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extraordi nary inportance to the President and to the
country. The President is commtted to major tax
reform to real tax reform to sonething nore than
just noving the boxes around, to finding what the
opportunities are here to nmake the tax code fairer,
sinpler, and nore grow h-oriented.

Thi s panel has an opportunity to play an
extraordinary part, it seens to nme, in what could well
be an historic effort to reformthe code of the United
States, that code that touches every state, every
city, virtually every Anerican, certainly every
Anerican famly. And if you can find a way to give us
options that will really put us on a path to
sinplifying it, making it | ess conplex, making it
fairer, making it nore grow h-oriented, you would have
done sonet hing of extraordinary inportance, | think,
as public citizens to advance the interests of our
nati on.

W have the nost successful econony in the
worl d, the nost dynam c econony in the world. | think
we continue to create the nost opportunities for our
citizens of any country in the world. And, yet, we
have a tax code that in many ways doesn't hel p that,
that gets in the way of that, and that is a source of

enor nous angst and anxi ety and concern to the average
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American famly, sort of m nd-boggling when you think
of the path we're on with the code. Today, to say
it's murky, | think, would be an understatenent.

Al bert Ei nstein once observed that the
code was the only thing he had ever discovered in his
whole life that was totally inpenetrable to the m nd
of man. And that was a long time ago and has becone
a lot nurkier over the course of the last 50 years
since he said that. Mre than a mllion words, the
regul ati ons have nore than doubled in terns of page
| ength over the past 20 years.

Today's short form-- and this sort of
puts it in perspective. Today's so-called short form
the short incone tax form as sone of you fill out,
takes nore than 11 hours to prepare. That's about the
sane as the long formtook just ten years ago.

It's pretty clear we're on the wong path.
Thi s conmm ssion has a chance to |ay out options that
will get us back on the right path. | knowit's not
easy. There are a few things nore conplex than trying
to figure out how to inprove tax policy.

But | don't know any time in Amrerican
hi story where a nore tal ented, distinguished, or
dedi cated group of people fromthe private sector with

prior experience and many cases in the public sector
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have been brought together to focus on a major public
policy issue. And | don't know any time where there
is a conbination of a President so dedicated to use
the results of a talented, distinguished private
citizen group to advance the public policy objective
of a code that is fairer, sinpler, and nore

grow h-ori ent ed.

It seens to ne we owe it to Arerica to
give this the best effort we can. And | know you w |
do that. The President will give it the best effort
he can. I'mgoing to give it the best effort | can.
This is really in the forefront today of the public,
the donestic public, policy agenda of the President of
the United States.

When you think about the code, it would be
nice if sonebody could say that it |ooked like it was
put together for a reason, rather than being the
accretions of a long series of individual ad hoc
actions and accommodations. And, yet, if you | ooked
at it, it really looks nore like the latter than the
former.

| really think this is an historic
opportunity. | comrend you. | really conmend you
fromthe bottomof ny heart for taking on this tough

assignment. And | pledge that we at Treasury wll be
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at your service, be available wwth the Ofice of Tax
Anal ysis, Ofice of Econom c Analysis, and the
resources of the IRS as well that you can draw on to
hel p you in your deliberations.

And so, with that, M. Chairman, | thank
you. | wish you well with today's proceedi ngs and
with the proceedings as you take the panel and the
hearings out across Anerica.

Thank you very nuch.

CHAl RVAN MACK: M. Secretary, thank you
very much for your comments, for the chall enge that
you have given us. W take it very seriously. And we
hope that we will cone back with sonething that wll
be of great value to you and to the President and to
our country.

And we al so appreciate your offer of
techni cal assistance. |I'msure we will be drawi ng on
t hat .

SECRETARY SNOW Thank you very much

CHAI RVAN MACK:  Thank you very mnuch.

As | said, I'"'mgoing to nake an openi ng
statenent that will cover a lot of the direction in
whi ch the panel will be heading. Today's neeting
mar ks the begi nning of the panel's inportant work to

explore ways to reformthe federal tax code.
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| believe that it is a good sign that we
are holding our first neeting to discuss reformin the
bui I ding that bears the nane of Ronal d Reagan, who
initiated the |ast bipartisan effort to reformthe tax
code 20 years ago.

As we will hear today, a | ot has changed
since then. This panel will take a fresh | ook at the
exi sting tax code and will formnulate options for
maki ng the tax systemsinple, fair, and productive.

| amprivileged to serve as the panel's
chairman and would like to thank Vice Chairman Breaux
and the rest of the panel for agreeing to help tackle
this chal |l engi ng task.

VW have an anbitious agenda today. First,
| will provide sonme background about what the pane
hopes to acconplish and how we intend to acconplish
it. In addition, we will be hearing brief coments
fromthe other nmenbers of the panel as well.

| amvery honored that the Treasury
Secretary was here to begin this inportant work. In
addition to the Secretary, we will hear fromfour
di stingui shed witnesses. Qur first witness will help
us put our current tax systemin context, provide us
a better understanding of how we got to where we are

t oday.
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Qur second witness will provide needed
background about tax system design and val uabl e
insights into how to think about choosing a base for
taxation. He will explain the differences between a
tax on incone and a tax on consunpti on.

Finally, our last two witnesses wll
descri be how the choice of an income tax base or a
consunption tax base inpacts the overall function of
the tax system and t he advant ages and di sadvant ages of
each in ternms of sinplicity, fairness, and economc
gr ow h.

The President has stated clearly that tax
reformis a key priority and formed this panel to
advi se the Secretary of the Treasury on options to
reformthe tax code.

W have been directed to provide the
Secretary our findings by July 31st. To acconplish
this task, we intend to do our work in two stages.
First, we will take a conprehensive | ook at the
exi sting tax system

Qur objective is to make sure that we have
a full understanding of the current problens in the
present tax code, specifically its conplexity, its
i npact on economc growmh, and its perceived

unf ai r ness.
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headaches t he taxpayers, both individuals and

busi nesses, face because of the existing system
second, aspects of the tax systemthat you believe are
unfair; third, specific exanples of how the tax code
distorts inportant business or personal decisions;

and, fourth, goals that the panel should try to

achi eve as we evaluate the existing tax system and
recomend options for reform

There will be additional requests for
conments. For exanple, when we nove to the second
stage of the process and begin considering options, we
wi Il make specific requests for suggestions,
alternatives, and proposals for inproving the tax
system

There is nearly universal agreenent that
we nust reformthe code. The tax code is a conplex
and cluttered ness that di scourages econom c grow h
Qur tax laws penalize hard work, discourage savings
and i nvestnent, and hi nder the conpetitiveness of
Aneri can busi ness abroad.

Conpliance with the tax code is
conplicated and burdensonme. It is also a waste of
resources. Nobody |ikes paying taxes. But, instead
of making it as easy as possible, the tax code is an

obstacle for those who pay their fair share.
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The nunber of Americans who will be

confronted by the AMI will grow from3.8 mllion,
where it is today, to 51 mllion taxpayers just 10
years from now.

And, in conclusion, Anmrericans are
denmanding a better tax system It should be sinple,
transparent, and easy to understand. It should be
stabl e and predictable in order to permt inforned
pl anni ng and deci sion-nmaking. It should encourage
economc growh. And it should mnimze the cost of
conpliance and intrusion into the Iives of taxpayers.

W | ook forward to conmpleting this
i nportant task and to presenting options that wll
ensure a better tax systemfor ourselves and for
future generations.

And, with that, I wll turn to the Vice
Chair for any comments you have.

VI CE CHAI RVAN BREAUX: Thank you very
much, M. Chairman.

| woul d open by saying that | cannot think
of a finer colleague to serve with as the chairnman of
this commttee and participate and | ook forward to
working with than the former senator from Fl orida,
Conni e Mack.

| think it is inportant that the commttee
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be picked for this illustrious group. | don't think
any of us sought this chore, but it has come our way
and we' |l do the very best we can with it.

Wth that, M. Chairman, | yield.

CHAl RVAN MACK: M. Rossotti?

MEMBER ROSSOTTI:  Well, | wel cone the
opportunity to participate in this panel because I
bel i eve the objectives that the President and
Secretary Snow set out are em nently achievabl e,
notw t hstanding the difficulties.

| spent nost of ny life in the business
world, but |I did take an unexpected five-year detour
as | RS comm ssioner. In both of those capacities, |
certainly saw cl ose up the costs inposed by
unnecessary conplexity in a tax code that is ever
changi ng, never standing still.

Based on that experience, | firmy believe
we can collect the revenue the governnent needs in a
much sinpler and fairer way if we just have the wll
todoit. And so |l amdelighted that the President
has given us this task.

Wil e there are many obj ecti onabl e
features in the current tax system and the chairnman
and vi ce chai rman nentioned sone of them one of the

worst of themin ny viewis that honest and diligent

NEAL R. GROSS
COURT REPORTERS AND TRANSCRIBERS
1323 RHODE ISLAND AVE., N.W.
(202) 234-4433 WASHINGTON, D.C. 20005-3701 www.nealrgross.com




10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

18

t axpayers, who are, fortunately, the mgjority in this
country, pay a great deal extra to nmake up for the
mnority who cut corners and don't pay what they owe.

And | think that part of the problem al so
is a very solvable problem And part of the solution
lies in developing a nore straightforward tax code
that is |less easily manipul at ed.

So | ook forward to contributing to the
work of the panel and ultimately presenting to the
President realistic options to nake the tax system
work better for the Anerican people.

Thank you, M. Chairman

CHAl RVAN MACK:  Charl es.

Li z Ann Sonders?

MEMBER SONDERS: Thank you, M. Chairnman
M. Vice Chairnman.

It is also ny pleasure to be associ at ed
with this. It is a pretty big task that we are
charged with but | think an extrenely inportant one.

There are obviously a | ot of routes you
can take to nmaking tax code sinpler, fairer, nore pro
gromh. And | think the sinplicity is the nost
obvi ous one and, arguably, the nbost sinple one. For
| ack of a better word, it's pro growh. And | am al so

a big fan of having been a market participant and an
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econony versus the rest of the world that is nore of
a savings econony. Hopefully this process will help
to ease sone of those inbalances. And | amvery mnuch
| ooking forward to the next six nonths.

Thank you.

CHAI RVAN MACK:  Thank you, Liz Ann

M. TimMiris?

MEMBER MURI'S: Thank you very nuch, M.
Chai r man.

Let nme be very brief and say that |
associ ate nyself with everything that has been said up
to date. The President's charge to us is sinplicity
itself, but the task of making a tax code, naking
recommendations for a tax code that will be sinpler,
fairer, and nore growh-oriented i s nonunental

This is a great group. There are many of
ny favorite people in governnent in the acadeny.
There are several academcs |ike nyself and severa
peopl e who have had governnent jobs, which |I have had
as well.

We all know the current systemis not
sinple. It's often not fair. And it too often
di scourages growth. So we have a lot to do. And I'm
anxi ous to get to work.

Thank you.
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CHAI RVAN MACK:  Thank you.

It just so happens that we have Professor,
Prof essor, and Professor on ny right. Jim why don't
we go with you first.

MEMBER POTERBA: Thank you, M. Chairnman.

As soneone who has spent over 20 years
teaching and carrying out research on the econom cs of
taxation, it is a dreamopportunity to be part of this
very di stingui shed panel and to have a chance to try
to put sone of the | essons fromthe econom cs of
taxation into practice.

There are | think a well-docunented raft
of behavioral effects of the tax systemon the
deci sions nade by firnms and by households. And | hope
t hat our panel as we think about changes to the tax
code will try to recognize both those intended and
t hose uni ntended consequences the tax system nmay have
and think about the inpact on a variety of different
deci sions that taxpayers nake in their economc |ives.

The task of | ooking for favorable options
going forward | think offers us different routes.
This panel is in the very unusual position relative to
ot her tax policy-nakers of being able to | ook at the
entire tax code and not just at specific provisions

and to think about whol esale reformas well as
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But I think we have to keep in mnd the
tax expenditures are justified only when they change
behavior in the way we intend it to change. 1It's not
worth the revenue loss if a tax expenditure subsidizes
behavi or that would occur without the tax incentive.
Al'l that happens is a windfall to some at the cost of
al | taxpayers.

| think, secondly, we need to keep in mnd
fiscal discipline as we go about our work. W need to
keep at the forefront of our mnds that a tax code is
primarily designed to raise the revenue for what the
country wants to do at hone and abroad.

Qur proposal is supposed to be
revenue-neutral, which | understand to require a
proposal to raise the same anount of noney as the
current tax systemrai ses.

Sonme tax reformproposals we are likely to
consider may not result in inmedi ate revenue | oss but
will substantially reduce revenue that the federa
governnent collects in the |long run.

| think we have to focus not only on the
next 5 or 10 years, but we have to focus on the |ong
run and the revenue inplications of what we do over
t he course of the next 10, 15, 20 years.

As a country, we face an enornous deficit
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Jim Poterba, for over 30 years. And nost of ny work
has centered on incentives and productivity. There
are many explicit and sonme | ess apparent incentives
that are incorporated in any tax system And | think
that we need to be cogni zant of any incentives that,
both positive and negative, are inplicit in any tax
progr am

Li ke the chairman, | believe that we nust
first identify the problemthat we are trying to solve
and then select the strategy that best acconplishes
this goal. Specifically, | believe that we want a
systemthat encourages grow h through the formation of
bot h physical and human capital, that is fair,
transparent, and that has staying power. There is
little value in recomendi ng changes that will soon be
undone by the political process.

It is both an honor and responsibility to
be a nenber of this panel, which ultimately nmay guide
the paranmeters of tax reform | ook forward to
serving in this role.

CHAl RVAN MACK:  Thank you, Ed.

And thank you for indulging us in our
openi ng conmments. This nmay cone as a surprise to you,
but this is really the first tine that we as a group

have been together. And it's really the first tine

NEAL R. GROSS
COURT REPORTERS AND TRANSCRIBERS
1323 RHODE ISLAND AVE., N.W.
(202) 234-4433 WASHINGTON, D.C. 20005-3701 www.nealrgross.com







10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

27

| al so want to apol ogi ze in advance for
t he technol ogy. Undoubtedly, ny 14-year-old daughter
could make all of this work, but | amquite
intimdated by all of this. And at sone point, | may
give up with the nachi nes.

Wiere | would like to start is at the
begi nning of 1913. The Si xteenth Amendnent permtted
the Congress of the United States to enact an incone
tax. In the beginning, it was tiny.

And we | ooked for anal ogies. And sone of
your coll eagues on the staff suggested that we m ght
t hi nk about a house. As you will see in the upper
right corner, indeed it was a tiny and tidy house.

The income tax at the beginning affected
| ess than one percent of the popul ation. The maxi mum
rate was seven percent. And the reason that the
i ncone tax affected so few people was an excl usi on
amount or standard deduction anount. And that is how
peopl e were kept off the tax rolls. If you nade | ess
than 3,000 or 4,000 dollars, you didn't have to play.

The death tax was added three years |ater.
And, again, you were tal king about one percent on
estates above $50,000 with a maxi numrate of 10
percent on estates above $5 million, which in today's

terms is about $87 million. Again, in the beginning,

NEAL R. GROSS
COURT REPORTERS AND TRANSCRIBERS
1323 RHODE ISLAND AVE., N.W.
(202) 234-4433 WASHINGTON, D.C. 20005-3701 www.nealrgross.com
















10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

32

Wiere are we after the war? The
government and the tax system have been transformed.
Federal expenditures have grown fromless than 5
percent to a stable 17 to 22 percent.

| include here a point again that I
bel i eve Beth alluded to. By 2040, entitlenents,
nati onal defense, honel and security, and interest
alone will consune 28 percent of GDP. That nmeans no
Justice Departnent, Treasury Departnent, |RS,
Agriculture Departnment, NEA, on and on and on.

Federal tax revenues as a share of GDP.
Again, we're less than five percent of GDP before
Wrld War I1. Since Wrld War 11, they have been a
relatively stable 17 to 21 percent. By 2040, who
knows?

W have al so gone froma class tax to a
mass tax, fromless than 6 percent of us paying incone
tax to nore than 70 percent of us paying incone tax.

The next inportant event is the birth of
the nodern era. And this is the Kennedy vision.
Presi dent Kennedy was the first in a very significant
and focused way to consider the tax |aws' inpact on
econom ¢ behavior as well as its role in funding the
gover nnent .

Under President Kennedy, individual rates
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were reduced from about 90 percent to 70 percent.
Corporate rates were reduced fromb52 to 48 percent.
Presi dent Kennedy was the one who proposed and caused
to be enacted the investnent tax credit. Depreciation
lives were reduced fromabout 19 years to 12 years.
Keogh retirement plans for the self-enployed were

enact ed.

This was also the first tinme that the tax
system began in a very awkward and sort of hesitant
way to deal with the fact that we are not al one, we
live in a world econony, and the result was a tax on
wor | dwi de inconme currently. The vision is expanded.
W have added a gazebo to our house.

A nmere seven years later, this was the
first run at tax reform This was the first
| egi sl ati on ever dubbed as "tax reform" as opposed to
a revenue act. It backed off sone of President
Kennedy's focus on capital investnent, as indicated.

It was the conception, if you will, in many respects
of the alternative m nimumtax

So you have President Kennedy in 1960 in
his first speech tal king about we can use the tax code
to do good. W've got to get the systemoff the backs
of productive workers. W' ve got to use the tax

systemto pronote investnent and economc growth. And
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t ax because the earned incone tax credit, the child
tax credit and ot her special provisions.

In order to get out of the tax system
t hese fol ks have to walk in the front door, file their
return, pay nothing, or get a refund and wal k back
out, as opposed to an early era, where their incone
was | ess than that amount, they never bothered to
file. That is a big and inportant difference.

The second virtue, the virtue of thrift,
in 1974, we had ERI SA, | RAs, 401(k) plans. Again, tax
policy matters. |In 1975, 70 percent of active
retirement plan participants were in DB, or defined
benefit, plans. By 1998, those percentages had been
reversed. The house is getting |arger.

CHAI RVAN MACK: | think | see where this
i s going, Fred.

(Laughter.)

MR GOLDBERG Yes, Senator. W can just
skip to the end.

Language matters. W go fromrevenue acts
to tax reformacts to job creation acts. How we cal
our tax bills tells us a lot. Tax expenditure, that
phrase is an illustration. The word is not invented
to do sonmething. The word is invented to describe

sonet hi ng.
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And, as you can see, there is sone data at
the bottom Tax expenditures it's so called, between
1967 and 1982 increased from 38 percent to about 74
percent of tax receipts. Again, that word i s not
invented to encourage us to do sonething. That word
is invented to describe what we are doing.

Anot her point. Inflation feedstock.
Between '61 and ' 70, the annual rate of inflation was
2.9 percent. Between '71 and '80, that same annua
rate of inflation was 8.2 percent. Between 1960 and
1981, the average incone tax rate for a nmedian famly
of four increases by about 50 percent.

When you have brackets and you fix the
brackets and there is inflation -- in the '70s,
inflation was quite high. You have a built-in source
for generating additional revenue. And that
addi ti onal revenue funds governnent outl ays.

And it also |l ets Congress says, "W have
cut your taxes. O course, we may be putting you back
to where you were, but we can tell you we gave you a
tax cut."”

The inportance of inflation in driving the
revenue structure of the tax system cannot be
overstated. In 1972, Social Security benefits were

i ndexed. The house continues to grow. Onh, there
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So ny famly incone may be the sane as
your famly income over five years, but if mne goes
up and down and yours stays the same, | |ose the
benefit of those incentives. The sanme turns out to be
true at the bottom

The other is cost of living. You don't
see a |lot about this, but if the phase-out for a
particul ar provision, say, is $60,000 of famly
inconme, that may be fine for a small town in rura
Florida or rural Louisiana, but it ain't a great deal
in New Ol eans or Mam .

This viol ates fundanmental notions of
fairness. Once you go to phase-ins/phase-outs, that
is what happens. But the reason for it is not
irrational. It protects marginal rates, right? |If
|'"'mnot going to mess with nmarginal rates, | have got
to do sonething else. And it defends agai nst charges
of unfairness.

It is worth noting that deductions are of
little or no benefit to the 40 percent of taxpayers
who don't owe taxes. A famly of 4 wth famly incone
of about $40, 000 gets no benefit froma charitable
contri bution deduction, gets no benefit froma
nort gage deduction, gets no benefit froma deductible

contribution to an IRA. And one answer is, well, they
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t he phase-in/phase-out in concept that we ought to
focus on?

MR GOLDBERG | was instructed to recite
the history and express no views, but now that you
have given ne the opportunity, |I think that the issue
of where we are headed with entitlenents is very
inmportant. | nean, if we are |ocked into a comm tnent
to spend the kind of noney, we are |ocked into a
commtnment to spending, | think that in and of itself
shoul d conpel a rethinking of the tax system

Second, | --

CHAI RVAN MACK: Do nme a favor now. Relate
that, though. | nean, | think everybody agrees that
the entitlenents are getting bigger, but how does it
rel ate, though, to reformng the tax code?

MR GOLDBERG Again, | amnow in such
deep water Jeff is going to shoot nme when | wal k off.

For exanple, M. Chairman, the
entitlenents are currently a pay as you go system
collected through a payroll tax. Payroll tax isn't
the only levy. You can inmagine, for exanple, a
consunption tax that would fund some portion of
entitlenents cost. That is a nore progressive tax
than a payroll tax. So that is an alternative that

one can think about in terns of a funding source.

NEAL R. GROSS
COURT REPORTERS AND TRANSCRIBERS
1323 RHODE ISLAND AVE., N.W.
(202) 234-4433 WASHINGTON, D.C. 20005-3701 www.nealrgross.com










10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

51
MEMBER POTERBA: Yes. You alluded to the

difficulties of taxing capital inconme and changes in
t he gl obal narketplace, the rise of derivatives, the
rise of intangibles, and global conpetition as being
factors that are really very difficult here.

In your judgnment, is it inherently
i npossi ble to address those i ssues within the
framework of an income tax? And does that push you
toward thinking about alternatives or is this
sonet hi ng where we have just |lagged in the way we have
desi gned the regul ations and i npl enmented the code
gi ven that the econony has changed undernneath us?

MR GOLDBERG | think it is inpossible,
particularly if you're trying to keep up. You know,
you have sone little code provision that gets at some
little piece of sonething sonebody figured out. And
then you' re never going to catch up. | think in that
sense, it's hopel ess.

Now, that doesn't nean that you give up on
an incone tax, but | think it nmeans you think very
differently about an incone tax. And it's going to
di ffer between whether you're tal king about the
corporate sector, where there are shortcuts that you
t ake anal ogous to the passive |oss rules, or whether

you' re tal ki ng about individuals whose principal
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source of inconme is their own investnents.

| don't think the current path is going to
work at all. I think it has failed. | think it is
going to keep failing.

MEMBER GARRETT: | want to continue to get
you in trouble if at all possible. One of the things
that struck me when | was | ooking at the budget and
when you sort of see where the sources of revenue are
com ng now, as opposed to, say, 20 years ago, 30 years
ago, is there have been 2 big shifts.

One is that payroll taxes are increasingly
a source of revenue. |If you look at '75 to 2005, in
1975 payroll taxes were 30.3 percent. |n 2005,
they' re 37.7 percent of all federal receipts.

The other shift that | think is
interesting is corporate inconme taxes. So that in
1945, they were 35 percent of receipts. |In 1975, they
were 14.6. In 2005 we're only getting 11 percent of
our revenues fromthe corporate incone tax, which
strikes nme as the nost conplex, where a |lot of the
dead wei ght loss is.

You focus nmainly on individual taxes,
which is terrific, but I wondered if you could say
sonet hi ng about corporate inconme taxes and conpl exity.

In particular, is it worth all of our tine that
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busi nesses and the I RS spend in conpliance on
corporate incone taxes when it is such a small part of
our income and when we could get those taxes from

i ndividuals, who, after all, are people who get the
noney from cor porations.

MR GOLDBERG Boy, Beth, you did a U-turn
there in the mddle. Two reactions. One, while
payrol | taxes have obviously grown substantially as a
source of revenue, | believe that entitlenent outl ays
have grown faster. And so | don't think you can think
about payroll taxes independently of thinking about
how much we're spending. And, again, payroll taxes
only fund Medicare Part A They don't fund Medicare
Part B. So you've got general revenue going there.

But ny col |l eague Ty G eenberg who hel ped
put this thing together tal ks about the governnent, as
have others. You know, we're an arny with an
i nsurance conpany. | mean, that is what we have
beconme as a governnent. And | think that you have got
to be careful about those nunbers.

Wth respect to the corporate tax, a
coupl e of points. One, we cannot, absolutely cannot,
hope to conpete in a gl obal econony by setting
corporate taxes in a vacuum We will get killed. And

| think that that is the reality, and we need to cone
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to terns with that reality.

The truth is, at least in the current
structure, corporations don't pay taxes. Custoners
pay taxes. Wirkers pay taxes. And sharehol ders pay
t axes.

And | think that one of the difficulties
we have is that the rhetoric around the corporate
income tax -- and it has certainly affected political
rhetoric -- is perhaps distracting us fromthe kind of
policy considerations that we need to nake.

Now you need to be very careful. |[If you
say corporations don't have to pay tax at all. Well,
me and ny buddi es at Skadden Arps are going to
incorporate. We'Ill never pay tax again. So you've
got to watch out how you do it, but I think that that
is an area where the rhetorical efforts have sort of
gotten away fromthe real world policy issues.

You know, when you essentially control
world trade to the extent there is world trade in
1962, -- and, by the way, the appendix for this has a
| ot of these charts in nore detail -- you can pretty
much do what you want. But we don't. And so we can't
do it anynore.

MEMBER LAZEAR:  You nentioned in your

comment s when you were tal king about the 1986 tax
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reformthat the basic phil osophy associated with this
was to broaden the base but to keep the rates | ow
And in sone sense, we seemto have failed on both
counts because the base is not clean, nor have we
succeeded in keeping the rates | ow over tine.

| guess the question that | would like to
pose to you is, do you think there is something
inherent in the incone tax structure per se that
causes these oscillating rates over tinme? |Is that
just a natural feature? Does the historical record
back that up? And if so, what would you recommend to
us in terns of thinking about alternatives?

MR GOLDBERG | think it is a function of
human nature, not the tax system | mean, how can you
sit there and say it's a bad idea to encourage
famlies to save for education? You can't say that's
aterrible idea. So let's change the tax | aw

Vel |, you know, Bill dinton wants his own
credit. And Senator Coverdale wants his Coverdal e
thing. And Senator Roth wants his thing. Part of the
problemis if you want the tax systemto acconplish
t hese objectives, that's okay. And sone woul d believe
it is an efficient mechanismfor doing so. But there
is aright way and a wong way.

You | ook at the list of savings
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incentives. If | ama mddle class famly trying to
figure out, do |l want ny Hope Credit? Do | want to
deduct ny interest on ny student |loans? Do | want to
do a 529 plan? Do | want to borrow noney from ny
Roth? What in the hell am| supposed to do?
Sonetimes there are virtues in choices.
Sonetines there are virtues in not choices. There is

a very large virtue in ny world of letting the person

deci de.

Put the noney away. |If you want to use it
for education, good for you. If you want to use it to
buy a car to go to work, good for you. |If you want to

save it for retirement, good for you.

And | think that there is a
m cr omanagenent in the code right now of personal
behavior that is a big mstake. | think to the extent
you want to use the code in this particular fashion,
you ought to trust the people to get it right.

But, again, | think it is human nature,
sir. It's not the fault of the tax code, and it's not
the fault of people trying to do bad things. 1I1t's the
consequence of people trying to do good things.

VI CE CHAI RVAN BREAUX: Thank you very
much, Fred, for an excellent presentation and really

putting it in an historical perspective as to where we
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have been and how we have gotten there.

The chal l enge of this commssion is to,
nunber one, report a reformof a current structure.
One of the obligations we have is to nmake
recommendat i ons based on the current incone code
structure.

W al so are going to have the opportunity
to look at other types of tax neasures for collecting
revenues we need to run the governnment, including a
consunption tax, a VAT tax, sales tax.

| mean, can you just give a conment on the
difficulty of trying to nove to a totally new
structure, as opposed to just doing the snmaller
amendrments to the current structure?

W have always sort of done little bits
and pi eces and nade increnental changes over the
years. One option that we could recomend is going to
a whol e new system

Can you conment just on the difficulties
that m ght be faced, | guess, either politically but
nmore probably structurally, | nmean, how difficult it
is to go froman incone tax based on wages and
earni ngs to sonething that woul d be based on
consunpti on?

MR GOLDBERG The trouble is getting deep
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here, Senator. | think it's inpossible. | think the

notion of we're going to get rid of everything we have
and start over is a waste of tinme. | don't think you

shoul d bot her thinking about it.

| think you can think about other revenue
sources in the formof certain types of consunption
taxes to permt you to do a great deal of good within
the context of the incone taxes.

But once you tal k about preserving
progressivity, which the President has said he is
conmtted to, and once you tal k about preserving
incentives for charities and hone ownership, you've
got incone tax.

And | think that that is not bad because
| think that given -- you're just not going to throw
it away and start over, but | think that doesn't
precl ude you fromdoing radical reform

| mean, you can play a gane. You can say,
"Well gee, if | raise $600 billion fromsone kind of
consunption tax, how nuch good can | do in the incone
tax and the payroll tax?" WelIl, it turns out you can
do a hell of a lot of good for $600 billion.

VI CE CHAI RVAN BREAUX: So the concept of
doi ng a conbi nation incone tax, VAT-type of tax from

a structural standpoint is nore --
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MR GOLDBERG | think you have three

choices. | think one choice is to define a new
revenue source, |ike sone form of consunption tax, and
buy all of the good things you can buy out of the

i ncone tax.

Second, you can do base broadeni ng and
say, "What am| going to do good with all of the base
broadening I have done?" Get rid of state and | ocal
tax deductions or get rid of the rules on
enpl oyer-provi ded health care. And good |uck. But
you can broaden your base and buy sone good things or
you can think about the tax systemin sort of discrete
sectors.

What can | do with respect to all of this
stuff out there on savings? Wat can | do out there
with all of this stuff relating to how we tax
corporations? Wat can | do about ny international
tax piece? If you want to get into the estate and
gift tax, what -- and sort of think about them as
sectors.

And wi thin each one of those groupings,
you can do very good things and you can do very good
things on a relatively tax-neutral basis. But, as
they say, there will by definition -- the only way to

avoid wnners and losers is to do nothing. And I
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think that that is a chall enge.

But there are three ways to approach it:
get sone nore noney and do a | ot of good, broaden the
base and do sone good if you can broaden the base, or
t hi nk about different sectors of the tax system and
wi thin each sector how can you make it work better on
a revenue-neutral basis. | think those are your three
choi ces.

CHAI RVAN MACK:  Thank you very nuch.

MEMBER FRENZEL: Fred, thank you very
much. You have been at work in this play pen for a
long tine and observed the gramati s personae at worKk.
If we were to scrub the systemclean, irrespective of
whet her it's consunption of incone or whatever, how
long would it take before a hyperactive Congress woul d
redecorate it in such a way that we woul d be about
back where we started fron?

MR GOLDBERG | would give you 10 to 15
years. | think it's about 10 to 15 years. But,
agai n, Congressman, it depends on what you do. And |
think, for exanple --

MEMBER FRENZEL: Weéll, we could nake it
harder for them or easier.

MR GOLDBERG | urge you not to mnimze

that. You could nake it a | ot harder dependi ng upon
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how far you're willing to go. If youdo it all within
the current context of the income tax, it's going to
be 10 to 15 years at the outside if you find sone

ot her ways of restructuring the incone tax, you nmay be
20 years, 20-30 years, whichis along tine. | nean,
that's a good amount of tine.

MEMBER FRENZEL: Thanks very nuch.

MEMBER ROSSOITI:  Fred, great
presentation.

Wth respect to the conments you nade
about the hopel essness of what we are currently trying
to do with corporate inconme tax, what do you think are
the options for solving that broadly?

MR GOLDBERG  Conmi ssioner, let ne be
clear. | think trying to figure out how to tax
capital is close to inpossible. | don't think it's
i npossible to figure out a way to tax enterprise
inconme, if youwill. There are those, for exanple,
who have witten about book tax conformty.

You pay inconme tax on what you tell your
sharehol ders you earn. Now, that creates |ots of
transition issues, potentially a fair amount of
distortion. Qoviously the accounting rules that we
have seen are potentially subject to mani pul ation, but

that woul d be radical sinplification.
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| tell you how much | earned. | tel

Uncl e the same thing

MEMBER RCSSOITI: | understand. Thank
you.

MEMBER SONDERS: Fred, terrific
presentation, very hel pful. Thank you.

You know, you tal ked a | ot about personal
behavior, as did | in ny opening comments. And | am

a big believer that you have to pay attention to that.
| think it needs to be considered as well as naybe the
severity word but the scoring process.

We know that costs are pretty effectively
cal cul ated when considering any kind of reform be it
maj or or mnor or wholesale. But the economc
benefits or disadvantages, to some degree, are not
consi dered as wel | .

Do you think there should be sonme sort of
uni que scoring process adjustnment or greater |evel of
formality in thinking about the scoring process when
approachi ng a whol esal e reform as opposed to just
sone of these Band-Ai d approaches?

MR GOLDBERG  You looking for -- well
no. | nean, | have been through these issues about
dynam c scoring and about -- there's a |ot of

confusi on about revenue estimates. Revenue estinates
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are dynamc today in the sense that they assune
changes i n behavi or.

For exanple, if you provide a $5, 000
first-time honme buyer credit, the Joint Commttee and
the Treasury Departnent will estinmate a change in
behavior. They're going to say nore people are going
to buy hones.

So in that sense, scoring is already
dynamic. Scoring is not dynamc in the sense that it
predicts sort of aggregate inpact on gross domestic
product, for exanple.

You can do that. M answer to your
question no is in should you adopt a formal nechani cal
rule. W get to revenue-neutral by getting to assune
thi s about inpact on gross donestic product.

| think that formality runs a fair anount
of risk. On the other hand, | think it's essential
that you take into account the inpact on the econonic
activity that tax reformproperly done will stimnulate.

| think it is an absol ute deadl ock
certainty that properly done tax reformw | increase
econom c growh. That is a certainty. | think the
risk intrying to go beyond that obvious proposition,
which is true, to saying, "Wll, gee, | amgoing to
give nyself credit for an extra 50 basis points on GDP
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every year of growth,” | think it runs sone risks
because |I'mnot quite clear how sure anybody can be on
that nunmber. And you nove that nunber a little bit
and you nove your revenue nunbers enornously.

So it's not that you shoul dn't consi der
it. | think if you don't consider it, you' re mssing
t he nost obvious point. But | think if you try to
formalize it in "I"mgoing to get credit for economc
growh,” | think you're going dowmn a road that is
going to be very difficult and you are going to run a
credibility risk

MEMBER MURI'S: Thank you al so for your
presentation. It was very hel pful.

You present sone interesting statistics
that just in the last 12 years, |let alone over tineg,
the relatively well-to-do are paying a nuch, nuch
hi gher percentage of the inconme tax. And only 60
percent are now paying at all. Were are those
nunbers headed? And what do you think the inplication
is, page 607?

MR GOLDBERG Well, Page 60 shows a
traditional distribution table. Page 61 is sone data
we pul | ed toget her showi ng the tax burden on fol ks
bel ow t he poverty | evel

MEMBER MUR'S:  Ri ght.
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MR QGOLDBERG And all this does is what

this tells youis it's largely a function of the
earned income tax credit and the refundable child
credit is you' re taking fol ks bel ow the poverty |ine
off the tax rolls and giving them noney. That by
definition means upper inconme folks are paying a
hi gher percentage of whatever is being collected.

| think that, again, fairness and
distribution are exceedingly inportant. | think those
who argue that the tax system has becone nore
aggressive are wong. | think that the data suggests
it has becone nore progressive.

But, as one of the panelists said, that's
the hard one. Wat's fair? Wat's fair for people to
pay? But we have a tax system now where, in fact, the
top 5 percent of all incone earners pay 53 percent of
the tax, and the top quarter pays 84 percent of the
tax. You have a situation where those bel ow t he
poverty | evel essentially have a tax burden of -23
per cent .

Wll, that's the world we have created.
That can be a good world. That can be a bad worl d.
| am a huge supporter of the earned incone tax credit.
| think it's one of the best policies enacted in the

| ast 30 years because it does renove disincentives to

NEAL R. GROSS
COURT REPORTERS AND TRANSCRIBERS
1323 RHODE ISLAND AVE., N.W.
(202) 234-4433 WASHINGTON, D.C. 20005-3701 www.nealrgross.com




10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

66

work. | think it's a terrific policy.

This is what we are living with. Were is
it going to go? The answer is if you keep expandi ng
the earned incone tax credit, nore and nore of the tax
burden is going to be borne by upper incone earners.

There is another point here I would urge
you all to keep in mnd. Al of these tables are
static. | think that in thinking about these tax
policy questions, we sort of assune they are pernanent
weal t hy peopl e, pernmanent poor people. And that is
not true.

The data suggests that there is a fair
amount of nmobility. Bill Gale is going to pick on ne
when he comes up here, but | think that there is a |ot
of mobility. And I think that gets back to the point
about fluctuations in famly incone.

| think the system now has reached the
poi nt where fluctuations in famly incone and
differences in cost-of-living are kind of undercutting
a lot of what we are trying to acconplish in the
inconme tax. So it's not always the sanme bottom 20
percent of the same top 20 percent.

So don't think of these as static nunbers.
Thi nk of these as novi ng nunbers.

CHAI RVAN MACK:  Agai n, unl ess soneone has

NEAL R. GROSS
COURT REPORTERS AND TRANSCRIBERS
1323 RHODE ISLAND AVE., N.W.
(202) 234-4433 WASHINGTON, D.C. 20005-3701 www.nealrgross.com




10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

67

got a burning question that they have got to foll ow
up, because of time, | think we need to nove on.

Fred, I want to thank you again for your
presentation. | think the material that you have
given us, | suspect that |lots of people all over the
country are going to be using this background nateri al
as this debate picks up. So thank you very much for
your input.

MR GOLDBERG | wish all of you the best
of luck. And just make it effective in about ten
years, when | retire, please. Thank you very much

(Laughter.)

CHAI RVAN MACK:  Thank you.

If I could ask the next panel to conme on
forward, | would appreciate it. W are going to have
now agai n three panelists. The three panelists are a
prof essor of |aw and econom cs at Harvard Law School
is Louis Kaplow. Fromthe Brookings Institute and
co-director of Urban Brookings Tax Policy Center is
WIlliam Gal e, whose nane we heard nentioned a couple
of times. And the third is Stephen Entin, who is
Presi dent and Executive Director, Institute for
Research on the Econom cs of Taxation.

And | think, Professor Kaplow, you were
going to go first.
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MR KAPLOW Yes, | am

CHAl RVAN MACK: Ckay. Geat. And we are
going to then hear fromall three of you before we get
into sone questions.

MR KAPLOWN Thank you, M. Chairman. It
is a pleasure to be here today before the President's
Advi sory Panel on Federal Tax Reform

| have been asked to step a good di stance
back fromthe whirlwind tour of history that Fred just
presented and to address in a somewhat abstract
conceptual but really basic and fundanental |evel what
are the differences, the core differences, between an
i nconme tax and a consunption tax system

In order to do this, it is helpful to be
alittle bit concrete and a little bit oversinplified
and to have a basic sinple story in mnd. So the
story | have is our taxpayer who lives in two periods.
In the first period, our taxpayer works, earns |abor
inconme. And, of course, some of this will be
consunmed. And the rest will be saved for retirenent.

When our taxpayer arrives in the second
period, the retirenent years, during the interim
there will have been earnings on that savings, the
return, the interest, or whatever formit mght take,

that wll be received. And the taxpayer, being
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retired, all that remains is to consune. So the

t axpayer will consune both the principal of what was
saved along with the return or interest on that

savi ngs.

And | am now going to use this basic story
to help explain a little nore concretely what are the
di fferences between an inconme tax and a consunption
t ax.

So what is an incone tax? Wll, the tax
base is all income. But then we have to ask, what is
incone? The standard definition that is used, often
cal l ed the Haig-Sinons definition of inconme, |ooks at
i nconme not sort of by receipts but, rather, by uses
and sees income in an accounting sense as consunption
pl us changes in wealth, that those together wll equal
incone in any given year.

Wl l, given the notion of an incone tax,
what is actually taxed in the sinple story that |
presented? Well, in the first period, when our
t axpayer was working, all of the |abor inconme would be
taxed, both that which was consuned and that which was
saved because the savings would be a positive change
in wealth.

In the second period, when our taxpayer is

retired, all that would remain to be taxed woul d be
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the return on savings, which would be interest in a
si npl e exanpl e.

An inportant thing to observe at this
poi nt since what | have described actually departs in
an inportant way fromwhat we observe in practice is
that a pure inconme tax of this kind is one that taxes
incone as it accrues. It differs froma standard
income tax primarily and taxes gains and | osses as
t hey occur, rather than waiting for a realization
event .

In contrast, what is a consunption tax?
The tax base of consunption taxes all consunption.
And what | wll be describing here is sonetines called
a personal or cash flow consunption tax. A bit later
| will contrast it with things like a national sales
tax or VAT.

What is taxed under a consunption tax?
Vell, thisis fairly straightforward in principle.
The first period' s tax base woul d be whatever the
t axpayer in our story consuned in the first period.
The second period's tax base woul d be consunption in
t he second peri od.

How m ght you inplenent this form of
consunption tax? 1In the old days, it was discussed,

well, trying to keep track of how nuch each person
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consunes at each point in tinme mght be rather
difficult as an admnistrative matter, but it has been
observed that one way one could inplenent a
consunption tax -- and it's the way that has been nost
tal ked about in recent decades -- is to define the
consunption tax base by starting with sonmething like
the current incone tax base or a theoretically pure

i nconme tax base and sinply subtracting the change in
weal t h.

This is really, again, an accounting
identity. |If you recall our original definition that
i ncome i s consunption plus change in wealth, if you
deduct the change in wealth from both sides, you then
get a definition of consunption.

Now, that is all a bit of abstraction in
accounting identity. Wat is this in the real world?
Vel l, you could envision, for exanple, a pure incone
tax that provided a 401(k) or |IRA-type vehicle that
sinply had no cap. So individuals could put all of
their savings in sonething |like an IRA or 401(Kk).

What woul d happen? Savings woul d be
unt axed when they were earned. Any accrual, as it
happens, woul d al so be untaxed. However, when it was
wi t hdrawn for consunption, every bit of it would be

taxed, in this case for the first tine. So that's the
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basi c operation of a personal cash flow consunption
t ax.

Wil e | have now given you definitions and
the definitions differ, the question is, what do we
make of that difference? Wat are different ways to
t hi nk about the difference?

What | would like to do is present two
different ways of thinking about the difference, which
will probably seemdifferent. But both of themare
entirely correct and mat hematically equival ent.

So you could say they really are two
different perspectives on the sane thing. | amnot
favoring one or another but just suggesting that both
wi Il help our understanding of what is involved.

So the first equivalence relationship I'd
like to describe mght be called an incone tax
perspective on the consunption tax. This view would
state correctly that a consunption tax is equival ent
to a labor income tax. Put another way, a consunption
tax is like an incone tax that exenpts capital incone.

How can we appreciate this intuition? It
follows fromaccounting identities, but to really
grasp it, consider a tax that is going to be at 25
percent. Wat if it were a 25 percent consunption

tax? Well, individuals obviously could consune 75
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percent as nuch as they could consune in each period
as inawrld with no taxes. However, they chose to
al | ocate across peri ods.

What if, instead of a 25 percent
consunption tax, we had a 25 percent |abor incone tax?
Vel |, that would knock down their receipts to 75
percent of what they were before. And then with no
further tax, they would be free to allocate it as they
wi shed across periods, allow ng themagain to consune
75 percent as rmuch as they could in a world without
taxes. So that is a way to see that a consunption tax
is indeed equivalent to a | abor incone tax.

Al'l ow ne now a second equi val ence, which
really flips the perspective. This is a consunption
tax perspective on the incone tax. So here the
statenment is that an incone tax is equivalent to a
consunption tax that applies a higher rate to |l ater
consunption. The reason this equivalence is true is
because the income tax taxes savings on earnings that
were previously subject to tax.

Now, what is the intuition behind view ng
an incone tax as just a consunption tax but that
applies differentially, heavier on future consunption
t han present consunption?

Vell, let's stick within period one for a
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m nute and i nmagi ne our taxpayer i s choosing between
appl es and oranges. The incone tax, whether you spend
it on apples or oranges, will be taxed in the same
way, obviously.

However, if you are considering oranges
today in this period versus oranges tonorrow i n period
two, the noney you put aside to spend on the oranges
in period two, the earnings on that savings wll be
subj ect to tax.

So if you look at the relative effect of
tax, it will be heavier on period two oranges than on
peri od one oranges, which is just a sinple, perhaps
artificial way of illustrating how an incone tax bears
differently on consunption in different periods.

So those are sone conceptual statements
about the mechanics. One question that is often
addressed is about the distributive difference between
an incone tax and a consunption tax.

There is an apparent contrast, which has
an obvi ous dinension of reality to it, which is since
it is a fact high inconme taxpayers tend to save a
greater fraction of income than | ower income
t axpayers, they will tend to fare worse under an
i ncome tax or equivalently better under a consunption

t ax.
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But one can ask whether inherently the two
tax bases really have different distributive
consequences. | woul d suggest as a first
approxi mation the answer to that is no. And the
reason is that you can play with the rate structure of
each.

So you coul d have a consunption tax that
by adjusting the rate structure ended up basically
havi ng the sane incidence as an incone tax or starting
froma given consunption tax one |iked, one could
adjust the rate structure of the incone tax to have
t he sane incidence of where you started.

This is |loosely anal ogous to the idea in
the 1986 Act that we can change an awful |ot of
things, but if we are also allowed to adjust the rate
structure, we can essentially keep the distribution
t he sane.

What this point suggests -- and it is ny
parting observation -- at the conceptual l|evel is that
the really intrinsic difference between an incone tax
and a consunption tax very nmuch involves matters of
efficiency and adm nistration. |'mnot going to get
into those matters. And peopl e disagree as to which
way they cut, but I think that is where nuch of the

focus appropriately should be, at least in principle.
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Before | nentioned that | was descri bing
a personal or cash flow consunption tax. How does
that relate to other consunption tax systens? Wll,
a VAT or a national sales tax obviously are
consunption taxes. They are levied directly on
consunpt i on.

Their primary difference is that w thout
a lot of admnistrative difficulty, one will tend to
apply themat a single rate. They are flat taxes of
a sort with no exenption.

Now, that, of course, has a different
distributive inplication than the kind of consunption
tax | was describing before. However, | think nost
envision that if one wanted to use a VAT or a national
sales tax, it would be a supplenmentary tax joined with
ei ther a personal cash flow consunption tax so the
systemwoul d be all consunption tax with two
conponents or joined with an incone tax.

And whi chever one one joins it with, by
playing with the rate structure of the latter, one
coul d acconplish essentially any distributive
i nci dence that one thought was appropriate.

And it's just worth observing that nost
ot her devel oped econom es outside the U S. use a VAT

with some sort of an incone tax.
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M/ final set of remarks tries to relate
t hese somewhat abstract conceptual statenents with the
systemthat we have. And given that | only have
anot her couple of mnutes, | amgoing to do it briefly
and hitting sort of the main points, but I think it
wi Il convey much of the inportant reality.

The question here is, what really is our
exi sting incone tax? Ostensibly, our incone tax is a
tax on incone. But, in fact, | think nost woul d agree
t hat substantial departures froman ideal incone tax
make it a hybrid, sonmewhere between a pure accrual
i ncome tax and a pure consunption tax.

Wat are sone of the mmjor categories of
departure? Well, departures froman incone tax in the
direction of a consunption tax are many: consuner
dur abl es, notably housing; many forns of retirenent
savings, but only those in qualified plans of prograns
of one sort or another.

There's preferential treatnment of much
i nvest ment i ncone outside of retirenment savings,
deferral through the realization requirenents, step-up
basis at death, preferential rates, accel erated
depreciation. Also, an under-explored area is the
human capital is essentially taxed on a realization

basis as wel .
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If you add all of this together, a
trenendous portion of the entire capital stock is
taxed entirely or substantially as if we were under a
consunption tax, rather than under an inconme tax, just
an observation, not necessarily a criticismor a
conpl i nent .

There are al so departures from pure incone
taxation in the opposite direction. That is, there
are certain respects in which the tax on the capital
stock is heavier under the current systemthan it
woul d be under an idealized incone tax system The
two major areas | would identify are inflationary
gai ns.

You are all aware that we index the rate
brackets and the like for inflation, but we do not
i ndex the computation of interest for basis, which
means that much capital incone, especially in high
inflationary periods, is taxed nuch nore than a pure
income tax would tax it.

The other major departure is the corporate
inconme tax to the extent it's not fully integrated
with the individual incone tax. And various proposals
have addressed how that m ght be done.

If you put these departures toward heavier

taxation of capital together with an earlier |aundry
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list of departures toward consunption tax treatnent of
capital, then that is probably that we are between an
i ncome tax and a consunption tax, probably closer to
a consunption tax than a pure inconme tax, but that
varies over tinme as different tax reforns have been
enact ed.

M/ final remark is just, well, what do we
make of the current hybrid systen? One observation
follows al nost by definition fromwhat | have stated.

| f you wanted to inpl enent sonething
vaguely like a pure incone tax or consunption tax, you
woul d be making quite a substantial reform even aside
fromnyriad tax expenditures involving health care,
col l ege, whatever it mght be.

The second observation -- and this rel ates
to many of the comments that Fred nade, especially the
nore passionate ones -- is that when we | ook at the
cost of the hybrid system the fact that we are in the
mddle, often it's confortable to be in a noderate
m ddl e position taking the best of both. But in many
ways, we have the worst of both.

So there is economc distortion because we
don't uniformy treat everything in the mddle. Sone
things are treated at one extrene, sonme at anot her

extrene. And the wide variations create nuch econom ¢
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di stortion.

The second observation is that when you
t hi nk about the massive adm ni strative conpliance and
avoi dance cost of the current system nmany of them
actually invol ve gam ng the systemdue to the fact
that we have all of these differences in the hybrid
system So nuch of it involves boundary police and
keepi ng the various unsystematic, conflicting, and ad
hoc conprom ses we have nade in |ine.

So the suggestion again is if one did make
the major reformnoving toward either type of pure
system there would probably be nmuch gain to be had,
both on econom c distortion and on conpl exity,
sinplicity, and the |ike.

Thank you.

CHAI RVAN MACK:  Qur next presenter is M.
Wlliam Gle. Bill, go ahead.

MR CGALE: M. Chairman, M. Vice
Chai rman, nenbers of the panel, | would like to thank
you for inviting me to testify this nmorning. You have
an exciting and challenging task in front of you. And
| am happy to provide whatever help | can in that
regard.

I n preparing comments about tax reform and

tax policy, | often feel |ike everything has been said
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and everyone has said it over the past 20 years. So

| wanted to start off with a little bit of a different
tack before | turn to ny overheads. And that is |
want to quote from Yogi Berra and Wnston Churchill
two nanes that you don't often hear in the sane
sentence, because | think that it provides the right
context for ny comments.

Yogi Berra, the great social philosopher,

said that, "In theory, theory and practice are the
sane. In practice, they're different."
To paraphrase Wnston Churchill, mny

comments are essentially in the real world, the incone
tax is the worst tax except for all of the others.

And so the focus of nmy comments will be a
little different than Louis' in that Louis was at a
very high level of theory unsullied by the real world.
| want to get ny hands dirty in the real world because
| think that is a first order consideration in talking
about tax policy.

So before we turn to the consunption

versus incone tax issue, let ne just note that that is

only one of five issues, really -- there are only four
issues listed here -- one of really five issues in tax
reform

The nmost obvious issue is the tax base,
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what are you going to tax. And here the question is
i ncome and consunption, but there are al so
alternatives. There are wages. There are hybrids.
There are things that we can't even summari ze because
they are so conplicat ed.

The second issue is what kind of
exceptions to that tax base do you want to have?
Deducti ons, exenptions, education subsidies, child
subsi dies, health subsidies, et cetera. And that is
in sone sense a bigger issue than the tax base.

This is exactly what Louis was sayi ng
before. The difference between a pure consunption tax
and a pure incone tax is not that big. But if you
could get all the junk out of the code and get a broad
consi stent base, that would be a big change rel ative
to the difference between a pure incone tax and pure
consunption tax.

The third issue, of course, is tax rates,
whet her they're flat or graduated.

A fourth issue is where you actual ly get
t he noney: individuals, businesses, automatic
wi t hhol ding, third party w thhol ding, et cetera.

And a fifth issue is actually the |evel of
revenue. | didn't put this on this overhead because

you have al ready been tasked to do a revenue-neutral
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reform although | endorse all of Fred Gol dberg's

conments in regard to the entitlenent issue.

Al right. Tax reformin theory and
practice. In theory, it is very easy to wite down
much better tax systens than we have. Any of us could
list a half a dozen prototypes that work better.
They're sinpler. They're nore efficient, et cetera.

But in the real world, the changes that
you need to nake to those idealized proposals to get
t hem t hrough Congress, to get them past the efforts of
| obbyi sts, to get them beyond the ingenuity of the tax
shelter industry, to make them consistent with the
fickle and nal |l eabl e nature of public opinion, all of
t hose changes nake taxes nore conplicated, |ess
efficient, and less fair.

And if you don't believe nme, | appeal to
every tax systemin every country in the world. There
are no countries that have sinple tax systens that
rai se revenues on the order that we raise in this
country.

The inplication of this is that conparing
the actual systemto a systemthat only exists on
paper is fun but is not likely to be very informative
about what happened if you actually ained to hit that

system So we need to think about real world
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conpari sons between the current system and
al ternatives.

Then just before | turn to conparing
consunption and i ncone taxes, |let nme note a couple of
i ssues here. As Louis nentioned, there are nmany ways
to design consunption and i ncone taxes. And so what
| will be talking about is sort of central tendencies
for one tax versus the other.

| sent this around for comments yesterday.
And every comment was sort of "Yes, but," "Yes, but,"
"Yes, but." You can always find sone exception, but
| et me just acknow edge at the beginning |I'mtalking
about central tendencies.

So | will think of the income tax as the
current U.S. system the consunption tax as either a
Eur opean val ue-added tax or the U. S, tax systemwth
expanded 401(k)'s, like Louis said, but also with no
i nt erest deducti on.

One of the huge unintended consequences in
the current systemis we have tax-preferred asset
i ncome but we give deductions for interest. And that
generates enornous tax sheltering activity.

So any proposal that wants to expand
tax-preferred saving has to do sonmething to limt

i nterest deductions. Oherw se you generate an
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enornous tax shelter.

Ckay. So let nme start with progressivity.
Louis is right. In theory, there is no reason why a
consunption tax has to be | ess progressive than an
inconme tax. But in the real world, every consunption
tax ever designed has hit high incone people |ess than
our current incone tax systemdid.

So realistically a swtch froman incone
to a consunption tax that is revenue-neutral would
rai se burdens on | ow and m ddl e i ncone househol ds
relative to the current system reduce burdens on high
i ncome househol ds relative to the current system

Now, to be clear, this does not require
high tax rates. The 1986 exanple is a shining exanple
there. |If you clean out the base, you have a | ot of
revenues that you can use to reduce tax rates.

The second issue on the progressive incone
tax is that it acts as a partial insurance nechani sm
I f your income falls by a certain percentage, your
taxes fall by nore than that. And, therefore, your
after-tax incone falls by |l ess than that.

So the progressive tax systemacts as a
partial insurance nechanism That is inportant in a
world where it is virtually inpossible to ensure

agai nst incone fluctuations.
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In a consunption tax, it is possible to
have those things in there, but nost of the
consunption tax proposals that are out there don't
have that feature.

Al right. Another issue is which is the
better neasure of ability to pay inconme or
consunption. Here | think there is a nassive
di fference between theory and the real world.

Every theoretical nodel will tell you that
consunption is the right neasure of a household's
ability to pay. In the real world, | think that is
wong. And | think that consunption can actually be
a really poor neasure of ability to pay. Let ne give
you sone exanpl es.

When peopl e can borrow as nuch as they
want or lend as nuch as they want at a given interest
rate, then consunption is definitely a good neasure of
ability to pay. But, in fact, people can't do that.
And that means that they don't have access to their
lifetime resources in every single year. And,
therefore, that raises the status of current incone as
a better neasure of ability to pay than consunpti on.

Anot her point that is wdely known and
docunmented in the literature is that people have

different proclivities to save. Sone save a |ot.
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Sone save a little.

What is not so well-known is that that
fact nmeans that differences in consunption across
peopl e are not good neasures of differences in their
ability to pay. They' re not good neasures of their
lifetime resources because you m ght have a high
lifetime inconme person that saves a whole ot and,
therefore, only consunes a certain anount.

You m ght have a | ow i ncone person that
doesn't save at all and consunes the sane anount.
These peopl e have the sane consunption, but they have
very different ability to pay.

So the fact that people tend to have
di fferent tendencies to save nmeans that consunption is
not a good neasure of ability to pay across people.

Finally, there are a nunber of situations
where | think it's just unanbi guous that consunption
is a bad neasure of ability to pay. | will just give
you two exanpl es.

A famly has a couple of kids. One spouse
stops working. Their income goes down. Their
consunpti on goes up. Under a consunption tax, their
taxes go up because their ability to pay appears to
have gone up if you use consunption as the neasure.

Under incone tax, their taxes go down because they're
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measur ed i ncone has gone down.

Anot her exanpl e i s sonebody gets sick.
They | ose their job. They have high health expenses.
Again, their income goes down. Their consunption goes
up. | would argue in that sense that incone is a nmuch
better neasure of their ability to pay than their
consunpti on expenditures are.

So | would argue in the real world that
inconme is probably a better neasure of ability to pay,
al t hough | recogni ze the theoretical issues involved.

Al right. Let's turn to conplexity. |
am not about to defend the |level of conplexity in the
current inconme tax. | do believe Fred' s coment
earlier about human nature being that tax systens are
going to be conplicated. European val ue-added taxes
are enornously conplicated. They are not the sinple
four-line itemthat you see in textbooks.

Many of the reasons for taxes being
conpl i cated woul d remai n under a consunption tax.

That includes the desire to be fair, to admnister
soci al policy, to reduce evasion, and to respond to
political issues.

There is one source of conplexity in the
current code, which wouldn't have to be in a

consunption tax. And that is taxing capital incone.
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Now, that doesn't nmean it won't be in the
consunption tax. There were proposals in the md-'90s
for sonething called the USA tax, which was a
consunption tax that floundered on how conplicated it
was to tax capital inconme in that tax.

But that could be an area where the tax
systemcould be sinpler. But, of course, it could be
sinpler in the current tax systemalso. And if you
made all the sinplifications in the current system
that you could, you would find that the difference for
going fromthere to a pure consunption tax woul d not
be that big a deal

Al right. Now, there are also two areas
where noving to a consunption tax woul d be nore
conplicated than the current tax code. And that is,
al t hough a consunption tax gets rid of things |ike
debt versus equity, which nmakes for conplicated taxes
now, it would inevitably introduce new distinctions
bet ween taxabl e and nontaxable flows that | can go
into, but the point is unless you tax literally
everything, you have got sonething that is taxable and
sonet hing that is nontaxabl e, nbst consunption taxes
choose not to tax financial incone and to tax
nonfinancial income. But if you do that, then you

create a big wedge between those two types of incone.
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And you have peopl e changing the nature of their
i ncome fromwages to capital to avoid the tax.

You will not have a systemthat can avoid
maki ng distinctions that don't | ook |ike distinctions
inreal life but do matter in the tax code.

The ot her place where a consunption tax
will be conplicated is with all of the non-tax
features of society or the nonfederal incone tax
f eat ures.

W have 40-sone states that have state
incone taxes. W have tax treaties with dozens of
countries. W have corporate accounting systens. W
have ot her incone-reporting systens for stuff |ike
coll ege financial aid and nortgage applications. W
have governnment benefit prograns that depend on
i ncone.

Anywher e where people have to hand in
their inconme tax formas evidence of their incone is
a situation where the world is going to be nore
conplicated in a consunption tax because then they're
going to have to fill out their inconme tax form anyway
and turnit in. Ckay? So it's not a slamdunk at al
that a consunption tax is going to be sinpler.

Al right. Wat about econom c growt h?

Wll, again, in theory, there is no doubt that a
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consunption tax, a well-designed consunption tax, can
be nore productive in terns of |ong-termgrowth than
the current incone tax.

The key words there are not "consunption
tax." They are "well-designed."” A well-designed
consunption tax should be revenue-neutral. It should
broaden the base. It needs to inpose a tax on old
capital. And it needs to shut down the differenti al
di stinction between the differential treatnent of
interest incone and interest expense.

| f you can do that, you have the potential
to raise economc growh. But if you say go to the
flat tax and you put back in the health insurance
deduction and you | et businesses deduct their state
and payrol|l taxes, which is what they asked for in the
'90s, and you put back the nortgage interest deduction
and you put back the charitabl e deduction, you wl|l
not get an increase in economc growh out of that.

In addition, converting to a consunption
tax could actually blunt sone of the savings
incentives that are in the current incone tax. |'m
not a huge fan of all of them | think
| ow and m ddl e i ncome househol ds, they tend to work
fairly well. It would be a nore promsing way to

rai se saving and grow h by encouraging things |like
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automatic escalation or contributions in autonatic
enroll ment than by trying to switch to a consunption
t ax.

Let ne just tick off three final points.
And | will stop. One is you will often hear people
say that a consunption tax taxes the underground
econony better than an incone tax. That is not right.
It's based on a nyth. There's this drug deal er
exanpl e that kind of floats around that is just wong.
If you would like me to explainit, | wll.

But the evidence is that European
countries, which have val ue-added taxes, have shadow
economes that are just as big as ours. So there's
not hi ng magi cal about a consunption tax in getting at
t he under ground econony.

One of the new things that came out of
recent consunption tax debates is dealing with
unstabl e tax systens. As you know, we have had a
dozen maj or changes in the last 25 years. |It's
| ooking like we're to have nore in the future.

One of the ways where consunption taxes
are decidingly inferior to income taxes is in dealing
with unstable tax systens. So if you are noving the
tax rate up and down over tine, if you think of that

as a prototypical tax change going back and forth,
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that has a nmuch bigger effect on the return to saving
investment in a consunption tax than it does in an
i ncone tax.

That is something to think about in the
manner of what Fred discussed earlier, that if we nmake
a change but it's not stable, then it actually matters
whether it is a consunption or income tax change
because the danmage that can be done in a consunption
tax can actually be bigger than in an incone tax.

Last point, another difference between a
consunption tax and an incone tax is if you nove to a
consunption tax, you will have transition issues. |
won't tal k about them here.

Let me conclude. The incone tax m ght be
a big house, it mght be a nessy house, it mght be a
junbl ed community, but I don't think you should tear
it dowmn. Al right? 1| think you should try to
rebuildit.

It can be inproved. Mst of the changes
that we tal k about naking the system better involve
maki ng the incone tax sinpler, nore efficient, and
fairer.

If a consunption tax is added on in
addition to that, that is one thing. That is a way to

br oaden the revenue base and | ook forward to paying
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for entitlenments in the next 50 years, as has been

di scussed. But if we elimnate the incone tax and go

to a consunption tax, we're nmaki ng a huge change in

t he biggest tax systemin the history of the world.
W' re maki ng a change that has never been

tried and a change that | believe will deliver much

| ess than hoped for as fraught with peril, both |arge
and smal | .

Thank you.

CHAl RVAN MACK:  Bill, thank you very nuch

for those coments.

W now nove to Stephen Entin. Steve?

MR ENTIN. M. Chairman, nenbers of the
conm ssion, thank you very rmuch for the opportunity to
be with you this norning. You have a great
opportunity to give us the best shot at fundanental
tax reformsince 1986. And | certainly wi sh you well.
| will keep nmy comments short, perhaps submt a fuller
statenment for the record.

We have heard a rather gl oony assessnent
just now | would like to point out that econom cs
really is not the disnmal science if you have a norbid
sense of hunmor. And I would also like to counter the
notion that taxes are boring.

| f you have ever been scranbling in terror
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to fill out your inconme tax at 11:00 P.M on Apri
15th trying to get to the post office before it

cl oses, you know that taxes can be very stinulating
i ndeed.

W have been charged to produce a tax
systemw th nore favorable treatment of activities
that pronote growth. W would like nore sinplicity.
Fairness is a very inportant consideration. | would
like to add visibility and transparency, which the
chai rman brought up, as an inportant point.

Taxes tell us what governnent is costing
us. And any consuner of anything ought to know what
he is paying for it so that he can deci de how nuch of
it he wants to buy. It's really how we hold
gover nment account abl e.

Can we inprove things? | think we w |
have an easier tinme achieving these objectives if we
choose our tax base very carefully. And | would
suggest to you that a consunption base or noving
closer to a consunption base in our hybrid system
woul d be a good thing if we are going to satisfy both
basi c objectives for the tax system

| would like to toss out sone ideas about
what inconme is and what isn't. These have

reper cussi ons when you consider what is fair and how
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t he econony works. | think we need to get themclear.

I ncome is not the ability to pay. Incone
is the earned reward for providing |abor and capital
to produce goods and services that other people val ue.
| ncone is produced. You have to work to do it. And
doi ng that means giving up leisure, and it neans
giving up current consunption and doi ng savi ng
instead. It involves sacrifice.

I ncone is proportional to effort. The
out put one produces depends on how nuch effort one has
made to acquire training, acquire capital, how | ong
one works. The goods and services we produce are
proportional to that effort.

And, therefore, | submt the fairest tax
is proportional to incone once you have under st ood
that incone is this net concept. It is revenue |ess
the cost of earning revenue. Deductions for costs are
necessary to neasure i ncone properly. Tax reform
isn"t about getting rid of all deductions.

You don't ask the nmom and pop grocery
store to ignore the cost of the soup that it puts on
the shelf and claimthat the entire sale was profit.
And you shoul d not expect individuals to be taxed on
their returns on saving w thout counting the saving in

the deferral of consunption as a cost.
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If you don't save, you don't get the
interest and you don't get the dividends. You can't
put a tax on the principal and then expect the person
to still have the interest and the dividends. He
can't give you the principal and still earn the
interest and the dividends to pay the taxes on them
You can't have your principal and eat it, too.

Therefore, the best real neasure of income
is consunption. And we should be taxing what we spend
when we spend.

The neutral taxes, the ones that treat the
orange today and the orange tonorrow evenly, are often
referred to as consunption taxes, but | think you
shoul d think of themas taxes on incone when all the
costs of earning income have been correctly neasured
in tine.

Neutral taxes do not fall nore heavily on
saving and investnent, then on consunption. They are
unbi ased against growh activities. They are far
sinpler than the inconme tax. They are fair, and they
are straightforward.

W have heard that the incone tax does tax
people. The nore that they work and produce, the nore
that they save and earn because of the graduated

rates. And we have seen that the incone tax hits
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saving and i nvestnent harder than consunption, which
si nply encourages consunption by penalizing saving.

Take a quick review of the nultiple stages
of taxation of saving. |If you earn your noney and you
pay your tax on it, you can buy a | oaf of bread and
make a whol e week's worth of sandw ches dependi ng on
how | arge your famly is. And you can eat those
sandwi ches, and we don't bother you again. You can
buy a television set and sit there | ooking at the
stream of programm ng, and we don't bother you agai n.

| f you buy a bond, we tax the stream of
interest. If you have a small business, we tax the
streamof profit as a second | ayer of tax on the noney
we put into those activities.

| f you buy corporate stock, we are going
to hit the corporation first and then hit you again on
your dividends or if the corporation retains the
earni ngs and gets bigger and stronger and the price
goes up and you sell the stock, we hit you on the
capital gain, which is another layer of tax on the
retained earning. And then if you still have too much
| eft over when you are elderly, we may hit you again
with the transfer tax, the estate and gift tax.

So we have four |layers of potential tax on

savi ng versus one on consunption except for those
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bi zarre few federal excise taxes that probably ought
to be canned.

Now, the taxes on the saving, on the
oranges tonorrow, are sonetines thought to be, in
fact, taxes on saving when they are really taxes on
future consunption

W have heard the distinction between the
concept of the labor tax versus the inconme tax. In
fact, taxes don't stay where the tax witers say they
are putting them

Taxes have econom ¢ consequences. Not
only is the worker or the person saving for retirenent
so you're really taxing his earnings, which neans
you're taxing his prior labor, but if |I have soneone
who hasn't saved yet and soneone who has saved yet,
taxi ng the saver may very well hurt the current
wor ker .

Capital is very sensitive to tax. If you
put these added | ayers of tax on it, you get |ess
accumul ated saving, |ess accunulation of plant and
equi prent for the worker to work with. It depressed
productivity, and the wage goes down.

Econom cal |y nost of the burden of the
taxes on corporations and busi nesses and savers

ultimately hit people in their role as workers because
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they are less efficient and they are paid |less as a
result. Savers can always choose to switch to
consunption. Consunption is nice, too. But when they
do, workers |ose their jobs.

W have nmade many steps in the incone tax
structure to nove in the direction of a consunption
tax. W have pensions and | RAs. And expandi ng those
woul d nove us even further in that direction. A tax
that is neutral between saving and consunption, either
defer tax until saving is spent or tax the savings up
front and not tax the returns.

The difference to a saver over a lifetine
of putting noney aside for retirenent in an ordinary
i ncome tax structure versus a tax-deferred consunption
style structure i s enornous.

| have an exanple here of | think 7
percent, 7.2 percent, interest and the 20 percent tax
rate, $1,000 a year fromage 20 to 70. You end up
wi th $400,000. In the neutral system you end up with
under $250,000 in the ordinary inconme taxes. It nakes
an enornous difference. And that difference in saving
goes into capital formation.

A neutral tax would not tax corporate
income twice. It would be taxed at either the

corporate level or the shareholder level. And | agree
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it really should be passed through to the sharehol der.

This is a situation where only peopl e pay
t axes, businesses don't really. Businesses are
legally people. In the law, they can sign contracts
and be sued. But that is a legal fiction. And we
should not be trying to tax legal fictions.

And then there is that added | ayer of tax
that is the death tax that ought to be elim nated.
That is another tax on accunul ated saving that either
has al ready been taxed or if they're in a pension plan
will be subject to the errors tax. It's always an
extra layer of tax.

There are many types of consunption-based
taxes. They look different, but they really are all
on the sane tax base, which is either incone |ess
savings or inconme |ess investnent. And since saving
equal s investnent, they are all on the anount of
income that is used for consunption. They include the
cash flow tax, which is the saving-deferred tax; the
flat tax; the sales tax; the value-added tax; and al
of their pernutations.

These things have a different point of
collection, but they really are on the sane tax base.
They all treat saving neutrally versus consunption,

all enpl oyee expensing, instead of depreciation, and
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wi th appropriate adjustnents for interest passthrough.
Al are territorial. Al have the sane basic tax
base.

The objective is growh, one of the
objectives. And | would submt that as you do your
wor k, you ought to test and see what you are doi ng as
you proceed to the cost of capital. Is it raising the
tax on investnent or lowering it?

In "86, no attention was paid. The cost
of capital was raised, not do good things for the rest
of the decade. You had a stock market crash the next
year as people realized what had happened to them

I f you want growth, you're going to have
to pay attention to that as you do your work. The
neutral taxes will give nore saving investnent and
growth. And | think potentially it would add severa
trillion dollars to the capital stock.

It would add several mllion additional
jobs, and it would be at higher wages. It would
probably be thousands of dollars, maybe four to six
t housand dollars in the mddle i ncone range, in higher
famly incone pretax sinply because the added growth
the systemwoul d generate. And the U S. woul d becone
a jobs and investnent magnet.

| f you are going to be constrained to a
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neutral, revenue-neutral, system you really ought not
to ignore the growth. You will have to nmake sure that
the particul ar tax changes you have nade actually do
contribute to growh. There are many tax changes that
wi |l be proposed that nake things | ook nice but don't
have any inpact at the nmargin on activities that |ead
to additional growth. And you would have to make sure
that as you assunmed sone growth or, in particular,
change, it was actually a change that was related to
gr ow h.

But | think you would be very wise to do
that. O herwi se, you are going to be hard-pressed to
i nprove the economc clinmate.

The consunption taxes have varyi ng degrees
of sinmplification, but they are all a good deal
sinpler than the incone tax. And the sinplest tax of
all, of course, is sinply collected at the cash
register. Individuals don't have to file. | don't
think that is a good idea. They tend to |ose track of
how much has been taken fromthem over the course of
t he year.

But even in the individual filing that
woul d be necessary under a cash fl ow or consuned
i nconme tax, you get a great deal nore sinplification

So even if they are collected on
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i ndi vidual tax forns, you have no double taxation. It
would not be a filing at the corporate level. There
would be no Iimts on savings plans. You woul dn't
have to choose anong them

It wouldn't nmatter whether you put your
noney into a derivative, such as Fred Col dberg said,
that is terribly hard to capture or an ordinary
savi ngs account or a Treasury bond. As long as your
nmoney was in the savings plan, it's deferred whenever
you took it out from whatever source you took it out.
It woul d be taxed.

There woul d be no separate cal cul ati on of
any taxes on capital gains. There would be no
depreci ation schedul ed for large and snall busi nesses
to struggle through for each machi ne that they bought
or building that they put up. There would be no
foreign tax and tax credit problemto worry about,
al t hough you would still have to define inconme at the
border. And there would be no phaseouts of dozens of
exenptions, credits, and deducti ons.

Fred nmentioned that we have broadened the
base to preserve the rate structure. And so we have
gotten sone revenue by phasing this and that out. But
when you phase out this or that, you change the effect

of marginal rate because earning an extra dollar means
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changi ng your taxable income by something nore than an
extra dollar or losing part of a credit. Marginal
rate structures adjusted for phaseouts | ook |ike the
Manhat t an skyl i ne.

One of the worst offenders is the earned
income tax credit with a 21 percent phaseout, | think,
if you have two children. Put then on top of the 15
percent payroll tax and the 15 percent basic tax rate,
and you have soneone payi ng al nost 50 percent at the
margin. And so the earned incone tax credit may
encour age people to take a | ow paying job, but it
certainly is a deterrent to actually getting a
pronot i on.

Fai rness gets back to the notion that
consunption is a fairer base of income. It reflects
what you have produced and worked to give to other
people. It respects the effort of people who work and
save.

Neutral taxes can be nade progressive to
shelter the poor. There is no need to tax savings and
i nvestment nore harshly than consunption to achieve
progressivity. There have been a variety of ways of
handl i ng progressivity already posed in various plans.

And the sinple, clearer neutral tax would

be seen to be fair. Everyone would be filling out the
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sane, fairly sinple tax form And there would be not
much on there that people could duck with. And people
woul d know that their neighbors were paying their fair
share, too.

This ability and transparency, M.
Chairman, | amglad you brought that up. Only people
pay taxes. Businesses and things don't pay taxes.
Taxes are best |evied on individuals.

The voters need to see what governnent
costs. And | think everyone who can shoul d pay
sonething toward the cost of governnent. That is
fair. And it is inportant that people see that
governnment is not a free good. |In particular,
sinplicity is no excuse for dropping tens of mllions
of people entirely fromthe tax rolls.

In conclusion, tax reformis about getting
the tax base right. You had better decide that before
you choose whet her something is to be in or out of a
deducti on because unl ess you know whet her you're
trying to tax consunption or incone, many things wll
sinply appear to be arbitrary.

For exanple, in a consunption-based
system pensions are not a tax expenditure. They're
the normal treatnent. The current treatnment of saving

woul d be the outlier. In the incone tax, the pension
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is listed as a tax expenditure because you're
intending to tax saving and the returns imediately in
an incone tax and putting in the bias. 1In the
unbi ased system it is the norm It is not a tax
expendi ture.

Once you have the tax base right and put
it inavisible formso the public knows what
governnment is doing to it, the people will tell you
how much governnent they want. And that will enable
you to set the rate at what they feel is appropriate.
Then they pick and choose how nuch governnment they
choose to pay for.

We woul d be raising revenue whil e doing
| ess damage to the econony. That is very inportant.
And if you nake the tax systemvisible -- and sone
consunption taxes are, and sone are not -- you woul d
et the voting public realize what governnent is doing
so it can nake informed decisions about how nuch
government activity to support. | think that is
inmportant in a denocracy.

Thank you very nuch.

CHAI RVAN MACK:  Steve, thank you for your
presentation as well.

Now we' Il go to sonme questions. |'m going

to start with Vice Chai rman Breaux.
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VI CE CHAl RVAN BREAUX: Thank you very

much, M. Chairman. Thank the three panel mnenbers for
their presentations. |It's been a very interesting
di al ogue to begin the discussions.

| would like to get sone comments on the
guestion. W have asked you all to give us sone
t houghts on a consunption tax and on the current
inconme tax. @ ve ne your thoughts on not the
either/or situation but perhaps doing sone type of a
conbi nati on recommendati on, preserving the basic
structure of the income tax but adding to it sone type
of a consunption tax.

What are the problens with that? How does
it work? Can you guarantee the progressivity of the
structure by doing an income tax with a consunption
tax?

| amnot |ooking at it as an either/or.
I'mlooking at it maybe as a conbination. Can | get
sone kind of conmments on that thought? Louis?

MR KAPLOW Well, I will nake a couple of
comments. | think the two main ways to nove in a
consunption tax direction, in part, would be rel ated
to things that were nentioned. One is to expand
ceilings on things Ilike IRAs and 401(k)'s.

And, as Bill Gale pointed out correctly,
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negative assets, borrow ng and interest, need to be
i ncl uded and i ncorporated as one noves in these
directions, which we have not done consistently.

And, as one does that, it wll certainly
be of nore benefit to those taking nore advant age,
which will tend to be at the m ddl e and upper incone
levels. And by adjusting rate structures sonewhat at
t he upper end, one could have the distribution be the
sane if one w shed.

Li kewi se, adding a VAT, a national sales
tax, at whatever level, at 5 percent, at 15 percent,
sonmewhat reducing the inconme tax is another way to go.
And, as | alluded to, if one wanted to preserve the
exi sting distribution, one would probably need to
sonewhat raise rates at the top, |lower themat the
bottom make certain transfer progranms or the EITC
nore generous.

Just one ot her word about how it works out
inreality. | think of those on the podium | amon
the bottom of the barrel of those who m ght predict
how it would work out politically in the United States
if we were to do these.

But | think it is interesting to observe
that in other countries in the world, where m xed

systens are the norm typically a VAT and an i ncone
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tax, many of them engage in nore aggregate
redi stribution leveling of incone through the fiscal
systemthan we do. A few engage in less. And they
are at many different points along the spectrum

So there's nothing inherent in the
schenes, | think, that affects distribution one way or
the other. But there probably are differences in
political systens. And howit would actually play out
is hard for me to say but perhaps easier for you.

CHAI RVAN MACK:  Yes. Go ahead, Bill.

MR CGALE: | want to second everything
Louis just said but also just add. |If you think about
t he spending nunbers that Fred put up earlier, unless
we are really serious about cutting Medicare and
Medi cai d by enornous anmounts, you know, half,
two-thirds over what they're projected to be, we are
going to need nore revenue.

And then | say, "Wll, can we get that
much revenue out of the existing tax instrunments?”
And | think the answer is likely to be no. You can
broaden the base sone. Maybe you can raise the rate
sone.

But | understand this isn't your task
right now. Your task is do revenue-neutral reform

But | think in doing revenue-neutral reform you could
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do the nation a huge service by setting up a tax base
that then could be used to finance whatever
entitlenents we eventually would |ike to have.

The obvious way to do that is to introduce
a val ue-added tax now and use sone of the revenue to
get rid of the AMI, sone of the revenue -- | don't
know -- for rate reduction or whatever. But
eventual |y that val ue-added tax base is a very
power ful noney nmachine that can be used to finance
entitlenents.

| woul d suggest that you mght want to
even consi der earnmarking the val ue-added tax to health
spendi ng as a way of naking explicit how nuch health
spending is actually costing all the Anerican peopl e.

But | think on revenue grounds, | think on
progressivity grounds, you' re on sound basis. And I
think with a consunption tax in there, there is a
stronger case to nake than inconme tax itself, nore of
a straight incone tax with | ess of the | oopholes. So

| think on that ground, it's a positive thing to do

al so.

CHAI RVAN MACK: M. Entin?

MR ENTIN. If you had two taxes, if there
was a prospect of a second tax, | think people would

be nore afraid that you were going to have a net
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increase in taxes and that if it would bring on
substitution, that they would resist the opportunity
for Congress to have two taxes to raise, rather than
just one. | think it would be scary.

You coul d certainly have two neutral taxes
and split the neutral taxes in half. |If you felt that
there was an admnistrative gain or a reduction in the
probl ens of evasion sinply because the two rates woul d
be so Iow, then no one would probably be cheating on
either one. But a cleaner system a nore transparent
system woul d one neutral tax system

We hear a | ot about progressivity in
graduated rates. And they do contribute to
progressivity, but they don't necessarily contribute
to fairness when you realize that to earn nore i ncone
to get into the top brackets, you would have had to
produce nore goods and services for others to use.

Renenbering that incone is earned by
gi vi ng peopl e services and products that they wish to
buy fromyou, that you' re providing a service sonmehow
to your fellow creatures, you have to realize, then
t hat perhaps graduation is not necessarily a fair
t hi ng.

You have to wei gh the fairness of

puni shi ng people the nore that they work and produce
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versus the kindness we would |Iike to show to peopl e
who are |lowincone. W would like to relieve them of
sone of the cost of providing for defense and the
common good. But that is kindness, not fairness. And
fairness is a proportional tax.

The inconme tax is going to remain
distorting if you keep it. |If you are tal king about
i ncrenental noves, you m ght consider that the
expansion of the IRAs to a nore universal system
shortening asset |ives, noving toward expensi ng,
i nstead of deprecation, adjusting for interest
deductibility, these steps will clean up the tax
systemw t hout having to nake a maj or break, such as
addi ng a whol e new t ax.

| even get 95 percent of the way toward a
consunpti on base by inproving the novenent away from
the i nconme base toward the consunption base al ready
i nherent in the system

It was a mstake, for exanple, to let the
50 percent depreciation provision expire at the end of
| ast year. The last chart on ny viewgraphs show t hat
it really did turn investnent around and hel p get us
out of that recession. And we could see that
continued growth into the future.

So, rather than putting on a second | ayer
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of tax, | would suggest you sinply nove nore toward
t he consunption base than the existing structure.

VI CE CHAI RVAN BREAUX: Thank you.

MEMBER FRENZEL: Thank you, M. Chairnan.
Thank you, gentlenen, for your excellent
present ati ons.

| would appreciate it if you would anplify
alittle bit on the subject of transition, not in the
sense of paying off losers but sinply the sense of
converting if you go fromsonething that we are al
used to into sonething that we don't.

For you, Bill, | assunme that would be a
| ayover with huge taxes, which Steve has warned us
about. But still there are sone rough spots. And
you' ve got cash flow, collection. How does that all
fit together?

And for you, Steve, presumably you woul d
prefer the full consunption. How long does it take us
to make the switch fromthe current systen? And what
are the fish hooks and costs in there that aren't
apparent right now?

MR GALE: | will start, although let e
mention the transition issue going froman incone tax
to a consunption tax is you can think of it nost

easily as soneone who saved all their |life under the
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i ncone tax.

They paid noney on their earnings. They
pai d noney on the interest, as Steve nentioned. And
then, boom the mnute they retire, we convert to a
consunption tax. And now they have to pay taxes when
t hey take the noney out.

And they're not going to like that. And
they are, in fact, being double taxed. Gkay? They're
getting the worst of both systens in that sense. So
the transition --

MEMBER FRENZEL: So we need a separate
systemfor current assets now?

MR GALE: | amsorry?

MEMBER FRENZEL: Do you need a separate
tax systemfor --

MR GALE: Well, the question is what to
do about that. E ther you find sonme way if you want
to offer transition relief, you find some way of
exenpting that tax burden, either directly or
indirectly. There are a nunber of ways to do that.

The issue, though, is that when we talk
about tax reform having positive effects on long-term
econom c growth, the inportance of actually double
taxing existing capital is key to that result.

|f you give up that tax, renenber, we have
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trillions of dollars of capital, if you give up all
that tax, then you have to have a higher tax rate on
everything el se. And that danpens the effect on
econom c gr ow h.

The studies that are out there that
suggest that -- | don't know -- half, two-thirds,
maybe nore, of the growmh effect goes away if you
allow the transition relief. So it's a trade-off
between equity and efficiency.

| do want to nention, though, the
transition i ssues are nuch broader than just old
assets. Suppose we cl eaned out every tax expenditure
in the code. That would be like a little tax hit on
every little sector.

Transition i ssues would conme in there. As
well, there are income tax provisions or tax rules or
things related to the incone tax are witten into
contracts in society. And if you change that, then
you can change the whol e kind of social fabric, the
whol e network. Everything has to be rel ooked at and
updat ed.

But it's a potentially conplicated issue
if you're going cold turkey froman incone tax all the
way to a pure consunption tax. If you do sonething

nmore narrow, then it's in the range of a manageabl e
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issue. But it is an issue.

MR KAPLOW | will just add another word
or two on the pure incone tax-consunption tax
transition. Taking the person who saves much of their
life, has already paid tax on that, and then under a
consunption tax is subject to another round of tax, |
guess | viewit less as an equity/efficiency trade-off
and nore as a pure efficiency question that reinforces
the view that one probably shoul d be thinking about
giving substantial transition relief one way or
anot her.

And to the extent one inmagi ned there was
this large growth benefit fromthis one-tine tax on
capital, some estinmates of benefits of consunption tax
to not assune that that is really obtainable.

Part of why | say this is if a consunption
tax in sone significant way or sone very |arge nove
were going to happen, | very nuch doubt as a politica
and realistic matter it woul d happen instantaneously
that there would be a report froma conm ssion, there
woul d be novenent, there would be debate, it would be
phased in and so forth.

There woul d be many interveni ng years
during which the prospect that any noney you saved,

rat her than consune now, you would be paying the tax
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on now. And you would be paying the tax on the day
the VAT went fromzero to 15 percent or whatever it
m ght be woul d have a trenendous adverse incentive
effect, one that we would not want to contenplate or
to realize.

So | think that the right way to think
about doing a significant shift in the direction of
consunption tax is to have substantial relief for
existing capital.

| think there are fairly straightforward
ways to do it. "Fairly" is arelative term | don't
nmean to suggest that on the back of a postcard, but |
think it's not nonunental and insurnountable. But |
think that's the right mndset to be in to think that
substantial relief will have to be provided to avoid
maj or di sl ocati on.

And given that one is doing that and doi ng
both revenue estimtes and effects on growth estinates
and so forth, one should be realistic about that, not
i nconsi stent about it.

MR ENTIN. | think the fear of having to
provi de enornmous relief is overblown. Sone m ght be
necessary. But when you start wi thdraw saving froma
retirement plan, part of what you are withdrawing is

principal, but a great deal of it is earnings.
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And those earnings are now going to be
t axed when you go to the store or on a personal tax
formas consunption, rather than as incone, but it's
about the sanme anmount of noney. Mich of what you take
out of your savings as you get older is, in fact,

t axabl e earni ngs under either system So not the
whol e thing is suddenly being double taxed. That is
absol utely not the case.

As you are putting noney into your savings
t hrough your lifetine, it is going to be taxed at a
| ower level. There is no double tax on the buil d-up
on ordinary saving anynore. That gets a gain.

As you go to a consunption-based tax, at
least initially, on old assets, there is a great dea
nore investnment as a result of your enlightened tax
shift, old assets will be earning, at |east
tenporarily, a higher rate of return. You are going
to see the stock nmarket rise and the gains go up.

So people are going to be conpensated, in
part, by the rising stock market until at |east they
respond by putting so much nore capital in place that
the rates of return on capital are driven back down to
where they currently are on an after-tax basis.

So some of this is going to be handl ed by

itself by the market if you went to the pure saving
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deduction, tax it when you take it out kind of tax
system

If you go to the sort of tax systemthat
Phil English is tal king about where you have the sort
of Roth treatnent for the saving, where you put it in
on an after-tax basis and then don't tax the returns,
of course, you don't have that situation at all. But
| woul d suggest that either way it is certainly
wor kabl e, particularly if you consider the market
responses.

MEMBER FRENZEL: Thank you.

MEMBER ROSSOTTI: One question for M.
Gale. You had nentioned, just w thout elaborating,
that you thought that on the consunption tax, the VAT
style, you had just as nmany problens with collections,
under ground econony as you do with incone tax. Just
could you el aborate just a little bit on that?

MR GALE: Sure. The classic exanple is
that of a drug deal er who under the current incone tax
doesn't pay taxes on his drug sales -- it's always a
him by the way -- but then goes out and buys a
Mer cedes and doesn't have to pay taxes on that. The
poi nt that consunption tax advocates nake is that
under a consunption tax, he would have to pay tax when

he went out and bought the Mercedes.
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And that's true, but it's only half of the

story. |If there is an incone tax in place, he doesn't
report his incone and, therefore, doesn't pay incone
taxes. |If there is a sales tax in place, he won't
coll ect taxes fromthe people he sells the drugs to.
And that wedge is the sane wedge that is present in
the income tax systemcurrently.

So if you think of an econony where there
IS no saving, where consunption is inconme, right, then
you see it has got to be true that one tax systemis
not better or worse than the other.

And so it is one of these things that
sounds right and then you go hone and think about it
and say, "Well, wait a second. That can't possibly
be. "

There are second order issues. For
exanple, if the drugs are purchased with noney that
was generated illegally, then that plays into it, but
| think that is distinctly a second order issue. The
first order issue is the drug deal er avoids taxes in
ei t her case.

MR KAPLOWN If | could add one further
comment to that? Bill's point about there being two
sides to every transaction has got to be true and is
worth keeping in mnd.
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A significant part of the really
under ground econony is the cash econony. Cash
busi ness accounts for a significant portion of the tax
gap at various tines that studies have been done. And
it's correct that if you're in a sector where there is
evasion, you will be |l osing on both ends.

There is a nore nodest adm nistrative
benefit of a diversified system This isn't so nmuch
consunption tax, inconme tax. Wthin a consunption
tax, having it be half through personal cash fl ow,
kind of like the current incone tax and
admnistration, and half through a VAT woul d have an
advant age.

A way of putting it is if you have one
systemthat taxes nost, but not all, transactions at
30 percent and the rest at zero and you conpare it to
a systemwhere a lot of things that used to be zero
are now at 15 and a |lot of other things that used to
be at 30 are now at 15, having a nore common
internediate rate, rather than sone high, sone low, is
a less distorting systemin terns of economc
distortion. It's a bit nore subtle, but |I think given
the size of the cash econony and the cash gap, it's a
nontrivial issue.

MR ENTIN If you | ooked at what happened
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in Russia after they got rid of sone really bizarre,
very high tax, narrowy based tines and noved toward
a flatter rate tax, where it sinply was not worth
trying to evade the system their revenues did nuch
better. There is sonething to that.

If you do split it into that kind of a
choi ce, you may have | ess evasi on because neither rate
woul d be hi gh enough to warrant nuch effort given the
ri sks of being caught.

You do sacrifice some transparency if
peopl e do not understand that they are paying the VAT
if it's not there on the sales slip and if they don't
take the trouble to add it up over the course of the
year .

One of the South Anmerican countries has
gotten around that and hel ped peopl e enforce the VAT
by saying, "Collect your VAT slips, and we will give
you sone di scount on your incone tax at the end of the
year." So you will always demand a receipt fromthe
conpany. And we can sonehow nmake them nore responsive
and nore likely to be paying the VAT. So it reduces
evasi on of that end.

There is a little bit of a trade-off
there. Qherwise | share your conment.

VMEMBER SONDERS: W have tal ked a | ot
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t hr oughout the norning about the overall goal of the
recomendati ons of this panel, obviously being
sinplicity, fairness, and pro growth. And we al so

t ouched on throughout the norning a couple of the very
fewrestrictions that the President has placed on us:
nunber one, that we naintain the biases toward home
owner ship and charitable giving, that we consider this
revenue-neutral, making the assunption that the tax
cuts fromtermone are nade pernanent.

But there is one other restriction. And
t he question associated with that is | suppose to you,
Bill. And that is that at |east one of our proposals
has to maintain the current federal incone tax.

So, Bill, you specifically said that you
t hought that there were sonme key inprovenents that
coul d be made to the current income tax structure.

And | was hopi ng you could expand on that a little
bit.

MR GALE: Sure. Thank you.

Let nme just nmention first the revenue
neutrality issue is a little tricky because it's not
clear to ne what tinme frane you all are supposed to
operate in. There are policies that are
revenue-neutral over five years and then fall off the

cliff after ten in terns of revenues. And | would
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urge you to be wary of them

In terms of the incone tax, | don't want
to list 87 particular proposals. Let nme give three
principles to follow. One, the first one is do no
harm And when | say that, | don't nean to any
i ndi vidual taxpayer. You're going to have to gore
soneone's 0ox, ho question. But do no harmto the
system

It really is a systemor is supposed to be
a system That is, the way capital incone is treated
is related to the way capital expense is treated, you
know, and so on. So nmaintaining connections between
various parts of the system in particular, in capita
income and interest expense, | think is really
i mportant.

The second thing is in '86, this happened.
And maybe it can happen again. A wholesale attack on
tax expenditures | think is in order. And it's not an
i ssue of repeal the provision or not.

Tax expenditures tend to have this
upsi de-down structure that if you absolutely | ooked at
t hem as spendi ng prograns, they would | ook ridicul ous
because they are giving the biggest benefits to
hi gh-i nconme househol ds, the snallest benefits to

| owi ncome househol ds because you deduct the paynent
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at your marginal tax rate.

So doing sonething |ike establishing a
uni form deduction rate, say 15 percent, for sone of
these things would | think be equitable. It would
rai se revenue that could be used to do things |ike get
rid of the AMI. And | think it would be a vast
i nprovenent in the system

The third thing | was going to say is
sinplify. That's cheating because everybody wants a
sinpler tax system but every year the tax systemgets
nore conplicated. And we have to kind of wonder what
IS going on there.

What happens is that everyone nakes
sinplicity their second choice, like "I really want
this tax cut, and I want to nmake the systemsinpler,"”
"I really want this adjustnment, and | want to nmake the
systemsinpler.” It's sort of ever the bridesnaid,
never the bride.

And one of the things the comm ssion can
do is say, "Look, it's tine to take stock and get away
fromall of these different concerns. W have an
over-arching concern with sinplicity. And that is
going to dom nate these 900 judgnents that we nake.
And here they are.” So | think that is a rea

contribution that the comm ssion coul d nake.
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Again, if you sinplify, you broaden the

base. You can use the revenues either to reduce
rates, to get rid of the AMI, for a |lot of stuff. But
that puts you in a good situation in which to operate
because you have got revenues you can actually use for
SOMme pur pose.

MR ENTIN. Could | add one thing to that?
You m ght consider sonething truly novel and take somne
of these social engineering provisions out of the tax
code entirely and say that if you are going to
subsi di ze sonething |i ke home ownership or health
insurance that it be done with a check voucher
subsi dy sonmewhere, el sewhere in the budget so that it
can conpete for the federal revenues along with
everything el se. And then you don't have to worry
about whether it is a tax expenditure or not.

Anot her point, though, is that this
busi ness about broadeni ng the base by getting rid of
tax expenditures, sonmething is a tax expenditure in
one tax system but it's normal in another.

Unl ess you have deci ded whether you are
viewi ng the tax base as sonething that |ooks nore |ike
consunption or sonething that | ooks nore |ike the
br oad- based i ncone tax definition, you will not know,

for exanple, whether a pension plan is a tax
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expendi ture that ought to be elimnated or nornal
treatment that ought to be expanded.

So just broadening the base by taking
current tax expenditures neasured agai nst the incone
tax and getting rid of themis a decision you' re going
to the incone tax base. Decide first whether you're
going there or you' re going in the other direction.

The real base broadening that will occur
if you make the tax systemnore pro growh is that the
econonmy will expand. Now, that is a kind of base
br oadeni ng that doesn't hurt anybody and hel ps
everyone. That's what you should be aimng at for
base broadeni ng.

MEMBER MJRI'S: That is a perfect segue to
one | wanted to ask, which was about page 17 of M.
Entin's presentation. And | wanted to ask M. Gle to
comrent on that.

The question is, | assunme there is an
inplied GOP growh in that. One, howbig is it? Two,
how woul d it stack up? CBO for the first tine put its
toe in the water on this sort of dynamc scoring. And
|'massuming M. Gale will have a reaction. And I'd
i ke to hear how you respond.

MR CGALE: To tax reformand growth

generally or to dynam c scoring?
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MEMBER MJRIS: No, no. To what he is

goi ng to say about this kind of dynam c scoring and in
general about how big it is.

MR GALE: Sure.

MEMBER MURIS: | would like to have M.
Entin respond first, though.

MR ENTIN:. It, in part, depends on what
you do. If you were to strip all of the excess tax
| ayers off of capital and get the cost of capital down
substantially, we currently have sonething |like a 55
or 60 percent tax on capital conmmtnent.

It means that capital has to earn roughly
twice what it would otherwise have to earn to satisfy
the savers. Wth buildings, it is even worse. |If
inflation conmes back, that nunber gets gigantic.

The tax rate given the fact that we don't
all ow you the full wite-off of your plant and
equi prent and overstate the profit neans the statutory
rates are even higher than | have just descri bed.

W are not sure just how nmuch saving and
i nvest nent have been harnmed and capital formation has
been harmed by this. But given the several trillion
dollars that the capital stock is today and given the
size of the tax rate | have described to you, you

woul d expect several trillion dollars in additiona
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pl ant and equi pnent structures to be built over
roughly a five to ten-year period. W get an

i ndication of that fromprevious tinmes we have changed
depreci ati on schedul es and capital gains rates and so
forth.

There is a problemin the nodeling done on
the HII and in the academ ¢ community in this area.
It's been hard to find marginal tax rate series, and
peopl e have used average tax rates instead. Well,
they don't go in the same direction in sonme decades.
It's a very bad proxy.

Many of the studies in the old days that
got into this analysis used to assune, as we pointed
out or | think Fred pointed out, that we were back in
1962 and we were the king of the world and we had the
bi ggest, nost powerful trading system They treated
the United States as a cl osed econony.

The studi es that use open econony nodel s
and show that saving is highly elastic and invest nent
responds very qui ckly are showi ng these days a much
di fferent answer than we woul d get from studi es done
five and ten years ago. There are enornous benefits.

Now, since the capital stock is already
approaching eight to ten trillion, | think having

several trillion dollars nore expected in investnent
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over a decade is not at all unusual in an assunption.

| said several mllion jobs. | mght save
five. Soneone else mght say two. Dale Jorgenson
told the Kenp Comm ssion we woul d get a double-digit
increase in GP. 1've seen other nodels that go
hi gher that are open and use nmarginal tax rates as
their vari abl es.

And that figure |I suggested is only about
a ten percent increase in famly inconme. | think that
is well within our grasp if you do your job correctly.

MR GALE: Thank you.

Four comments, but let ne preface this
first wwith the statement that Do Not Call rules are

one of the best things the governnent has ever done.

Thank you.

MR. ENTIN:.  Thank you.

MR GALE: The first thing, | think
economc growh is a first order concern. |It's not

that I don't think we should be growi ng a grow ng
econony, we should be expanding. | think we shoul d.

Poi nt two, however, is | think we shoul d
be cautious about statenents about how tax systens can
dramatically raise economc growh. Let ne give you
an exanpl e.

Fred's history started at World War |,
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pre-Wrld War I. | want to go back a little further,

to 1870, to Wrld War I. W had what in sone ways was
consi dered a very strong period of growh in U S.
econom c history. W had very | ow taxes, no incone
taxes to speak of, no estate taxes, no corporate
taxes, no pay roll taxes, just these dinky tariffs and
custons. Real GDP growth was 2.2 percent per person
during that period. Al right?

In the 50 years after World War 11, we had
very high incone tax rates, extrenely high, extrenely
hi gh corporate inconme tax rates. W ratched up the
payrol |l tax nunerous tines. W had this estate tax,
whi ch we all know about. Econom c growth during that
peri od was exactly the sanme, 2.2 percent per person on
a real basis. GCkay?

| don't want to argue that taxes have no
effect on economc growh, but I will say that if you
t ake those changes in tax policy, raising revenues by
15 percentage points of GDP, drastically raising

incone tax and estate tax rates, and stick themin

Steve's nodel, it's going to say the econony doesn't
exi st anynore. |It's been taxed into nonexistence.
So we need to be very careful. |If tax

changes of that magnitude don't show up in growth

trends, we need to be real careful about claimng
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about tinkering with this saving account or that
depreciation provision is going to create trillions of
dol lars of grow h.

Al right. The third point, slightly the
ot her way, nonetheless, | believe that a very
wel | - desi gned, wel |l -disciplined income tax woul d raise
grom h and a wel | -desi gned, well-disciplined
consunption tax could go a little further.

But nost of the benefit, the studies
suggest, cones fromgetting froma current systemto
a wel | -designed discipline income tax. |If we can do
that, we have basically won the gane. And then if we
want to tal k about inconme or consunption tax, that's
fine, but that is really gravy.

Last point on scoring, dynam c scoring.
This comes up in Social Security analysis, too. These
proposals are going to be so big that it is going to
be i npossible to ignore the econom c grow h effects,
nor would we want to ignore the econom c growth
effects.

| think | agree with Fred that for
purposes of the official revenue estinmates, we need a
score that is done on a traditional basis. Qherw se,
you are going to create a bias or you could create a

bias in favor of, an inappropriate bias in favor of,
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big plants relative to snmall plants.

And the whol e dynam c scoring issue is a
bi gger issue. But basically everybody thinks their
proposal shoul d be exenpt fromthe standard scoring
procedures because their proposal is special.

Like I tell nmy children, yes, you are
uni que and special, just |like everyone else. And I
think that is the right answer here, too.

MR KAPLON | wll just offer one
academ c side bar to some of these conments.

Econom sts often point out -- and I think we are
correct when we point this out -- that although growth
is the common coi nage of good econom c things in many
of these discussions, really, economc efficiency and
distortion are at the core.

And one very sinple way of naking the
point is you can go froma high | evel of distortion,
say, relating frompresent to future consunption to no
distortion to distortion in the other direction. And
there are scenarios in which that woul d have no effect
on savi ngs, whatever. So you coul d have great
econom ¢ i nprovenent but not necessarily nore savings.

W al so know from days of old, of
centrally planned economes that were wildly

inefficient but did have high growh rates. So it is
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worth keeping in mnd that probably what we care about
is econom c efficiency, how nuch the tax systemis
contributing towards attracting from soci al

wel | - bei ng.

It is often harder to get at and it
doesn't fit under the standard slogan, but there wll
be inmportant instances where it is quite different.
And the very fact that distortion over tinme in savings
are by no nmeans one to one |I think is the nost
i mport ant.

MR ENTIN. W may be in nore agreenent
than it sounds like. But we are tal king about going
froman inefficient systemto an efficient system In
t hat adaptation, you are going to get about a decade
of faster than normal growth because we go froma | ow
capital stock to a high one.

Thereafter, once the adjustnent is
conplete, the growh rate will go back to nore or |ess
normal . But you will be starting froma hi gher base.
And that is what we all nean by this.

| don't think anyone is tal king about
raising the growh rate fromfour percent to eight
percent forever. That is certainly not what anybody
is talking about. | would rather start froma base

that is 30 percent |arge or 10 percent |arger or even
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5 percent larger or growto a nornal rate fromthat.

MEMBER POTERBA: W have tal ked t oday
about the conpliance and incone definition problens
that arise under the inconme tax. As we think about
possi bl e consunption tax alternatives, thinking of a
retail sales tax, a value-added tax, and then
sonething |i ke a savings-exenpt incone tax, can you
gi ve us any gui dance on where the biggest difficulties
woul d arise in trying to measure the consunption side?

In particular, | amthinking if we were
wor ki ng with, say, a case where capital income versus
wage i ncone was very different, but, then, anything I
can do perhaps with the assistance of ny tax | awers
to make ny wage inconme | ook as though it's capital
i ncome, particularly in your self-enployed ventures or
things like that, becones a device to change what ny
effective tax burden would be.

MR KAPLOW | will offer one fairly broad
comment on that. It really goes, Jim to exactly what
you were pointing out about |abor versus capital. One
of ny early slides you may renenber suggested that in
principle a labor income tax and a consunption tax
anmounted to the same thing. |In inplenmentation, they
may differ greatly and for just the reason Ji mwas
descri bi ng.
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So if you are going to tax consunption at
the end of the day, wherever it may have cone from
you don't have to figure out. So to take a core
exanpl e, think of sole proprietors who invest capital
and invest their labor in a venture in which they play
a great role. And eventually they're spinning off
noney that they are consuming, living on, retiring on,
passing on to their children and grandchil dren.

If you had to figure out which of that
noney cane from capital and which of that noney cane
fromlabor, you would never energe alive. You would
al so have a great distortion in a systemthat by
people noving into forns of organi zation, such as
novi ng toward sol e proprietorshi ps, being
self-enployed, if that was a huge tax shelter of the
next generation, the economc distortion, not to
mention the revenue | oss would be great.

So it very much favors ex poste
approaches, ones that wait either as a cash fl ow
consunption tax or a VAT, rather than a | abor incone
t ax approach, which does have one virtue, that by
wi t hhol ding at the source, it's often easier to
noni t or evasi on.

But | think an econony |ike ours, for

t hose who are conpliant with withhold at the source,
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we can probably also get themto send W2's, 1099s,
and the like, and nake sure it doesn't get lost in the
shuffle.

MR ENTIN. | agree that the IRS has
al wvays had a problemw th the small business. How
much of the noney taken out of the small business is
subject to the payroll tax and how rmuch is returned to
capital? And, of course, they used to treat it nostly
as | abor and, perhaps over tax, the farner and the
smal | business first.

Wth the kind of systemthat we're tal king
about, whatever you put into the business is deferred.
What ever you take out of the business and draw from
the business is taxable. And we don't care whether it
was fromcapital or labor. |It's a better situation
for the IRS

MR GALE: You asked about the consunption
tax? GCkay. Let ne just briefly run through a couple
of them The national retail sales tax, retail sales
t axes, have not been tried at rates of about 12
percent anywhere in the world and have not really
survived, even at that rate, because of evasion
i ssues.

The evasion issue here is pretty

straightforward. The taxes collected at a single spot
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at the retail sale. And there is no third party

wi t hhol di ng. So nobody knows that the sale took place
unl ess the governnment is actually standing right

t here.

Contrast that to how wages are attached
right now. Your taxes on your wages are withheld by
the firm They're sent to the governnent that when
you file your tax return, you offer a second opinion,
if you will, on what that wage tax is. But you file
your wage tax because you know that the firm al ready
sent the noney in and told the IRS what your wage is
or presunmably that is not the only reason you file
your wage taxes. In the retail sales tax, there are
real evasion issues as the rate gets above 10 or 12
percent .

The val ue-added tax, we have a host of
experience in Europe. Value-added evasion rates vary
fromlike 2 percent in England to 40 percent in Italy.
| don't think that tells you about the val ue-added tax
so nuch as the different countries.

So one advant age of the val ue-added tax
that was you can exenpt snall business and not | ose
much noney because they' re exenpted both on their
purchases and their sales. So it's sort of a net

wash.
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The USA tax that was proposed several
years ago had all sorts of conpliance issues that
Louis coul d probably explain better than | could. Let
me tal k about the flat tax for a second because this
is sonetinmes considered the classic airtight system
| don't think it is.

In the flat tax, firnms pay taxes on their
receipts mnus their outlays. Their receipts are al
their nonfinancial inflows, and their outlays are al
t hei r nonfinancial paynents.

So any noney that is comng in to the
firm the firmis going to want to call a financial
paynent and, therefore, it not be taxed on it and any
noney that is going out it is going to want to call a
nonfinanci al paynment and, therefore, get a deduction
for it.

Now, in firmto firmrelations or
transactions, that is not going to be a big deal.

But, renmenber, Fred has shown us that there is a |large
variety of what you can call tax-indifferent
enterprises out there: pensions, nonprofits, in this
case foreign firms, governnments, et cetera. They wll
be indifferent to the formof the paynent.

So it will be possible. | don't knowif

you can wite regs to close this, but |let ne conme back
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to that. You will have nassive avoi dance or /evasion
because it's not clear whether it's |egal or not by
having all inflows characterized as finance and al
outfl ows characterized as non-finance.

This is a point that was raised by Charlie
Mcd ure and CGeorge Zodrow, who are two consunption tax
advocat es who have wor ked extensively on buil di ng
consunption taxes around the world.

If it were just sonething they thought of
on paper, | would discount it. But it's sonething
that they say is inportant given the operation of real
tax systens. So | think it is a real potential
concern.

MEMBER GARRETT: There is always part of
this exercise that is a bit artificial when we conpare
i ncome tax to consunption tax because even though we
say we're doing it theoretically, we all have in m nd
the current income tax systemwhich is terrible,
conplex, we all dislike, everyone dislikes. And we're
kind of conparing it to a theoretical consunption tax
that seens great in theory and we don't really have
any practice.

| think some of these questions have
hi ghl i ghted sone of the possible difficulties with

that pure consunption tax when we bring it into the
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real world. There are political difficulties, which
we don't have to worry about because we're not a
political group

There is the problemof definition of
base, which Jimbrings up. And then ny question kind
of follows on to Bill's last comment, which is there
are also sectors that are very difficult to tax. |
once had sonmething to do with drafting a subtraction
met hod consunption tax.

W found it very difficult to deal with
financial services generally, that entire sector.
There are questions about homes, right? Wat do you
do with the sale of homes, particularly given our
mandat e?

| wondered if you could identify for us
ot her sectors, other activities that will be
particularly troublesone if one attenpts to deal with
consunption, to nove entirely to a consunption tax.

MR KAPLOW It partly relates to Jims
question. | nmean, there are sone sectors. So going
back to an earlier discussion about avoi dance and
evasion, if we think of the cash econony, the cash
econony is a disaster under all systens. And that's
the sanme entities that aren't reporting the incone are

al so probably not paying payroll taxes, are al so not
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reporting on the sal es because if they reported one,
they may wel |l be caught on all. And although there
are ways one can get at that better and worse, that
basically is not an area one can nake much progress
on.

Another thing that | think is helpful to
t hi nk about that was suggested by a nunber of your
specific points is that certain areas, like certain
clusters of tax expenditures that have not hi ng
particularly to do with whether you have an incone tax
or a consunption tax, which is a ot of them nany of
themare not greatly affected, for better or worse, in
any respect, by which systemyou' re under and whet her
one is going to attack them whether one politically
can attack them whether one should attack this one or
that one. Those debates | think are |argely held.

So |l think it's inportant to keep focus on
it really has to do prinmarily with taxing capita
income and different ways of taxing capital incone.

It is certainly the case that if you are -- | nean,
certain kinds of systens, so a certain personal cash
fl ow consunption tax, where everything is fully
integrated. If unlike in certain other systens, which
have sinplicity benefits, you are funneling it all to

whet her individuals nmake final consunption deci sions,
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certain categories becone | ess inportant.

But, like with the wages, it would have
been nice to tax the wages at the source because you
woul dn't have to followit later. So I think that's
a common sort of trade-off.

MR CGALE: One of the nice things about a
consunption tax is that it takes areas of the incone
tax that are considered shelter and makes it the
normal treatnment. It is |like reducing crine by
saying, "W're not going to define this activity as a
crime anynore." Ckay?

| think in terns of difficult --

CHAI RVAN MACK: It has been suggested t hat
that m ght be a bad anal ogy, but that's okay.

(Laughter.)

MR GALE: It never seens to go over very
well. The difficult areas in the existing system the
really good, | think are the financial sector, which
you nentioned, and then two sectors that really
haven't cone up yet today in this panel, which is
international foreign incone flows, and corporate
shel ters.

And |, frankly, don't know enough about
either of themto opine confidently except that they

strike ne that they are really inportant tails that
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could well wag the tax reformdog here. 1 would
encourage you to pay attention to them either in the
income tax or in a consunption tax system

MR ENTIN. There was an effort a few
years ago in one of the flat tax subm ssions to sinply
get rid of the international section. It's a
territorial tax. And they deleted that section of the
code that dealt with international

Unfortunately, they also deleted the
definitions of what was domestic and what was
international in the process and had to be rem nded by
the tax counsel to put it back in. These probl ens
arise in all kinds of systens. And you do have to pay
attention to them

They do arise nore perhaps when the tax is
attenpted to be collected at the business sector. And
if you can pass it through to the individual, sone of
it does go away. So | would urge you to | ook at that
very cl osely.

In the flat tax submi ssion, as it was
originally planned, they did not know what to do with
t he banks, the insurance conpanies, and so on. And
t he Europeans | eave them out of the VATs for that
reason.

It is perfectly all right if you are going
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to keep a business sector tax to have a VAT type for
nost industries and then | eave the financial sector
the way it is and just keep your boundary conditions
cl ean because you can have a neutral tax under either
type of situation and you can have two neutral taxes
side by side, one for one sector and one for the

ot her, again as long as you are careful, and still
handl e the financial sector. But it has to | ook very
much like the current tax system

MEMBER LAZEAR. Al of you nentioned
stability in your discussions. And M. Gale tal ked
specifically about it by saying that there were | arger
effects of instability on savings and investnent in a
consunpti on-based tax than an incone tax.

| wonder if you would comrent a little bit
on the differences in the stability of the two
different systens. So if we thought about, say, a VAT
and | ooked at how that was likely to be changed over
time versus incone taxes and how that would |ikely be
changed over tine?

Are there different incentives, both
political and incentives in the private sector, that
m ght be involved in thinking about the different
ki nds of taxes that you have tal ked about today?

MR CGALE: It is a really good question.
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We can look | think to Europe for sone gui dance on
what happens to val ue-added taxes. And there seemto
be two things. One is they go up. And two is they
get nore product exenptions.

| guess three is there are two ways to run
a val ue-added tax, a credit invoice, which is where
you get a credit for taxes paid on earlier purchases,
or a subtraction nethod, where you deduct the actual
pur chase.

| think nost American econom sts |ike the
subtracti on nethod because it is sinpler, but every
Eur opean country has a credit invoice nmethod. And the
reason is that you can do special preferred treatnent
of different goods and services that way. Politically
that is an advantage. Economcally it is probably
not .

So | think that is the way the VAT woul d
go. The income tax, we have seen how it goes, up and
down and with increasing tax expenditures over tine.
So | don't see why that woul d change.

MR ENTIN. Who are we trying to help
peopl e or federal budget witers and the nenbers of
Congr ess?

MR KAPLOW They are people, too.

MR ENTIN. They are people. They have a
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pecul iar outl ook on the world, however. Consunption
is less likely to fluctuate, even in a down turn, that
woul d i nvest ment spending. |nvestnent spendi ng goes
through the big cycles. So in a sense, the
consunpti on base is a stabler base given whatever
happens in the econony than is an incone tax base.

Congress has, of course, reacted to that
t hrough the corporate AMI, which says that, even in a
recessi on, you have to pretend your income is higher
than it really is and continue paying. And we'll give
it back to you | ater on when your incone goes back up
and you have gone back into the ordinary tax system

So Congress does take neasures to protect
itself fromfluctuations in revenue when, in fact, the
government with its perfect credit rating should be
the one to take the hit when there is a down turn,
soneti mes caused by federal policy.

So | woul d suggest to you that the tax
system either over business cycles or between
products, should remain a steady and unbi ased, no
exenptions fromthe VAT if you have one, no peculiar
rules that kick in during recessions to change the tax
treatnent of businesses that tend to worsen
recessi ons, by the way, none of that.

Let the governnment go through the roller
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coaster. Let the governnment borrow when it has to and
pay down debt when it can. But don't keep changi ng
the rules on the private sector. It is not a good

i dea.

MR KAPLON It is not clear to ne how
much difference there is under the two systens with
the political forces. | nean, | think Bill's
observati on about European VAT is certainly correct.
You go for product areas of expenditure. But you can
just see how seani essly one can nove between one and
anot her.

So under an incone tax, if we want to help
peopl e who are sending their kids into higher
education, we enact a savings goodie. If we had a
consunption tax, well, since we're giving that savings
treatnment to everything now, that would not be the
natural way to go.

But just on the direct outlay, we could
provide a preference of simlar magnitude. It m ght
be sinpler, which mght be good. It mght be sinpler,
whi ch m ght be bad, because nore of it would creep in,
even when it doesn't necessarily nake sense.

| think there is a sense in which many of
the forces in a fairly one to one way would mgrate

fromone to the other and, for better or worse, play
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t hensel ves out in a simlar fashion.

MR ENTIN. These reforns are all better
if Congress, either on the outlay side or in the tax
side, would neddle |less in people' s decisions and j ust
get out of the way and | et people order their lives
the way they see fit. Then nmany of these
conplications in either systemwould sinply go away.

CHAI RVAN MACK:  Many busi nesses bel i eve
that the U S. tax system nmakes them | ess conpetitive
at home and abroad agai nst foreign-based
mul tinationals. How would a tax on consunption affect
the conpetitiveness of U S conpani es?

| think "Il keep it at that. | nean,
there is this whole issue, | guess, of border
adjustnments and so forth. So whoever wants or al
three can respond to that. Anybody want to take it?
After you.

MR ENTIN: | hope none of ny donors are
listening. Econom sts generally believe that the
advant ages of the consunption-based taxes are that you
have stripped away the excess | ayers of tax on capital
formati on. You have gone to expensing. You don't
doubl e tax the corporate inconme. And there is no bias
agai nst saving. This lowers the cost of capital.

You would have a |l ot nore investnent in

NEAL R. GROSS
COURT REPORTERS AND TRANSCRIBERS
1323 RHODE ISLAND AVE., N.W.
(202) 234-4433 WASHINGTON, D.C. 20005-3701 www.nealrgross.com




10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

151

the United States. The capital stock would be nuch

hi gher. Wrkers would be nore productive. And they
woul d be paid their productivity increase. Everyone
woul d be better off.

Whet her this woul d change the conpetitive
pi cture of Anerican businesses vis-a-vis sonme other
country i s not sonething an econom st cares about
because if we are bigger, then we are fine, whether
there is the rest of the world out there or it doesn't
even exist. W're better off not discrimnating
agai nst donestic grow h.

The question then arises with sone of
t hese taxes, does border adjustability add anything
over and above the fact that you have gone to
expensing and stripped off the double taxation of
capital ? Econom sts would generally say no. The
benefit of going to the consunption base is that you
have | owered the cost of capital

The border adjustnent runs into nmany
descriptions that say it is going to be better for
you, but it really can't work. And the reason
econom sts say it can't work is as follows. You often
hear, well, it's because exchange rates adjust. Well,
yes, they do, but that is just the transm ssion

mechani sm
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What is really happening is this. Suppose

| suddenly go to a tax systemwhere | am not taxing
exports and | amtaxing inports and | try to produce
nore for exporting and supposedly I amnot going to be
buying the inports. M population is being paid,
nonet hel ess. They' re produci ng sonething, and they're
selling it. They' re going to get the sane incone.

I f now we take a chunk of our output that
we were producing for donestic use and send it
overseas but we still have the sanme incone, | amstil
going to want to buy that stuff | was previously
buyi ng that we have now shipped to Europe. It's gone.
What am | going to buy instead? |1'mgoing to be
buyi ng European products that they had to sell to us
to earn the dollars to buy what we just sent to them

You may get nore exports, but if you do,
you're going to get nore inports or the exchange rate
may adj ust and you don't get nore exports and you
don't get nore inports. Theoretically there is no
distinction in terns of total economc activity,
whet her the thing is border-adjustable or it isn't.

| f you have different situations in
particul ar industries, where elasticities of this and
that nmay vary, you nmay get sone situation. In the

VAT, for exanple, if the financial sector is exenpt,
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you may get a distinctive twist in the relative
conpetitiveness of the manufacturing sector versus the
financial sector. And there may be sone shuffling of
resour ces.

In the large, it shouldn't have a major
effect. If you're already at full enploynent, how are
you going to get nore enpl oynent, for exanple? |
nmean, there is another question to ask. Wy would it
make a difference?

In the several kinds of consunption-based
taxes, two of themare explicitly border-adjustable.
The retail sales tax obviously is on whatever you buy
at the store: The inport and the donestic product.
And the export doesn't go through retail. So it's
gone, not taxed.

VAT does the sane thing. [It's adjustable
at the border. But think of the VAT tax, if you wll,
or think of the consumed inconme tax, which is your
revenue mnus your saving. Revenue mnus saving is
what you take to the store.

Now, |I'malready going to pay tax on it
before | | eave the house because it's collected at ny
househol d | evel. But now that |I have taken ny
after-tax incone to the store, whether | buy an inport

or | buy a donestic product, | have al ready been taxed
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on ny income. So in a sense, it's inplicitly but not
explicitly border-adjustable.

So | wouldn't worry about which of those
varieties of consunption tax that you pick vis-a-vis
its effect at the border. |If the businesses'
conmunity is correct that it somehow is going to boost
exports, well, it will under either system either
topic that's on the base tax. If it's not going to
boost exports, while it won't under either type of
consunpt i on- based t ax.

And basically just renenber no one is
going to give us sonething for nothing. If we're
going to sell nore to them they're going to have to
sell nore to us.

What | do hear often is that sonehow we're
goi ng to solve our bal ance of paynents probl em by
going to a border-adjustable tax. |If you go to any
tax which increases investment in the United States,
which a neutral tax would do, it's a race. WII
donestic saving go up to cover it or not quite go up
to cover it?

Because if investnment rises by nore than
saving, we're going to attract nore capital. And if
the saving rises by nore than investnent, we're going

to need less foreign capital.
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The novenent and the bal ance of paynents
on goods and services will be in the opposite
direction and of equal size to the novenent and the
capital flow.

| f you nmake the United States the better
place in which to invest and attract nore foreign
capital, we're going to have a worst trade deficit.
But we're going to be growing faster. And everything
we produce is going to be bigger until the adjustnent
t akes effect and we go back to nornmal.

| think the | ong-term problemwe need to
|l ook nore at is that the fuss is over manufacturing.
W are becom ng nore of a service econony, less of a
manuf act uri ng econony. People are upset.

There is a bias in the incone tax agai nst
manuf acturing, which tends to be capital-intensive
relative to the financial sector and the service
sector. And that is because we don't allow a full
present value right off of the cost of plant and
equi prent because we do depreciation, instead of
expensi ng, because we have a hi gher cost of capital
due to the structure of the incone tax.

If you went to a neutral tax system you
woul d probably see a little bit of a bunp up in

manufacturing, a little bit of reduction in the
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service sector until that adjustnment was conpl eted and
then trend growth and bot h.

That is not because of border adjustnent.
That is because of the nature of the incone. And that
woul d be benefitted by noving towards these neutral
systens, even if there were nobody else in the world.

So listen to the argunments. Bear in mnd
t hey probably don't matter. And then do what you
think best as long as it's neutral sonehow.

CHAI RVAN MACK:  That was quite an ending
to that, John.

Bill, do you want to?

MR GALE: Sure. Just real quickly, |
tal ked to soneone in the Wite House, asking them
advi ce about what | should say to the Tax Reform
Panel. And they only had one thing to say, which is
don't nention border adjustability. So |I'mnot going
to go there.

But | do think that to the extent that
conpetitiveness is a goal, there are |lots of other
tools besides tax policy. Fiscal policy and its
i mpact on the dollar, R& policy, education policy,
you know, infrastructure can all nake a difference.

And |I'ma card-carryi ng econom st.

Therefore, | agree with Steve that border
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adjustability is not an issue. But | understand that
is not a conpelling argunent to the mllions of people
that think it is. And | would encourage you to
actual ly have a session that goes through this and
tries to nail it down.

MR KAPLON | have very little to add to
t hat because there are sone things econom sts agree
on, at least a few And this is certainly one of
t hem

But an aspect of sonething that Steve
mentioned, just to enbellish it alittle bit, at the
end of the day, if our nation is able to enact a tax
reformthat elimnates economc distortions in the use
of capital in the organization of firms, which is part
of how the distortions are manifested, that wll
enhance productivity. That is a gain.

Now, a question we can ask, you know,
"WIl those in Europe, Japan, or China mimc us to the
extent they are not already ahead of us?"
Fortunately, in many respects, they're not. They may
or may not.

W can al so ask, since we're tal king about
an integrated system how does the taxation of
corporations relate to that of individuals and so

forth, when you then get corporations that are
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f orei gn-owned but | ocated here, the question of how we
are going to take any reformthat we apply within our
borders and apply either to foreign corporations
operating here or to U.S. investnent abroad, which is
the international dinmension of the system those are
things we want to worry about getting right that can
have effects.

If we extend a nore efficient systemto
foreign capital operating here, that will help the
owners of that capital, which are people in other
countries, but will also enhance that productivity of
their capital inthe US., which we mght think is a
good thing and we m ght not want to cut off our nose
to spite our face in a situation |like that.

So on the international sides in both
directions, there are pieces that have to brought in,
for whatever one will do, but | don't think any of
this is tipping against. |It's really operating on a
different dinmension fromthe overall statenents about
how capital and trade flows in and out, how prices,
exchange rates adjust, and whether this is sonething
really to worry about or not.

MR ENTIN. | do apol ogi ze. None of us
answered the other half of your question, which was,

what happens to American firnms working abroad
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vis-a-vis other firns abroad and they are trying to
i mpose our tax rate structure on themwhen their
conpetitors abroad don't face our tax rate structure?

That can indeed nmean that our conpanies
have a harder time in a third country than ot her
countries' hone-based countries. And that | think is
why you have deferral and why you have firns treated
the way they are overseas.

In aterritorial system you would sinply
clean that all up. And we wouldn't be inmposing our
tax structure on the firmfor an affiliate abroad.

And they could conmpete in Ireland. They coul d conpete
in France with French and Irish and German and British
firmse on a level playing field.

When they can, they tend to use nore
services fromthe hone conpany here. They tend to buy
nmore fromthe hone conpany here. |It's probably a gain
tous. And it's also fairer treatnent.

CHAI RVAN MACK:  CGood. Well, several of us
have over the years participated in |ots of hearings,
but I want to suggest that the four of you have been
outstanding today. | think that the dial ogue that has
devel oped, as opposed to just kind of engaged in sharp
guestioning, has really again provided us with |ots of

very useful information
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So | do appreciate the tine and the effort
that you all have put into both preparing your
t houghts for today and for your open dial ogue with us
about the issues that we have raised. So thank you
very much for that.

| would also just say that we are going to
have anot her hearing on Thursday, March the 3rd at
9:30 aam It will be held here in Washington at
George Washington University. The topic will be
perspectives on tax reformand continued expl anati on
of the problenms in our current tax system And we'l]l
rel ease the nanes of those who will be participating
inthe panels a little bit later.

Wth that, | also want to thank the pane
for your tine and your effort this norning. At this
point, this hearing is adjourned. Thank you all very
much.

(Whereupon, at 1:09 p.m, the foregoing

matter was adj ourned.)
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In his State of the Union address, President Bush set out three objectives
for tax reform: “pro-growth, easy to understand, and fair to all.” Since the
enactment of the Tax Reform Act of 1986, we have been moving farther away
from its goals of fairness and simplicity with each succeeding tax bill. | am
looking forward to working with my colleagues on the Tax Reform Panel to find
our way back to a fairer, less complex system of raising revenue, one that also
ensures strong economic growth and international competitiveness for our
country. As we examine how to assemble changes to the tax system that

promote growth, fairness and simplicity, we need to keep several goals in mind.

First, we need to think about incentives. We have long used the tax code

as a way to encourage people and businesses to create value for our economy

* Sydney M. Irmas Professor of Public Interest Law, Legal Ethics, and Political Science, University

of Southern California; Director, USC-Caltech Center for the Study of Law and Politics.



and society. | am sure that any reform proposal we bring forward will include
some such provisions; indeed, the Executive Order that established our Panel
directed us to recognize “the importance of homeownership and charity in
American society.” As we consider which tax expenditures should be retained,
which should be expanded, and which should be eliminated, we must keep in
mind that tax expenditures are only justified when they actually change behavior
in the way we intend it to change. It is not worth the revenue loss if a tax
expenditure subsidizes behavior that would occur even without the tax incentive;
all that happens is that we create a windfall for a few at the expense of all
taxpayers. Fortunately, we have data about the effect of tax expenditures that
have been in the code for years, and | look forward to carefully scrutinizing that
data so that we are certain every tax subsidy we support is likely to produce its

intended effects.

Second, we need to remember fiscal discipline. As we go about our work,
we must keep in the forefront of our minds that the tax system is primarily
designed to raise revenue to support the activities that the federal government
engages in — both at home and abroad. Our proposal is supposed to be revenue
neutral, that is, to raise the same amount of money as the current tax system
raises. Some tax reform proposals that we are likely to consider may not result
in immediate revenue loss, but over time they will substantially reduce the
revenue that the federal government collects. We cannot focus only on the
short-run and leave the next generation to face dire fiscal realities. Given the
current federal fiscal situation, with a deficit estimated at around $500 billion in
fiscal year 2005, as well as with looming shortfalls in the entitlement programs -
Medicare and Social Security — we have a profound obligation to recommend
changes that are fiscally prudent not just in the next five or ten years, but also in
the long term. We must be aware that the fiscal health of the country is much
more dramatically affected by revenue decisions and decisions about entitlement

programs than it is by spending through the annual appropriations process.



Third, we must remember that progressive rates are not the only important
feature of a tax system that is designed to be “fair to all.” The goal of fairness is
concerned with how the tax system treats people in different circumstances. We
need to recognize that in our complex society, taxes can be unfair not only when
they fail to take into account differences in income levels. We need to consider
fairness across differences in tax status, looking at whether some tax credits
should be refundable to provide incentives to those without tax liability as well as
to those who owe taxes. We must consider what is fair across differences in
marital status, determining the right structure to tax married couples when both
work and earn income. We need to think about how to fairly balance the tax
burden on income from wages - already burdened by payroll taxes — with the tax

burden placed on income from savings and investment.

Fairness also implicates issues of transparency. Citizens must
understand, in at least a general way, how they will be taxed. It is not fair, for
example, to surprise them with an alternative minimum tax that was designed
only to apply to the very wealthy in our country, but which is now projected to
apply by 2010 to more than 34 million Americans, many of them families with

relatively modest incomes.

These are some of the issues, among many, that | hope we will address in
our work. | am looking forward to the next few months of discussion and analysis
and to bringing forward options for reform that are consistent with the President’s

goals, and with the goals we all share for a better, fairer tax system.
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President Bush has called for wide-ranging tax reform and simplification. He is asking
for a tax system that is more pro-growth, that is smpler, and that is fairer than the current
system. The possibility of real tax reform is higher now than at any time since 1986.
Consequently, it is an honor and a privilege to be asked to testify before the Commission, and
| thank you for the opportunity.

| have been asked to discuss the advantages of atax system that is neutral in its treatment
of income used for saving and for consumption, sometimes referred to as a consumption-based
tax. A neutral tax treats all economic activity alike, and avoids the anti-saving biases in the
broad-based income tax. A neutral tax would be simpler, more pro-growth, and, in my view,
more uniform and fairer than the current tax system.

IRET <www.iret.org> has published severa papers on the advantages of neutral tax
systems and their economic impact which would be useful for the Commission to review.

» The Inflow-Outflow Tax! <ftp://ftp.iret.org/pub/l nflowQutflowSum.PDF>, which we view as
the optimal neutral tax system.

+ The Economics of Taxation and the Issue of Tax Reform? <ftp:/ftp.iret.org/pub/
EntinNewOr!-2003.PDF>, a handbook on the way in which taxes affect the economy, the concept
of marginal tax rates and a non-distorting tax base, the anti-saving, anti-investment features of
the current income tax, and the advantages of neutral taxation.

« Reforming Taxation: Attributes of a Good Tax System and Principles to Guide Reform®
<ftp://ftp.iret.org/pub/ADV S-183.PDF>, some basic facts on the purposes of taxation, and the
nature of income, fairness, and efficiency that should be understood in order to develop a good
tax system.
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» Renew Bonus Expensing To Keep Recovery Strong* <ftp://ftp.iret.org/pub/ADV S-173.PDF>,
showing the sensitivity of investment to tax treatment.

« The End of Tax Expenditures As We Know Them?® <ftp:/ftp.iret.org/pub/BL TN-84.PDF>,
which warns that what is an anomaly under the income tax, and may have been branded a tax
expenditure, may be the highly desirable norm under a consumed-income or consumption tax
(example, al pension and retirement plans).

e Tax Incidence, Tax Burden, and Tax Shifting: Who Really Pays the Tax?°
<ftp://ftp.iret.org/pub/BL TN-88.PDF> which demonstrates that all taxes are paid by individuals,
that taxes on corporations and capital income in general are largely shifted to labor by depressing
saving, investment, productivity, and wages, and that graduated tax rates on the upper income
result in lower incomes across the board.

« Phase-outs Increase Tax Rates and Tax Complexity’ <ftp:/ftp.iret.org/pub/BLTN-71.PDF>
which calculates the adverse impact on marginal tax rates of many tax provisions that means test
deductions, credits, and exclusions.

« Taxes and the Good Society? <ftp://ftp.iret.org/pub/TaxesGoodSoc.PDF>, which is a discussion
by the late Dr. Norman B. Ture, one of the country’s leading tax experts, on the basic concepts
of tax fairness, neutrality, and the purpose of taxation in a democratic society.

What is the current system?

The current federal income tax system isahybrid. It begins as a broad-based income tax,
which is a type of tax that falls more heavily on income used for saving and investment than on
income used for consumption, chiefly by subjecting saving and investment to multiple layers of
tax. However, the current system contains provisions that treat a portion of saving and
investment as they would be treated under a saving-consumption neutral system (or consumption-
based system), in order to moderate the damage that would otherwise be done.

The current system taxes the world-wide income of U.S. residents (a global system),
requiring offsetting credits for foreign taxes paid to avoid double taxation. The simpler
alternative would focus on activity within the United States (a territorial system). These
fumblings and compromises have added greatly to the complexity of the tax system. A clean and
simple neutral territorial tax system would achieve these objectives much more easily.

Why tax reform? Income, growth, and jobs.

The current tax system distorts economic activity and reduces income and employment.
It does so to the degree that it is closer to a broad-based income tax than to a neutral or
consumed-income tax. It hides much of the cost of government from the taxpayer-voters. It is
complex, making it expensive and confusing to comply with, and hard to enforce. It is subject
to abuse by taxpayers and the IRS. It breeds suspicion, because people do not see clearly who
is paying the tax, and is widely viewed as unfair, although definitions of fairness vary.
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We could end most of these distortions, complications, and suspicions by moving to a
saving-consumption neutral tax. Such a move would improve the economy, raise incomes, and
promote employment. The shift would have the added benefits of simplifying compliance and
enforcement, enhancing transparency and confidence in the system, and reassuring people as to
the fairness of the tax system.

Any of the severa types of neutral tax system would be more conducive to capital
formation than current law. They would all allow the economy to operate more efficiently and
to gain, over about a decade, the investment that the current biased tax system has suppressed.
| estimate that they would add about 10 percent to the GDP, or about $4,000 to $6,000 to
average family income. The various neutral taxes take different approaches to eliminating the
biases in current law, and provide differing degrees of simplification and transparency. They
may differ in transition issues. But al would raise incomes and employment.

Other things equal, each time in the past that the United State has moved its tax system
away from the income base toward the consumption base, it has seen, as of the dates when the
changes became effective, improved levels of saving and investment, productivity, and wages.
Each time that tax policy has shifted back toward the income base, with higher taxes on capital
and steeper tax rates on those who produce the most, economic performance has deteriorated.
The Tax Acts of 2001, 2002, and 2003, which reduced marginal tax rates and reduced the double
taxation of corporate income, moved the United States toward a consumption base, and have
greatly strengthened the recovery from the last recession. The Tax Reform Act of 1986 was a
shift toward the income tax. It raised taxes on capital and was followed by a major stock market
and real estate collapse. That "reform", plus two subsequent payroll tax increases, paved the way
for the subsequent recession.® The same phenomena have been observed internationally. Japan
mimicked the 1986 U.S. reform in 1988, curtailing tax-neutral saving plans, instituting a capital
gains tax, and raising property taxes soon after. As a result, Japan has been in a virtualy non-
stop recession for over 15 years. By contrast, lower corporate tax rates in Ireland and Eastern
Europe, and flatter individual tax rates in Eastern Europe and Russia, have greatly improved
economic performance.

Correcting flaws and avoiding errors.

Understanding the advantages of a neutral tax may require people to learn some new
terminology, and to rethink some ideas about taxes that have been taken for granted over the past
80 years. We are used to thinking in terms of the current tax system. Its definitions of income
and its structure of taxes seem normal, even though they are often at odds with reality, logic,
and sound economics.

The Commission would perform a real public service by using its position to
improve the public’s understanding of the nature of income, what constitutes a sound tax
system in a democratic society, and the advantages of making significant changes.

The Commission should start by taking stock of the purposes and attributes of a
good tax system, to give itself a standard against which to judge the many proposals it
will consider.



The Commission should consider how a revised tax system could promote good
government by making the tax system more transparent to the voters and less susceptible
to manipulation by special interests, either commercial or political.

The Commission must make an explicit choice early on about what it considers to
be the right type of tax base. Until the appropriate concept of atax base is selected, no
decision about specific deductions, credits, exclusions, inclusions, or points of collection
can be made in any sensible, consistent manner. A deduction or exclusion that may be
natural under one tax base may be incorrect or distorting under another. If someone tells
you that something is a "tax expenditure”, ask him, "In which tax system?"

The Commission should make sure that the steps it recommends would improve the
functioning of the economy and raise the level of employment, output, and income.
Otherwise, there is not much point.

In particular, the Commission must be aware of whether or not the reforms that it
is considering would move in the direction of a more neutral tax base and lower the
"hurdle rate" or cost of capital compared to current law. A neutral tax with a lower cost
of capital would increase capital formation, productivity, and per capita output and
income. If it does not take this precaution, it may stumble into recommendations that
would reduce growth and job creation.*

The Commission must consider how the tax is to be collected and administered.
There are trade-offs between a tax that is highly visible and transparent to the voters, and
one that is simpler to comply with but less informative of the cost of government.

The Commission should also review the basic concepts of fairness and efficiency
in taxation, to ensure that they reflect the nature of production and income. The
Commission should think though these fundamental issues before making decisions on the
details and minutia of the new tax code.

Toward that end, | offer the following framework to guide the development of
alternatives to the current tax system.?

Framework for thinking about tax reform.

What are the two main purposes of a sound tax system?

1. Raising revenue to pay for government goods, services and activities; and

2. "Pricing" government to let people know how much they are being charged for
government goods and services so that, as taxpayers and voters, they may decide in an

informed manner how much government activity they wish to support with their votes.

The current federal tax code fails to accomplish these purposes in an effective and
efficient manner.



What IslIncome? Incomeisearned. Incomeisthe reward for supplying labor and
capital services to the market to create goods and services of value to others. Except in
rare instances, income closely matches the value of the effort and services provided by
individuals to produce additional output. Supplying labor and capital means giving up
leisure and deferring consumption. These sacrifices are the cost of earning income.
These attributes of income have important implications for the concept of fairness and the
design of the tax system.

Income is a net concept: revenues less the cost of generating those revenues. Just
as a business cannot reasonably be said to have a profit until its revenues exceed its costs
of production, neither can a worker or saver be said to have income until his revenues
exceed the amounts spent on acquiring the skills (through education) or purchasing the
assets (through saving and investing) that generate the revenues. To obtain a realistic
measure of a person’s income, the full value of all costs of earning revenues (including
education expenses, saving, and investment outlays) should be subtracted from revenues.
All returns from such efforts that exceed these costs (including withdrawals of deferred
principal and its earnings) should be added to revenues.

Who Pays Taxes, and With What? Inreality, only people pay taxes, and all taxes
are paid out of income. Goods and services do not pay taxes; businesses do not pay taxes.
Taxes collected by businesses fall in reality on the income of the businesses’ shareholders
or other owners, lenders, workers, or customers in the form of lower returns, lower wages
and/or higher prices. This insight has implications for the design of the tax system, and
who is responsible for collecting and sending taxes to the Government.

Four key criteria for tax reform.

Tax reform should be approached with four criteria in mind: neutrality, visibility,
fairness, and simplicity. Fortunately, to a great extent, simplicity, neutrality, and fairness
(properly defined) can all be achieved at once by means of saving-consumption neutral
tax systems.

Neutrality. Neutrality is essential if the economy isto operate at peak efficiency,
and if incomes are to be as high as possible. Strict neutrality requires that income be
calculated correctly and then taxed at a uniform rate.

The tax system should be even-handed or neutral across various types of saving and
investment, and between saving and investment and consumption. That can be achieved
by treating saving and investment as costs of earning income. All saving must receive the
sort of tax treatment currently afforded pensions, various types of IRAs, 401(k), Keough,
SEPs, and other saving-deferred plans currently in the tax code. Investment outlays,
research and development expenses, and purchases of inventories must be deducted in the
year the outlay is made (expensed), rather than depreciated over time. Failure to do so,
as in the income tax, raises the cost of saving more than it raises the cost of
consumption.*



Neutrality also means that multiple layers of tax on capital must be avoided. In
particular, the dual taxation of Schedule C corporate income at the corporate and
individual level must be eliminated. The transfer tax on estates and gifts must also be
removed, because an estate is saving that has already been taxed or will be subjected to
the heirs’ income tax.

Visibility. Visibility means a tax system is transparent to the taxpayers so it is
clear how much government costs and who is paying for it. Visibility is necessary for
voters to determine when the benefits of government spending are sufficient to match its
costs. Visibility is a key element in holding government accountable to voter-taxpayers.

Visibility is best achieved by atax levied as openly as possible with some form of
annual accounting that confronts individuals with the full amount of taxes they have paid
over the course of the year. Visibility suggests that revenues not be collected from taxes
buried in businesses transactions.

Visibility also requires that as many people as possible be subject to tax, excepting
only the very poor, so that they can see that government is not a free good. It should not
be possible for a majority of voters to shift a disproportionate share of the tax burden onto
a minority of taxpayers.

Visibility can reassure people about the fairness of the tax system. If everyone
were filling out the same simple tax forms, and people could understand what was on
them, then people would be far more certain that they and their neighbors were paying
their fair share of taxes. The mystery and the suspicion would be gone.

Fairness. Fairness means equal treatment under the law, and respect for the
people who produce goods and services. Income is the earned reward for contributing to
the production of goods and services. This fact, combined with the principle of equal
treatment under the law, strongly urges that a proportional (single-rate) tax on income is
the fairest.

Compassion requires that the very poor be relieved of the burden of paying for the
protections afforded by government and for the public goods and services provided by
government that they and their families consume. But insofar as possible, it is fair that
everyone should contribute something toward these communal efforts.

Allowing all individuals, regardless of income, an equal personal exemption is
consistent with this concept of fairness. It would provide that persons of higher income
pay a higher fraction of their income in tax than persons of lower income, but not in a
greatly disproportionate manner.

Simplicity. The complexity of the current tax system imposes enormous
compliance costs on taxpayers and enforcement costs on the government. Most of the
complexity in the current tax code stems from its arbitrary definition of taxable income,



its effort to impose non-neutral taxation of income from capital, and its taxation of income
from foreign sources offset by a tax credit for foreign taxes paid.

Thereis no conflict between simplicity and neutrality. Neutral tax systems that are
not biased against saving and investment are inherently simpler and fairer than non-neutral
ones. Systems that restrict taxation to income earned domestically are likewise simpler
than systems that tax global income with a credit against foreign taxes paid. For
simplicity, the tax system should be territorial, levied on income earned within the
country.

However, the very simplest tax systems, those that would have businesses collect
all taxes without income earners or consumers seeing what is taken or having to do any
work would be a violation of visibility.

Simplicity should not be an excuse to remove large numbers of people from the tax
rolls or to eliminate periodic tax filing. Some small amount of effort by the citizens in
paying tax is a fundamental requirement of a tax system that informs the citizen-voters
about what government is doing, enabling them to fulfill their civic responsibility in a
democratic society.

The current tax code fails all four tests.

The current tax code violates neutrality by taxing some income at higher rates than
other income, in particular by falling more heavily on income used for saving and
investment than on income used for consumption. It hides significant revenues from the
voters in business taxes, and it exempts tens of millions of people from the income tax
rolls. It masks the cost of government. It encourages people to attempt to shift the cost
of government goods and services to others. It is enormously complicated. It punishes
real economic effort and treats many taxpayers very badly.

Let me take a moment to make clear what the income tax biases against saving and
investment consist of. At the federal level, there is usually one layer of tax on income
that is used for consumption, but there are at least four layers of possible tax on income
that is saved (Chart 1).

1) Income is taxed when first earned (the initial layer of tax). If one uses the after-
tax income to buy food, clothing, or a television, one can generally eat, stay warm, and
enjoy the entertainment with no additional federal tax (except for a few federal excise
taxes).

2) But if one buys a bond or stock or invest in a small business with that after-tax
income there is another layer of personal income tax on the stream of interest, dividends,
profits or capital gains received on the saving (which is atax on the "enjoyment” that one
"buys" when one saves). The added layer of tax on these purchased income streams is the
basic income tax bias against saving.



Chart1 Multiple Taxation of Saving
One Tax on Consumption, Four Taxeson Saving

Layer 1- Tax on Earnings

further federal tax.

Layer 3— Corporate Income Tax

Layer 2 —Personal Income Tax on Returns

If the income is saved, the returns are taxed asinterest, dividends, capital
gains, or non-corporate business profits.

Layer 4 —Transfer (Estate and Gift) Tax
Another tax on already taxed assets.

Income is taxed when earned. If it isused for consumption, thereisusually no

If the saving is in corporate stock, the corporate tax hits the income beforeit is
either paid out to shareholders or reinvested to boost future earnings.

(Smilar taxes at the state and local levelsincrease the multiple taxation.)

Institute for Research on the Economics of Taxation (IRET)

Chart 2 Multiple Taxation of Corporate Income
(a) Retained (b) Dividend (c) Retained
Earnings, Pre | Payout, Pre 2001 Earningsand
2003 Act Act Dividends, 2003
Act
1) Corporate Income $1.00 $1.00 $1.00
2) Corporatetax at top rate $0.35 $0.35 $0.35
3) After-tax corporate income:
Either retained, raising stock price (columns $0.65 $0.65 $0.65
(a), (c)), or paid asdividend (col. (b), (c))
4) Indi_viduql incometax_at top ra1‘e (dividends $0.13 $0.2574 $0.0975
asordinary income, retained ear nings as 0 )
capital gain)* (tax rate 20%) (tax rate 39.6%) | (taxrate15%)
5) Total tax $0.48 $0.6074 $0.4475
6) Total tax rate 48% 60.74% 44.75%
7) Income | eft to shareholder $0.52 $0.3926 $0.5525
* Top corporate rate excludes corporate surtaxes, and top individual rate ignores phase-outs of exemptions and deductions and taxation of Social Security,
which may push effective top tax rates higher than statutory rates. Retained earnings are assumed to trigger a long-term capital gain with a maximumrate
of 20% or 15%. Short-term gains are taxed at ordinary tax rates.

Institute for Research on the Economics of Taxation (IRET)



3) If the saving is in corporate stock, there is also the corporate tax to be paid
before any distribution to the shareholder, or any reinvestment of retained after-tax
earnings to increase the value of the business. Whether the after-tax corporate income is
paid as a dividend, or reinvested to raise the value of the business and create a capital
gain, corporate income is taxed twice — the double taxation of corporate income.

4) If a modest amount is left at death (beyond an exempt amount that is barely
enough to keep a couple in an assisted living facility for a decade), it is taxed again by
the estate and gift tax (the " death tax").

State taxes compound these biases.

The anti-saving and anti-investment biases in the income tax retard growth. The
maximum combined federal corporate and individual income tax rates on dividends could
exceed 60 percent before the 2003 tax reductions, and they are still are nearly 45 percent
today (Chart 2). That is before state and local taxes, and is on top of the tax on the
income that was used for the saving. Estate taxes and the generation skipping tax can still
raise the total tax burden on income going into a taxable estate to between 80 and 85
percent. The tax disincentives to save and invest, and to work, train, and take risks, lead
people to under-save and over-consume, and to work less and play more.

It has long been assumed that high graduated tax rates and added layers of tax on
income used for capital formation would do little economic damage, would harm only the
wealthy, and would provide significant income redistribution. In fact, income
redistribution was the main justification for the "Haig-Simons" definition of income that
inspired the concept of taxable income in the current income tax. Professor Simons, at
least, admitted that the tax was not economically optimal, and that it would damage saving
and reduce output. His disciples seem to have forgotten that consequence, and are living
in a state of denial."

It has become apparent, however, that most of the taxes that seem to fall on those
who supply physical capital, intellectual capital, or special talents to the production
process may actually be shifted to ordinary workers and lower income retirees in the form
of reduced pre-tax and after-tax incomes. Even for labor, the optimal (additional) tax on
the normal returns to capital is zero."”

Capital is far more sensitive to taxation than is labor (Charts 3 and 4).  Savers
can easily switch to consumption, a satisfying alternative, or send capital abroad. Many
workers, by contrast, have to work to make ends meet, or work hours that are set by their
employers. (The self-employed or the upper income, who can afford to retire or take time
off, have somewhat more flexibility as to hours worked.) Therefore, a given tax rate
imposed on labor and capital has a far greater impact on the quantity of capital than the
quantity of labor offered to the market. The relatively large reduction in the in the stock
of capital depresses productivity and demand for labor, which lowers wages and
employment. The work force bears the economic burden of taxes on capital (Chart 5).
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Chart 5 A Smaller Stock Of Capital Reduces Wages
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Consider a small trucking company with five vehicles. Suppose that the rules for
depreciating trucks for tax purposes change, with the government demanding that the
trucks be written off over five years instead of three. The owner has had enough business
to run four trucks flat out, and a fifth part time. He is barely breaking even on the fifth
truck under old law. It is now time to replace one of the trucks. Under the new tax
regime, it does not quite pay to maintain the fifth truck. The owner decides not to replace
it, and his income is only slightly affected. But what happens to the wages of the fifth
truck driver? If heislaid off, who bears the burden of the tax increase on the capital ?

Consider another example, involving human capital, specifically, medical training.
Suppose the imposition of a progressive income tax were to discourage the supply of
physicians by inducing some doctors to retire, by causing others to work fewer weeks per
year, and by dissuading people from applying to medical school. One result would be
fewer jobs available and lower levels of productivity and incomes for nurses and support
staff in medical offices and hospitals. Another would be arise in the price of health care
for consumers (including the government).

Neutral taxes can be best at satisfying the four key criteria for a good tax system.

Neutrality and Growth. Neutral taxes are, by their nature, more favorable toward
growth than income taxes. Neutral taxes eliminate the income tax biases against saving
and investment, and have flatter tax rates to avoid punishing people who work, save, and
produce more output and income. Eliminating the estate and gift tax removes one layer
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of tax bias. Another layer is removed by taxing corporate income either at the corporate
level or at the shareholder level, but not both.'® For full neutrality, the basic income tax
bias against saving and investment must be corrected by granting all saving the same
treatment as is given to pensions or IRASs, either by deferring tax on saving until the
money is withdrawn for consumption (as in a regular IRA), or by taxing income before
it is saved and not taxing the subsequent returns (as in a Roth IRA). The two methods
are equivalent if the tax rate is the same over time (Chart 6). Either method is a boon to
savers. Putting away $1,000 a year from age 20 to 70 at historical stock market yields
is a saving deferred account yields $400,000, but less than $250,000 under ordinary
income tax treatment (Chart 7).

President Bush’s 2001 and 2003 tax reforms have gone a long way toward
achieving the goal of tax neutrality. They provide for elimination of the estate and gift
tax in 2010. They reduce the double taxation of corporate income by taxing dividends and
capital gains at a reduced rate of 15 percent. However, the death tax returnsin 2011, and
the tax relief for dividends an capital gains expires at the end of 2008. At the very least,
these steps should be made permanent.

The President’s proposed expansion of the neutral treatment of saving in his
lifetime saving accounts and pension reforms is a step in the right direction. The
analogous treatment of investment is to allow immediate expensing of investment instead
of lengthy depreciation. Depreciation understates business costs, overstates income, and
overtaxes investment. Chart 8 shows, for example, that the value of the depreciation
allowance on a seven year asset at three percent inflation is only 85 cents. The allowed
tax cost of a building that must be written of over 39 yearsis only 37 cents. The erosion
of the value of the allowed claims for cost by time and inflation greatly understates
business costs, and the damage is worse the higher the rate of inflation. Assets have to
be able to earn more to cover the added tax. Those that cannot never get built. Workers
never get to work with these assets, and their wages suffer.!” It was a mistake to allow
the 50 percent expensing provision in the 2003 Tax Act to expire at the end of 2004. The
next chart shows the effect of the 30 percent and 50 percent expensing provisions in the
2002 and 2003 tax cuts. They were the major reason why equipment spending and
economic output bottomed out and then took off in 2003 and 2004 (Chart 9).*®

There are several types of neutral tax systems. They include a cash flow or saving
deferred income tax'®, a national retail sales tax, a value added tax (VAT)®, a returns
exempt Flat Tax®, or some combination. They all either defer taxes on saving or exempt
the returns to arrive at a saving-consumption neutral tax base. They all eliminate multiple
taxation of corporate and individual income and of estates.

An individual cash-flow tax is collected from individuals based on their earnings
less their saving, which equals their spending on consumption goods and services. The
Flat Tax uses the Roth IRA method to achieve the same end result. A retail sales tax is
collected by retailers based on the consumption spending of individuals, which is that part
of their earnings not devoted to saving. Value added taxes are collected in increments
throughout the production process by businesses based on sales | ess investment expenses;
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Chart 6 Equivalence Of Saving Deferred And Returns
Exempt Tax On Saving; Contrast With Ordinary Income Tax

Ordinary Income

Tax Treatment Saving Deferred | Returns Exempt Tax
Pretax earningsto be

saved $100 $100 $100
Tax on saving 0 20 20
Amount saved 100 80 80

Isinterest on inside build- No, 7.2% reinvested No, 7.2% reinvested Yes, 5.76% reinvested

up taxed?

Account after 10 years 200 160 140

Tax due on withdrawal 40 0 0

After-tax spendable 160 160 140

balance

Cost to saver of ordinary 20 (= 160 — 140)
tax treatment (athird of the interest)

Illustration assumes 7.2% pre-tax interest rate, 20% tax rate, and 10-year investment.

Institute for Research on the Economics of Taxation (IRET)
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Chart 8 Present Valueof Current Law Capital Consumption
Allowances per Dollar of Investment Compared to Expensing
(First-Year Write-Off)

Asset lives: 3 5 7 10 15 20 27.5 39
Yrs yrs yrs yrs yrs yrs | yrs yrs
Present value of first-
year write-off of $1 of | $1.00 | $1.00 | $1.00 | $1.00 | $1.00 | $1.00 | $1.00 | $1.00
investment:
Present value 0% | $0.96 | $0.94 | $0.91 | $0.88 | $0.80 | $0.74 | $0.65 | $0.55
of current law
write-off of $1 | 305 | $0.94 | $0.89 | $0.85 | $0.79 | $0.67 | $0.59 | $0.47 | $0.37
if inflation
rateis:
5% | $0.92 | $0.86 | $0.81 | $0.74 | $0.60 | $0.52 | $0.39 | $0.30

Assumes a 3.5 percent real discount rate, 3-20 year assets placed in servicein first quarter of the year, 27.5 - 39 year assets
placed in service in January.

Institute for Research on the Economics of Taxation (IRET)
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sales less investment equals national income less saving, which again equals the amount
spent on consumption of final goods and services. (The Flat Tax may also be thought of
as taxing capital income at the business level with expensing, like the VAT.) In other
words, these taxes all have the same fundamental tax base.

Some writers make artificial distinctions among saving-consumption neutral taxes,
referring to them as consumption taxes if they are of the sales tax or VAT variety, and
as saving-deferred or saving-exempt income taxes if they are of the cash flow type or Flat
Tax, asif to imply that they generate different incentives to save or consume. In fact, the
point of collection of the taxes does not change their common nature; they are all saving-
consumption neutral taxes on people’ s incomes (properly defined).

Each of the types of neutral taxes has the potential to accommodate a single low
tax rate on income, and to eliminate the alternative minimum tax and the estate tax. The
systems all have expensing instead of depreciation (or equivalent non-taxation of
investment outlays), and no separate taxation of capital gains. Each isterritorial, and can
substantially reduce the confusing treatment of foreign source income that cripples
American businesses operating abroad.?? Many of the major sources of complexity in
the current tax code would be gone.

Under all of the neutral tax systems, the costs of buying and operating equipment,
factories, commercial buildings, and residential real estate, would all be lower. With a
lower tax hurdle, several trillion dollars of capital investment that is just not sustainable
under current tax law would become possible. Investment would boom for a decade or
more, productivity would rise at a rapid clip, and wages would match the gains.

If the GDP were to be ten percent higher under the new tax regime, it would raise
incomes for middle income families by about $4,000 to $6,000 a year. Everyone would
gain. Labor would gain most of all. Capital formation boosts productivity and wages.
Every dollar of additional GDP made possible by additional capital formation yields about
50 cents in higher after-tax wages, about 30 cents in higher federal, state, or local tax
revenue, requires about 15 cents to replace the capital as it wears out, and returns about
a nickel to the savers and investors.

The United States would be a magnet for capital intensive industries furnishing
higher paying jobs. Starting a new business would be far easier, because one could
concentrate on running the business instead of figuring out tax forms. One could put
one’s money to work expanding a business instead of paying insurance premiums to keep
the business in the family in the event of one’'s death.

Neutral taxes and visibility. Visibility means that the voting public is well aware
of how much the government is costing them. Among the various neutral taxes, those
collected from individuals are more visible, and those collected by businesses are less
visible. Some neutral tax plans have recommended very large exempt amounts. Visibility
requires that, excepting the very poor, as many people as possible pay tax so that, as
voters and consumers of government services, they will be aware of what government
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costs, and realize that government is not a free good. Neither simplicity nor fairness
should be used as an excuse for exempting tens of millions of people from tax.

Neutral taxes and simplicity. Neutral taxes are inherently simpler than income
taxes. Picture the current stacks and stacks of tax forms that a parent, a small business
owner, a saver, aretiree, or alow income worker receiving the EITC must fill out. Think
of the worksheets that govern the taxation of Social Security benefits and the phase-outs
of deductions, exemptions, and credits. Think of Schedule D, and of having to list dozens
or hundreds of stock trades. Think of the dozens of depreciation schedules and the
complexity of recapture on Schedule C.

Think about the rules relating to how much you can put into what kind of pension
plan or IRA or education account, when and how much you have to start withdrawing, and
what happens to you if you miscalculate. Try to figure out the foreign tax credit form
without computer assistance. Picture doing it all over again if you run afoul of the
alternative minimum tax (either the individual AMT, or, if you are a corporate tax officer,
the corporate AMT, which taxes corporations more heavily when they are suffering
reduced earnings in arecession, or trying to grow rapidly and increase employment). Try
to plan sensibly for the estate and gift taxes without a tax attorney on your payroll and
an insurance broker on call.

Now picture throwing that all into the waste basket. Under neutral taxes, even
those that are collected from individuals, the filing would be a relative snap. There would
be no vast array of credits and exemptions phased in or phased out. There would be no
list of stock trades, no Schedule D, no separate calculation or peculiar taxation of capital
gains. There would not be dozens of different pension arrangements; all saving would
either be tax deferred without rules and limits, or would have been done after-tax with no
taxation of the subsequent earnings.

There would be no depreciation schedules and no keeping track of different rules
for different machines and buildings over many years; investment in machinery, buildings,
land, resources and research would be deducted dollar for dollar in the year it was made.
There would be no foreign income and foreign tax credit offset to compute, and less need
for the IRS to rely on information from foreign banks or businesses to enforce U.S. tax
law. Tax treaties would relate only to the accurate allocation of costs between parts of
a multinational business.

Picture a tax system in which the individual tax forms fit on two sides of a sheet
of paper, nearly all the numbers were provided by one’s employer, bank, broker, or credit
card company, and it only took a day to do.”® Alternatively, picture a Fortune 500
business sending in a tax form that weighed one pound instead of one hundred. Picture
fifty thousand tax accountants and IRS agents lining up to teach math in grade schools
across the country.

Neutral taxes and fairness. It is clear that neutral taxes are fairer than income
taxes, if one understands the nature of income. Income is the payments that people
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receive for contributing to the production of goods and services by working or making
capital available. Except in rare cases, people are paid in proportion to how much they
add to the value of output. If income is proportional to effort and one’s contribution to
the economy, then a flat rate proportional tax, with no tripling up of taxes on saving and
investment, is arguably the fairest tax.

Kindness and charity urge that the poorest citizens be relieved of the requirement
to share in the cost of government. Neutral taxes can be made progressive via rebates (if
the tax is levied on businesses) or by a personal exempt amount or even multiple tax rates
(if levied on individuals), but that should not be carried to excess. Income support
programs are best handled outside the tax system as explicit payments by federal and state
agencies other than the Treasury.

Nonetheless, neutral or "consumption-based" taxes can be made progressive to the
degree that is deemed desirable. It is not necessary to double or triple tax saving and
investment to have a progressive tax. That was the main rationale for the income tax in
the 1930s, but we know better today. We can have a fair and charitable neutral tax and
still enjoy the added growth of jobs and income that the correct treatment of saving and
investment creates.

Neutral taxes encourage investment in education, and encourage highly skilled
people to keep working and to keep employing others. Spending a hundred thousand
dollars on schooling, and losing four to eight years of paychecks, is a major sacrifice.
The reward is a higher level of skill and income, compressed into a shorter working life.
Graduated tax rates and the lack of a deduction for investment in education penalize such
people. A flat or flatter rate neutral tax system would end that discrimination.

Bear in mind that growth generates a higher level of income across the board, and
is a good thing for everyone. It is hardly fair if a misguided effort to redistribute the pie
causes the pie to shrink, and it is worse than a crime, it is a blunder if such efforts hurt
the poor the most.

Budget and distributional concerns.

Count the gains from growth in determining the budget impact of tax reform. The
potential for faster growth of jobs and incomes should allay concerns that tax reform
might force a choice between higher short-term budget deficits and tax increases for some
taxpayers.

As saving and investment increase, productivity and the taxpayer’s income will
grow faster for a decade or more and be higher by increasing amounts over time. When
we look at how tax reform affects a family or individual worker or taxpayer, it is not
enough to apply the new tax code to last year’s income because neither the economy nor
the taxpayer will behave the same way after tax reform as before.

17



The taxpayer will enjoy lower interest rates on mortgages and student loans as the
tax burden on saving is reduced. Although reduced taxes on saving may not instantly
lower the tax of a twenty-year-old who has not yet begun to save, it will lower taxes on
that worker as he or she accumulates assets over a working lifetime, and leave that worker
many tens of thousands or even hundreds of thousands of dollars better off by age 65, and
far more secure in retirement. Whatever happens the first year, people will enjoy a
lifetime of benefits from a pro-grow tax reform, and it is the lifetime benefits that matter.

As for the federal budget, there are many benefits, short term and long term.
People would immediately have less incentive to shelter their existing income from tax,
and the Treasury would see some revenue offset to any net tax reduction even before any
rise in economic activity and income. In addition, of course, national income would grow
faster, right from the start. An extra point on the growth rate would add a cumulative
extra half trillion dollars to federal revenues over seven years.

There would also be gains on the spending side of the budget. More people
working, and working at higher paying jobs, would men a natural reduction in claims for
income support payments. In light of the great benefits of reform to the economy, the
population, and the budget, it would be wise to forge ahead, regardless of the transitory
budget consequences. If the transitory costs to the Treasury are of real concern to
lawmakers, they can best be addressed by restraining the growth of federal spending to
accommodate the tax reform.

Conclusion

Tax reform is not about shifting the tax burden to someone else, eliminating
individual tax filing or making it painless, eliminating millions from the tax rolls,
eliminating all deductions, eliminating the IRS, or eliminating competition from foreign
companies or countries.

Tax reform is not just an indiscriminate "broadening the base and lowering the
rate."* It is about getting the tax base right and setting rates that cover the amount of
government that people want to have.

Tax reform is about raising revenue in a manner that does less damage to the
economy than current law, and that better informs the public what it is paying for
government so that voters can make informed decisions about how much government
activity they wish to support. Get tax reform right, and we will have a better economy
and a better government.
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people from the income tax rolls, making them less concerned about the cost of government and less
interested in controlling federal spending and tax rates in the future.
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economic costs, including reduced incomes across the board. The usual social benefit assumed for the
income tax is that it may be used to reduce income inequality. However, redistribution lowers total
income, especially labor income, and the process can hurt those it is designed to help. Early advocates of
using the broad-based income tax for redistribution, such as Professor Henry C. Simons, acknowledged
some of the costs.

Simons admitted that the income tax is not economically ideal. He reasoned that, since the rich
save more than the poor, taxing saving more heavily than consumption would be "progressive’. Simons
also favored making the marginal tax rate structure graduated (higher tax rates imposed on incremental
taxable income as it exceeds specified levels) to further increase the progressivity of the system. The pure
Simons definition of income did not allow for a corporate tax in addition to the individual income tax,
however, because that would have been an additional layer of double taxation.

Professor Simons was well aware that the twin distortions of the tax base and the rate structure
inherent in the income tax could lead to a drop in saving, investment, and national income. In his magnum
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The degree of progression in atax system may also affect production and the size of the
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(Simons, pp. 18-20.)

Simons took seriously the possibility that saving and investment would suffer from his policy
prescription:

20


ftp://ftp.iret.org/pub/ BLTN-65.PDF
ftp://ftp.iret.org/pub/FedTaxPol-Improv.PDF
ftp://ftp.iret.org/pub/EntinNewOrl-2003.PDF
ftp://ftp.iret.org/pub/BLTN-85.PDF

With respect to capital accumulation, ...the consequences are certain to be significantly
adverse... [I]t is hardly questionable that increasing progression is inimical to saving and
accumulation... That the net effect will be increased consumption ... hardly admits of
doubt." (Simons, pp. 21-23.)

Simons's remedy was not to do away with progressivity, but to offset its effect on saving by
running federal budget surpluses. The assumption that the government virtuously would run large budget
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Economics, Eighth Edition (1920), Philadelphia, PA, Porcupine Press, reprinted 1982, p. 661.)
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progressivity. Saving-consumption neutral taxes can be made progressive as well. In fact, it is not
necessary to have graduated tax rates to achieve progressivity. A tax which exempts some amount of
income at the bottom, and imposes a flat marginal tax rate on income above that amount, is progressive,
because the average tax rate will rise with income. A graduated consumption-based tax is not as
economically efficient as a flat rate consumption-based tax, because it increases the tax penalty at the
margin the more productive an individual becomes and the more effort he or she makes. Nonetheless, it is
far more efficient than a graduated income tax.

15. Several studies in the economic literature illustrate that neutral treatment of capital income would
raise the after-tax income of labor, in present value terms, even if labor must pick up the tab for the lost
tax revenue. That is, atax on capita is effectively shifted to labor. For a further discussion of tax shifting
and the literature on optimal taxation of capital, see Stephen J. Entin, Tax Incidence, Tax Burden, And Tax
Shifting: Who Really Pays The Tax?, op. cit.

16. The Treasury issued a report on corporate individual tax integration in 1991, and there is a long
literature on these mechanisms. Most other developed countries use one approach or another to mitigate
double taxation of corporate income, and have lower corporate tax rates as well.

17. For a further discussion of the merits of expensing, see Entin, The Economics of Taxation and the
Issue of Tax Reform, op. cit., <ftp://ftp.iret.org/pub/ EntinNewQrl-2003.PDF>. Also David Bradford,
Blueprints for Basic Tax Reform, op. cit..

18. See Stephen J. Entin, "Renew Bonus Expensing To Keep Recovery Strong," IRET Congressional
Advisory, No.173, May 6, 2004, <ftp:/ftp.iret.org/pub/ADVS-173.PDF>.

19. A tax on income less net saving, in which all saving is tax deferred in the manner that current law
alows for limited amounts of saving in an ordinary IRA, 401(k), or pension. This type of tax is also
called an inflow-outflow tax, a consumed income tax, an individual cash flow tax, or an expenditure tax.
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For a full description, see The Inflow-Outflow Tax, op. cit., <ftp:/ftp.iret.org/pub/
InflowOutflowSum.PDF>.

20. Value added taxes include European style credit invoice method VATS, goods and services taxes or
GSTs (as in Canada and Australia), subtraction method VATS, and business transfer taxes.

21. A returns exempt tax does not allow a deduction for or deferra of current saving, which must be
done on an after-tax basis, but it does not subsequently tax the returns on that after-tax saving. It isthe
method used for Roth IRAS.

22. All the major saving-consumption neutral taxes would lead to international tax simplification
because al are territorial. That is, they are imposed on economic activity within the United States, and not
on economic activity conducted by U.S. residents elsewhere in the world. The present global income tax
requires U.S. residents to report income from around the world, and then to file for a foreign tax credit to
avoid double taxation. Moving to a territorial system, not only for businesses but for individuals as well,
would provide great simplification for taxpayers and would reduce administrative and enforcement costs for
the IRS with little revenue consequence. It would also greatly enhance the competitiveness of U.S.-based
multinational firms that must compete with foreign firms whose home countries have territoria regimes and
lower corporate tax rates than the United States. It would be expected to raise exports of intermediate
goods and services of multinational businesses to their affiliates abroad, and lead to more demand for the
research and management functions of the U.S. parents.

Sales taxes and VATS are generally imposed on imports and remitted or not levied on exports.
This feature is called border adjustability. The border-adjustable form is natural because sales taxes (and
the final layer of the VAT) are collected at the point of final sale to consumers. With border adjustment,
any purchase, whether domestic or foreign in origin, triggers the same tax at the cash register. Consumed-
income taxes and the Flat Tax are not explicitly border adjustable, because they are collected from
individuals as they earn. However, these taxes fall on income before it is used for consumption, and so the
tax falls on income used to buy a domestic good or an import. The tax is not levied on foreigners buying
U.S. exports. These taxes may be thought of as implicitly border adjustable. Border adjustment and
territoriality are different concepts.

23. A simple neutral individual cash flow tax might arguably be considered the optimal tax system. An
example is the Inflow-Outflow Tax expounded by the late Norman B. Ture at the Institute for Research on
the Economics of Taxation. It islevied only on individuals, and is therefore the most visible tax system.
In it, people would defer tax on saving and investment (including tuition invested in human capital), and
deduct any income they transfer to others (as gifts or as taxes). Thus, charitable gifts, payroll taxes, and
taxes paid to state and local governments would be deductible (and recipients of transfers would report the
receipts as taxable income if it exceeded exempt amounts).

Saving would be deducted from taxable income. Withdrawals from saving would be added to
income. One's bank or broker would give one the required amount to enter on the tax form. There would
be an exempt amount to protect the poor, and, ideally, a single (flat) marginal tax rate on al other income,
which would minimize all other distortions of economic activity. Investment in inventories, equipment,
and buildings for one's business would simply be expensed. The I-O tax would fall on virtually the same
tax base as a national retail sales tax, but would be more visible to the taxpayer/voter, and would do a
better job of "costing out" government. See The Inflow-Outflow Tax, op. cit.,
<ftp://ftp.iret.org/pub/I nflowOutflowSum.PDF>.

24. We do not want another Tax Reform Act of 1986. See note 11 and Reforming Taxation: Attributes of
a Good Tax System and Principles to Guide Reform op. cit., <ftp://ftp.iret.org/pub/ADV S-183.PDF>,

22
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