tax laws &"tax subsidies” -
intended to achieve non-revenue related objectives not authorized under
any provision of the Constitucion.

TWD hopes to have (or to be) the PAC that truly represents the
"total point of view of all Americans", whether organized or not. It
will, however, not contribute one thin dime to or for the benefit of any
member of Congress or any candidate for national office. TwD will use

its funds, primarily, for the following purposes:
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1. With the help of PATRICK HENRY*, WALTER K. TULLER**(sce
Appendix B, herein) and the brightest independent minds available
(legal or otherwise), to convince the American people that the SUPREMES

have greviously erred in their failure to protect the individual

citizen's Constitutional Right not to be subject to discriminatory tax
laws 1ntended to achieve non-revenue related objectives where such dis-
criminatiton or objective 18 not authoriced under any provision of the
U.8. Conatitution with the sincere hope that the SUPREMES (or, at least,
five of them) will take cognizance of the resulting adverse public
opinlon to the extent that they will, then, recognize theiv duty and

rule, accordingly.

FPATRICK HENPY'S testimony before the Virginia Constitutional Convention
of 1738 See Elliotts Debates, The Michie Company, Charlottesville,Va.

**WALTER K. TULLER'S persuasive analysis of the Constitutional aspects
of discriminatory taxation contained in his book, THE TAXING POWER/
STATE INCOME TAXES, Callaghan and Company(1937), the last 13 pages

of which are attached hereto as Appendix B.

2. To contribute to the campaigns of state legislators who will
vote for and support a call for an "OPEN CONSTITUTIONAL CONVENTION"
under Article V ot the U,$. Constitution”td ¢onsider needed amendments
to the U.S. Constitution, including:

THE TAX MAGNA CARTA

"CONGRESS SHALL MAKE NO TAX LAW THAT IS, IN THE SLIGHTEST
DEGREE, DISCRIMINATORY OR INTENDED TO ACHIEVE A NON~REVENUE RELATED
OBJECTIVE, WHETHER OR NOT SUCH DISCRIMINATION OR OBJECTIVE IS
AUTHORIZED UNDER ANY PROVISION OF ANY CONSTITUTION."

[The foregoing proposed Amendment is considered a "base line
definition® Of course, such other exceptions as may be desirable

(religious, corporate-individual intergration, foreign, etc) can be
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added by a Constitutional Convention (or proposed as Constitutional
Amendments by Congress). This way you have "Taxn Reform" from the
"bottom up" and not from the "top down", the only way any meaningful
Tax Reform can pessibly be accomplished.]

3. To defuse the political power of "ORGANIZED MINORITIES" and
to make our Representative Democracy truly “Rcpresentative", State
Legislators will also be asked to consider a number of nceded Constit-
utional Amendments including one concerning PACS:

"NO CONTRIBUTION OR EXPENDITURE TO OR FOR THE BENEFIT OF THE
CAMPAIGN OF ANY CANDIDATE FOR PUBLIC OFFICE WILL-BE ALIOWED EXCEPT BY
THE INDIVIDUAL REGISTERED VOTER OF THAT CANDIDATES DISTRICT AND, THEN,
IN ONLY SUCH AMOUNTS AS PERMITTED BY THE STATE LEGISLATURE AND, FURTHER,
THAT ALL SUCH AMOUNTS WHEN RECEIVED OR EXPENDED WILL BE TAXABLE AS
INCOME TO THE CANDIDATE AND NO DEDUCTION OR TAX CREDIT WILL BE ALLOWED
FOR THE CONTRIBUTION OR EXPENDITURE."

[If TWD attains the foregoing objective, it will tvuly be the
"PAC TO END ALL PACS".)

CONCLUSION

PATRICK, TWD promises you that, despite the incalculable damage
inflicted on America by your refusal (or inability) to accept George
Washington's appointment of you as Chief Justice of the Supreme Court,
your grea£~dream of INDIVIDUAL POLITICAL RESPONSIBILITY, INDIVIDUAL
ECONOMIC OPPORTUNITY, INDIVIDUAL RELIGIOUS FREEDOM AND INDIVIDUAL
PERSONAL LIBERTY will not be allowed to die. TWD will re-acquaint the
American people with your testimony before the Virginia Constitutional
Convention of 1788, and when they test your common sense observations
and predictions against current events and the events of the past two

hundred years, they will believe, and you will assume your rightful

place in Americas' History as our GREATEST PATRIOT. Recently, at
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Williamsbury, President Reagan referred to you as the "Father of the
First American Tax Revolution", It may well be that you and WALTER K.
TULLER will be tne Fathers of THE SECOND AMERICAN TAX REVOLUTION.

WALTER, nearly 50 years ago, you stated at the end of your classic
book, THE TAXING POWER:

"If the courts permit those in control of the legislative
and executive branches of the Government to tax without due
regard to constitutional limitations, particularly to impose
discriminatory taxes, Constitutional Liberty is dead. What-
ever forms may survive, the Government will be, 1in fact,
Absolute. Here lies our greatest and most immediate danger.
The tide today 1s setting toward that shore. The only hope
Ties In revitallizing the oath, solemnly taken by every judge
of every court, to maintain and defend the Constitution of
the United States." (emphasis supplied)

WALTER, in the past 50 years this "tide" of discriminatory tax-
ation has resulted in a "tcwer of babel" (the Internal Revenue Code)
that is about to collapsc of its own weight and has become a "tidal
wave" far beyond your worst expectations. TWD promises you, Walter,
that it will find millions of Americans to support your cause and that
this "tide" will recede, gradually, at first, and then it will go out

with a roar, never to return.

Respectfully submitted,
TAXATION WITHOUT DISCRIMINATION*

by///”:‘f””"’ ‘d%

Fortescue W. Hopkins, Birector

* A Virginia non profit,
non-stock corporation
incorporated July 2, 1984
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TAX REFORM HELPS MEMBERS OF TAX WRITING COMMIT-
fLES AAKE IN THE PAC MONEY From insurince com-
L3RS MINLirg O prever,e the tax-free acprec.ation of
Lhe asurance garnings, Ihe morey ¢omes from horse
broe sers ¥ho want to keep rapid depreciation of thor-
S Breds, the morey tames, Irom mibtary ¢ontractors
w73 A0t to fetamn ‘3ucrasie tag treatntent of earnings
trom muitiyear contrac's, the money zomas Al of it
flowe g 10 Mo, 82 and Sendte members, and thanks to tax
retorm fever, a hefty chunk of the money s going to
mempers of the tax anting committees The poihicrans’
hurger tor monrey 1s so great Tne Wai Sereet Journal
reports *hatit,s beqinning to draw groans trom IcLbyists,
wro sav that they have never seen such appetites for
centnie Lhons In & non election gear and that the pohiti-
€:ans are nolding tos many fund-raising events too early,
attconghaprice

Tre Journai wntes that members of the Finance and
Ways ang Means Comrttees have nearly tripled their
taxe ‘rom poitical acyon comnittees \PACs) during the
first s1x months of 195 o $2 6 million, compared to a
$imilar peniod in the past two-year alection cycle Accord-
ing *o the Journal the ta. wrters, who account for about
10 5 percent ot all House and Senate members. received
23 5 percent of all PAC muney raised by .ncumbents The
leading PAC beneticiary an Capitol Hill is Finance Com-
mittee Chairman Bob Packwood, R-Ore , who raked in
$6G1,015 trom PACs trom January 1 to June 30 of this
year (A spokuswoman for Packwood discounted any
notions that he may be unduly intluenced by the money,
saving, "In Packwcod's mind a PAC represents the sum
total zoint of sew of Amaerican workers ‘') Senate Majority
Leader Ropert Dole R-Kans, and Sen Steven Symms, R.
Idano both Finance members were, resoectively, the
second and fourth nighest PAC beneficiares in the
Senate In the House, Wavs and Means members Sam
Gibbons D-Fla. Henson Moore, R-La . and Pete Stark,
D-Cant . were tirst third and sixth, respectively

Paobert Mcintyre of Citizens for Tax Justice says a
“bright side " of the PAC boodle (s that Congress mambers
“might be lrying to gel the money now because afler they
do w~hat they are going to do nobody wil' want to give
them money anymore.” but he adds tHat the muney may
feqd them away from reat tax reform. Others speculate
that the tiood of early money will give incumbents an
even greater edge than in the past

Meanwhile, Sanate Finance Committee member Russell
B Long. D-La the Committea’s ranking minority member
who s retinng next year, says he will be returning
$36L 543 1n campa:gn contributions to individuals ang
PACs Tne Wall Street Journal 8rooks Jackson, 8-9-85,
p 36 The Nasmington Post: {AP wire), 8-10-85. p. A2

TAX NOTES, August 19, 1985

APPENDIX "A"

BEST AVAILABLE COPY
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The taxing power is admittedly broad. So long as the
burden is uniform, it may be that the citizen has no re-
dress in the courts. But uniform taxation and dis-
criminatory taxation are different things. They are dif-
ferent in concept and essentially different in effect. The
very purpose of a discriminatory tax is to burden differ-
ent citizens or different classes of citizens unequally.
Its effect is or well may be to destroy one citizen and
build up another. We have after all a Counstitutional
Government—not an Absolutism. One of the reasons
why we have a Constitutional Government is because
of the abuses which are possible under an Absolutism.
One of the most potent of those abuses is the power
to impose discriminatory taxes. Due process of law
and equal protection of the laws are not idle terms.
They were placed in the Constitution for a purpose.
That purpose was to guarantee practical equality before
the law to all citizens and to prohibit this Government
from engaging in those practices common to despotic
governments, among others, disecriminatory taxation.
Granting that the Government has some power to levy
discriminatory taxes, still that power must be limited
by constitutional principles else we do not have a Con-
stitutional Government. It may be difficult to lay down
any hard and-fast rule as to just where those limits are.

APPENDIX "“B"
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But it is not possible that the Legislature is limited only
by its own ideas of ‘‘Social Justice.”’ This, we repeat,
would mean that it is not limited at all. As nearly as the
rule can be expressed in words, it is suggested that it
should be substantially this: That the Legislature may
discriminate in taxation in those cases, and only in those
cases, where it might similarly discriminate by direct,
substantive legislation. Where the Constitution prohibits
that, it is believed it necessarily prohibits the accomplish-
ment of the same end by the means of discriminatory
taxation.

The Author malkes no claim that this is the law today.
There are many cases which are contrary to these views.
There are also a number of cases that are entirely
consistent with them. As stated at the beginning of this
Chapter, it is believed fair to state that the law on this
subject is far from settled. The method of treating each
case by itself, with very little regard to fundamental con-
cepts, has failed. Its result has been a multitude of incon-
sistent and irreconcilable decisions, frequently rendered
by a bare majority of the court. It has brought the law on
this subject into the utmost confusion. Yet it is a sub-
ject of the utmost importance. If wrong principles are
allowed to prevail, it may result in disaster to our en-
tire constitutional system. We have not attempted in
this Chapter to try to bring order out of the chaos of
decided cases. We have endeavored to analyze, as a
matter of sound principle, what limitations the Con-
stitution itself imposes and necessarily imposes upon
the power of the Legislature to lay discriminatory taxes
upon the citizen. We have sought to point the truth,
which must be clear to any one who will consider and
fairly face the facts, that the present tendency to permit
to the Legislature ever-widening powers to impose dis-
criminatory taxes on the citizen must be checked—that
unless it is checked Constitutional Liberty will inevitably
be destroyed.
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CHAPTER XX
CAN CONSTITUTIONAL LIBERTY BE PRESERVED

The answer will probably be given by the courts. At
first impression this may seem a strange statement.
Upon reflection, it is believed the truth of it will be evi-
dent. The great danger of the loss of our liberties lies
within, not without, this country. The danger of con-
quest by a foreign foe can fairly be said to be remote.
The danger that some day there may be a revolution at-
tempting to set up the dictatorship of the Proletariat is
more real. But the success of such a movement seems
unlikely. The danger that we, ourselves, may, more or
less blindly, destroy our own liberties, is a very real
danger. Two means, either of which may accomplish
thi§ end, are constantly with us. One is Bureaucracy,
exercising well-nigh despotic powers incompatible with
Liberty. The other is unjust and particularly dis-
criminatory taxation under which the Legislature may
exercise practically despotic powers equally incompati-
ble with Liberty, Whether the Courts have the vision
and the courage to restrain these within the limitations
of the Constitution will probably determine whether Con-
stitutional Liberty shall survive or perish.

Of what does Constitutional Liberty consist? We
Americans have taken it so much for granted that we
have seldom taken the time to consider what it is. In
essence it consists of this: That the Constitution for-
bids the Government to infringe certain rights of every
citizen, and provides a means whereby any attempt by the
Government to infringe those rights of any citizen can
be and will be nullified. Both the prohibitions upon the

419
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power of the Government and the means by which, as a
practical matter, any attempted exercise of a prohibited
power can be and will be nullified, are essential to Con-
stitutional Liberty. Thus, constitutional limitations upon
the power of the Government and the willingness of the
Courts to strike down any attempt on the part of the
Government to exercise a prohibited power, are indis-
pensable to the preservation of Liberty. If either fails
Constitutional Government and Constitutional Liberty
dies. Whatever outward forms may be preserved, the
Government becomes an Absolutism. There will follow
the rule of the Monarch, the Dictator, or the Mob.

Except for constitutional limitations, and except there
be tribunals having the power, and willing to exercise
the power, to strike down unconstitutional acts by any
department of the Government, the Government may do
anything. Under a Government that may do anything,
the citizen has no rights and no liberties. The Govern-
ment may allow him some privileges. If it does, it is
simply as a matter of grace. It may deprive him of
them at the pleasure or caprice of those in control of
the Government. A people living under the heel of such
a Government is not and cannot be a free people. We
repeat, Liberty exists only where each citizen has rights
which the Government has no power to infringe and
where, if it does attempt to infringe them, the citizen
has a practicable remedy by which that attempt will be
nullified and his rights protected. This is just as essen-
tial as the right itself. Of what value is a right unless it
can be enforced and protected? Obviously a citizen can-
not defend himself by force against the Government.
Hence, if the constitutional rights and liberties of citi-
zens are to have any validity, the courts must have the
power to enforce and protect them against action by the
Government itself. Otherwise whatever the Constitu-
tion may say, the fact is that the Government is absolute
and there is no Liberty.
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But it is not enough that the courts have the power to
nullify the action of the Government when it violates con-
stitutional rights. They must also be willing to do so.
This involves two essential elements: 1st: A state of
mind wherein the preservation of the constitutional sys-
tem and the liberties of the people guaranteed by the
Constitution transcends any supposed expediency—
whether it be called general welfare, social justice or
what-you-will; 2nd: The moral courage to uphold and
preserve the liberties of the people even against them-
selves. Time and again the popular mind is carried
away by movements which would result in breaking
down constitutional limitations and in destroying the
liberties of the very people who most loudly advocate the
movement. It cannot too often be repeated that Liberty
can exist only in a state where limitations upon the power
of the Government not only exist on paper but are fear-
lessly enforced in fact.

In a simple civilization the task is relatively easy. In
a civilization as complex as ours has become it is probably
the most difficult task to which Mankind has ever set his
hand. The pressure to whittle away the constitutional
limitations on the power of the Government and so
gradually to destroy the conmstitutional liberties of the
citizen is unceasing and well-nigh irresistible. Only if
the courts vigorously and courageously resist all en-
croachments by legislative or executive power—only as
they fearlessly apply the principle obsta principiis—can
the destruction of these constitutional principles be
averted. (Compare ante, pages 8, 10.)

Our Government has become—and inescapably so—a
Government of organized minorities. Organized minori-
ties want something. It is for that purpose that they
are organized. Usually they want something for them-
gelves. Usually it is at the expense of the rest of the
people. The rest of the people are unorganized. The
country is too vast, the problems of economics, of social
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policy, of finance, and of all the various inter-relations
of present-day life are too complex, for the general public
to be organized for effective political action. Hence, they
are at the mercy of the Government, which means, in
fact, at the mercy of the organized minorities who can
gain control of the Government. What protection have
they for their rights and liberties? None, except as the
courts resist and strike down every act of the legislative
and executive departments which infringes upon them.

Time and again in human history great civilizations
have broken down and peoples have perished. Why!
Historians suggest various reasons. The Author begs
leave to suggest one reason that seems common to all
and that probably has its foundations in some basic prin-
ciple of mass psychology. It is this: The civilization
became too complex for the understanding of the average
man. Hence, it fell of its own weight. A simple civiliza-
tion seldom falls. The average man can understand its
problems. Understanding them he can find an answer
for them and can meet them. But our civilization today
is the most complex that the world has ever seen. It is
trite to say that the average man cannot understand it.
The plain fact is that no one understands it. The com-
plicated inter-relations of present-day life, social,
economic, financial, industrial, international, are beyond
the grasp of the wisest.

But there is one thing which we can all understand.
That is our American constitutional system. It consists
of a Government created by the Constitution—a Govern-
ment whose powers are not absolute, but are limited by
the Constitution—and whose citizens have rights and
liberties that are above and beyond destruction or in-
fringement by any act of the Government. This is funda-
mental and should be unchangeable. Citizens have cer-
tain basic rights whether the civilization is simple or
complex. These rights must be preserved against any
action of the Government—otherwise they are not rights.
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There is a constant effort on the part of the Government,
sometimes conscious, sometimes unconscious, to break
down those rights. This is true no matter what the form
of Government. Itis just as true in our so-called popular
Government, that is, our Government of and by organ-
ized minorities, as in any other form. Perhaps it is more
true under our form, for the control of the Government
and hence, the things which those in control- want for
themselves, is subject to constant change,

It is only human nature that those who have won con-
trol of the Govermment, usually after bitter political
strife, should be intolerant of any limitations on their
freedom of action. They have fought and won. They
fought to accomplish some purpose. Shall a mere Con-
stitution thwart them? If the Constitution is in the way,
so much the worse for the Constitution. They imme-
diately set themselves to find some way to circumvent it.
This is natural and inevitable. Those in control of the
Government solemnly resolve by legislative enactment
that the measures they advocate will advance the general
welfare and promote social justice. Under our system, if
there is any reasonable basis for the conclusion, legisla-
tive determination of what will advance the general wel-
fare or promote social justice is final.

Hence, if the courts accept the argument that the Gov-
ernment may do anything that will advance social justice,
that acceptance writes the death warrant of constitutional
limitations and of Liberty. If the legislative and execu-
tive departments may do anything that they believe will
advance social justice, then the Constitution is no longer
the supreme law of the land. The will of the group in
control of the legislative and executive departments
at the moment is the supreme law of the land. Both
cannot be supreme. If they come in conflict, one or
the otber must yield. The people who created the
Government have declared that the Constitution is the
supreme law of the land. 1If it is, the action of the legis-
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lative or exccutive hranches which conflicts with the
limitations in the Constitution is void, even though it is
action whicl would adrance social justice. Otherwise the
limitations in the Constitution upon the powers of the
Government are mere idle words, without force or mean-
ing.

Herein, the Author submits with all deference, lies the
fundamental fallacy in the idea, so prevalent today, that
if legislative or execeutive action will advance social jus-
tice, it must be sustained by the courts, even though it
violates constitutional limitations or infringes upon the
constitutional liberties of the citizen. The concept of the
Constitution is that the supreme and transcendent con-
sideration of general welfare and of social justice, to
which all transitory ideas must yield, is the preserva.
tion of a Government of limited powers and of the
constitutional rights and liberties of citizens of the
United States. The rule of the Constitution, it is sub-
mitted, is this: That even though the executive and legis-
lative branches believe that certain action is necessary to
promote social justice, still that action cannot be taken un-
less it is action within the constitutional powers of the
Government and unless it is action which will not infringe
upon the constitutioual liberties of the citizen. This must
be so or the Government is not a Constitutional Govern-
ment. A Government whose powers are limited only by
its own views of social justice is not limited at all.

Many of us are prone to jump to the conclusion, with-
out any adequate reflection, that if the forms of popular
government are preserved, Liberty is safe. There can be
no greuter delusion. Forms of popular government are
of little, if any, value in insuring Liberty. Indeed, popu-
lar goverument not restrained by constitutional limita-
tions may be as destructive of Liberty as any other
form of Despotismm. Athens had an almost complete
Democracy. It was so small that every citizen could
know and understand its governmental problems. Yet
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its citizens never had Liberty. The citizen of Athens
held his property and even his life at the whim and
caprice of any temporary majority that might gain con-
trol of the Govermmnent. Witness Aristides, to cite but
a single example. The Athenians never learned the
fundamental lesson that Liberty can exist only where
there are effective limitations upon the power of the
Government and upon the power of any temporary
majority of the people. Hence, magnificent as were their
achievements in many other lines of thought and action,
and though they had popular government in its most
complete form, they never had Liberty.

The fact that mere forms of Government, even the
form of popular government, is no protection to Liberty
was again demonstrated in Rome. Without now going
into detail, it is a fact that the forms of popular govern-
ment were carefully observed and preserved for the bet-
ter part of a century after Liberty was dead and almost
forgotten.

Thus, we cannot rely upon the fact that we have elec-
tions and have other forms of popular government, as
any real safeguard for the preservation of our liberties.
‘We have one hope and only one. That is in keeping alive
and in full vigor of enforcement the limitations which
the Constitution imposes upon the power of the Govern-
ment and all its departments. We must realize that the
inevitable tendency of Government, no matter who may
be in control of it, is to be intolerant of restraints upon
its power and to endeavor to whittle away or evade those
restraints. As above noted, two of the most potent means
of accomplishing this are Bureaucracy and Taxation,
particularly graduated or other discriminatory taxation.
Either, if unchezked, can destroy Constitutional Liberty.
Of late there has been a strong tendency to give to
political officials and political bodies having no judicial
responsibility, the power to determine most important
questions affecting the liberty of the citizen and even to
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make findings of fact binding on the courts. This alone,
if permitted, might well mean the end of Constitutional
Liberty. It is a striking example of how little the aver-
age citizen understands the complicated forces which
govern our complex civilization, that this movement has
grown almost unnoticed by the public. Fortunately it
seems likely that it has been or will be checked by the
courts. The opinion of the.court delivered by Mr. Chief
Justice Hugles in St. Joseph Stockyards Co. v. U. S,
298 U. S. 38, 80 L. Ed. 1033, 56 S. Ct. 720, is, in the
Author’s opinion, one of the most significant and im-
portant opinions on behalf of Coustitutional Liberty in
this generation. It should serve to scttle permanently
the principal that the constitutional rights and liberties
of the citizen cannot be made to depend upon findings of
fact made, or other action taken by legislative, adminis-
trative, or other non-judicial bodies. It was held that
when the Legislature acts within its proper sphere of
legislative action, either by itself or by an agent, it may
make conclusive findings, provided the requirements of
due process of law are met. But it was further held that
when there is presented a question whether the constitu-
tional rights or liberties of the citizen have been in-
fringed, the courts have the right and the duty to con-
sider the facts independently, and determine for them-
selves whether such rights have been infringed. Among
other things the court said (page 685) :

*“The legislature cannot preclude that scrutiny
or determination by any declaration or legisla-
tive finding. Legislative declaration or finding
is necessarily subject to independent judicial
review upon the facts and the law by courts of
competent jurisdiction to the end that the Con-
stitution as the supreme law of the land may be
maintained. Nor can the legislature escape the
constitutional limitation by authorizing its agent
to make findings that the agent has kept within
that limitation. Legislative agencies, with vary-
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ing qualifications, work in a field peculiarly ex-
posed to political demands. Some may be expert
and impartial, others subservient. Itis nét diffi-
cult for them to observe the requirements of law
in giving a hearing and receiving evidence. But
to say that their findings of fact may be made
conclusive where constitutional rights of liberty
and property are involved, although the evi-
dence clearly establishes that the findings are
wrong and constitutional rights have been in-
vaded, is to place those rights at the mercy of
administrative officials and seriously to impair
the security inherent in our judicial safeguards.
That prospect, with our multiplication of admin-
istrative agencies, is not one to be lightly re-
garded. It is said that we can retain judicial
authority to examine the weight of evidence
when the question concerns the right of personal
liberty. But if this be so, it s not because we
are privileged to perform our judicial duty in
that case and for reasons of convenience to dis-
regard it in others. The principle applies when
rights either of person or of property are pro-
tected by constitutional restrictions. Under our
system there is no warrant for the view that the
judicial power of a competent court can be cir-
cumscribed by any legislative arrangement de-
signed to give effect to administrative action
going beyond the limits of constitutional au-
thority.”’

Thus has the Supreme Court of the United States
magnificently performed (even if largely unappreciated)
its right and duty of preserving from one most dan-
gerous form of attack the constitutional rights and
liberties of the citizen. It is earnestly to be hoped that the
courts will similarly defend those rights and liberties from
the equally dangerous and destructive attacks now being
made and likely to be increasingly made in the future, in
the field of taxation, particularly discriminatory taxa-
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tion. By this statement there is not intended the slight-
est suggestion of lack of courage on the part of the
courts, What it is intended to suggest is how vitally im-
portant it is that the courts, as well as the public, be
made to realize the fact that plesent tendencies and poli-
cies in the field of taxation, particularly in graduated and
other discriminatory taxation, will, if permitted by the
courts to be carried to their logical conclusion, inevitably
destroy Constitutional Liberty—probably our entire con-
stitutional system. If this can be made clear to the
courts, one may rest confident that they will do their
duty. But so complex is our economic and social system
that it is often difficult to understand and appreciate the
inevitable practical cffects of particular taxation policies.
If justification be needed for a work like the present one,
it is hoped it will be found in the fact tliat the Author
has endecavored to analyze fundameutal principles and
show their application to some of the practical problems
of today. Tt is believed it is no exaggeration to state that
unless the courts understand and realize the inevitable
effect of present legislative tendencies in the field of taxa-
tion, and unless they fearlessly strike down taxing stat-
utes which infringe constitutional limitations and con-
stitutional rights, then our entire system is in grave dan-
ger of destruction.

Can our system, which consists on the one hand of
constitutional limitations upon the power of the Gov-
ernment, and on the other of correlative rights and liber-
ties of the citizen, long survive? We may liope but we
cannot know. Already it is showing the tremendous
strain and stress to which it is subjected. The old days
of a simple life and a simple social, economie, and finan-
cial system are gone, probably never to return. Will a
people like ours, great in number, non-homogencous,
spread over a vast territory, with diverse and frequently
contlicting economic interests, long submit to those self-
imposed restraints which must be preserved and main-

55-633 0 ~ 86 - 8
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tained if our constitutional system is to survive? This
is the long-range view. The short-range and more
immediate question is this: Will the courts, even in the
face of popular clamor, firmly resist legislative encroach-
ments upon the limitations imposed by the Constitution
upon the powers of the Government particularly when
such encroachments are stealthy and are proclaimed
under the guise of promoting the General Welfare and
advancing Social Justice? This they must do if Con-
stitutional Liberty is to survive. Most immediate and
most pressing of all, will the courts stand firm in striking
down tazing statutes which infringe constitutional rights?
Will they do this, even in the face of the claim that the
Government needs the money which such statutes will
raise? This is the real crux of the question. If the
courts permit those in control of the legislative and
executive branches of the Government to tax without due
regard to constitutional limitations, particularly to im-
pose discriminatory taxes, Constitutional Liberty is dead.
‘Whatever forms muy survive, the Government will be, in
fact, Absolute. Here lies our greatest and most imme-
diate danger. The tide today is setting toward that
shore. The only hope lies in revitalizing the oath,
solemnly taken by every judge of every court, to main-
tain and defend the Constitution of the United States.
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MAKING A BBTTBR FEDERAL TAX SYSTEM
A Statement by
John C, Davidson
Founder, Tae Middle Income Lobby

Submitted to Members of
Committee on Pinance, United States Senate

The Lobby has been founded to develop rational and responsible policy thinking from

a middle income perspective. The middle incomes are the major taxpayers of America,

Por many years it has been evident that the Federal tax base {s too narrow. Mlstakenly
some have believed this was due to perconal tax deductions and exclusions so important
to the middle incomes. Reflecting this mistake, the dialog leading up to the release of
Treasury | was interlaced with expectations that the program would entail a substantial
broadening of the base of the personal income tax. It didn't and neither does Treasury
i,

1t Is the Pederal tax base as a whole which i{s too narrow. There (s excessive dependence
on the income taxes, corporate as well as pergsonal. One result {8 too much potential new
capital sacrificed to government spending. Our new dependence on foreign capital accen-
tuates the urgency for enactment of the top tax rates of 35 percent on personal income
and 33 percent on corporate income proposed by the President. The legislation should
provide for a real broadening of the Federal tax base. There {s no reshuffling of income
tax burdens which could do this,

Despite all the protestations about no tax Increases, one-half of the Administration's
program is composed of tax increases and the other half of tax reductions, It thus opens
wide the question of the nature of a tax increase package which would permit achievement
of the 35/33 percent tup rates and related obje“ctives while strengthening the Federal
tax system. To make this statement easler to digest, sections are numoered and entitled

from here on.
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§. The flat rate concept. Unless the base of the personal tax were to be drastically
narrowed, a single, flat rate of tax would crucify the lower and middle ranges of the middle
incomes, The proposed 15/25/35 rate schedule, a spinoff from the flat rate concept, is
neither the fairest nor the most rational way for achieving the 35 percent top rate.
Increasing the beginning rate of 11 to 15 percent, followed by two 10-percent rate jumps,
would aggravate the “hurdle" problem inherent in any progressive rate system, Adding
a fourth cate higher than 35 percent would shortchange the economic benefit from rate
te-structuring without resolving the hurdle problem,

2, A good tax system. A venerable axiom of tax policy thinkers is that there is no
such thing as a good tax but there can be a good tax system if immoderate rates of tax
are avolded by using all available tax methods.

3. A tax on net income. The point avoided by those who describe the personal income
tax ag belng full of loopholes, breaks and preferences is that from its beginning the tax
was Intended tn be just what it is -~ a tax levied on net income. Major deductions such
as but not limited to state and local taxes, Interest, religious and charitable contributions,
medical expenses and casualty losses, and exclusions such as employee benefits and life
fnsurance buildup, are just as {nherent in the system as are personal exemptions, Through
the years there have been advocates of transforming the tax into one levied on gross income
but this has never caught on. By furth&r substantial narrowing of the base of the tax at
the bottom, the program before you would limit the erosion of the "net income" concept

to provisions of the greatest importance to the middle incomes.

4. Bxcessive depend on i taxation. The Federal tax system is not a good
tax system because of excessive dependence on the income taxes, Use of immoderate
rates, not just at the top but through the broad range of the middle incomes, has character-
ized the personal tax through most years of Its existence. The rates of tax on corporate
Income have been beyond the realm of economic reason since World War 1I. These problems

can not be resolved by reshuffling tax burdens either within the separate income tax systems
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or between the two. Corporate income (profits) {s the most uncertain, unpredictable and
vatiable as between companles and business groups of all economic factors and, hence,
is the most unrellable source of tax revenues. Enacting top rates of 35/33 percent should
not be dependent on getting more revenue from this source.

The emphasis on corporations as taxpayers has inhibited Pederal policy recognition
of the role in tax collecting which can only be performed by corporations and unincorporated
businesses. There is no more rellable source of revenue,

5. Base broadening. For more than three decades tax scholars have faced the problems
of excessive dependence on income taxation and the unreliatility of the corporate tax
and have consistently come up with the conclusion that a value added tax, or VAT, is the
only solution. A frustrating reality, however, has been that a VAT probably would not
be enacted until Federal policy leadership becomes committed to results which could
not otherwise be brought about,

There seems little doubt that, perhaps given a little more time, a VAT will be enacted
as an add-on to spending reductions to reinforce the bi-partisen commitment for getting
the deficit under control. The Presidential commitment to bringing the top tax rates
down to 35 and 33 percent seems equally strong. The combination of top rate moderation
and deflicit control could herald an era of strong economic growth which otherwise may
be unattainable. The base broadening reform of a VAT {s the turnkey to it all.

6, What kind of a VAT! Here is the challenge. Maximum base means a minimum
rate. Without base-eroding provisions, a flat rate VA'I; will ralse from $25 billlon upward
for each percent of tax. It may be hoped that all of those who have advocated or have
been drawn (nto support of the idea of broadening the base of the personal {ncome tax
will transfer their interests and energies to enacting a maximum base VAT. The income
tax started out on the wrong foot Ingsofar as a broad base is concerned. If we do not get
off on the right foot with a VAT, who knows what new base-eroding provisions and related

complicatfons would be added through the years.
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7. The regressivity bugaboo. Scholars who so clearly have seen the national need
for a VAT too often have become little more than apologists for the concept when the
charge of regressive Is made., Instead of confronting the charge, they pull the rug on the
main purpose of a VAT by prop;slng all sorts of base-eroding provisions designed to alle-
viate the impact on the lower incomes.

Once upon a time taxes were thought of as being either progressive or proportional;
& tax with Increasing rates on a common base was progressive and one with a single rate
on a common base was proportional. A century or so ago, the Scottish economist, Mc-
Culloch, commented that when the priciple of proportional taxation is abandoned in favor
of progression, you are at ;ea without rudder or compass. Sometime, somewhere through
the years someone came up with the notion that the base for determining the incidence
of any and all taxes should be personal Income. Thus, ipso facto, a proportional tax, on
income or on any other base, became a regressive tax.

Applied to an entire tax system, such a creed would fulfill the Socialist dream of taking
in proportion to ability and giving in proportion to need. Universally applied at ail levels
of government in a nation llke ours, there would develop an ever-growing underclass of
people with no responsibility for their own welfare. Imagine, for example, providing credits
below given income levels for taxes on specific goods and services such as soft drinks,
not-so-hard and hard drinks, toba,cco products, horse racing, lotteries and for the pass-
through incidence of taxes on business property, business Income and services such as
tentals. There would be no more reason to exempt specific {tems, such as food and drugs,
from a VAT than there would be to exempt the producers and distributors of such {tems
from the income tax,

The high beginning rates of the personal income tax make it necessary to forego extra-
tion of this tax from a great many of our citizens. By raising the bottom rate from 11

to 15 percent, this situation would be aggravated under the Administration's program.
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As a general policy, however, It must be agreed that tax absolution ls an (nefficient welfare
Instrument.

We are morally obligated to help those who find it impossible to help themselves either
permanently or temporarily. In doing this through the expenditure route, we can exercise
control in distinguishing between the Indigent and the Indolent, The great continuing
difference between manv people In the lower and in the middle income levels {s making
the effort. It would be much, much better to make adjustments In welfare payments
to reflect the higher Incidence of Indirect taxation than it would be to fail to realize the
full potential of a VAT free of any base-etoding provisions. The burden would be diffused
throughout all income levels instead of being disproportionately concentrated on middle

Incomes which happen when traditional deductions and exclusions are repealed or modified.

8. Tax rates and the middle Incomes, Two factors aggravaté the Inevitable heavy
burden of income tax borne by the middle incomes. One is the top rate. The other is
the point In the income scale at which the top rate cuts in,

The higher the top rate, the higher will be the rates through the middle incomes bulld-
ing up to the top rate. Other things being equal, therefore, the lower the top rate the
lower will be the rates through the middle Incomes. But, as is so evident in the Kemp
proposal for a flat rate tax, this can be carried too far. There {s no way to narrow the
base of the tax at the bottom and consolidate all other rates Into a single rate which will
not result in a very subatantial relative increase of burden in the lower to middle ranges
of the middle incomes. The 35 percent top rate proposed by the Administration lessens
the problem but does not entirely resolve it. This i{s where the other factor comes into
play.

Speaking illustratively, if the top rate did not cut in below a million dollars, both the

average and the buildup of rates through the middle brackets could be very modest. We
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do not live in such a happy time, We can be concerned only with moderation. 1 urge
your consideration of a principle that the top rate of income tax should not cut in until
the threshold of the high income level is reached. Considering that before the great infla~
tion of the contemporary era a $50,000 thcome for a famlily was not thought of as high,
the threshold for the family today would be at least $200,000., For singles, it would te
half of that,

9. Tax fairness for the married. There was only one rate schedule until 1948, That
year, on the initiative of this Committee, the split Income provision for married couples
was enacted. Each spouse paid tax on one-half of family income, using the existing sche-
dule. A new schedule was added for heads-of-households.

The split income proviston recognized that marriage is a partnership and that the
contribution to the partnership {8 not determined by whether one or both spouses earn
income or how much each earns. This was the ultimate recognition of the homemaking
wife's contribution to a marriage.

In 1969, the split income provision was emasculated. The question is how could it
have happened! 1 suspect that there are not too many around today who know the answer,

As long as the law was administered as enacted, there was little or no public criticism
ot complaints about {t. Who would have dared! However, on what authority | have never
known, the Revenue Service in the 19508 began using a separate rate schedule for marrieds
Incorporating therein the results of income splitting, The rate schedule formerly used
by all taxpayers except heads-of households was redesigned as applying only to singles,
This created a "perception” of discrimination against singles.

Resentments began to surface and flourish. A businesswoman, who through the years
had waged a vigorous fight against income tax withholding, became the most outspoken
and consplcuous of the claimants of discrimination againat single taxpayers. Whatever

the weight of her influence compared with that of others, the Ways and Means Committee
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in 1969 initiated a substantial reduction (n the rates pald by single taxpavers.

In 1969, openly living together without benefit of marriage was not vet conventional.
In a few years, however, the fact that two singles ilving together faired much better tax-
wise than two-earner marriages resulted in some married couples divorcing at the end
of one tax year and remarrying at the beginning of the next. To thwart an initlative In
the Congress to cope with the situation, the Reagan Adminsitration in 1981 proposed the
partial rellef for two-carner marriages which was enacted into law,

The 1981 action was and Is a blatant discrimination against marriages Iin which one
partner is a homemaker. Only a return to income splitting will provide tax equality between
all married couples and between two-earner marriages and two singles llving together.
income splitting s the ultimate "pro-family” provision.

10, Capital Gains, This Committee provided the leadership in 1978 for increasing the
exclusion for longterm capital gains from 50 to 60 percent. As evidenced by Treasury
[ and other developments, perennial tax reformers pergist in the view born in the doom-and
gloom of the great depression that capital gains are income, They are aided and abetted
by the continued Inclusion of capital gains in the llst of preferences under the minimum
{ncome tax. Their rhetotic centers on the gains realized by the rich and, by implication,
dismisses the importance of galns to many people through all ranges of the middle incomes
and sometimes to people in the lower incomes. Worst of all, in their obsession with the
view that galns are income, they blind themselves to the economic harm done by transform-
{ng capital into government spending.

In & statement presented in the Ways and Means Committee's hearing on July 318%,
1 explore the source of the tax reformer's addiction to taxing gains as Income and, | believe,

successfully discredit it. Entitled "Perspective on Taxing Capital Gains”, with some revision
the statement {s attached as Appendix A. The conclusion Is that the economic benefits
from enacting top tax rates of 35 percent on personal Income and 33 percent on curporate
income woulld be substantially enhanced by increasing the exclusion from 60 to at least

70 percent and by removing gains from the minimum income tax.
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11. Bnding a grossly wrong tax. For reacons set forth in my writing under this title,
attached as Appendix B, the tax on Soclal Security benefits enacted in 1983 under conditions
of extreme stress and without adequate exposure to public analysis and discussion should
be repealed without further delay. In some cases, taxpayers without taxable income are
ltabl-e for tax on one-half of their benefits.

lZ.’?Imnctns Social Security COLAs. Social Security is an Inter-generational program

but financing COLAs for whatever Faderal programs {s totally an intra-generational matter,

No matter how unintended inflation may be, only rhe government through acts of
commission or omission causes it and only the government can end it, Like all other Pederal
COLAs, therefore, those for Social Security benefits should be financed out of the general

revenue and not by charges against the Trust Fund.

The Middle Ilncome Lobby
P.O. Box 150
Leonardtown, MD 20650
(301) 475-5213
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MAKING A BETTER FEDERAL TAX SYSTEM Appendix A

PERSPECTIVE ON TAXING CAPITAL GAINS

A Statement by
John C, Davidson
Founder, The Middle Income Lobby

\

It has been a long time coming, but finally there is a national consensus on our nation's
problem of under-saving., Undersaving and under-accumulation of capital are the same thing.
The natfon's stock of capital {s not growing fast enough to underwrite optimum conditions
of economic growth, productivity and job creation. In their deliberations, the tax writing
cummittees face the question of the economic nature of capital gaine. 1 urge it be recognized
that gains are part of capital. Thic means that any raxation of gains is in fact a tax on capital,
The taxation converts capital into government spending,

Since 1969, tax law has labelled capital gains as belng income. This labelling has not
been withdrawn despite the economic wisdom displayed by the Congress in 1978 when it
increased the exclusion from 50 to 60 percent. The labelling is the designation of capital
gains as a preference under the minimum incoms tax. Intended or not, this amounts to legis-
lative validation of the claim that capital gains are income; a claim which lacks any substan-
tive support. One resulr is a license for high income bashing on the percent of Income taken
{n income taxation. Including gains as Income significantly lowers the percent and misin-
forms the media and the public as to effective rates of tax on real income up the income
scale,

Why did it happen in 1969 and why has not the dialogue on taxing capital gains broken
away (rom such inaccurate and unfair labelling? The answer does not seem to have been
openly discussed in legislative hearings and floor debates, It largely reflects long-ago thinking
of just one professional as undated and energized by another,

The first, the late Henry Simon, distinguished Professor of Bconomics at the University
of Chicago, lectured in the 1930s that capital gains are part of income and should be taxed
as such. Perhaps not too consclously, the Professor llke many if not most economists in
the doom-and-gloom of the Great Depression was caught up in the bellef that the Depression
resultea and persisted from over-saving and under-spending~-just as Fablan Socialists had
prophesied in the 19th Century.

The over-saving complex bung on in liberal economic thinking for decades after the 1930s,
But it remained for the second professional, now dec d Stanley Surrey, Law Professor
and Assistant Secretary of the Treasury during the Kennedy and Johnson Administrations,
to install the Simon dictum as the linchpin of the tax reform movement. In his 1959 paper,
"Definitional Problems in Capital Gains Taxation,” which became basic to the movement,
he simply accepted what Professor Slmon had said as though it wes incontrovertible In any
period. The movement achleved the first step toward its goal in the 1969 enactment of
the minimum Income tax with capital gains listed as a preference.

1 was well acquainted with Professor Surrey during his work in Washington, He would
not engage in {n-depth discussion on the economic {mpact of tax proposals and policies, always
deferring to answers provided by economists in his orbit. And, on the nature of capital
gains, the economists always relled on what Professor Simon had said even then so long ago.

It would be harsh judgement to belleve that, if the distinguished economist had lived
into these times, he would still say that capital gains are a form of income and should be
taxed as such, Having no doubt that the esteem in which he was held by his colleagues and
students was warranted, [ belleve he would now reject the doctrine of over-saving. He surely
would be (n the vanguard of those urging that greater saving and investing is critical to realiz-
Ing the optimum economic conditions we all want.
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There are some who will continue to resist seeing the connection between national under-
saving and the labelling and taxing of capital galns as income. The phrase "capital income,”
contrived to say something which just is not so, serves to encourage the resistance. The
connection Is unavoldable, however, when we start with the buyer Instead of the seller of
an asset.

If the accumulated capital of A, a prospective buyer, were subjected to a capital levy,
the amount taken obviously would be a subtraction from the nation's capital supply. While
we shudder at the thought of such a tax in America, we have one disguised as a tax on income.
When A uses his capital to buy an asset from B, it s the same capital which then becomes
subject to the gains tax. The tax In reality Is a capital levy measured by the gains. The
subtraction from the nation's capital supply Is the same whatever the name given the tax,

The tax writing committees are considering enactment of top tax rates of 35 percent
on personal income and of 33 percent on corporate income. Carefully crafted, such rates
Inevitably will enrich the spirit as well as the substance of economic go-power. Both would
te substantially enhanced by Increasing the capital gains exclusion from 60 to at least 70
percent and by removing gains from the minimum income tax. Dest of all but perhaps not
for now would be the end of anything more than nominal transfer taxation of capital gains.

- July 31, 1985 THE MIDDLE INCOME LOBBY
Revised Oct. 1, 1985 P.O. Box 150

Leoanrdtown MD 20650

(301) 475-5213
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MAKING A BETTER FEDERAL TAX SYSTEM Appendix B

ENDING A GROSSLY WRONG TAX

In the June 27%h "Washingron Post”, House Speaker Thomas P. O'Nefll was reported to have
suggested increasing the base for taxing Social Security benefits from 50 percent to 85 percent
of the affected taxpayers' total bemefits.

This report seems to confirm what sources have stated, namely, {t was the Speaker's {nsis-
tence which got the tax enacted in 1983. At the time experts were claiming that either bene-
fits had to be reduced or revenues increased to keep the system solvent. The innovative fea-
ture of the tax was that the proceeds would go directly Into the Social Security system instead
of into the general revenues of the government. Before the end of 1984, however, it had become
evident that the advice causing the enactmenc had been just plain wrong--the sveétem was not
faced with insolvency. Presumeably in recognition of this fact, the Speaker's June concern
was in increasing the flow of the System's surplus (nto financing the general budget deficit.

There could be no doubt that it was with the greatest reluctance even excruciating pain
that most members of the Congress voted to tax a segment of Soclal Security benefits. Even
50, there also could be no doubc that few If any of the members had any inkling of how grossly
discriminatory and wrong the enactment was. The record discloses no objective analysis
of how the tax would work. If such an analysis had been available, it would be safe to say
that the tax never would have become law. Since the Soclal Security system does not in
fact need the revenue to ward off insolvency, there is no case whatsoever for continuing
the tax.

Most of the milllons of taxpayers immediately and prospectively affected by the cax did
not realize what they were in for until this year when 1984 tax returns and 1985 estimates
of tax became due. The first political test of the tax therefore could not come until the 1986
Congressional elections. If the tax is to be repealed, the best time to do it is quickly so that
the affected can reduce their estimated tax payments and begin to wind down from thelr
smoldering rage.

The question was not and i{s not whether Social Security benefits should be taxed like other
pensions. That is not what wes done in 1983, The pros and cons on this issue do not seem to
have been examined in any depth. Even If such an examination should lead to agreement that
the benefits should be taxed, the 1983 enactment would serve only as an example of what to
avoid. The Speaker does not seem to understand that the tax was totally wrong and unaccept-
able even when perpetrated in confronting a perceived emergency. The tax was wrong not
just because the estimates of pressing need were wrong. Even if those estimates had been
tight, the enactment was wrong without any redeeming feature.

Social Security Is an Inter-generational transfer system. The principle of working people
earning rights to related future benefits makes {t a pension system which is under the dominion
of government, but not part of regular government operations. It ls I contrast with other
national pension systems {ally based on state largesse,

The 1983 tax undermines the foundation of our system. It is not a tax in the normal sense,
but is a device for benefit redistribution within the system abrogating earned and established
rights of the affected beneficiaries. Contrary to the principle on which Social Security was
founded, the exaction ls an intra-generational transfer of benefits rights—a taking from a
minority of beneficiaries to bolster the payment of benefits to the majority.

Seemingly to avoid immediate public understanding and controversy, the tax was wrongly
and deceptively labelled as applying only to the "higher incomes”. Actually, the exaction takes
hold In the trzasitional zone between the lower and middle incomes. The great burden falls
on the lower range of middle income beneficiaries.

The tax ls wrong because it introduces a "needs”, "means” or "welfare" concept in redistribut-
ing benefits based on earned rights. It is absurbly wrong in casting beneficiaries in the upper
ranges of the lower incomes in a "disadvantaged” role. It is wrong to 2stablish a double standard
for taxing different kinds of pensions. All but Social Security are taxed where taxable Income
begins after prevailing exempticns and deductions.
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Other pensfons and other forms of income are protected from tax by exemptions and deduc-
tions which reduce adjusted grose income to taxabie Income. The tax on benefits s wrong
because it denies this protection to the affected--a denial even more devastating in cases
than a hardcore tax reformer's fondest dream. Specifically, one-half of the benefits of marrieds
are taxed If and to the extent their adfusted gross incomes plus one-half of their benefits exceeds
$32,000. This means that, in some cases {nvolving lllness, business losses and casualties, the
affected will have zero taxable (ncome, but will be llable for tax on one-haif of their benefits.
A good guess would be that considerably more than half of the affected beneficiaries will have
taxable incomes ranging from $18,000 down to $12,000 or less. This accentuates the deception
in labelling the tax as applying only to the higher incomes.

The tax is wrong because {t provides a substantial inducement for llving together without
marriage and for tax-saving divorces. One-half of the benefits of singles are taxed if and
to the extent their adjusted gross incomes plus one-half of benefits exceed $25,000. This means
that with equal AGls and taxable benefits of $4,000 each, two singles llving together would
not be fully taxed on the benefits until the aggregate reaches $58,000. A married couple with
$8,000 in taxable beneflts would be fully taxed on the benefits when their aggregate reaches
$40,000,

The tax is wrong because it results in double taxation when a Social Security beneficiary
on the threshold of Social Security tax llability receives additional income from another
source. As examples, the income could be earnings from part time work ot interest or
dividends from an Inheritance or gift. Untll one or the other runs out, each dollar of tax
on the income {8 matched by a dollar of tax on the benefits.

The abrupt effectuation of the full burden of the tax was wrong because It departs from
the honored rule that any such change become effective only prospectively and gradually.
Imagine a similar dishonoring of the rule with respect to ending Federal pensions at 55 without
actuarial reduction.

It is a tax wicthout a single virtue or any justification. Neither amendment nor revision
could rectify the inherent wrongness of the enactment. It should have been repealed
effective January 1, 1984, Its repeal should now take place effective January 1, 1985,

Revised October 1, 1985 John C, Davidson,
Founder, The Middle Income Lobby
P.O. Box 150
Leonardtown, MD 20650



235

ASSOCTATICN OF FLIGHT ATTENDANTS STATEMENT. ON
ADMINISTRATION'S TAX REFORM PROPOSALS

The Association of Flight Attendants, AFL-CIO, representing
21,000 middle income flight attendants in the airline industry,
endorses some of the Administration's proposals which promote
equity and progressivity in the tax structure for working people.
For example, raising the personal exemption and increasing the
zero bracket amount will rightly lift the tax burden from many in

poverty.

We strongly object to other proposals, however, which, by
the Administiation's own calculations, will shift more of the tax
burden onto middle income workers =-- such as flight attendants,
while reducing the tax burden for the most wealthy. Specifically

we oppose the following proposals:
- eliminating the second-earner deduction
- changing childcare credit to a deduction
- instituting a tax on employer-provided health insurance
- instituting a tax on worker compensation
- instituting a tax on unemployment benefits
- eliminating deduction for state and local taxes paid

- imposing an additional tax on early distributions from

retirement plans
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- repealing the 10-year averaging of lump-sum dis-
tributions from retirement plans

- eliminating the special recovery rules for qualified

plan distributions
Each of these issues will be discussed in turn.

Second-Earner Deduction and Child Care Credit

Despite the President's description of his proposals as "the
strongest pro family initiative in postwar history", several of
the proposed reforms penalize werking families and ignore the
fact that the number of "traditional" families with working
husband and non-working wife is now equalled by single parent

families, and is outnumbered by two-earner families two-to-one.

The predominately female flight attendant population
reflects this national trend: more than 60% of our flight
attendant members are married, and more than 40% have children.
Flight attendants are middle~income Americans who work hard
because of economic necessity to support themselves and their
families; they must make private arrangements for child care

since their airline employers do not provide it as a benefit.

The Administration's reforms penalize working families by
1) eliminating the second-earner (marital) deduction and
2) changing the current dependent care tax credit into a

deduction,

-2 -
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The marital deduction was instituted only three years ago as
a step to ards tax equity for working couples who suffered a
"marriage penalty" for filing together, particularly those of

moderate income where both spouses earned about the same salary.

The marriage penalty resulted from a working couple's
greater share of nondeductible employment-related expenses than a
one-earner couple, and from the lower zero bracket amount for a

married couple than for two single taxpayers.

The Administration would reinstate this marriage penalty by
eliminating the second-earner deduction which currently reduces
the inequitable impact toward married couples of the proposed

zero bracket amounts.

Changing the tax treatment of child care expenses from a
credit to a deduction is particularly regressive. Current law
recognizes that the greatest benefit should be provided to
low~income people. Thus under current regulations, a sliding
scale allows a maximum credit of 30% of expenses up to $2400 for
one child (or $720) for an adjusted gross income of $10,000 or
less, declining to 20% (or $480) for those with an adjusted gross

income greater than $28,000.

By contrast, the proposed change from a credit to a
deduction would provide the greatest benefit tc those in higher
income brackets. This would occur for two reasons: for
non-itemizers who tend to fall at the lowest income levels, it

will be more difficult to use the deduction, and the deduction
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will be worth more to those itemizers at higher income levels.
The Administration is proposing that married couples with taxable
incomes between $4,000 - $29,000 would receive a 15% deduction

while those above $70,000 would receive a 35% deduction.

In humen terms, this means that a flight attendant head of
household earning a gross income of $20,000 who has one child in
day care, who rents her home and thus does not itemize her tax
return -~ will not benefit at all from the child care deduction.

She will lose the entire $600 credit now available to her.

On the other hand, a working couple with gross income of
$65,000, who has one child in day care, would receive a deduction

worth $600.

This proposal can hardly promote fairness when the low
income non-itemizer receives no benefit while the highest income
family receives the greatest benefit. The Administration admits
that the proposed deduction "is relatively less favorable to
low-income families than is the current credit.," We are offended
by the Administration's rationale for the proposed change: that-
dependent care expenses should be treated as any other business
expense. Child care costs borne by working parents are different
from business lunch expenses. Child care expenses are shouldered
by young dual-earner families and single parents who must
purchase private child care services in order to work because the

U.S. lacks a coordinated government-sponsored day care system.

- 4 -
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For lower-income working couples who would derive little or
no benefit from the child care deduction, loss of the current
child care credit would create a disincentive for the lower-

earning spouse to work.

The tax code should reflect a national social policy which
supports working families and their children. The dependent care
credit was a step in the right direction -- changing the credit

to a deduction would be a serious step backwards.

Employee Health Insurance

We strongly oppose the Administration's continuing attempt
to impose a tax on employee health insurance benefits. The
current proposal to tax the first $25/mo. employer-paid premiums
for family coverage or $10/mo. for individual coverage is just as
onerous as the earlier Treasury proposal to tax employer-provided

health premiums above a monthly cap.

This proposed tax on employee health benefits would be
regressive -- impacting most heavily on lower wage earners for
whom the additional $300 per family or $120 per individual com-
prises a larger portion of total annual income. By the
Administration's own estimates, emplcyer contributions represent
19% of income for workers making less than $10,000 compared to
only 14% of income for those making $200,000 or more. In addi-
tion, 60% of the additional tax liability from this proposal

would be borne by families with incomes below $50,000, while only

-5 -
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6% would be shouldered by families with incomes of $100,000 or

above.

The Administration may view the $300/$120 annual floor to
pose a negligible tax burden. If the proposal were to becone
law, however, it would sanction employee health insurance as a
tax target and would invite future tax reformers to raise the
floor or remove it altogether whenever more tax receipts were

needed.

In examining these benefits Congress is not dealing with
frivolous "perks" or gimmicks to shelter income, generate phony
losses or otherwise reduce the taxes of a privileged few. These
measures are for the most part long-standing economic buttresses
of the tax code, that affect millions of workers and are widely

distributed.

Taxing health insurance premiums would result in several

negative consequences.

First, families that cannot afford the new tax on health
insurance coverage may opt out of employer plans and be forced to
seek inferior coverage in an individual policy. This would

result in increased premiums for those who remain in the plan.

Over the past several years employers have, through
increased deductibles and co-payments, transferred increasing
health care costs to their employees. Compounding this burden
with more taxation will cause a significant portion of the

population to drop insurance coverage. Recause insurance
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succeeds on economies of scale through large "group" plans,
employee benefit plans would "starve to death" within a few
years, and the cost to the remaining pool of those covered would

be driven sky high. -

Of those remaining, many would be older workers who tend to
use the benefits more. The costs to them will be prohibitive.
The Administration fails to take into account that‘many of our
senior citizens have continued medical coverage provided by their
prior employer as a retirement benefit. The proposal would

unfairly shift the tax burden towards these older people.

Second, a tax on health benefits will have a dispropor-
tionate impact on certain urban areas and geographical regions
where medical costs are especially high., Workers in high cost
areas may reach their cap on the same level of benefits before

workers in low cost areas.

Taxing health insurance premiums is a poor mechanism to
generate tax revenue, and could actually result in increased
government spending to fill the gaps left by weakened private

benefit plans.

* Every time the government needed revenue, this floor

would be raised.

* As employees opt out of employer programs to avoid

paying taxes, less taxes will be collected.
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* The level of health benefits will decrease as tax

preferences fcr health plans are eliminated or reduced.

* Pressure will mount for government to expand existing
benefit programs or establish new programs to fill the
gap left by weakened private programs. The cost of new
or expanded government programs would ultimately
overshadow the revenue foregone under the current tax

rules for employee benefits,

Finally, this proposal ignores the fact that employers are
allowed a business deduction for providing these benefits.
Apparently the Administration rightly feels that to reduce the
incentive to provide these benefits by an action such as reducing
the corperate deduction, would have a negative impact on the
corporations as well as the health of the population as a whole.
But it does not consider the negative impact visited upon the

individual  taxpayer to be very significant. This is fairness?

.

Unemployment Compensation, Workers' Compensation

We strongly object to the Administration's proposals to make
unemployment compensation fully subject to taxation, and to

repeal the present tax exemption on worker's compensation.

Unemployment insurance benefits provide essential income to
workers who continue to suffer severe job and income loss. Above
certain thresholds, such benefits are already taxed, adding to
the hardship of being unemployed and diminishing the program's

intended use as an economic stabilizer. The suffering of
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unemployed workers should not be compcunded by increased taxation

of their unemployment benefits.

Due to the lingering effects of derequlation of the airline
industry, many airline employees have been laid off over recent
years. Renewed fare wars, grounded aircraft, or another reces-
sion may quickly place many flight attendants and other airline

employees on the unemployment rolls again.

Workers' compensation benefits are already inadequate to
meet the needs of disabled workers and their families. In most
states the benefit level is only sixty-six and 2/3 percent
(66 2/3%) of the average weekly salary. Taxation of these
benefits would widen the gap between payment levels and income
levels required to maintain decent living standards. It would
not be fair to add to the burden of injured worker; that need

these payments,

State/Local Tax Deduction

We oppose the proposed elimination of the long-established
deduction for state and local taxes. For homeowners, who tend to
itemize, this proposal would obviate the combined effects of the
increased zero bracket, higher personal exemption and flatter tax
brackets, and result in a higher - not lower - tax bill., For
example, under the proposals, married homeowners earning $55,000
gross income who pay average state and local taxes of 6% will pay

an additional $825 more in taxes because of the elimination of
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this deduction. A similar couple earning $45,000 would pay an

additional $675.

Their net tax bills will be higher than under current law by
$513 (9.1%) and $274 (6.6%) respectively, despite the mitigating
effect of some of the progressive proposals., For those living in
high~tax states, such as California and New York, the impact

would be even more severe.

Contrary to Administration arguments, the current deduction
for state and local taxes benefits a majority of married couples,
including more than 3 out of 4 median income families, according

to IRS figures,

The Administration argues that taxpayers who are burdened by
the elimination of this deduction can choose lower state and
local taxes through the electoral process or through relocating
to lower tax areas. The long term result would be weakening of
the state and local tax base. This translates into cutbacks in
public services: education, fire and police protection, aid to
dependent children, Medicaid, highway repair, etc. Consider the

cruel ironies of this proposal:

* it would most hurt states which have higher-levels of
taxation and spending due to their higher level of
public responsibility, and/or their disadvantaged

populations which require more public services.

* it would penalize state and local governments for

providing high levels of public services at the same

- 10 -



245

time the Administration has been trying to shift
responsibility for public service from the Federal to

the state and local level.

* it would erode state and local tax bases at a time when
state and local governments are facing growing fiscal
strains due to recent curtailment of many Federal aid
programs coupled with the increasing needs of a growing

elderly population and a mini-baby boom.

The impact of this proposal can hardly promote "fairness".
To suggest that the alternative to a higher Federal tax should be
cutbacks in essential state and community services reflects
callousness and inconsistency on the part of an Administration

which had appeared to foster federalism.
Pensions

In the area of pensions, the Administration proposes several
significant changes to which we object. We will treat each of

these issues separately.

First, the proposal would impose a 20% tax on the taxable
. N
portion of most distributions made from a tax favored retirement
plan prior to the participant's death, disability, or attainment

of age 59k%.

Many retirement plans offer early retirement before age
59% -~ often at age 55. These programs recognize both the

changing nature of the workforce as well as the economic
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environment. In addition, many plans allow for early retirement
at age 50 with 10 years of service. Many companies also offer
special bonus programs, "$15,000 Early Out Benefit" for anyone
with five years of service for example. The advantage of such

bonus programs, to the companies is "reduced labor costs.”

Due to economic realities in the airline industry, employers
have pressed for -- and we have sometimes agreed to -- "early
out" programs where more senior workers are encouraged to leave
the workforce. In some cases, the resulting cost savings may
have made the difference between an airline's bankruptcy and
continuing operations., Senior employees think long and hard
before choosing an "early out,” or an early retirement. An
additional tax on the benefit might discourage employees from

using these programs.

The Administration clearly failed to consider the impact its
proposed tax would have upon benefits for the many employees who
are covered by such early retirement programs, and upon those who
choose early retirement thus allowing younger workers to remain
employed. They also failed to recognize that most early retire-

ment benefits have been subject to an actuarial reduction.

Second, the tax reform proposals would also repeal the 10
year averaging of lump sum distributions as well as eliminate the
special recovery rules for qualified plan distributions. The
-three-year recovery rules were originally designed so that any
portion of a pensioners' retirement benefit that is attributable

to his or her contribution would be received tax free. This is

-12 -
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because her contribution, when made to the plan, was made with
after-tax dollars. To repeal these rules results in double

taxation.

The 10 year averaging rules were designed to spread taxable
income from a lump sum distribution over a period of time. This
softens the prohibitive tax burden which would otherwise be
impose upon many senior citizens who are on a fixed income. It
also protects many workers whose plans terminate and also those
whose retirement benefit is so small that it is more economical

to them to receive a lump sum.

These rules were designed to help the pensioner in the first
few years of retirement which traditionally are the most finan-
cially and emotionally unsettling. To eliminate these dis-
tribution rules only buries the pensioner in a deeper hole with

inflation being the ever constant shovel.

Another problem with the proposal is that it fails to
recognize that pension plans, as well as other employee benefit
plans, are already subject to stringent rules imposed by the IRS
and ERISA which must be met in order to qualify for tax favored
status, These rules are designed specifically to prevent dis-

crimination and promote equity in the retirement savings arena.

One final point must be raised. The Employee Benefit
Research Institute has concluded that pension funds now
constitute 29% of the publicly traded equities in America, affect

the financial security of 75 million Americans and thus fuel

- 13 -
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growth and job creation in all segments of the economy. To
impose more rules and administrative burdens may deter many
employers from continuing these programs altogether, would hurt
capital markets and hinder formation of capital, much to the

detriment of the nation as a whole.

The Administration's plan hardly promotes fairness for
working people when, by its own calculations, it shifts the —
individual tax burden onto middle income families while reducing
the tax burden for those earning $200,000 or more. The proposals
will, in fact, result in a higher tax bill for many middle-income
flight attendants, according to our estimates (See appendix).
This statement discusses specific proposals which are regressive
and which would in many cases, offset some of the plan's progres-
sive features such as the increased personal exemption and

increased zero bracket.

We urge Congress to fashion a truly progressive package
which will ensure that corporations and high income individuals
pay their fair share of revenues. Tax reform for the sake of
"simplicity” cannot promote "fairness" if it is achieved at the

expense of low and middle income workers.

- 14 -
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- Appendix -

Estimated lupact cf Administration's Tax Reform
Proposals on Flight Attendant with Gross Income of $25,000

Gross Income Filing Child in Net Change {n Tax Due
Flight Attendant Spouse Status [temizer Exemptions Day Care §_ A
$25,000 $ N/A Single No 1 N/A S =514 - 13%
" " " Yes 1 " -4 -2
" N Head of No N 1 -250 -~ 9
Household
" " " Yes 2 0 -1 -0.1
" " " " 2 1 +166  + 11
" 20,000 Joint " 2 N/A +274 0+ 7
N " " N 3 0 47+ 1
" " " " 3 1 +8L + 2
" 30,000 " " 2 0 +513 + 9
" " " “ 3 0 +318 + o
" " " " 3 1 +198  + 4

Assumptions:

Itemizer's First Mortgage Interest: 13%Z x 1.8 x gross income

IRA Contributions: $1000 (single), $500 (head of household,
$1000 (525,000/20,000 gross income couple), ~
$2000 ($25,000/30,000 gross income couple)

Charity Contribution: 2% x gross income except l% gross income for single

Child Care: filer currently takes maximum allowable credit, and will take

maximum allowable deduction under proposals
State Tax Rate: 6%
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STATEMENT OF HON. BILL BONER (D-TN)

BEFORE THE SENATE FINANCE COMMITTEE
IN SUPPORT OF SECTION 190 OF THE INTERNAL REVENUE CODE
PROVIDING A DEDUCTION FOR THE REMOVAL OF ARCHITECTURAL BARRIERS

TO THE DISABLED AND ELDERLY

OCTOBER 1985



251

Mr. Chairman and Members of the Committee:

I would like to thank Chairman Packwood and the Members of
the Finance Committee for giving me this opportunity to present a
statement in support of retaining the deduction for the removal
of architectural barriers to the disabled and elderly.

This deduction, known as Section 190 of the Internal Revenue
Code, allows businesses to receive up to a $35,000 deduction for
removing architectural barriers and making their places of
business accessible to the disabled and elderly. Under current
law, the deduction is scheduled to expire at the end of this year
and the President, in his tax reform package, has recommended
that it not be renewed.

While I share the view that the tax code should be fairer
and less complex, I also believe that the code can and should be
used to encourage activities that would not otherwise be
undertaken. I believe that one of these activities is improving
accessibility for the disabled and elderly to places of business,
commerce, and employment. This goal is consistent with the
policies toward citizens with disabilities enacted by Congress
over the past 20 years.

Between 1968 and the present, the Congress has passed
several laws aimed at enhancing the quality of life for elderly
and disabled Americans. The centerpiece of these efforts was the
enactment of the Rehabilitation Act of 1973, which in essence

afforded these individuals greater protections and opportunities.
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Underlying the Rehabilitation Act and other laws assisting
the disabled and elderly is the concept of access - access to
education, to employment, to public facilities and services, to
transportation, to housing, and to other resources needed by
disabled and elderly Americans to realize more fully their rights
as citizens and their potential as individuals. Architectural
barriers are obstacles that limit opportunity, restrict choice,
frustrate self-help and, in many ways, promote discrimination and
ignorance of the disabled and elderly.

The effort to remove barriers in the physical environment is
a relatively recent one. The focus at the national level can be
dated back to the 1958 President's Commission on Employment of
the Handicapped. 1In 1961, the American National Standards
Institute (ANSI) issued standards and minimum requirements for
structures such as walkways, parking spaces, ramps, floor
surfaces, stairs, mirrors, water fountains, public telephones,
control identifications, and warning signals.

These ANSI standards generated considerable interest in the
architectural barriers problem, although compliance with them was
completely voluntary. Not until 1968, with the passage of the
Architectural Barriers Act, did the federal government begin
efforts to ensure that certain public buildings be designed and
constructed so as to be accessible to the physically disabled.

Within the private business sector, market or economic
forces alone will not remove these barriers. Without incentives

such as the one provided by the Section 190 deduction, businesses
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are reluctant to incur the expenses necessary to make their
buildings accessible. Because the great majority of our nation's
population have little, if any, difficulty gaining access to
offices and other buildings, businesses have little incentive to
accommodate the disabled and elderly. This realization led
Senator Bob Dole and other Members of Congress to work to enact
as part of the Tax Reform Act of 1976 a deduction for the removal
of architectural barriers. Since that time, Senator Dole and
other Members, including myself, have worked to renew and extend
this deduction.

Members of this Committee are well aware that improvements
in medical science have increased the number of disabled and
elderly persons in our society. In the case of older
Americans, we have added years to life. But our nation has only
just begun to pursue policies to add life to those years. Thus,
when we deny access to places of employment and commerce, we deny
the disabled and elderly the opportunity to lead full and
independent lives. To achieve the goal of improved
’accessibility, I believe that a joint federal-private partnership
is necessary and that Section 190 provides such a cost-effective
partnership.

At minimum, I respectfully request the Committee to consider
a longer extension of the Section 190 deduction than has been
previously provided. In addition, I request the Committee
include a reporting requirement so that Congress can evaluate the

extent to which the deduction is used. I discovered last year

55-633 0 - 86 - 9
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a
that the Internal Revenue Service does not have the ability to
tell Congress how many businesses have used the deduction.

I in closing, I would like to repeat my view that the

assistance and incentives the federal government can encourage
through the tax code can make the difference as to whether the
disabled and elderly can find jobs suited to their talents and
opportunities suited to their needs. Because Section 190 is the
only fiscal inducement to private businesses to make their
facilities accessible, I encourage the Committee to incorporate
it into the tax reform measure that you soon will be drafting.

Thank you.
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OVER 60 YEARS OF SERVI

Office of Governmental Affairs

October 23, 1985

Honorable Bob Packwood, Chairman
Senate Finance Committee

Room S$0-219

Dirksen Senate Office Building
Washington, DC 20510

Attention: Ms. Betty Scott-Boom
Dear Mr, Chairman:

I am writing with regard to S. 887, to amend the Internal
Revenue Code of 1954 to extend the deduction for expenses.in-
curred in connection with the elimination of architectural and
transportation barriers for the handicapped and elderly through
1989.

1 respectfully request that this statement be included in
the hearing record with respect to hearings that the committee
has been holding on tax reform.

For over 65 years, the National Easter Seal Society has
provided health and socia)l services to children and adults with
physical disabilities. Last year, Easter Seals served over a
million people nationwide, The Society has focused its programs
not only on the individual with a disability, but on the environ-
ment in which he or she must function. The National Easter Seal
Society recognizes that the benefits received by disabled persons
from our treatment centers are fully realized only when these
persons are able to participate in the mainstream of 1ife,

The Easter Seal Society has a long history of involvement
with accessibility for people with disabilities. Many years ago,
a grant from the Easter Seal Research Foundation to the Universi-
ty of [1linois resulted in development of design specifications
for making buildings accessible., These specifications were ap-
proved by the American National Standards Institute in 1961 and
became known as the ANSI Standards., Today, these specifications
are referenced by building codes, laws and regulations at local,
state and federal levels., The Easter Seal Society responds to
questions from architects and designers on almost a daily basis.

1350 NEW YORK AVENUE, N.W. @ SUITE 415 ® WASHINGTON, D.C. 20005 @ (202) 347-3066
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In its continuing advocacy role on behalf of the disabled,
the National Easter Seal Society initiated a program, "Design for
Accessibility", to help the business community understand the
techniques for making buildings accessible to persons with disa-
bilities. The program was conducted at conventions of more than
fifty organizations during a two-year period, The program was
undertaken under the sponsorship of private corporations.

Qur experience in the area has convinced us that accessible
designs are helpful not only to persons with disabilities. Ac-
cessible design is of benefit to all segments of the population,
including the elderly, pregnant women, the very wvoung in strol-
lers, and those with temporary disabilities. Accessible design
to accommodate everyone will allow persons with disabilities to
participate in the mainstream with all segments of the popula-
tion. The Easter Seal Society is being called upon more and more
frequently by agencies serving the elderly to assist in insuring
that older persons receive consideration in the field of accessi-
bility. Several corporations have indicated that accessible
accommodation could allow them to continue the employment of
older persons, As the U,S. population continues to grow older,
the need for providing accessibility in the workplace for the
elderly as well as the disabled becomes more of a priority. A
statement published by the Architectural and Transportation Bar-
riers Compliance Board indicated that "by the year 2000, when
World War Il baby boom individuals become the senior boom, there
will be one physically disabled person for every able-bodied
one", While there are laws and regulations for accessibility,
there continues to be a need for other incentives to provide a
more humane environment, not just for persons with disabilities,
but for all of the population,

The National faster Seal Society was an early supporter of
the tax deduction for the elimination of architectural and trans-
portation barriers to the disabled and elderty, The Society was
disappointed when the deduction failed to be extended and expired
on December 31, 1982. Both National Society and its affiliates
across the country actively supported reinstatement of the deduc-
tion and were pleased that the deduction was included in the Tax
Reform Act of 1984. We appreciate the efforts of this Committee
in that regard.

Tax considerations can often be an important factor in
business decisions. Obviously, businesses will have a greater
incentive to make their facilities accessible if they are permit-
ted to deduct the expenses incurred in doing so in the tax year
in which they are made. The deduction should be particularly
helpful to small businesses that have limited resources to make
this kind of capital expenditure. While the National Society
supports S. 887, we would urge that the bill be amended to re-
flect language included in H.R. 1458 introduced by Congressman
William H, Boner. Representative Boner has included a Reporting
Requirement whereby the Secretary of the Treasury shall report to
the Congress not later than January 1, 1991, the number of tax-
payers taking the deduction, and the average amount of the deduc-

2
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tion, provided by Section 190 of the Internal Revenue Code of
1954 for the most recent taxable year for which data are avail-
able. To date, it has been impossible to determine the number of
businesses that have used the deduction. This new provision will
enable Congress to assess the value of the deduction, The lack
of such a4 reporting requirement has been a major weakness in the
present provision, -

The federal government has an important role to play in
making our businesses and transportation facilities accessible,
Congress demonstrated a commitment to the disabled and elderly
when it adopted a Concurrent Resolution in 1975 that reads, in
part, “Therefore, it shall be national policy to recognize the
inherent rignt of 41l citizens to the full development of their
economic, social and personal potential regardless of their phys-
jcal disability through the free use of the man-made environ-
ment." Passage of S. 887 will be in keeping with that Congres-
sfonal commitment,

Sincerely,

Y Vou sy =S

Roberta Van Beek
Assistant Director of
Governmental Affairs

RVB:cg

55-633 0 - 86 - 10



258

Eastern Paralyzed
Veterans Association

ESEPIA

OCTOBER 23, 1985

TESTIMONY TO THE U.S. SENATE FINANCE COMMITTEE

CONCERNING §.887

Submitted by:
Terence J. Moakley
Barrier-Free Design Director
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The Eastern Paralyzed Veterans Association is one of 33 chapters of the National
Paralyzed Veterans of America. EPVA numbers approximately 2,000 members, most
of whom reside in the four states of New York, New Jgrsey, Pennsylvania and
Connecticut. All of EPVA members are disabled persons, either wheelchair users,

or ambulatory with the assistance of canes or crutches.

The Eastern Paralyzed Veterans Association urges the Committee on Finance to
report favorably concerning S.887, This bill would extend the $35,000 IRS
Section 190 business tax deduction for barriers removal for a period ‘of three
years, and require that the IRS report the usage of Section 190 to the Congress
at a future date. FEPVA believes that many more businesses would use Section
190, if they knew about it, Further, we believe that given another extension of
Section 190, this provision will be marketed by disability groups such as ours

so that more businesses will use it,

In late 1984, EPVA began a campaign to market Section 190 to America's busi-
nesses. Attached to this testimony is a list of 41 periodicals which have cho-
sen to print information about the existence of Section 190. Most of these 41
articles have been short "filler-type" articles, but several periodicals have

chosen to print feature articles about Section 190.

As a result of this marketing effort, more than 2,000 of America's businesses

N
have contacted EPVA, requesting information about IRS Section 190, To document
this response, we are also attaching a list of the names and lo'cétions‘ of busi-
nesses in our four primary states of New York, New Jersey, Pennsylvania anélv“
Connecticut which have contacted our association requesting Section 190 infor-
mation. EPVA believes strongly that this overwhelming response proves that
America's businesses are interested in Section 190, and would use it if it were

renewed.,
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One of the very positive developments of EPVA's Section 190 marketing effort has
been our ability to co-author several feature articles on Section 190 with

Martin M. Shenkman, an accountant practicing with Townsend Rabinowitz Pantaleoni
& Valente, P.C. in New York City. Mr, Shenkman is concluding a book entitied

How to Do Tax Planning With Depreciation and the ITC, to be published in

January, 1986 by Matthew Bender & Co., Inc. This book will have an entire
chapter devoted to utilizing the Section 190 incentive. The book is part of the
*Accountants Workbook Series", which will become a common reference manual in
many accounting firms throughout the land. Reaching accountants with infor-
mation about IRS Section 190 has become an important aspect of our effort to
market Section 190. Mr. Shenkman's forthcoming book will be a tremendous help,
but only if Section 190 is renewed. Mr. Shenkman believes that Section 190 is
one of the few IRS provisions available to businesses which would not be abused
as a tax shelter, since its main aim is better access to business for a

deserving segment of our society. Because of the social good it leads to, it is

an item not conducive to abuse as a tax shelter,

Beginning on October 11, 1985, EPVA has attempted to contact some of the busi-
nesses which have received Section 190 information from us. Eleven (11) of
these responses are attached for the Committee's review. Six of the businesses

which responded will use the Section 190 deduction.

South Nassau Dental Associates of Rockville Centre, New York reports using;
the Section 190 deduction in both 1984 and 1985 to improve ramps, bathroom and
doors for handicapped persons at its place of business, National Underground

Storage Inc. of Boyers, Pennsylvania also reports using Section 190 in taxable
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years 1984 and 1985 for the installation of ramps and toilet partitions to

improve accessibility for the disabled. Dr. Marvin J, Sagor of Delmar, New York
will use the Section 190 deduction in 1985 for a ramp, widened doorway and an
accessible restroom. Oneida Ltd., of Oneida, New York documents a Section 190
deduction in 1985 for replacing entrance steps with a ramp. Christine A,
Browning of Milwaukee, Wisconsin is using the Section 190 deduction for the
installation of a wheelchair lift in 1985. And, the Waukesha Foundfy Company of
Waukesha, Wisconsin informs us of using Section 190 in 1985 for improved
accessibility to their plants. None of the above companies knew about Section

190, until they read about the information EPVA provides about it.

Five (5) additional companies responded to the EPVA questionnaire that they

would use Section 190 if it is renewed for 1986. These businesses are Spectrum
Office Products of Rochester, New York, Atlas Motor Inn of Cape May, New Jerse);,
L.O.P.C. of Richmond, Virginia, Quon Yee Restaurant of Forest Lake, Minnesota,
and Penn Real Estate Company of Williamsport, Pennsylvania. EPVA believes that ..
in the days and weeks ahead, we will receive more positive responses from busi-

nesses that have used Section 190, and would use it again if it were renewed.

The Eastern Paralyzed Veterans Association believes that more of America's busi-
nesses will use Section 190 if it is renewed by the passage of 5.8387. We
believe that these written comments document both use of, ;n& éo,ntinuihg "
interest in, Section 190. This provision of law is the only Federal incentivé.-i :
which exists for businesses to voluntarily remove barriers to the disabled,

This is an extremely cost-effective approach to gradually eliminating physical

barriers to disabled persons in America's businesses. For a change, it is the
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business community, and not government, which is paying for needed accessibility
changes for disabled Americans., EPVA believes strongly that Section 190 should

be renewed by the passage of S.887.

We sincerely thank the Senate Committee on Finance for this opportunity to pro-

vide written comments,
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PVA

PARALYZED VETERANS
OF AMERICA

Chartered by the Congress
of the United States

STATEMENT
FOR THE RECORD
OF
R. JACK POWELL, EXECUTIVE DIRECTOR
PARALYZED VETERANS OF AMERICA
TO THE
SENATE COMMITTEE ON FINANCE
CONCERNING
THE PRESIDENT'S TAX PROPOSAL FOR FAIRNESS, GROWTH & SIMPLICITY
AND
S. 887, WHICH PROVIDES FOR EXTENSION OF SECTION 190
OF THE INTERNAL REVENUE CODE OF 1954, AS AMENDED

OCTOBER 24, 1985

Mr. Chairman and Members of the Committee, on behalf of the members of
Paralyzed Veterans of America, a congressionally chartered veterans' service
organization, and all disabled and elderly Americans, 1 would like to thank
you for conducting this examination of S. 887 which would extend, and not
terminate, ways to improve accessibility by removing architectural barriers
that confront handicapped and elderly persons in privately-owned,
publicly-used places of commerce. I am R. Jack Powell, Executive Director of

PVA.

801 Eighteenth Street, N.W., Washington, D.C. 20006 [202) USA-1300
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My purpose is to provide PVA's concerns, interests, and justifications to
seek the support of Congress to extend, and not termipate a valuable tax
incentive in Section 190 of the Internal Revenue Code of 1954, as amended.
PVA's position is in opposition to the "President's Tax Proposals to the

Congress for Falrness, Growth and Simplicity," which includes a provision to
terminate Section 190 when the present extension expires on December 31,

1985.

PVA and a wide variety of other disability rights organizations greatly
appreciate the tax reform hearings conducted by this Committee, but remain
concerned as no hearings are aimed in part at examining accessibility for the
handicapped and elderly. Therefore, we are very pleased to comment for the
record on S, 887, introduced by Senator Bob Dole, a legislative proposal
which would extend the provisions of Section 190 for three years and create a

reporting requirement whereby the efficacy of the Section can be evaluated.

Section 190 provides a $35,000 tax deduction for private businesses which
have incurred expenses in connection with the removal of architectural
barriers that confront handicapped and elderly perscns. In 1983, the Joint
Committee on Taxation previously provided an estimate that costs would vary
from $7 million to $40 milvlion, depending upon the maximum allowable -
deduction that Congress should authorize. PVA believes that the current
$35,000 deduction would mean a minimal revenue less of approximately $10

million annually to che government.
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More importantly, the income tax incentive constitutes a creative and cost-
effective way for businesses and the federal government to work together for
the voluntary removal of architectural barriers that prevent the elderly, and

over 36 million disabled persons, as comrsumers, and potential employees, from

gaining access to places of commerce, housing, recreation, and employment.

It cannot be overemphaslzed that Section 190 is the only tax provision that
provides both access and a meaningful private sector initiative that offers a

purposeful return on investment.

The purchasing power of the disabled population has been 1inadvertently
overlooked by the government and business by not providing reasonable access
to disabled and eiderly people. It 1is imperative that businesses recognize
the value of the potential patronage of elderly and disabled persons.
Renovation of a business establishment 1is a one time expense that conse-
qﬁently regsults 1in increased reasonable accommodation, patronage, sales, and
tangible income that is enjoyed for the lifetime of that business. Once the
access 1s provided, particularly 1in the small business sector, which is
larger than the corporate struvcture, the immense potential for employment of

disabled persons is increased.

The positive aspects of employment opportunities for the disabled have many
health related and other personal ramifications, but what also may be
overlooked by the government 1is that all sorts of good things happen when
disabled persons achieve employment status. First, they become state and
federal tax-paying citizens. As this occurs, we must be mindful that this in

turn reduces the payment of support maintenance, programs and services

-3-
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rendered by state and federal Human Services Programs for disabled
igdividuals. It becomes evident that the reduction in services produces a
reduction in federal and state budget outlays. Let it not be forgotten,
that as disabled persons become e¢mployed, they will also be paying into the

Social Security program in lieu of receiving Social Security benefits.

Everyone benefits - now, the disabled person enjoys new-found purchasing
power, and joining the mainstream of society, the disabled person discovers a
new brand of self-esteem. He or she serves as an example to family, frieuds
and the community as a participating member of soclety. Yes, a simple tax
deduction as provided in Section 190 offers endless benefits to all! Those
businesses who have provided access to disabled people have, in effect,

offured something of value to all peovple - they should be congratulated!

Senator Robert Dole introduced S. 887 (13 cosponsors). This measure provides
a three-year extension of the $35,000 per year tax deduction and requires the
Department of the Treasury to report to Congress the monitary amount and the
number of taxpayers using the deduction. U.S, Representative Bill Boner (TN)
introduced a similar measure, H.R, 1458, (62 cosponsors). There 18 one

difference - H.R. 1458 provides for a six-year extension of Section 190.

Accessibility for elderly an& handicapped persons in public buildings and
privately-owned places of commerce, recreation, housing, and employment has
long been one of PVA's highest priorities. Consequently, we have dadicated
considerable effort to examining ways to improve for the handicapped this

basic right of ingress and egress in public places.

~l-
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In 1959, through the pursuits of PVA and at the request of the President's
Committee on the Employment of the Handicapped, PVA became a committee member
of the American National Standards Institute, Inc., and remains an active
member today. The purpose of the committee has been accomplished -~ develop~
ment of the "American National Standard Specifications for Making Buildings
and Facilities Accessible to, and Usable by, the Physically Handicapped,”
ANSI A117.1-1980, as amended. The standard was ultimately recommended fcr
adoption and endorsement by administrative authorities active in the con-
struction, rehabilitation, and alterations of buildings, and facilities and
site development so that those individuals with physical impairments can
pursue their interests and aspirations, develop their talents, and exercise

their skills when and where there is building accessibility.

Subsequently, the ANSI standards evolved into the Congressional passage of
the "Architectural Barriers Act of 1968." PV, highly involved in its
passage, supported what became Public Law 90-480, August 12, 1968. It
insures accessibility for the disabled in all public buildings financed with
federal funds. Activities of PVA, continuing as an advocate for access, is
reflected in our {involvement {in the efforts of the United Staies
Architectural and Transportation Barriers Couwpliance Board (ATBCB) to develop
and provide, as required by law, "The Minimum Federal Guidelines and
Requirements for Accessible Déslgn (January 6, 1981)." The introduction to
the guidelines says, "The Physically Handicapped are citizens of this country
-~ just as others of us are; they pay taxes and contribute to the economy of
the country - just as othefs of us do; they deserve access to their public

buildings on an equal basis with the rest of us."

5
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The problem remains that access Is not being provided in privately-owned,
publicly wused facilities. Extension of Section 190 will assist in
alleviating this problem. It is for these reasons that PVA has endorsed the
incentives created by Section i90 of the Internal Revenue Code to open
publicly used places to the handicapped. Section 190 has consumed
considerable efforts on the part of PVA in two ways: first, we have worked
to make this expiring section of the Code known to business persons. Second,
we have dedicated great effort in maintaining Congressional authorization as

part of the Tax Code.

Quite briefly, Section 190, which was created in 1976, allowed businesses to
make their facilities accessible and to elect to deduct accessibility-related
costs of renovation from taxable income. It was anticipated, therefore, that
whenever publicly-used facilities were routinely renovated, those having the
work done would make the changes necessary to accommodate the handicapped.
This effort has been hampered by the historic short-term authorizations of
Section 190 which have not provided businesses adequate lead time to respond,

upon learning of the existence of the tax deduction.

Tax laws combine with other social forces to affect the handicapped
opportunities, and this fact is revealed quite clearly in housing. Consider
an apartment complex where the owners desire to renovate it. The owners of
that expensive venture reflect on alternatives as ways of making their
apartments more attractive to the general population, Their goal is to make
their apartments appealing to more potential tenants, or to those capable of

paying higher rents.

-6
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To the able-bodied renter, waste disposals, balconies, and improved land-
scaping are more likely to come to mind as being more desirable than are
ramps, bathroom grab bars, and widened doorways. It is easy to see, then,
what the apartment building owners will do to upgrade their facility and to
thereby appeal to the greatest number of people. It is also easy to see

which group must search longer to find suitable housing.

Employment of the handicapped, like accessible housing, is an area of utmost
concern to PVA., Perhaps the relationship between an income tax deduction
such as that which exists under Section 190 and employment of the handicapped
can be illustrated by developments in the electronics industry, It is worth
stating at this point that electronics manufacturers have made considerable
strides in hiring the handicapped, and the industry should be acknowledged

for 1ts accomplishments.

In the case of an electronics manufacturer who desires to hire handicapped
workers, the income tax deduction can have special value. For example, the
potential employer first must make his facility accessible for ingress and
egréss; therefore, he would add close-in parking areas and ramps and would
make rest rooms accessible. Then, he would make the work site accessible,
which would include moditying workbenches or obtaining special drafting

tables.

Items used in these industries are quite expensive, and the specialized ones
required by some handicapped employees are even more costly. However, once
these basic alterations are made and the items are purchased, the qualified

handicapped person is ready to become a skilled employee.

7=
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An industrial rehabilitation counseling service from Forest Park, Illinois,
which specializes in promoting the employment of industrially-injured
individuals, wrore to PVA, stating that the income tax deduction has helped
open many employment opportunities for its clients that otherwise would not
have been available,

Places of recreation and commerce also have been.opened to the handicapped
and elder.y through the existence of the income tax deduction that 1is
available under Section 190. For example, in Boca Raton, Florida, a town of
60,000 people, the Mayor's Committee for Disabled Persons, in mid-1982,
undertook making store; accessible to handicapped persons. Even though state
law requires that any public building constructed after October 1975, is to
be accessible, there of course remain many facilities that are exempt. This

situation is typical in most communities throughout the country.

The Boca Raton Mayor's Committee and the local Chamber of Commerce publicized
the tax deduction available under Section 190. Then, they and 1local
merchants worked together harmoniously to make two shopping centers

accessible to the handicapped. -

A member of the Mayor's Committee informed PVA that Section 190 was instru-
mental in this effort in two wgys. First, businesses utilized the income tax
deduction. Second, 1t was effective in a hidden way: the income tax
deduction was an effective Induccment which led many of these businesses to
make their facilities accessible. Later, upon completion of the projects,
business persons learned that modifications had entailed far less expense

than was anticipated.

-8-
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In Suffolk County, New York, a similar project (aimed specifically at adding
handicapped parking, needed ramps, and curb cuts) was successfully undertaken
-in late 1982 by the County Office of Handicapped Services, a group of
disabled veterans, and local merchants. The result was that over 200
handicapped parking spaces were installed, along with appropriate curb cuts
and/or ramps. These ramps also are beneficial to the elderly and other

shoppers with carts.

The Director of this County Office wrote to PVA, stating that the available
income tax deduction heiped them exceed the accessibility standards set by
local law: "Many owners of shopping facilities took advantage of this
federal tax incentive to add ramps and curb cuts at their shopping facilities
which were not required by law...Business persons were willing to ccoperate
in this project because part of the cost would be offset by the federal tax

deduction."

In Nassau County, New York, successful projects were also conducted. The
Director of Services for the Physically Handicapped laments in one letter the
expiration of Section 190 because, in 1its absence, there is "little or no
'business' leverage for Jlocal government offices 1like ours to create
partnerships with the private sector in reducing these architectural and

other barriers."

Senator Dole has incorporated into S. 887 a provision for reporting by the
Department of the Treasury to Congress on the usage of the tax deduction.
PVA believes Senator Dole is correct, and that this is an important aspect of

the bill because so 1little information presently exists. However, the

-9~
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existing information that is available stresses and points out the potential
value and use of the tax deductiou. Previous efforts regarding the
effectiveness of Sepcion 190, accessibility costs, and employment of the
handicapped contend that the above 1is factual. The following three
references point out certain facts by virtue of their differing, but related
activities.

The Department of Labor, "A Study of Accommodations Provided to

Handicapped Employees by Federal Contractors,' June, 1982.
The Small Business Administration and Wright State University,
combined their efforts to study the "Regulation and Small Business

Participation in the Federal Contract Market," June, 1982.

An informative article Scientific American "Physical Disability

and Public Policy,” June, 1983.

PVA has observed several points regarding accessibility, based on limited
responses by businesses. First, the vast majority of businesses did not know
of the existence of the income tax deduction available under Section 190 of

the Revenue Code.

Second, smaller businesses that are concerned enough™ to modify existing
facilities in order to make them accessible to the handicapped are also

likely to employ disabled people.

—~
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Third, most businesses that have made expenditures expressly to enhance
accessibilicty for the handicapped and elderly have incurred expenses of less

than $30,000.

Fourth, most smallev businesses that have inaccessible tacilities and which
do not intend to make them accessible cited expense as the reason for their

inaction. Generally, these estimated costs exceeded $40,000,

Fifth, most larger businesses that have inaccessible facilities and which do
not iotend to make them accessible cited the large number of facilities as

the reason for their inaction.

Sixth, both larger businesses and smaller ones that have more modern
facilities do not require the deduction because their facilities are built to

be accessible when constructed.

Based on these observations, it is apparent that smaller businesses will
cont.inue to be the primary users of any available income tax deduction aimed
at removing architectural barriers. Furthermore, it is evident that those
small businesses which have used or will utilize the deduction for the
romoval of architectural barriers are the ones that would expand and provide
employment opportunities to handicapped workers. Accessibility is the key to
employment; therefore, it becomes indicative that the income tax deduction
could increase the number of employers of the handicapped and can diversify

the types of employment available to the handicapped.

-11=
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In June 1982, the Department of Labor presented a two-volume study entitled

"A Study of Accommnedations Provided to Handicapped Employees by Federal

Contractors.” Volume I contains study findings, and Volume II contains ten
case studies. This study was prepared by surveying 2,000 federal
contractors.

Few reliable studies exist that examine the cost of accessibility in the
numerous places PVA aims for Section i90 to be effective, the diverse places
of commerce, recreation, housing, and employment that are found in all cities

and towns throughout the nation. Therefore, this study of government

contractors 1is, perhaps, the most reliable information that 1s available.

However, this study of government contractors deals, quite naturally, with
larger emplqyers and does not examine what is required in making the smaller
facilities operated by ;ole propriet&rs and par:qerships accessible.
Furthermore, the employers studied in this examination have had considerable
economic encouragement to make their facilitles accessible to the

handicapped, since hiring the handicapped is, in many cases, a prerequisite

for receiving government contracts.

It should be recognized that the snall business entrepreneur dces only very
limited (or no) business with the federal government and has virtually no
incentive or requirement to make its places of operation accessible to the

handicapped.

The Small Business Administration and Wright State University, in 1982,

studied the effects of regulations on small business and federal contractors'

-12-
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compliance with Sect‘ion 503 of the Rehabilitation Act. This study, "Regula-
tion and Small Business Participation in the Federal Contract Market: The
Effect of Section 503," is a detailed, 20‘;—?839 report that was released 1in
June 1982, Information for the report was gathered from questionnaires sent
to 2,916 small business federal contractors, of which there were 726 usable
responses. Like the DOL study, it addresses a wide variety of issues of

concern to those who deal in the specialized field of government contracts.

The SBA study not only identifies the types of handicaps found in the work
force, but it also attempts to ascertain the cost of accessibility among
smaller contractors. This 1s a very difficult task, since only a small
percentage have come within the requirements of Section 503. However, where
there has been modification of facilities to make them accessible to the

handicapped, "the mean cost per contractor is slightly mure than $8000."

The June 1983, Scientific American (copy attached) contains a detailed study

entitled "Physical Disability and Public Policy." This fact-filled article
contains numerous statistics dealing with the incidence of disability, local
governmental units' responses to the requirements placed upon them, and a
discussion of the demands placed on our national systems of health and human
services. It aiso contains suggested future actions our society and

government must take, 1if they are to address the needs of the disabled.

The article concludes with a discussion of architectural barriers and the
limitations they place on handicapped and disabled persons who seek to enter

the work force. The article, at page 49, states:
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One of the most powerful tools of policy Iimplementation 1s the
variety of economic incentives that government offers through the
tax system and through government expénditures. The economic-
incentives approach to policy implementation has not been widely
tried with respect to architectural barriers. Some states have
introduced modest tax deductions for the removal of such barriers.
Until recently the Federal income~tax code allowed businesses a
modest tax deduction of $25,000 in any given year. The statutory
authority for the Federal tax deduction, however, expired last
year. Although the size of the Federal tax write-off was far too
small to be noticed by most large businesses, such cost-sharing
schemes can help to foster compliance with governmentally sponsored
accessibility standards.

This article maintains that for many pocenci&l*emplcyers of the handicapped

the cost of accessibility 1s prohibitively great.

It appears from PVA's experience that the income tax deduction has been more
attractive to smaller businesses than to larger omes, which is predictable,
considering the limited nature of the present maxjmum annual income tax

deduction for $35,000.

As has been pointed out, the income tax deduction for accessibility-related
expenses provided a useful tool for making publicly-used places accessible in
cases where businesses operated cut of facilities that were not originally
built to be accessible. This deduction has been helpful in that it provided
business persons an alternative to adding accessibility costs to the base
value of their facilities and fhen depreciating those costs over a number of

years.
Neither the government or PVA has been able to provide this Committee with
precise statistics on the usage of Section 190 1in the removal of

architectural barrfers. Senator Dole recognized this need to provide

—14-
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Congress the necessary information to enable future authorization of Section
190. This is another reason to extend Section 190; otherwise the merits of
the deduction will never be fully known. Senator Dole's bill, S. 887, offers
the necessity of providing concrete statistics showing the effectiveness of
Section 190 which is to be reported by the Department of the Treasury to the

Congress.

In 1983, the Joint Committee on Taxation made the following revenue estimates
for the extension and modification of Section 190:
Option Under Consideration Fiscal Years--Millions of Dollars

1983 1984 1985 1986 1987

Make permanent Section 190 -7 -13 -13 ~-12 -11
Make permanent Section 190 and -13 -25 -23 =22 ~22
increase limit to $50,000

Make permanent Section 190 and -40 -39 -38 -37 -37

increase to $100,000

As stated earlier, we believe the $35,000 deduction using the above estimates
will amount to an approximate $10 million annually. We also believe these
two-year old figures are still valid for reauthorization of Section 190.
This projecction, we feel, is minimal for a program that can be developed
through private sector initiatives with businesses working together with the

government,

We do question, however, 1f these estimates include factoring in the amount

of revenues that would be generated by expanded employment of the

handicapped. Furthermore, it 1is not clear that this projection considered

-15-



278

the savings that would result to the government when handicapped persons

found employment and were no longer beneficiaries of federal programs.

Based upon the small revenue losses discussed above, and considering the
important role Section 190 has played in improving accessibility for the
handicapped and elderly in a number of communities, PVA feels very strongly
that Section 190 should be extended. Importantly, PVA recognizes that 1if
Section 190 is extended, provisions should be authorized for a significant
period of time, and no less than the three-year extension offered in S. 887
by Senator Dcle. In the past, short term renewals have largely defeated the
purpose of Section 190, because it did not allow businesses sufficient time

in which to plan renovating that would enhance accessibility,

We have very good reason for asking that Section 190 be authorized for a
significant length of time: over the years Congress was committed to
addressing larger issues to give much consideration to wmaintaining the
provisions of Section 190. Very cbviously, the handicapped do not benefit
when this, the only provision of the Tax Code aimed at removing architectureal

barriers, is allowed to expire.

Furtlermore, disability rights organizations such as PVA are primarily the
groups that have and wilil conéinue to publicize the incentive to members of
the business community. We have found {ndividual business persons to be
receptive to the removal of barriers, with financial incentives, but we have
also discovered that the existence of this deduction addresses a very

specialized concern and it is only beginning to be publicized.

~l6-~
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When Congress has provided inducements for the sudden resolution of problems,
there have generally been sizable economic incentives. There is little doubt
that the removal of architectural barriers could be treated similarly, should
Congress suddenly create an income tax credit for the full amounts expended
in the removal of architectural barriers. Even though PVA would be pleased
to see Congress provide such a moving incentive, 1t does nct appear to be

economically feasible or likely to happen at this time.

Finally, we are pleased to inform you that through the various, most recent
activities of PVA's chapters we were able to substantiate that businesses do
have an interest in Section 190 by virtue of their having sought the perti-
nent intormation. An excellent example 1s a chapter of PVA located in New
York, che Eastern Paralyzed Veterans Association; during this past year, EPVA
has successfully marketed the availability of Section 190 to businesses.
EPVA's efforts are reflected by publication of articles in nearly 40 trade
journals nationwide. This year, this activity resulted in the receipt of
over one thousand requests from businesses for data on the deduction. The
information was sent to all of the businesses that contacted the EPVA
chapter. It is evident that, with the appropriate publicity, businesses will

indeed respond to and take advantage of the available Section 190.

We belleve that this 1s a cost-effective method of improving accessibility
for the handicapped and the elderly, because it is private business and not
the government that actually pay for the renovated improvements. To repeat,
this is a superb example of the private-sector working together, voluntarily,
with the government to achieve a purposeful endeavor and return on

investment.

-17-
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Please find attached additional evidence of support for extension of the
Section 190 IRS Code from the American Institute of Architecture and the
Executive Council of the Governor's Committee on Employment of the
Handicapped. Also, attached is a letter from the "Jobs Accommodation
Network" (JAN) of the President’s Committee on the Employment of the
Handicapped. While conducting an already ongoing and unrelated study,
employers were questioned and the responses reflect that the employers'
knowledge and use of Section 190 was minimal. This study was requested by
PVA in connection with a JAN cngoing project. Note, it is of concern that of
56 employers responding during a two week period, less than 20 had heard of
the tax deduction. However, it 1is encouraging that of this number, one

quarter had used the tax deduction.

Mr. Chairman and Members of the Committee, PVA appreciates the opportunity to
submit this testimony for the record, and we also appreciate the attention
that each of the committee members may provide to extend and not terminate
Section 190 of the Internal Revenue Code to provide inducements to businesses
to remove architectural barriers that impede access of the handicapped and
elderly to places of commerce, recreation, housing. and employment. The
provisions of Section 190, which expires December 31, 1985, constitute the

only measure in the Revenue Code that provides this much-needed incentive.

Mr. Chairman and Members of the Committee, PVA appreciates the efforts made
by each of you to improve the well-being of handicapped persons. We are
especially grateful that the Committee has taken time to examine an issue
that is of great importance to disabled and elderly persons. I feel

confident that we share the same goals, to open society so that these persons
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can be active, productive citizens. Equally important, we wish to take this
opportunity tc publicly state our appreciation and thanks to Senator Bob Dole
and Representative Bill Boner for introducing S. 887 and H.R. 1458,

respectively.
Mr. Chairman, I appreciate the consideration extended to PVA by the Committee

and its staff. This concludes my statement, and I will be glad to answer any

questions that I can.

-19-
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MEMORANDUM

SUBJECT: Comments on selected provisions of the President's
Tax Overhaul Proposals

TO: Senate Finance Committee, Committee on Finance

FROM: William L. H. Morgan, Jr.
Attorney at Law
11550 Fuqua, Suite 300
Houston, Texas 77034
(713) 481-4267

1. Chapter 2.03. Repeal Two -~ Earner Deduction: For
many years families which included two wage eatners filing a
joint income tax return where subjected to higher income
taxes than would have been paid if the two wage earners
could file as single taxpayers. This was primarily due to
our_progressive ircome tax rates. The two-earner deduction,
although in most cases does not fully eliminate the added
tax burden on two wage earner families it does at least
reduce such. Although the reduction in the number of tax
brackets and the lowering of the highest tax bracket as
proposed in the President's plan would cause less of an
impact on many twe earner families than does the current tax
structure, in certain income brackets there would remain an
additional tax liability on two wage earners in a family
over two single individuals. Therefore, some deduction,
credit or special tax bracket should remain to eliminate
this penalty for being married and both spouses working.

2. Chapter 3.01. _Include in Income a Limited Amount
of Employer - Provided Health Insurance: With rising costs
of health care and the increasing cost to society and the
federal government for those individuals with little or no
health insurance, I would think the last thing the federal
government would want to do would be to tax and in effect
discourage empluyer provided health insurance. The
President contends that by taxing a floor or base amount as
opposed to the originally proposed excess amount of premium,
a maximum amount Of tax is being established. However, it
is obvious that under the now proposed program every
employee with any form of employer provided health insurance
will be taxed, @&s opposed to only those with extensive
benefit plans (or high premiuns). Although I oppose any
taxation of emplover provided health insurance at least the
taxation of an excess premium would allow for a some minimum
amount of coverage to be provided at no cost to employees.
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3. Chapter 3.02: Repeal $5,000 Exclusion for
Employer-Provided Death Benefits: I do not feel that this
item of the law is a substantial revenue loser and due to
its very nature can it be subject to much abuse, therefore I
do not understand the proposal to eliminate this benefit.
This benefit could be quite useful to the family of a
deceased 1lower paid employee with 1little or not 1life
insurance and the taxation of such could substantially
reduce the value of this benefit. If it is the general
concensus that this benefit should be taxed, possibly the
tax could be phased in or apply only if gross income of the
recipient exceeds a given level. Similar to the taxation of
social security benefits and unemployment compensation.

4. Chapter 3.04: Establish a Uniform Nondiscrimination
Rule. I have been very concerned over the general trend the
past several years with the inclusion of nondiscrimination
rules in every tax provision effecting employee benefits. I
believe these provisions severally hurt small businesses. I
have heard time and time again from the owners of small
businesses that their hourly employees are not concerned
with amounts put back for them in pension and profit-sharing
plans or what non-cash benefits may be available to thenm,
many of these individuals wish to maximize their take-home
pay. Some may take steps to secure their futures through
investments, IRAs, home ownership. Others may live day to
day and at retirement, have social security as their only
source of income. However, the employers generally have
enough trouble getting many of these individuals to show up
for work timely and regularly and cannot begin to advise
them on their long-term investment and financial planning
goals. Whereas, at the same time, management 1level
personnel are concerned about their retirement and realize
that their social security benefits will be only a small
fraction of their current income. Additionally, small
business owners must compete with mid and 1large size
companies to recruit management personnel and are at a
severe disadvantage when it comes to available non-cash
fringe benefits.

A general noadiscrimination rule would be a detriment
on productivity in that if an employer can't provide some
incentive for an cutstanding job by one or more employees,
without giving something to all employees, why should any
employee strive to excel. I dare say that this proposal has
more elements of socialism than capitalism as its basis.

5. Chapter_3.05. Repeal Exclusion for Employee
Awards: My comments regarding this proposal are the same as

those for Chapter 3.04 above. I would also add that this
item's effect on the governments' revenue must be de-
minimus.
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6. Chapter 3.08. Repeal Exclusion for Prizes and
Awards: My comments regarding this proposal are similar to
those for Chapter 3.04 and 3.05, with emphasis on the fact
that there are now relatively few situations in which a
prize or award would be nontaxable and in such circumstances
the recipient is "worthy" of the full economic benefit of
the award without taxation thereon. Again, such treatment
shows that the federal government wishes to encourage acts
of humanitarianism, goodwill and of a world impact. In
fact, an excellent United Nations resolution may be that no
participating country shall impose a tax of any sort on the
value of an award such as the Nobel Peace Prize.

7. Chapter 3.09. Repeal Deduction of State and local
Taxes: I believe this provision discourages and makes it
more difficult for state and local governments to take on
and carry on many of the programs which the federal
government 1is shifting to them or requiring them to
implement. No matter how hard the administration has
attempted tc argue otherwise in its explanation of the
proposal, it does amount to multiple taxing authorities,
taxing the same income. In fact, this proposal poses
several ironies.

A. The federal government is willing to allow a
credit for taxes paid to a foreign government with spending
programs totally unrelated and uncontrolled by U. S,
citizens, yet is not willing to allow a credit or even a
deduction for taxes paid to a political subdivision of the
U. S. itself, the spending of such taxes over which it may
exercise extensive control through its federal matching
programs; and

B. The administration argues that the
nondeductibility of state and local taxes is not double
taxation, while the nondeductibility of corporate dividends
is and, in fact, the administration originally wanted a 50%
dividends paid deduction for corporations and has included a
10% dividends paid deduction in its proposals.

8. Chapter 3.11. Limit Deduction for Entertainment
and Business Meal Expenses: I object to this provision
primarily on the grounds that I believe an expenditure
incurred for business purposes should be deductible. I also
feel that this proposal would discriminate against small
business, in that, small businesses do not have substantial
advertising budgets and therefore often compete with their
larger competition through personal contacts with customers
and customers' personnel. Additionally, often times it is
not the business (large or small) that encourages the
entertainment expenditure, but the customer or the
customer's personnel who requests, encourages, demands that
he be entertained in exchange for an order. The
nondeductibility of any such expenditure would not
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discourage such activity, but merely increase the costs to
the provider. Often times legitimate and honest business
purposes are served in such settings and such should not be
discouraged. Last, but not least, this provision could harm
the restaurant and entertainment industry.

9. Chapter 3.12. Limit Deduction for Travel Expense:
I believe as is often done in government, this proposal
overcompensates for some perceived abuses. Part 1 of the
proposal whereby a one year standard 1is established for
temporary versus indefinite status, does provide an
objective standard, yet in <certain circumstances a
taxpayer's situation may be that an 18 month stay is truly
temporary. When comparing this standard to the foreign
Income Exclusion Rules, it seems ironic to encourage longer
stays overseas and discourage such within the states. As
easy as an objective standard such as this would be to
enforce, I believe a subjective standard allows the
flexibility needed to be fair in this area. If an objective
standard is necessary why not have a multiple part test
whereby the time frame is included with such elements as
where the taxpayer's family resides, does the taxpayer
maintain two residences, where does the taxpayer file his
tax return and vote, and other such elements.

N With respect to parts 2 and 3 of this proposal
regarding transportation by ship and seminars aboard ships,
similar to part 1, these total disallowances amount to
overzealousness on the part of the administration I believe
adequate tests could be devised to allow a deduction for
ship travel and/or seminars on ships where a business or
education purpose could be shown to be the primary reason
for such travel.

I believe part 4, whereby no deduction for travel as a
form of education, would be a grave error. I believe that
teachers and educators who get involved in their work bring
so much more to the classrooms of America. I am sure those
physical education teachers who visited the '84 Olympics in
Los Angeles, history teachers who visit Normandy, or Pearl
Harbor, art and music teachers who visit the museums and
conservatories of France, Italy and Austria are all
significantly better teachers for the experience and bring
an enthusiasm and insight back to the classroom that can
leave an everlasting impression on the students. With the
current conditions of our American education system, I
believe this type of commitment by teachers and possible
rejuvenation of teachers should be encouraged by our tax
system.

I believe the effect on teachers is the best example
of travel for education purposes, yet this same benefit can
be available to other professionals. In my own field some
of the better continuing professional education seminars are
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in New York, Washington, San Francisco, under the proposal
attorneys such as myself, and those in Beaumont, Texas,
Little Rock, Arkansas, Tulsa, Oklahoma and other communities
could not avail themselves of these programs without
incurring substantial nondeductible expenditures. If there
are true abuses in this area then take logical steps to curb
the abuses but don't just eliminate the whole area.

10, Chapter 6.02. Reduce Double Taxation of Corporate
Earnings_ Distributed to Shareholders: I agree with those
economist that contend there is no tax on corporations, but
merely on customers and/or investors and therefore, I agree
with this proposal. However, I find the argument for this
proposal contrary to that for the nondeductiblity of state
and local taxes.

11. Chapter 7.02. Repeal Investment Tax Credit: I
oppose the repeal of the investment tax credit. I see this
credit as a true incentive for businesses to invest in new
equipment and it encourages capital formation. If there is
a perceived abuse then limit the percentage of a taxpayer's
tax to which it may be applied in any given year, but it
should not be totally e.iminated.

12. Chapter 7.07. Deny Rate Reduction Benefit
Attributable to Excess Depreciation: I feel that this
proposal is tantamount a unilateral change to the terms of a
contract after it has been signed and in effect for several
years. It is not fair, equitable nor simple.

13. Chapter 8.04. Repeal Reserve Method for Bad Debt
Deductions: Although I am also opposed to the proposed
limitations on the use of the cash method of accounting my
major concern in this area lies in the repeal of the reserve
method for bad debts. Paying income taxes on income not yet
received is a severe enough penalty and a significant drain
on a company's cash flow, but to also require a company to
pay tax now on income that can statistically be shown will
never be received is raising the tax rate on real income.
This provision is diametrically opposed to the supposed
overall intent of the President's proposals and should not
be included.-

14. Chapter 9.03. Revise Minimum Tax on Intangible
Drilling Costs: Because intangible drilling costs include
such expenditures as wages and salaries, employee benefits,
payroll taxes, insurance, fuel, etc. and are not
significantly different from advertising and marketing costs
for other types of businesses, I see no reason to tax
intangible drilling costs any different than advertising
costs and therefore, I oppose a minimum tax applicable to
such.
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15. Chapter 10.06. Inpose Curvent Taxation on Life
Insurance Inside Build-Up: I realize that many companies
have structured 1life insurance products as a form of
investment. However, the taxation of such prior to a closed
transaction 1is contrary to our system of taxation.
Investments in stock, bonds, real estate and annuities are
not taxed until proceeds are received. 1In fact, nontaxable
investments are encouraged through IRA's, hore ownership,
municipal bonds and other investments, I question why life
insurance should be singled out and taxed entirely
differently from other types of investments.

16. Chapter 13.01. Limit Interest Deductions: Rightly
or wrongly, for years the tax conde has encouraged borrowing
through the allowance of a deduction for interest expense.
If it is now determined that such should be discouraged,
then as opposed to a strict dollar limitation to which many
people may not be able to adjust within the time frame
provided (thereby again, the government has changed the
terms of a contract offer it has signed), some sort of
combined dollar test and percentage reduction in one's
interest expense should be adopted. Thereby allowing those
taxpayer's with large amounts of interest who cannot pay off
the underlying note, to show that their interest expenses is
reducing by a certain percentage each year and thereby still
be allowed their full deduction. Additionally, this is not
a deduction of the rich as mentioned by the Administration,
for the rich do not need to borrow, it is a deduction of
middle America.

17. Overall Comwment: I think the admitted fact by the
President that the income taxes of all groups of taxpayers
will not change significantly shows that these proposals are
not real change, but merely change for the sake of change.
The tax laws will still be based on the same 1954 Code, so
where is the simplification? As far as the elements of
fairness and equality, those perceived notions can be argued
for the current system as much as for the proposed,
depending upon enforcement and publication of facts, out of
context.

As opposed to the President's exercise in changing
the rules for the sake of changing the rules why not let the
tax laws alone for several years, the complications lie in
the constant change. If any changes are necessary, make
logical adjustments to limited abuse and encourage
enforcement, then pass a moretorium on tax legislation for
at least five years.

We do not need to waste our time and energies on
these changes which result in no noticeable difference in
revenue or the tax system overall, if anything we should be
consi?ering a tax increase to help reduce the budget
deficit.

@)
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