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I am submitting this Statement to the President’s Advisory Panel on Federal Tax Reform in an effort to assist in the task you are charged with to produce a recommendation to the President for fundamental tax reform by July 31, 2005.  

I joined the Treasury Department at the beginning of April 1985 as Deputy Assistant Secretary (Tax Policy) and became Assistant Secretary (Tax Policy) in December 1985, a position I held until late 1987.  As such, I was the principal spokesman for the Reagan Administration on tax policy matters, and my most significant responsibility was the enactment of Federal tax reform. 

You have already had the benefit of input from a number of distinguished individuals, some of whom have held tax policy positions in the Government more recently than I.  However, none of them (with the exception of my former boss, Secretary James A. Baker, III) has had the experience of guiding through enactment a legislative reform of the Nation’s tax laws of the scope of the Tax Reform Act of 1986.  I would like to share with you some of the lessons that came out of that legislative achievement.  

BACKGROUND OF THE TAX REFORM ACT OF 1986

President Reagan made tax reform the number one domestic priority of his second term.  He identified tax reform as a priority in his State of the Union speech in early 1984 and charged Treasury to develop a tax reform proposal, which was completed in November 1984 (referred to as “Treasury I”).  This proposal articulated an idealistic tax policy solution to tax reform, without significant regard for political considerations.  (A value added tax analysis was a part of Treasury I ).  Treasury I was strongly criticized, and the proposals were modified by the Administration to produce a set of detailed proposals for tax reform endorsed by the President (“Treasury II”) in May 1985.  

 In September 1985 the Ways & Means Committee, under the strong leadership of Chairman Dan Rostenkowski, began its legislative markup of tax reform.  It took until November for the Ways & Means Committee to report out H.R. 3838, so named because the Bill would reduce the top tax rate from 50% to 38%.  The Ways & Means Bill was supported by the Administration, not because it met President Reagan’s goals, but because its passage by the House would give the Senate an opportunity to produce a Bill more in line with the President’s objective.  The House Bill floundered on the House floor because of Republican opposition, but after enormous efforts by the Administration to convince enough Republicans to vote for the Rule allowing the Bill to come to the floor for a vote, the Rule was adopted by a close recorded vote and the Bill passed by voice vote.

In the Senate, Bob Packwood was a relatively new Chairman of the Finance Committee, taking over from Bob Dole in 1985. Markup started in early Spring of 1986, but its start was hardly auspicious.  Senator Packwood originally sought to obtain the votes of his Committee members by giving to each of them three items that they wished to see in the Bill.  This strategy failed miserably, as the Senators accepted the Chairman’s concessions and then fought hard for all of their other issues (in each case, issues  4-6 moved up to become issues 1-3).  In April Chairman Packwood discontinued the markup because he knew he would lose the next votes, and the effect would be such a revenue loss as to scuttle any chance of a Bill with reasonably lower tax rates.

Chairman Packwood then hit upon the solution that propelled Tax Reform to enactment:  a radically broader tax base, elimination of many special provisions (such as a preferential rate for capital gains), an all-out attack on tax shelters (through the “passive loss rule”), and a top rate of 27%.  This version of Tax Reform passed the Finance Committee 20-0 in early May 1986, and as slightly modified passed the Senate Floor 97-3 in June. The House-Senate Conference reached agreement on the final Bill on August 16, 1986 with a top rate of 28%.  The Bill language was then written, and the legislation passed both Houses and was signed by the President on October 22, 1986.

The stars were clearly aligned for Tax Reform to be enacted in 1986, and yet it almost failed many times.  The key ingredients for success were: (1) a total commitment by the President to Tax Reform as his number one domestic priority in his second term; (2) an equally strong commitment by Ways & Means Committee Chairman Dan Rostenkowski, who had been criticized for his role in the Economic Recovery Tax Act of 1981 and wanted to make his mark on the Internal Revenue Code; (3) a bold and gifted new Finance Committee Chairman (Bob Packwood) who also wanted to make his mark; (4) an effort undertaken years earlier by Senator Bill Bradley to advocate fundamental tax reform, explaining how the elimination of many special revenue-losing provisions of the Code could produce much lower tax rates that have a less distortive effect on the economy; and (5) the prevalence of many individual tax shelters, whose elimination would result in significant tax increases for a large number of upper-income individuals, so that, when combined with the rate reduction of the top bracket from 50% to 28%, only a modest reduction in overall tax liabilities was achieved for this income group, thus allowing the distribution of the tax benefits to not favor the highest income individuals but rather the individuals in lower income brackets.

I would like to articulate for you what in my view are the lessons to be learned from the 1986 experience that may be helpful to you in developing your recommendations for the President.  

1.  Strong Presidential Leadership

Tax reform has no chance of being enacted without strong presidential leadership.  President Reagan was clear in his goals for tax reform:  a much lower top tax rate, a fairer and simpler tax system, and one that promoted economic growth.  But there was much more to President Reagan’s leadership than just having these broad objectives.  Tax reform necessarily creates winners and losers, and the losers will complain vociferously.  President Reagan, in an Oval Office meeting, told us that we should work to reduce the top marginal rate and make the tax law fairer, simpler and conducive to economic growth, and he would deal with those individuals who did not like their tax increases.  Because of the existence of tax shelters in the mid-1980s, many high-income individuals paid little tax under the old Internal Revenue Code, but under the passive loss rule of the 1986 Act had very large tax increases.  Some of them were substantial contributors to the Republican Party and to the President’s re-election campaign, and had direct access to the President.  President Reagan rebuffed their pleas, and their views did not affect the enactment of Tax Reform.  

I recommend that you stress in your Submission that President Bush is going to be faced with the same types of pleas from individuals and business entities whose taxes will be substantially increased by the new legislation.  He must follow the example of President Reagan in rejecting such pleas if Tax Reform is to be successful. 

2.  Revenue Neutrality and Revenue Raisers

The Tax Reform Act of 1986 was scored by both Treasury and the Joint Committee on Taxation as essentially revenue neutral.  The approach you recommend will also have to be revenue neutral in order to garner the necessary votes for passage, as it is unlikely that Members of Congress will want to risk their political careers by voting for a bill that further increases the budget deficit. 

Revenue raisers will clearly be needed in the legislative process.  Members of Congress, even those supportive of Tax Reform, will have amendments that will lose revenue, and this revenue will have to be offset with revenue raisers in order to maintain revenue neutrality. Transitional relief also will require revenue, and unexpected developments always arise that inevitably leave the legislation short of revenue.

In the early stages of tax reform, very few revenue raisers should be taken off the table.  The President has stated clearly that charitable contributions and preservation of the tax benefits of home ownership are not open to debate, and that is similar to the position taken by President Reagan.  However, before the legislative process starts it is undesirable to rule out other revenue raisers.  In Treasury II there were a lot of proposals that were unpopular but nevertheless were in the President’s Proposal, such as the taxation of employer provided health insurance, tougher tax treatment of financial institutions, taxation of credit unions, a per country limitation on the foreign tax credit, and many others.  President Reagan was willing to accept such revenue raisers because he had a singular purpose:  he wanted tax reform with much lower tax rates.

3.  Your Role in Developing Your Recommendations

Several of the members of the President’s Advisory Panel are gifted and seasoned legislators.  Legislation is developed in Congress in a context of negotiation, trading issues, and ultimately securing adequate votes for passage.  However, your current role is not purely a legislative role, but rather more of a pure tax policy role.  In developing your recommendations, I suggest that you focus on what is the best tax reform proposal for the United States, not what can pass both Houses of Congress.  While you undoubtedly won’t produce anything as austere as Treasury I, in my view you should not subject every provision to the test of whether it will be accepted by majorities in the tax-writing committees and both Houses of Congress.  I urge that you resist the natural instinct to make this a political exercise, and be bold in your recommendations.  The Tax Reform Act of 1986 would not have been enacted without Treasury I, which pointed the way from a pure tax policy perspective.  Try to produce a similar guidepost for the Administration and the Congress to work from.  Don’t worry, your proposals will not be enacted into law as you write them, but they will serve as a beacon to guide policy makers in the legislative process.

4.  Tax Reform Must Be Bi-Partisan

The Tax Reform Act of 1986 was a bi-partisan legislative process.  This is essential for enactment of major tax legislation that will increase the tax burden on a substantial number of persons.  Tax reform will not be enacted without the support of many Democrats, because if they are not on board with the legislation, they will have enormous leverage over the Republicans who vote for the substantial tax increases that will result for certain persons.  (Indeed, the leverage may be so great that the Republicans may not vote for the legislation because of the political exposure it will create for themselves).  The only way to avoid political disaster is for both parties to act together, vote for the legislation, and neutralize the issue of which party created the tax increases and should be voted out of office. This is what happened in 1986.

5.  Major Tax Reform Must Be Accomplished in One Bill, Not Piece-By-Piece in a Series of Legislative Actions

In 1986 tax reform encompassed the entire Internal Revenue Code, which was renamed the Internal Revenue Code of 1986.  The reason for dealing with the entire Code is important:  tax reform creates winners and losers, and if only a portion of the Code is being reformed, the losers in that segment will have a legitimate complaint that they are paying a huge price whereas some other persons affected by different provisions of the Code that are not being amended are getting off scott free.  Thus, to accomplish major tax reform it must occur in one piece of legislation. Of course, it is possible to nibble around the edges of the Code, but that is hardly fundamental tax reform and will not result in any significant improvement of the Code.  

6.  Transitional Issues Are Difficult

There was much criticism of the transitional rules that were enacted as part of the Tax Reform Act of 1986.  A number of companies and some individuals got special relief from the new provisions, usually for a limited period of time.  However, these transitional rules were necessary in order to secure the votes needed for passage.  This merely illustrates the difficulty presented in a transition from one system to another.  Great care must be given to transition issues, especially if you choose to go to a significantly different system.  For example, if you were to choose a value added tax as a replacement of the Federal income tax, there would be very difficult transition issues.  Consider the individual who paid income taxes on all of his income during his career and is just about to retire—a VAT would tax his expenditures for changing his family’s lifestyle (possibly relocating, purchasing a recreational vehicle, purchasing a boat, etc.) even though he would be paying for these items from personal assets that have been accumulated after the payment of Federal income tax, and his future tax liabilities under the income tax would be modest. 

7.  Fairness and the Perception of Fairness

As noted above, we were fortunate in 1986 in that many high-income individuals had significant tax shelters and were paying very little tax under the Internal Revenue Code of 1954.  By eliminating the benefits of such shelters through the “passive loss rule,” it was possible to reduce the top rate from 50% to 28% and still show the top income bracket as receiving only a modest tax reduction, less in percentage terms than other brackets.  If it had not been for this fortunate situation, a reduction in the top bracket from 50% to 28% would have showed a huge distributional advantage to the top income taxpayers.  Such a result would not have been acceptable to the majority of the Congress, and tax reform would have failed. 

The distributional tables are of great significance in developing a tax reform proposal that will be acceptable to a majority of Congress of both parties.  

I note that one form of a consumption tax involves keeping the form of an income tax but either eliminating the tax on income from savings or lightening the tax rate.  This may be good economics, but it will be perceived as unfair.  How does a Member of Congress explain to a constituent who is a wage-earner with little or no savings that his income will be fully taxed, but the rich person who doesn’t work at all and inherited his wealth (possibly without any estate tax) will pay little or no tax on the interest, dividends, and capital gains?  

In order to produce legislation that will be acceptable to both parties, as was the Tax Reform Act of 1986, these issues of fairness and the perception of fairness are crucial and must be addressed.

8.  Support of the Public Through Advocacy Organizations Is Essential

The enactment of the Tax Reform Act of 1986 would not have occurred without strong vocal public support.  Two key lobbying groups for tax reform were the Tax Reform Action Coalition (“TRAC”) and the CEO Tax Group.  These organizations made their positions on tax reform known to the key Members of Congress very effectively.  In addition, there was a drumbeat of press articles and speeches by private citizens as well as members of the Government to build momentum for tax reform.  A significant effort must be undertaken in this respect in 2005-06.

9.  Timing

The present effort to achieve tax reform is exactly 20 years subsequent to the events that led to the Tax Reform Act of 1986.  However, by this time in 1985 the tax reform effort was already well under way.  Treasury I had been published, as had Senator Bradley’s book on tax reform, “The Fair Tax.”  The President’s proposals (Treasury II) were being developed under Secretary Baker’s leadership from Treasury I and were promulgated in May 1985.  The internal debate within the Administration was thus almost completed.  Yet it took until late October 1986 for tax reform to be enacted.  In my view, had the tax reform process taken just a little longer, the Bill may have failed. Tax reform must be achieved by a second-term President who can afford to incur the ire of disgruntled citizens who don’t like the new law as applied to themselves, but it cannot be achieved by a President who is close to lame-duck status.  In my view tax reform must be enacted in 2006 or the window of opportunity will close.  

10.  Patience, Trust, Honesty, and a Sense of Humor

Tax reform is difficult.  The Internal Revenue Code is a series of tightly-woven provisions, each of which had a rationale for its inclusion which was not necessarily inappropriate.  Nevertheless, if the Internal Revenue Code is to be changed radically so that it is simpler, fairer and will produce more economic growth, there will be trying times ahead for everyone involved.  When a proposed provision raises necessary revenue from a major constituent, the going gets tough.  My experience was that with patience, trust, honesty, and a sense of humor, things can be worked out in a way that reaches a reasonable tax policy objective without losing the necessary votes for enactment.  Your recommendations might include a plug for the liberal use of these qualities by the individuals who will be privileged to undertake this vast project. 

I wish you all the best in your efforts.  I would be pleased to discuss these matters with you if you desire to do so.
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