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KICK-OFF FOR TAX REFORM:
TACKLING THE TAX CODE

THURSDAY, AUGUST 3, 2006

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

The hearing was convened, pursuant to notice, at 10:35 a.m., in
room SD-215, Dirksen Senate Office Building, Hon. Charles E.
Grassley (chairman of the committee) presiding.

Present: Senators Wyden, Kyl, and Smith.

OPENING STATEMENT OF HON. CHARLES E. GRASSLEY, A U.S.
SENATOR FROM IOWA, CHAIRMAN, COMMITTEE ON FINANCE

The CHAIRMAN. Thanks, everybody, for your presence, on time
and everything. We appreciate it very much.

You can see that the Senator from Oregon is sitting beside me;
obviously his interest in tax reform is well known to everybody, so
it is perfectly legitimate that he sits there.

But he is sitting in for Senator Baucus because of the sad news
that the Baucus family received on the death of Corporal Phillip E.
Baucus, who died in action in Iraq over the weekend. Our thoughts
and prayers go out to the Baucus family, and we can surely under-
stand his absence from this hearing.

But also, I want you to know that Senator Baucus has been very
cooperative in every effort to move along three hearings, this being
the second one. The first one was not as pointed as this one is. We
will maybe have one in September on other aspects of the tax code,
but Senator Baucus has been very cooperative, in a bipartisan way,
of moving this along.

There is universal agreement that our tax code is complex. The
tax form instrument book is probably the most unwelcome piece of
mail many taxpayers get. The complexity means taxpayers cannot
be confident that they received all the breaks coming to them or
that they have not paid more than what they owe.

Now, add to the complexity of the regular tax system the creep-
ing effects of the Alternative Minimum Tax, and, of course, you
have a recipe for disaster. As an example of the program from the
AMT side, if we do not extend the hold-harmless or “patch” for the
year 2007, 24 million tax filers, mostly families, will be affected by
the AMT. Twenty-four million families.

That is a large number of people. But because of the way the
AMT is structured, with no indexing, this AMT problem grows ex-
ponentially from year to year. The revenue loss for this year’s
patch was $34 billion, and it grows to $44 billion next year. So,
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quite obviously, as far as AMT is concerned, we are facing a train
wreck.

Senator Wyden and I resolved, in a dialogue in this committee,
to remedy the AMT problem. Senator Baucus introduced legislation
to that effect, joined by Senators Kyl, Wyden, the Chairman, and
others. So there is no question that we all recognize it is a big
problem. It is a problem that the committee should focus on.

Let me say that I have no preconceived notions of which direc-
tion we go, whether we are talking about a flat tax, a national re-
tail sales tax, or value-added tax, or a substantial modification of
the current system.

Let me also note that I instructed the Finance Committee staff
to develop simplification proposals in all income tax areas. The
staff are working on those proposals.

On a preliminary note, we did invite Treasury Department offi-
cials to today’s hearing. Treasury officials told us, at this time, they
did not wish to participate in the hearing so that they could have
a chance to review tax reform proposals with the new Secretary.

Treasury officials informed the committee that the Treasury
would be happy to participate at future meetings. We hope to have
hearings this fall on tax reform. We will look forward to Treasury’s
participation at that time.

In addition, I still expect Treasury and administration officials’
responses to the President’s Advisory Panel on Federal Tax Reform
that is the focus of today’s hearings, and that is something that I
made clear to the new Secretary at the time I had a private meet-
ing with him, as well as the public meeting.

So today I would like to say that we are kicking off tax reform,
but we will be waiting to hear from one of those key coaches, the
new Secretary, as he draws the Treasury’s playbook. I know that
the Secretary is very dedicated to reforming the system, and I look
forward to hearing from him and his staff.

Today, we will hear from a couple of former Finance Committee
veterans who took the charge from President Bush to take the first
step at tackling the problems of the tax system.

Senator Connie Mack of Florida served several years on the com-
mittee and came back to public service to chair the President’s tax
reform panel. Senator John Breaux served on the committee from
1990 through 2004, almost a decade and a half, and served as vice-
chairman of the advisory panel.

Joining with us on the first panel is Elizabeth Garrett, who
served as Tax Counsel for former committee member David Boren;
and we also have Professor James Poterba. I appreciate the tax
panel’s months of study and analysis.

It seems the panel members were apolitical in their work. Some
of their recommendations were bound to be politically unpopular;
cutting the home mortgage interest deduction is just one example
we often hear about. But it is important to have a comprehensive
starting point, and I think they have provided that.

We have a couple of witnesses to provide an evaluation of the
Advisory Panel’s recommendations. We will hear testimony from
David Walker of the Government Accountability Office and Dr.
Jane Gravelle of the Congressional Research Service, whom I have
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had a chance to visit with privately about this issue of tax reform
as well.

So we welcome you. But before we go to your testimony, we will
hear now from Senator Wyden.

OPENING STATEMENT OF HON. RON WYDEN,
A U.S. SENATOR FROM OREGON

Senator WYDEN. Mr. Chairman, thank you very much. I particu-
larly thank you for your words about our special friend, Senator
Baucus, this morning. I think our hearts are all out to Senator
Baucus today. For those of us who know Max well, Max is all about
family. Family is everything to Senator Baucus.

So, our thoughts are with him today, our hearts are heavy, and
I appreciate your starting this morning’s hearing with a prayer for
Senator Baucus, because he is very much in our minds this morn-
ing.

Mr. Chairman, my thanks to you for scheduling this hearing. I
know that you want to aggressively tackle the issue of tax reform.
I have learned a great deal from you about how we could work on
this in a bipartisan way during the many discussions that we have
had about taxes in recent months.

I also want to say that I greatly appreciate the recent comments
of Alan Hubbard, the chair of the President’s National Economic
Council, who has stated that the President also believes that the
current tax system is broken.

Mr. Chairman—and I see my friend Senator Smith is here—I
want to work with Senators of both parties to make our tax system
simpler, fairer, and one where all Americans can accumulate
wealth.

Briefly, here is where I think we are on taxes in our country. For
millions of Americans, completing their taxes today is unmitigated
torture. There have been more than 14,000 changes in tax law
since the last reform effort, and it comes to more than three for
every working day in the last 2 decades.

So our citizens spend hours and hours tracking down a dizzying
array of tax forms, and they still collectively spend more on tax
preparation than the annual revenue of Wal-Mart, the largest com-
pany in America.

During a recent discussion of tax reform, my staff stacked up
next to me just a portion of the tax code, volume on volume, and
it dwarfed me at 6 feet, 4 inches. I do not think it has to be this
way.

Now, in my proposed tax reform legislation, the Fair Flat Tax
Act—I think we have given you one of these forms, Mr. Chair-
man—this is a one-page 1040 form. It has 30 lines in it. It took me
about half an hour to complete it.

I guess that is going to be a bit of a revolution, because they tell
me it has been a long time since a member of our powerful com-
mittee could fill out their taxes on a 1040 form.

The folks over at Money magazine did it in 15 minutes. I bring
this up only by way of saying that filling out a 1040 tax form in
America does not have to be water torture.

Next, it seems to me our committee needs to tackle the issue of
fairness. The current tax system is biased against hardworking
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middle-class Americans who get most of their income from wages,
not investment.

Right now, the tax rate on a day’s wages can be more than 20
percent higher than the rate on investment income. I want every-
body in the United States—every person—to be able to accumulate
wealth. I deeply believe in markets, and I think that the marginal
tax rate is extremely important.

So I am not interested in soaking anybody. I believe this com-
mittee can find a way to be fair to both the cop walking the beat
who makes most of his money from wages and the investor who is
taking risks in the stock market.

The reason I believe tax reform is possible is because we actually
have a model. That is the reform of 1986. Democrats and Repub-
licans came together that year to get rid of the loopholes, to hold
down the tax rates, make the Code fairer, and let the market, and
not government, drive capital to its highest and best use.

I think we can build on the 1986 model. There are obviously new
challenges, and you have pointed to one of the biggest, the question
of the Alternative Minimum Tax. But with our friends, Senator
Mack and Senator Breaux, here, I would like to say there is an
awful lot in what the Commission has produced that this com-
mittee can build on on a bipartisan basis.

I mentioned my 1-page 1040 form. I have said in discussions
with Senator Breaux and Senator Mack that theirs is maybe a few
lines longer. For purposes of government work, we are the same.
We can do this. I have proposed a tax code with three brackets;
Senators Breaux and Mack have proposed four brackets. Again,
this is an area where we can come together.

I would also point out, Mr. Chairman—and you and I have
talked about this—that I started, for purposes of discussion, my
proposal with exactly the same brackets that Ronald Reagan pro-
posed when he started in 1986. But I am very open to a whole vari-
ety of alternatives.

For example, it would be fine with me if we came together and
eliminated enough loopholes so that maybe the person with the
lowest income would pay 10 percent, the person with the middle in-
come would pay 20 percent, and the person at the top would pay
30 percent, and we would have really drained this tax swamp that
is replete with so many loopholes. Then we would have a system
that was simpler, fairer, and one where everyone can accumulate
wealth.

We have a number of panel members whom I have talked to
many, many times over the last few months. Jane Gravelle slogged
through many numbers and iterations of my proposal; Mr. Walker
as well has been helpful on these issues.

I am just very pleased that we have Senators Mack and Breaux,
because I think, as they did so often when I had the pleasure of
serving with both of them, they showed us the way that we could
come up with responsible bipartisan approaches in this area. I look
forward to hearing from them and working with them to actually
get this done and get it on the President’s desk.

The CHAIRMAN. Thank you very much, Senator Wyden.

Senator Baucus has an expression of his views on this subject
that I will insert in the record as a statement from him.
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[The prepared statement of Senator Baucus appears in the ap-
pendix.]

The CHAIRMAN. Senator Smith, since you have had some interest
i?l thi?s, do you want a few seconds or a few minutes to say some-
thing?

Senator SMITH. No, Mr. Chairman. I am here to hear the wit-
nesses, so I would go to them.

The CHAIRMAN. Yes. I got an e-mail that we might have a vote
at 11. If we do, I would request of the two Senators who are
present, that I will run and vote right away while the panel is
going on, and you preside, then I will come back and you go vote.
Is that all right?

Senator SMITH. Yes.

Senator WYDEN. Yes.

The CHAIRMAN. Then is it all right with Senators Mack and
Breaux if we go through the entire panel before we have questions?
You can wait?

Senator MACK. Yes.

Senator BREAUX. Yes.

The CHAIRMAN. Thank you very much.

So would you proceed, Senator Mack? And thanks to all the pan-
elists, too. I probably forgot to say that. Thank you very much for
taking the time on a very important subject that is starting us
down a trail that is not going to be an easy trail, but it is a trail
that we must maneuver down and have a destination that we
make.

Go ahead.

STATEMENT OF HON. CONNIE MACK III, CHAIRMAN, PRESI-
DENT’S ADVISORY PANEL ON FEDERAL TAX REFORM; AND
SENIOR POLICY ADVISOR, KING & SPALDING, LLP, WASH-
INGTON, DC

Senator MACK. Thank you very much, Mr. Chairman. On behalf
of the entire panel—there are only four of us here this morning,
but on behalf of the entire panel—let me just thank you and the
committee for your interest in tax reform.

Before I provide a brief description of the options, I want to high-
light the need for tax reform and to explain the framework under
which we operated.

As a member of the Senate Finance Committee for many years,
I had spent a lot of time working with the tax code, and I was
aware of its deficiencies. However, it is fair to say that in my serv-
ice on the tax panel, conducting hearings, gathering information,
and reading comments, that confirmed just how bad the situation
really is.

Instead of the sleek and simple system designed to raise reve-
nues for our national defense, social programs, and other vital pub-
lic services, we have a system so complex that almost $150 billion
is spent each year by U.S. households, businesses, and the Federal
Government just to make sure taxes are tallied and paid correctly.
In 2003, 60 percent of filers hired a tax preparer. By the way, only
14 percent of Americans actually do it the old-fashioned way with,
I was going to say pen and paper, but maybe, appropriately, pencil
and paper.
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Between 1986 and last November, there were over 15,000
changes to the tax code. Instead of a system that ensures that all
pay their fair share, we have a system so confusing that 2 million
taxpayers collectively paid over $1 billion more in taxes by simply
making a wrong decision about the basic choice of itemizing or tak-
ing the standard deduction. And while some people over-pay be-
cause of their confusion, the vast majority of people under-pay.

The IRS has estimated that there is a net tax gap of $290 billion
per year, which translates into a tax hike of more than $2,000 per
year for honest taxpayers. There is no easy answer to reducing the
tax gap, but an obvious and productive place to start is by reform-
ing the Code so that it is easier to understand and to enforce.

Instead of a tax system that draws revenue efficiently from the
base of the Nation’s considerable economy, we have a tax code that
distorts basic economic decisions, sets up incentives for unwise and
unproductive investments, and induces people to work less, save
less, and borrow more. By some estimates, this economic waste
may be as high as $1 trillion each year.

In an increasingly global environment, our tax code also plays an
important role in the competitiveness of American business. Our
corporate tax rates are high, and even if companies can employ
strategies to lessen the effect of these rates, they are wasting valu-
able resources.

Now, let me say a few words about the panel’s framework. We
operated under a set of rules, some of which the President, through
Executive Order, imposed, and others that we adopted for our-
selves.

In the former category, our options were to be revenue-neutral,
and we used the President’s baseline. The Executive Order also in-
structed us to develop options that were appropriately progressive.

Some panel members felt that the current distribution of Federal
income taxes was appropriate or that it should be more progres-
sive, while others felt that the higher-income taxpayers shouldered
too large a share of the tax burden.

We quickly realized that we could have consumed all of our time
debating this question and still probably not reach a resolution. In
the end, we concluded that the appropriate burden of taxation was
an issue that elected officials should resolve.

The resolution of the burden question helps to illustrate, though,
how we viewed our role. We could have operated through the prism
of politics or the prism of economics and tax policy.

We chose the latter, recognizing that the administration and
Congress would have to deal with the political issues, and that our
options should be based on sound economic and financial principles.

Now, let me say a word about our options. We unanimously set-
tled on two options, which we called the Simplified Income Tax—
some refer to that as SIT—and the Growth and Investment Tax,
GIT. We did not reach consensus and, thus, did not recommend a
national retail sales tax, a value-added tax, or a progressive con-
sumption tax.

The simplified income tax plan dramatically simplifies our tax
code, cleans out targeted tax rates that clutter the system, and low-
ers rates. It does away with gimmicks and hidden traps like the
Alternative Minimum Tax.
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It preserves and simplifies major features of our current tax
code, including benefits for home ownership, charitable giving, and
health care, and makes them available to all Americans.

It removes many of the disincentives to saving that exist in our
current code, and it makes small business tax calculations much,
much easier. It also offers an updated corporate tax structure to
make it easier for American corporations to compete in global mar-
kets.

The second recommended option, the Growth and Investment
Tax Plan, builds on the SIT and adds a major new feature, moving
the tax code closer to a system that would not tax families or busi-
nesses on their savings or investment.

It would allow businesses to expense or write off their invest-
ment immediately, it would lower tax rates, and impose a single
low tax rate on dividends, interest, and capital gains.

Both of these plans offer dramatic simplification, reducing the
number of lines, as Senator Wyden indicated a moment ago, on the
1040 form, in our case, from 75 to 32, and, I think as important,
the number of commonly used forms, schedules, and worksheets,
from 52 to 10. We make the tax code fairer by transforming deduc-
tions that are only allowed for a few into credits or deductions that
are available to all.

These are important accomplishments. But I also believe that the
most important thing that we can do is to ensure that the tax code
promotes growth and competitiveness.

The principle of freedom—that is, free markets and democratic
capitalism—is transforming the world. The growing economies of
China and India, along with the rest of the world, are providing us
with fierce competition.

Our current tax system distorts capital flows and impacts eco-
nomic decisions, and our options respond to that challenge by re-
ducing the cost of capital, lowering the corporate rate, moving our
international tax system to either a territorial or border-adjusted
one.

Expensing is especially important, as it would reduce the effects
of the tax rate on new investment from 17 to 6 percent, and it
makes us the best place in the world to invest.

In closing, Mr. Chairman, let me just pick up on the theme that
I think I heard this morning. The one thing that I remember and
cherish about this committee was the ability to work together.

It was not always easy, it was not always fun, but there was a
sense that the issues that we were dealing with were so important
that we had to find a way to work together. Clearly, you all have
continued to carry on that tradition, and I hope that that will con-
tinue as we work through tax reform.

Thank you very much, Mr. Chairman.

The CHAIRMAN. Thank you very much, Senator Mack.

[The prepared statement of Senator Mack appears in the appen-
dix.]

The CHAIRMAN. Now, Senator Breaux?
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STATEMENT OF HON. JOHN BREAUX, VICE-CHAIRMAN, PRESI-
DENT’S ADVISORY PANEL ON FEDERAL TAX REFORM; AND
SENIOR COUNSEL, PATTON BOGGS, LLP, WASHINGTON, DC

Senator BREAUX. Thank you very much, Mr. Chairman and
members of the Finance Committee, both Senator Wyden and Sen-
ator Smith. Thank you for having this hearing, because I thought
this report had been lost somewhere. I mean, we sent it. We
worked on it. We had 100 witnesses. We had hearings all over the
United States. We did this wonderful book. I learned a lot just by
reading the book that we produced about the tax code.

After we turned it in, the Secretary wrote on my book: “John,
thanks for your great work. Now it is up to us,” signed by the Sec-
retary. Then I do not know where it went. I hope someone down
there really read it in great detail. But it never came back.

I mean, the purpose of a commission is to produce a product that
someone reacts to. We did a lot of work. The Chairman is abso-
lutely correct. We did it not only in a bipartisan fashion, we did
it in a nonpartisan fashion, and we spent a lot of time doing it.

I do not think there is an issue of national importance like sim-
plifying the tax code that you could have more agreement by the
Republicans and the Democrats that it should be done.

If the President of the United States stood before a joint session
of Congress and said, you know, I have asked for this report, here
it is, I now challenge Republicans and Democrats to do something
for the American people to simplify the Internal Revenue Code so
we do not spend $140 billion in complying with it, both sides of the
Congress would stand up and give him a standing ovation.

There is an agreement in any forum that you go to back in your
States—Rotary Club, Chamber of Commerce, a labor union meet-
ing. If you stand up and say, by golly, I am going to go back to
Washington and simplify the tax code because it is too complicated,
too complex, and too expensive, you are going to find people saying,
yes, you are right. The last time we did it? 1986.

As Connie said, 15,000 amendments have been added to it, some
of which I am responsible for. I thought they were great. But that
is more than two amendments a day since the last time we did it.

How did we do it the last time? In a bipartisan fashion. A lot of
tough work. Some of you all were involved in it. But it was the last
time we did it. Certainly, Connie has listed the reasons why it
should be done again.

One of the papers asked our group—which contained real tax ex-
perts other than myself, certainly—how many of you on that com-
mittee do your own tax returns? Only one of us on the panel of ex-
perts did their own tax returns, and it certainly was not me. But
that was it.

If you have people who are experts, who live their lives teaching
this stuff, and they do not even do their own tax returns, some-
thing is wrong with it.

Sixty percent of the people have to hire somebody. Seventy-five
percent of the people that get the Earned Income Tax Credit, for
the poorest among us, have to go out and pay somebody to do their
tax return. There is something wrong with a system that does that.

So, anyway, we have some real tight restrictions on what we can
do. The President said, look, simplify it. Make sure it is reasonably
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progressive. Make sure it promotes economic growth and job cre-
ation. Make sure you pay attention to charitable deductions. Make
sure you pay attention to mortgage deductions. Make sure you pay
attention to health incentives. And, oh, by the way, make it rev-
enue-neutral. Whoa. I mean, that is not easy to do.

But since none of us were running for re-election, we made an
effort, and I think we came up with something that did what the
President asked us to do. But we made some tough political deci-
sions. Like I said, we are not running, and maybe it is easier to
address those things.

We did away with the AMT. Everybody wants to do that. That
is easy to say we are going to repeal it. It is $1.5 trillion over 10
years. If you are going to make it revenue-neutral, where is it
going to come from?

Priscilla, Connie’s wife—and I have said this before—had the
greatest comment about the Alternative Minimum Tax. She said,
“Why do you all call it that?” He said, “What do you mean?”

She said, “Well, number one, it is not an alternative. You have
to pay it. Number two, it is not a minimum tax, it is the maximum
tax. So it should not be called the Alternative Minimum Tax. It
should be called the Maximum Mandatory Tax.” [Laughter.]

But everybody here can agree, let us get rid of it. But how do
we pay for it if you are going to make it revenue-neutral? That is
the tough part. The easy part is getting rid of it.

So let me just address, briefly, some of the things that we have
tried to do in order to take care of, how do you do these fun things,
?ng then how do you pay for the fun things that have to be paid
or’

One of the things we did with regard to trying to change it is
that we made some changes in charitable deductions. Number one,
we felt that it was not being fairly spelled out because everybody
does not benefit from them, so we made some changes in the chari-
table deductions in order to make sure everybody is able to have
access to them, not just those who itemize.

Three-fourths of the deductions under the old system went to 12
percent of the taxpayers with incomes of over $100,000. We rec-
ommended everybody be available for those deductions after a 1
percent threshold of contributions.

Housing changes. Boy, this was an easy one. You start talking
about mortgage deductions, and what are you going to do with it.
I was kind of surprised, with the mortgage deductions. They tell
us, the experts who testify, that over 70 percent of the taxpayers
that filed tax returns in 2002 did not receive any benefit from the
mortgage deduction.

I did not know that. I sort of assumed almost everybody got it.
But over 70 percent did not get any benefits from the mortgage de-
duction. Why? Because they are not itemizing or they are not buy-
ing a home.

Many countries do not have it: Canada does not have it, the U.K.
does not have it, Australia does not have it. Yet, home ownership
is very high.

Now, we recommended that the home mortgage deduction be re-
tained, but we tried to make it be shared more evenly. What we
did was recommend that the mortgage deduction be replaced with
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a home credit available to all homeowners, and that would be equal
to 15 percent of the mortgage interest paid by the taxpayer on a
loan secured by the taxpayer on their principal residence to con-
struct a home, to acquire it, or to substantially improve it.

But we put a limit on it. We said there should be some type of
limit here. We are trying to find some money to pay for these
things, so we put a limit on it. We said that the home credit would
be based on the average cost of housing within that taxpayer’s
area, and that would result in current limits being between ap-
proximately up to about $412,000 homes.

The interesting thing was that the estimates we got said that be-
tween 85 and 90 percent of all the mortgages in 2004 would have
been unaffected by what we recommended. That is a huge number
that would not be affected by our recommendation.

The last thing I will say is in health care. We all know, and
members of this committee know quite, quite well, it is one of the
largest expenditures—in fact, it is the largest tax expenditure—the
preference for health care.

So we tried to put some limitations on it. We continued the de-
duction for employer-provided health insurance. It was $141 billion
a year, but we tried to make some limitations and caps on it. We
capped it to about $11,500 a year for families. It is about the same
we had as members of Congress, and Federal employees.

The final thing was, we addressed State and local tax deductions.
If you want to hear from New York and California, start saying you
are not going to be able to deduct your State and local taxes on
your Federal income tax. But again, we were not running for office
again, so we could talk about these things without fear.

What we said was, why should someone in Arizona be paying for
benefits that someone in California gets because of higher State
and local taxes? They may have trash pick-up every day, twice a
day, electric lines buried underground, all the services that they
are paying high taxes for that the people in Arizona are not bene-
fitting from, or Oregon, or Louisiana, for that matter. But we are
subsidizing it because we are paying on the Federal taxes for the
high State taxes. I mean, I think that that does not make a lot of
sense.

Politically, it is very difficult. But if you are going to do away
with AMT, you are going to have to find some revenues to pay for
all of this, and these are some of the tough suggestions that we
made.

A final note. Congratulations for even having a hearing. This is
the first body that really has done that, and I am just delighted
that you all have recognized that this is something that needs to
be addressed, and I wish you much success.

Thank you.

[The prepared statement of Senator Breaux appears in the ap-
pendix.]

Senator WYDEN. Thank you both, Senator Breaux and Senator
Mack. I know we are going to have questions in a moment.

Ms. Garrett, welcome.
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STATEMENT OF ELIZABETH GARRETT, MEMBER, PRESIDENT’S
ADVISORY PANEL ON FEDERAL TAX REFORM; AND SYDNEY
M. IRMAS PROFESSOR OF PUBLIC INTEREST LAW, LEGAL
ETHICS, POLITICAL SCIENCE, AND POLICY, PLANNING, AND
DEVELOPMENT, USC GOULD SCHOOL OF LAW, UNIVERSITY
OF SOUTHERN CALIFORNIA, LOS ANGELES, CA

Ms. GARRETT. Thank you very much.

I am pleased to have been asked to discuss our recommendations
with you today. One of our reform proposals, the Simplified Income
Tax, used the current income tax system as a starting point for re-
form, but worked to significantly simplify its provisions.

I would like to underscore three characteristics of this simplified
tax that I believe relevant as you craft legislation.

First, we applied a rigorous burden of proof to tax expenditures,
because it is not worth the revenue loss if a tax benefit subsidizes
behavior that would occur even without the subsidy.

Instead, policy makers create a windfall for a few at the expense
of all taxpayers, the tax code becomes more complex, and ordinary
taxpayers perceive the system as skewed in favor of those with po-
litical clout.

However, we did not recommend eliminating all tax expendi-
tures, but we did advocate changing the structure of many that we
would retain. Namely, the Simplified Income Tax changes most in-
dividual-level tax benefits from deductions to credits, and we
worked to simplify them.

A more effective individual tax system would restructure most
tax expenditures as credits available to all taxpayers, and with re-
fundable features in some cases so that even those without tax li-
ability would benefit.

For example, we recommended adopting a simple refundable
Saver’s Credit to encourage lower-income Americans, even those
who do not pay taxes in a particular year, to save for a better fu-
ture for their families.

We eliminated the duplicative and overlapping system of stand-
ard deduction, personal exemption, child tax credit, head of house-
hold filing status, and Earned Income Tax Credit, all of which have
different phase-out ranges and eligibility rules. We proposed, in-
stead, two credits designed to work together, a family credit and
a refundable work credit.

The combination of eliminating tax expenditures in many cases,
in both the business and individual system, and restructuring
those that are retained as tax credits, some refundable, will en-
hance both the fairness and simplicity of the system.

This was one reason for our recommendation to restructure the
subsidy for mortgage interests so that it is taken as a credit. Our
recommendation ensures that more Americans can enjoy the tax in-
centive for home ownership, and that the benefit is targeted to
lower- and middle-income Americans seeking to buy modest homes,
perhaps their first homes.

Second, although we did not expect that our plans would be
adopted without change by Congress, some parts are packages that
must be enacted together, in our view. One key package is our pro-
posal to encourage savings. It includes a simplified Save at Work
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plan, which combines all the current employer-provided retirement
plans into one.

Importantly, and crucial to improving the savings rate, these ac-
counts have different default rules than do most current plans.
Under the auto-save feature of our proposal, employees would be
automatically enrolled in diversified retirement plans.

When they left their job, their savings would be automatically
rolled over into a tax-deferred vehicle, unless they chose otherwise.
The other two accounts, Save for Retirement and Save for Family,
have limitations on withdrawals, so they can be used only for cer-
tain life events, such as retirement, education, purchase of a home,
and health-related expenses.

We did not support providing tax benefits to accounts that could
be used for any purpose. Such a structure does not promote long-
term savings and will primarily provide a benefit to savings that
would have occurred anyway.

A key component of our savings package is the refundable Sav-
er’s Credit I mentioned. This aspect of the package will encourage
new savings by people who desperately need to save, but lack the
resources to do so.

Finally, we would repeal all of the other tax subsidies for savings
currently in the Code. The three simple accounts, plus the Saver’s
Credit, would replace the plethora of current vehicles, all with dif-
ferent rules, requirements, and eligibility.

One caveat on savings proposals. You must determine, to the ex-
tent possible, all the revenue implications of the design of savings
vehicles, implications that may well occur outside any 5- or 10-year
budget window.

Proposals that reduce the ability of the government to raise the
revenue that it needs in the future must be considered with great
caution, especially if the revenue bite occurs around the same time
that the retirement entitlements will be facing severe fiscal strains.

When tax revenues cannot sustain necessary government pro-
grams, the resulting deficit financing has significant deleterious ef-
fects on the national savings rate. Thus, a savings proposal that re-
sults in higher deficits is counterproductive.

The final noteworthy characteristic of our reform plans is that
both have progressive rates. This reinforces the longstanding tradi-
tion in this country of progressivity in the tax code as part of its
fundamental fairness. Even a pure consumption tax, which was not
among our recommendations, can have progressive rates.

As our country is increasingly characterized by growing and pro-
found inequalities of wealth and opportunity, a progressive tax sys-
tem, as well as government programs designed to increase eco-
nomic and educational opportunity for all Americans, is one meth-
od to redress the inequities.

Progressivity means more than just a progressive rate structure,
although that is a necessary component. It also means eliminating
or scaling back tax expenditures that disproportionately benefit the
well-to-do; using credits—some refundable—rather than deductions
for those tax expenditures that remain in the Code for individuals;
and minimizing things like the marriage penalty, that play a role
in discouraging some women from entering the workforce.



13

In conclusion, I appreciate the opportunity to testify here today.
I ask that my longer comments be made a part of the record.

I look forward to answering any of your questions.

Senator WYDEN. Ms. Garrett, thank you. I know you have done
a lot of good work on this over the years, and we appreciate it.

Ms. GARRETT. Thank you.

[The prepared statement of Ms. Garrett appears in the appen-
dix.]

Senator WYDEN. Dr. Poterba, we welcome you.

STATEMENT OF DR. JAMES POTERBA, MEMBER, PRESIDENT’S
ADVISORY PANEL ON FEDERAL TAX REFORM; AND MITSUI
PROFESSOR OF ECONOMICS, DEPARTMENT OF ECONOMICS,
MASSACHUSETTS INSTITUTE OF TECHNOLOGY, CAMBRIDGE,
MA

Dr. POTERBA. Mr. Chairman, thank you for inviting me to testify
before your committee today. It was an honor to work with the dis-
tinguished members of the President’s tax panel and our very dedi-
cated staff, many of whom are here today. I am delighted to be able
to share some of the results of our analysis with you.

The justification for tax reform often focuses on simplifying the
tax code, on improving the fairness of the distribution of tax bur-
dens, and on trying to improve economic growth.

While many will tell you that all three objectives can be achieved
simultaneously, in practice there are often tensions between them.
One of the reasons the tax code is complicated is to recognize the
many disparate circumstances of taxpayers. Simpler tax systems
may treat different individuals in similar ways and create what
some might point to as unfairness.

One of the difficulties in trying to promote economic growth is
that it often involves reducing the tax burden on capital income.
That, again, may run into questions of fairness, at least in some
people’s minds.

I would like to suggest that, as you think about the various op-
tions for tax reform, you recognize that the economic growth con-
sequences of changing our tax system can be substantial. Academic
studies that have compared tax systems based on consumption
with those based on income suggest that in the long run there may
be as much as a 5-percent difference between the size of our econ-
omy under the two systems. That is a dramatic effect of public pol-
icy and one that we should keep in mind as we think about various
options for tax reform.

Previous studies probably overstate the actual gains from tax re-
form, because the current system is not a pure income tax. It in-
cludes a number of favorable provisions regarding saving. More-
over, many of the reform options that are likely to be considered
are not pure consumption taxes.

Nevertheless, even if existing studies overstate the gains by a
factor of two, there would still be very substantial benefits to long-
term economic reform of the tax code.

What are the prescriptions one follows to try to encourage maxi-
mal economic growth with the tax system? First, one tries to keep
tax rates low to avoid distortions in economic activity.
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Second, one tries to place similar tax burdens on different activi-
ties to avoid creating an uneven playing field across assets or
across activities individuals might engage in, thereby distorting
their behavior.

Finally, most of the research on tax structure suggests that low
tax burdens on capital income can promote long-term economic
growth. Capital taxes are, in fact, the most important ones for de-
termining the amount of capital accumulation, which in turn has
an important influence on long-term growth.

The tax system today not only places high tax burdens on some
types of capital investment, it levies different tax burdens on dif-
ferent types of capital, and thereby distorts both the allocation of
capital and the total amount of investment and saving.

Estimates suggest, for example, that current tax rules result in
an effective tax burden of about 26 percent on all corporate invest-
ments. In the non-corporate sector, the burden is about 17 percent.
In owner-occupied housing, it is nearly zero. That, of course, tilts
the allocation of capital away from what we would see in a world
without taxes, toward more owner-occupied housing and away from
corporate investment.

We see the same thing within the corporate sector, where dif-
ferent assets are taxed at different rates and, as a consequence, are
favored more or less by the current tax code.

The provisions that the President’s tax reform panel focused on
in the Growth and Investment Tax—in particular, the combination
of expensing for business investment and limitations on interest
deductions—are designed to level the playing field across asset cat-
egories and to provide strong incentives for economic growth. In
fact, of the two proposals the panel offered, the GIT was judged to
have the larger long-term impact on economic growth.

Let me say a word about expensing, which is the dessert in this
proposal, and a word about the interest deduction limits, which are
the spinach.

The expensing provisions are very simple. A firm that made any
investment in plant, equipment, or R&D, would basically be able
to deduct immediately the costs of that investment. That would
have the effect of making the government a partner both on the
outlay and the income side of any project, and it would remove the
distortions associated with the current tax structure. The result
would be essentially a zero effective tax burden on new investment
of all types, leveling the playing field and promoting long-term in-
vestment.

While providing expensing, the Growth and Investment Tax also
places limits on interest deductions. It is extremely important to
pair these limitations with expensing. If we adopt expensing with-
out such limits, then a firm that can finance a new project with
debt and claim an interest deduction would discover that some
projects that did not make sense on economic grounds in a no-tax
world would be attractive. Providing both expensing and interest
deductions would result in more investment than in a setting with-
out any taxes, and this is inefficient. This would be like returning
to the situation before 1986, where some projects—called tax shel-
ters at the time—did not make sense on economic grounds absent
taxes, but were attractive in the after-tax environment. That is
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why it is important to do these two things together. There are var-
ious ways to link interest limitations and expensing. We discuss
those in our report.

Finally, the greatest difficulty in tax reform, the one that you
confront as policymakers and that we did not have to confront to
some degree as analysts, is the transition from the tax system we
]}Olave today to an alternative that would be widely agreed upon as

etter.

Making a politically feasible transition requires finding ways to
ease the pain in the short run for those who have benefitted from
the current tax code, while trying to move toward a system which
looks more attractive over the long term.

I am convinced that we can do that by thinking carefully about
transition relief, and I welcome today’s hearing as a starting point
for a broader discussion of tax reform.

Thank you.

Senator WYDEN. Doctor, thank you very much for your input.

4 [The prepared statement of Dr. Poterba appears in the appen-
ix.]

Senator WYDEN. As you know, there is so much going on, I sus-
pect our Chairman has been derailed for a few minutes on the
floor. So what I would like to do is take a short break so that Sen-
ator Smith and I can go vote, and Chairman Grassley and I will
both be right back.

[Pause.]

The CHAIRMAN. I promised Senator Wyden I would be back in 10
minutes, but there are a lot of press people that are interested in
my views on a certain tax bill. [Laughter.] You know you never
argue with people who have a barrel full of ink.

Mr. Walker?

STATEMENT OF HON. DAVID WALKER, COMPTROLLER GEN-
ERAL, U.S. GOVERNMENT ACCOUNTABILITY OFFICE, WASH-
INGTON, DC

Mr. WALKER. Mr. Chairman, members of the Senate Finance
Committee, thank you for the opportunity to be here this morning.
I assume that my entire statement will be included in the record.

The CHAIRMAN. Yes.

Mr. WALKER. Therefore, I will move to summarize.

The CHAIRMAN. Yes, it will.

[The prepared statement of Mr. Walker appears in the appendix.]

Mr. WALKER. I have been asked by your very capable staff to
focus my remarks on the individual income tax, but I would note
that many of my remarks relate to broad-based tax reform and are,
therefore, applicable to any potential reform of the corporate tax
system as well.

The President’s Advisory Panel on Federal Tax Reform has taken
a major step in beginning the debate over much-needed and long-
overdue comprehensive tax reform. The panel suggested two alter-
native proposals for coordinated reform of the individual and cor-
porate income taxes, and thereby served to advance the public de-
bate over how best to simplify these taxes. Their proposals include
the desirable combination of a broader tax base and lower tax
rates.
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The following are key points included in my longer statement.
The debate about the fundamental design of the tax system is oc-
curring at a time when our Nation faces large and growing struc-
tural deficits.

Under current policy, the gap between revenues and spending
will widen over the next several decades. The individual income tax
has long been the single-largest source of Federal tax revenue,
amounting to $927 billion in 2005.

Concerns regarding the complexity, economic efficiency, and over-
all equity of the individual income tax have contributed to calls for
substantial restructuring of the individual income tax, or for its
partial or full replacement with some form of consumption tax.

The individual income tax also causes taxpayers to change their
work, savings, investment, and consumption behavior in ways that
serve to reduce economic efficiency and taxpayer well-being.

Taxpayer noncompliance with the current individual income tax
is another major factor that should motivate reform. From tax year
2001, the IRS estimated that noncompliance with the individual in-
come tax accounted for about 70 percent of the $345 billion gross
tax gap. Reducing this gap can improve the Nation’s fiscal stability,
and each 1 percent reduction in the tax gap would likely yield
about $3 billion annually.

In moving forward on tax reform, policymakers may find it useful
to compare alternative proposals based upon some standard prin-
ciples and common dimensions. Among these are: whether a pro-
posed tax system will generate sufficient revenue over time to fund
whatever spending path is chosen—because, in the final analysis,
we need to have enough revenues to pay our current bills and de-
liver on our future promises; whether the tax base is as broad as
possible so rates can be as low as possible; and whether it further
promotes economic growth and individual compliance.

I might note that this document, which, as you know, Mr. Chair-
man, was published last September—a copy of which we sent you
and all the other members of the Senate Finance Committee—
could be helpful in this regard.

Fiscal necessity prompted by our Nation’s current imprudent and
unsustainable fiscal path will eventually force changes to our
spending and tax policies. We must fundamentally rethink existing
policies, and everything must be on the table.

Tough choices will have to be made about the appropriate degree
of emphasis on cutting back Federal programs versus increasing
tax revenue. Tax reform, if it broadens the tax base, could reduce
the difficulty of raising a given amount of revenue by reducing the
associated economic efficiency cost.

Such a reform also likely would reduce inequities, compliance
burdens, and administrative cost. The recent report of the Presi-
dent’s Advisory Panel on Federal Tax Reform recommended two
diffgrent approaches, and I think they need to be seriously consid-
ered.

Although each plan provides for significant simplification, nei-
ther of them addresses the Nation’s large and growing fiscal imbal-
ance. We must address that imbalance. It threatens our future.

One approach for getting the process to comprehensive fiscal re-
form started could be the establishment of a credible, capable, bi-
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partisan commission that is not unreasonably constrained with re-
gard to its scope.

The Commission would examine options for a combination of
both entitlement and tax reform, building on the excellent work
that has already been done by the tax reform panel, as well as
other commissions on Social Security and other issues.

As policymakers consider proposals for reform of the individual
income tax or the entire system, I would recommend that they con-
sider this document.

In closing, Mr. Chairman, this past weekend, I personally com-
pleted my 2005 Federal tax return, by hand, with pen and calcu-
lator, and no software was involved. For the record, as I told Sen-
ators Breaux and Mack, I filed timely extensions.

I prepared it by hand and without assistance, but as you know,
I am a certified public accountant. I must tell you, I found the proc-
ess to be incredibly complex, confusing, and extremely frustrating.

To add insult to injury, I, along with millions of other Americans,
was unhappy to find out that I had to pay a 10 to 15 percent sur-
tax on my income because of AMT. I would respectfully suggest
that if every individual member of Congress was required to do
what I did this past weekend, we would have tax reform next year,
and we surely need it.

Thank you, Mr. Chairman.

The CHAIRMAN. I do not accept the challenge. [Laughter.] Dr.
Gravelle, a couple of months ago you wrote a paper for me that I
asked you to, and I have never acknowledged that back to you by
letter or by phone, I am sure. So, I thank you very much for doing
that. I found it very helpful.

Dr. GRAVELLE. You are welcome.

STATEMENT OF DR. JANE GRAVELLE, SENIOR SPECIALIST IN
ECONOMIC POLICY, CONGRESSIONAL RESEARCH SERVICE,
WASHINGTON, DC

Dr. GRAVELLE. The President’s Advisory Panel presented two
proposals, a direct consumption tax, with a top rate of 30 percent,
and an income tax, with the top rate of 33 percent, designed to be
both revenue- and distributionally-neutral.

Both proposals would eliminate itemized deductions, while allow-
ing credit for mortgage interest, the deductions for charitable con-
tributions and health insurance for all taxpayers.

Both proposals substitute credits for personal exemptions and
standard deductions. Both would allow greatly expanded tax-pre-
ferred savings plans.

The consumption tax would allow expensing of all investment,
while disallowing existing deductions for inventory, basis, and most
depreciation and interest. It also includes a tax on passive capital
income at the individual level.

The income tax plan would eliminate taxes on dividends and
most capital gains from corporate stock, simplify depreciation, and
allow expensing for many small business costs, and alter the inter-
national tax regime. Those, I think, are the major points that I will
talk about.

Let me, first, discuss the issues associated with the consumption
tax. The consumption tax has two important advantages. It signifi-
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cantly simplifies tax compliance and administration for business,
and produces efficiency gains through smaller and more even tax-
ation of the returns to capital investment.

Consumption taxes are also often advanced because of their ef-
fects on economic growth. A recent Treasury study estimates these
effects.

There are reasons, however, to view the growth benefits with
some skepticism. The inter-temporal models that allow significant
growth effects require heroic assumptions about the ability of ordi-
nary individuals to perform complex calculations. Let me say, it is
an enormous order of magnitude harder than doing your tax re-
turn. I think maybe Jim could do it, and maybe me, in this room.

Indeed, the model that produced the largest results does not per-
mit marriage, childlessness, differences in taste, progressive taxes,
an open economy, or differential tax rates at the State level, fea-
tures we know to exist.

I like to say sometimes it requires asexual reproduction, but the
people who review my work at CRS always get upset about that
word. [Laughter.]

These models are largely not empirically tested. Where empirical
evidence exists, the model’s responses are larger than suggested by
the evidence.

In addition, if one actually believes the theory behind these mod-
els, the shift to Roth-style savings plans in the proposal should re-
duce saving, an effect not considered by Treasury.

Finally, even with the use of these models, the growth effects are
small relative to normal growth in the economy, possibly because
the tax rate on capital income is only about 14 percent. In other
words, the tax reform does not provide a path out of our budget dif-
ficulties.

There are also three potentially serious problems with the con-
sumption tax. First, the proposal would lose revenue in the long
run, even compared to the lower baseline used in the study which
makes the 2001 and 2003 tax cuts permanent, because the esti-
mates rest on an assumption of a major shift from deductible, tax-
preferred plans to back-loaded or Roth-style plans.

Second, the consumption tax will be considerably less progressive
than the current income tax, in part because of the tax-preferred
savings benefits which are obscured in the short run, but more im-
portantly because of the shift from an income to a consumption
base. The appearance of distributional neutrality arises because
the tax has been distributed in the panel study as if it were an in-
come tax, not a consumption tax.

A third major difficulty with the proposal is transition problems,
although they actually are not as difficult as what you would face
with, for example, a value-added tax. Taxpayers would lose 100
percent of their deduction for basis on the sale of assets and recov-
ery of inventory costs, as well as much of the depreciation of exist-
ing assets.

For a newly acquired building, 95 percent of future depreciation
deductions would be lost. Firms would also lose much of their de-
ductions for interest, a problem for firms with long-term, non-
callable debt, of which a significant amount exists.
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Since there is no tax adjustment for debt repayment, taxes on
the sale of assets could easily exceed 100 percent of the equity re-
covered. Providing full, or even significant, transition relief is pro-
hibitively costly, as inventories alone are close to $2 trillion.

Turning to the income tax reform, there are also some important
simplifications, especially for businesses and high-income individ-
uals in this tax plan, although lower-income taxpayers may find
their affairs more complicated.

In translating the income tax to a more detailed proposal that
deals with small, but important, deductions, however, some of
these simplification gains may be lost. For example, we cannot eas-
ily restore itemized deductions for extraordinary casualty losses,
medical expenses, or employee costs because there are no itemized
deductions. This problem would also occur with the consumption
tax.

The income tax plan also has some of the revenue sufficiency and
distributional issues of the consumption tax, although to a lesser
degree. There are also some more limited efficiency gains in a num-
ber of areas, although probably little effect on growth. The change
to the international tax rules may increase inefficiency, and even
exacerbate tax sheltering.

There are also some transition problems which are small com-
pared to the consumption proposal, but, nevertheless, significant
for some homeowners. Whether the more limited gains from
changes under the income tax plan are worth the cost is unclear.
Historically, it has been difficult to make major changes in the tax
code because of the disruption in taxpayers’ affairs.

Nevertheless, there are some limited aspects of the proposals
that do seem to have many advantages and few drawbacks. The
proposed floor on charitable contributions has a salutary effect with
target efficiency and tax administration and simplification. Encour-
aging automatic enrollment in employer retirement plans is likely
to facilitate savings.

A ceiling on deductions on employers’ health insurance plans ap-
pears to reserve the benefits of reduced adverse selection in health
insurance markets, while reducing both moral hazard effects and
differential treatment of taxpayers. It may be that the greatest con-
tribution of the panel study is to identify some possibilities for
more limited reforms.

Thank you.

[The prepared statement of Dr. Gravelle appears in the appen-
dix.]

The CHAIRMAN. Well, thanks, all of you, very much. We appre-
ciate your participation. Obviously, those people who have been on
the Commission for as long as it served last year, we thank you
for your work.

Now, I am going to ask the first question. If I say I am asking
questions of the panel, it will be any or all of you who want to an-
swer, but I would appreciate at least two points of view on a ques-
tion.

The first one comes because the Advisory Panel’s recommenda-
tions covered so much ground: international, corporate, individual,
deductions, et cetera. So the question concerns cherry-picking, that
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we might take some reforms but not others. Sometimes that is a
Congressional necessity. So, your comments on that.

Are there reforms that can be moved independently or separately
from others? For example—and you can take any example you
want—the new Family and Work Credits. Second, if there are re-
forms that can stand on their own, what would be your rec-
ommended priorities for the committee in that regard? Just jump
in, whoever wants to.

Senator MACK. Well, let me start by saying that there are a
number of areas, I think, where you do have the ability to reach
and say, I will take this and put it into a plan different than what
we had come up with. One of those probably is the real estate deci-
sion that we made, to put a cap, establish a credit.

But when you do that—and I am sure you all understand this—
it has effects on the issue of distribution. So I think, again, that
is something that we attempted to do as we were going through
these various choices, again, sort of starting out with the premise
that we were going to keep the distribution basically as it is now
anddlet you all decide what changes you want to make in that re-
gard.

But that is an example. You could take that out. You have an
option, again, with real estate. You could not have a cap and just
change it completely to a credit, but I think you would find out that
that is a fairly expensive move.

I will stop at that and let some of the other members hop in.

Senator BREAUX. Let me just say, very briefly, there are some
things you can do, but everything you do has an effect on some-
thing else. So when you do what Connie says, you have to look at
the whole picture. It is difficult.

I think, however, Mr. Chairman, an area of consolidation, I think
that is something you could do without having to do everything. We
have 15 different ways to encourage savings. Do we need 15 dif-
ferent ways, making it more complicated? We have so many ways
to save that are incentives, and yet we have the lowest saving rate
of the industrialized nations.

So thinking about trying to consolidate all of these various
means that have been enacted over the years and making it sim-
pler is something I think could be done without having to do every-
thing all at once.

Ms. GARRETT. Thank you, Mr. Chairman. In my written testi-
mony, I addressed this issue of cherry-picking, because I think that
is a concern. I wrote there of the savings packages that I also
talked about here.

Then I also mentioned what Jim did in his testimony, which is,
if you want to adopt expensing, it must be accompanied by the
elimination of the interest deduction if that expensing is debt-
financed. So I think those are packages. That is, as Jim said, the
spinach with the dessert. I think most businesses would prefer to
have both expensing and the interest deduction.

I think you can look at the individual tax recommendations that
we made through the Simplified Income Tax and take lessons from
that. I think the move from deductions to credits, some of which
are refundable, is something that is worth looking at very seri-
ously.
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You might even want to take it further than we did and think
about making the charitable deduction a credit as well. I think the
package of Family and Work Credits is one that is very attractive.

I did not talk about, in my testimony, some of the changes we
made on the business side of the Simplified Income Tax, but think-
ing about taxing business on the basis of its size as opposed to its
form, I think, is something to think about. It should not be the case
that, just because you are an LLC versus an S corporation, versus
a C corporation, if you are otherwise similar, you should face dif-
ferent tax treatment.

I think integration, which is something Treasury has written
about, others have written about, and we talked about, would be
something you could think about.

It is true that any change you make has ripple effects, but I do
not think any of us thought you were going to take our report and
enact it without making some changes.

Dr. POTERBA. Let me make two points. One concerns the impera-
tive of distributional neutrality that we worked with. If one moves
away from the constraint that new tax law must have the same
distributional burden as the existing tax law, then you get a lot
more discretion in thinking about individual parts of the proposals
we put forward.

If one works with a distributional neutrality constraint, then you
need to find various reform suggestions that might go together in
such a way that the burdens and the costs will fall on roughly the
same households.

For example, one might think of various kinds of AMT relief and
pair that with changes in the State and local tax deduction, be-
cause in many cases the same taxpayers who are confronting the
AMT today are the ones who are benefitting from the State and
local tax deduction.

Similarly, there are some places where the simplification provi-
sions that we discussed may not have very large distributional con-
sequences, and those are elements that one could, I think, view as
modular components that could be drawn out of the report.

There are a number of provisions that we suggested in both the
Simplified Income Tax and the Growth and Investment Tax that
could be taken separately.

The CHAIRMAN. Mr. Walker, go ahead.

Mr. WALKER. Very quickly. On the individual income tax side, I
think the concept of broadening the base through limiting and tar-
geting tax preferences, holding rates down as much as possible,
clearly has strong merit.

I would note that the revenue neutrality standard that was met
here was based on the President’s baseline and policy proposals,
which is much lower than CBO’s. Even CBO’s does not come close
to dealing with our long-range fiscal imbalance, which we have to
keep in mind.

I do think there is clearly a need to consolidate the number of
savings vehicles that we have, to move towards automatic savings
mechanisms for retirement, and to tighten up on pre-retirement
distributions.

For the first time since 1933, which was not a good year for the
United States or the world, Americans spent more money than
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they made last year. So, obviously, the proliferation of savings in-
centives has not gotten the job done, but it has clearly increased
complexity tremendously.

Dr. GRAVELLE. I guess I mentioned two or three in my testimony,
but I think there are a lot of things in here, such as some more
possibilities for reforming charitable contributions beyond the floor.

I think simplifying IRAs is a nice idea, but to move everything
to Roth is raising revenue in the short run and losing it in the long
run, and that is something to be very concerned about.

One of the things that I think there is probably little justification
for that raises a little bit of revenue, is graduated rates for corpora-
tions. Graduated rates are designed to reflect distributional effects,
but the owners of small corporations are richer than the owners of
large corporations, on average.

I think it would simplify the tax form if you did an exclusion
rather than an alternative rate for capital gains and dividends, if
you are going to have relief. Personally, I also do my tax return,
just like Dave does, with a calculator at the kitchen table, no Turbo
Tax. I really hate running into the phase-outs and all of that stuff.

If the only way you could do it would be to raise the rate, that
would certainly make things easier. But I would be happy to go
through the proposal and write you a memo and give you a list of
other ideas, if you would like.

The CHAIRMAN. Thank you.

[The list appears in the appendix on p. 86.]

Senator MACK. Mr. Chairman?

The CHAIRMAN. Yes?

Senator MACK. I think there was a second part to your question,
at least the way I interpreted it.

The CHAIRMAN. There was. A matter of priority if you were going
to do these things.

Senator MACK. Right.

The CHAIRMAN. Is that what you are referring to?

Senator MACK. Yes. Yes. I just wanted to make a comment with
respect to that. The way I took the question was, what do you
think is the most significant thing in the plan that would create
higher levels of growth? I think it is expensing. That is an area
that we pursued.

We believe that the way we have constructed it, it is like a sub-
traction-method VAT, similar to the Japanese, which is a border-
adjusted program. So again, I think that is an important area that
I would encourage you to focus on. I realize it has difficulty in the
transitions.

I might say that we do have money in our plan that basically al-
lows for transition. I would say it is not adequate. But I also would
say that we did not assume any revenue from a border adjust-
ability perspective, so that is another source of funds for the future.

The CHAIRMAN. All right.

My second question deals with the issue of debt financing for cor-
porations and the possibility of encouragement of businesses get-
ting into bankruptcy. I also have an interest in this area because
of efforts to close tax loopholes over a period of time.

Under the present system, it seems to me that there is that en-
couragement—I think your report says so—and also, dealing with
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the international competitiveness of our businesses in a global
economy.

So I would like a comment on the point that you are making in
regard to debt financing, the encouragement of the tax code for
debt financing, at this point.

Dr. POTERBA. Yes, Senator. I think you are exactly right. The
current tax system does create incentives for debt financing. Such
financing puts firms at a greater risk of financial distress and
other concerns.

The two plans have different effects on the incentives for debt
versus equity finance. The Growth and Investment Tax, the one
that comes with expensing, is based in some ways on the com-
prehensive business income tax that Treasury worked on in the
early 1990s.

That plan delivers neutrality between debt and equity finance,
and would try to remove the financing distortions that are built
into the current tax code.

The Simplified Income Tax is a more complex animal from the
standpoint of business taxation. It provides a dividend relief provi-
sion, partial integration for domestic earnings, along with a higher
tax burden than the GIT on individual interest, some dividends,
and capital gains. It still would allow corporate interest deduct-
ibility. It is difficult to exactly determine the net effect of these pro-
visions, and the circumstances would likely vary by firm. This pro-
posal would still create an uneven playing field for debt versus eq-
uity.

One of the issues that we did not discuss at length in the panel
report, but which the panel viewed as important, is the rise of var-
ious kinds of financial engineering opportunities that create hybrid
securities, many of which carry the tax advantages of debt, but
have risk characteristics which look far more like equity. These in-
novative products are increasingly blurring the lines in our system
between debt and equity finance. The historical distinction between
encumbrances on the firm as debt, and residential value claims as
equity, is no longer clear.

Ms. GARRETT. Mr. Chairman, if I could just add to that. You also
mentioned in your comments the international tax system, which
I think is extraordinarily important with respect to our competi-
tiveness, especially as we move increasingly into a global economy.

My own view of our report is, that is one area where we needed
to do more work. My observation, as someone who used to work for
a Senator, is that was always the case with international tax. We
spent a lot of time on individual taxes, business taxes, and then
international tax was sort of an afterthought.

So one of the things I would urge this panel to do is to use our
report as a starting place, but to understand there is significantly
more work that needs to be done. We drew some on the Joint Tax
Committee’s work and recommended largely a territorial system,
which I think needs very serious consideration.

I think you have to be careful not to let rhetoric about out-
sourcing of U.S. jobs drive the agenda, and to look at that issue in
a very sensitive and sophisticated way. Some jobs leave this coun-
try then create more jobs in this country, and better jobs in this
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country, so I think you have to be very careful not to let rhetoric
drive the process.

Then the final thing I would say concerns your need for new rev-
enue—and I share Mr. Walker’s very strong concern about the fis-
cal future of this country. We face serious fiscal problems in the fu-
ture because of entitlement programs and other programs; I think
we have to start considering a value-added tax as an additional
source of revenue.

That is what most of our competing nations do for additional
sources of revenue. I talk about a VAT in my testimony. But I
think that is a very important additional consideration for you as
you think about international competitiveness and the need for ad-
ditional revenue.

The CHAIRMAN. Yes. A follow-up. You said that you are glad we
brought up international competitiveness. Maybe I misinterpreted,
but I thought part of your recommendation was taking that into
consideration, and one of the motivations for your recommendation.
Am I wrong?

Ms. GARRETT. No. That is exactly right. That is what drove our
suggestions on the international tax system: the need to be more
competitive. You need to look both at our tax burdens here in the
U.S. and also how we tax the activities of our businesses abroad.
That is, I think, what has to be the driving force with respect to
the international tax system.

The CHAIRMAN. On the same point, then, the Simplified Income
Tax plan would replace our current deferral regime with a terri-
torial one. One of the many issues that will need to be examined
in considering international reform is transfer pricing.

The panel report notes that effective transfer pricing enforcement
is even more important in a territorial system than the current sys-
tem, and suggests this issue be addressed by devoting additional
resources to examining that. Commissioner Everson identified
transfer pricing associated with intangible assets as one of the
most significant compliance problems the IRS faces.

With this background, two questions. Why should this committee
consider moving to a tax system that intensifies the pressure
placed upon transfer pricing enforcement?

Second, given the difficulty that the IRS faces in the current de-
ferral regime, is it realistic to expect enhanced enforcement to ade-
quately address the increased importance of transfer pricing issues
with territorial regimes?

Ms. GARRETT. I could give you a couple of quick reactions, and
there may be other reactions. I think that, as you think about your
recommendations with respect to international tax, you have to
take very seriously the challenges of transfer pricing. Those are
challenges we face now. As the report points out, those are chal-
lenges that do not disappear; rather, they may be exacerbated.

As you think about how those issues will be resolved and how
they will affect your recommendations, I think you have to give
very serious consideration to the resources that are made available
to the Internal Revenue Service.

The IRS has to have the resources to police the system that you
put in place. The IRS tends to be the least-liked agency, I think,
in the government by taxpayers. It is often easy to gang up on the
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IRS. But if one moves to a system where enforcement is important,
then resources have to be made available to the IRS to police that
system.

The CHAIRMAN. You go ahead. Then we will get Mr. Walker and
Dr. Gravelle.

You will have to talk to Senator Wyden now, because I have just
got a few minutes to go vote. Go ahead.

Dr. POTERBA. Mr. Chairman, of all the topics that our panel ad-
dressed, the issue of international taxation was probably the one
where we heard the greatest differences among our witnesses. We
heard recommendations both for territorial and for worldwide tax
systems defended with great fervor.

The reason there is disagreement is that there is a fundamental
trade-off between two different distortions. On the one hand, if you
go with a territorial structure, you create incentives for transfer
pricing to move income out of the U.S. and to place it in low-tax
international jurisdictions that will operate as tax havens.

On the other hand, if one works with a worldwide tax base and
uses a deferral system, as we have today, you create distortions in
the financial decisions of firms with respect to deferral, keeping in-
come abroad in the operations country, or repatriation. Since bring-
ing earnings home generates a tax, the repatriation decision is a
taxable event.

Many argue that the distortions associated with repatriation
today are substantial. The panel ultimately decided that those con-
siderations warranted a territorial-type structure. We took some
solace from the fact that many of our major international trading
partners have also moved over time toward the territorial struc-
ture.

I do not think that our recommendation in any way minimizes
the concerns about transfer pricing, which the Chairman’s question
raised, because, in fact, many of those other nations are worrying
today about precisely these kinds of transfer pricing issues.

I think the solution, if there is one, is to go very carefully, and
with substantial enforcement, in the direction of the territorial sys-
tem.

Mr. WALKER. With regard to the Chairman’s question, Senator
Wyden, on transfer pricing, I spent 21 years in the private sector,
including with some of the largest professional services organiza-
tions in the world.

Transfer pricing is extremely complex. There is no question that
the IRS is out-gunned with regard to transfer pricing. They need
more human, technological, and financial resources focused on this.
It is an issue that exists today that needs to be focused on.

At the same point in time, administrability and enforceability are
only two of the elements that need to be considered. You also have
to consider economic efficiency, competitiveness, equity, simplicity,
a variety of other factors, in order to be able to make a judgment
as to, in the aggregate, what is the best way forward.

Dr. GRAVELLE. The panel would tax royalties on a current basis,
even associated with active businesses. I think that was directed
at reducing tax sheltering in the international economy.

But they chose to move from deferral and repatriation, with its
problems for active income, to exemption instead of worldwide tax-
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ation. You could have eliminated those repatriation decisions by
moving to current taxation of active income.

I think that a territorial tax, inevitably, has to create bigger
transfer price problems than current taxation of foreign-source in-
come. And, in addition, current taxation of foreign-source income is
economically efficient.

If we make an investment in a low-tax country because it has a
low tax rate, we are earning a lower social rate of return than we
would if we made that investment in the United States. That is
something called capital export neutrality and it is, clearly, the
way to move efficiently. So, I do not think efficiency is served by
moving to a territorial tax, either.

Senator WYDEN. Well, my apologies to all of you for having to
duck out for the vote. It is a crazy day, even by Senate standards.
I obviously have missed the earlier discussion.

I think what I would like to do is begin with this topic that I
have discussed with Senator Mack and Senator Breaux even re-
cently. When I got on the Senate Finance Committee, I said I was
interested in tax reform and basically spent the better part of the
year scrubbing the Code from top to bottom, and obviously followed
the work that you all did very closely.

The more that I looked at the tax system, the more convinced I
was that the basic principles of what brought everybody together
in 1986, from Ronald Reagan, to Bill Bradley, Bob Packwood, Dan
Rostenkowski, that those principles are still very sound today.

What I have sought to do in my Fair Flat Tax Act is basically
look to an updated, modernized version of what was done in 1986.
It seems to me what they said in 1986, in a bipartisan way, is, we
are going to eliminate a boat-load of tax breaks on both the per-
sonal and the corporate side.

We are going to try to get a break to the person in the middle,
but we are going to figure out a way to hold down rates for every-
body, and we are going to simplify the system. That is essentially
the architecture of what was done in 1986.

My question, to start with, for Senators Mack and Breaux, is, do
you all share my view that what was done in 1986—not all the de-
tails, but the basic 1986 framework—would still be a pretty good
model?

Senator Mack?

Senator MACK. I think it probably would. There were things that
I disagreed with in the 1986 tax proposal. One of the most signifi-
cant for me was the notion that we were going to tax capital gains,
for example, at ordinary income tax rates.

If I remember correctly, the top rate at that time was 28 percent.
But, frankly, when you added in a couple of other features, the rate
probably was in the neighborhood of 30, 31.

I think that the 1986 Act also kind of points out a process that
works. Both you and the Chairman talked about the importance of
bipartisanship. When Secretary Baker testified before the Commis-
sion, he made it very clear that without bipartisanship, there
would not have been a 1986 Tax Reform Act.

So I think, generally, the notion that was taken in 1986 is a road
map, to use an over-used word these days, for how one can get both
the process and some of the policy issues to kind of come together.
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But as I said, one of the big discussions and debates we had within
our Commission was about this issue about taxation of capital.
Again, you and I have talked about that.

I am one of those who feels very strongly that the lower the cap-
ital rate, the greater the growth. I am sure there are people who
strongly disagree with that. So if I were putting together a plan,
%‘ W%uld have no tax on capital, dividends on capital gains, and so
orth.

But if we are going to end up with a package somewhere, I know
that I am going to have to compromise on my principles to some
degree if we are going to get a plan. So, I hope that addressed your
question.

Senator WYDEN. It does.

Senator Breaux?

Senator BREAUX. I think the short answer is yes, that the frame-
work of 1986 would be something you could work on. Equally im-
portant to the framework of the substance, also, is the framework
of the methodology they used. It was bipartisan.

I think you certainly have been around long enough to know that
you are not going to do just a Republican tax reform simplification
bill, or just a Democratic tax reform simplification bill. It is going
to have to be both sides together.

If T could make a suggestion, I would think that you also have
to have the White House as part of this effort. I would suggest, if
you could get the Chairman and the Ranking Members of the Tax
Committees to really join together and request the administration,
in the next State of the Union address, to call on the Congress to
work in a bipartisan fashion to get this done, that that would be
the motivation. The administration is supportive of an effort.

Then if you can have the Congress, both Republicans and Demo-
crats, saying, yes, we are willing to do it again, you would hear a
huge round of applause from the American people. You know they
are working together to simplify something that everybody agrees
is too complicated. That is a win-win from a political standpoint,
and it would be a win from a substantive standpoint.

Senator WYDEN. I think both of you have given very thoughtful
answers. I have had a number of those conversations with the ad-
ministration as well. This is something where you can bring people
together. You look, for example, at the Social Security debate we
have had.

I can tell you, I think we all know, those of us who serve in pub-
lic life, you are not going to see any rallies outside a Congress-
person’s office with people carrying signs saying, “I love the tax
code.” They did on Social Security. So this is an area, in my view,
where people can come together.

I want to ask one more question of the Senators, then I am going
to get all the rest of the panel members into the act.

For you, Senator Mack and Senator Breaux, the discussion about
this is always, this is impossible. Tax reform? It cannot be done.
These special interest groups are too powerful. The differences are
too stark. It just cannot happen.

But I was struck, when I looked at what you all did, at how
much common ground there already is in areas like simplicity.
Looking at the brackets, I mentioned you all have four brackets, I
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have three brackets. I am open on these kinds of things. I think
Chairman Grassley would say, when you work in the Senate Fi-
nance Committee, you have to be open on this.

But is it not fair to say that it is popular wisdom that this cannot
be done, that there is no common ground? It is just not accurate
when you look at what is actually out there on issues of simplicity,
the number of brackets, a variety of areas where there is common
ground.

I think, Senator Mack, you are right on the question of capital
and wages. This is obviously going to be one where you have to fig-
ure out an approach that brings both sides together.

But I would like to get both of you on the record on the propo-
sition of whether you think there is a fair amount of common
ground here for Democrats and Republicans on this committee to
go to work.

Senator MACK. The answer is, absolutely, there is. First of all,
let me just go back to 1986. They said exactly the same thing when
we went through the 1984, 1985, 1986 period on tax reform. Ex-
actly the same thing. So I think that the 1986 Act makes the case
that, in fact, this can be done.

But I am going to venture, maybe, into another area. I think that
people are also saying that because, frankly, there have been very
few areas in which Democrats and Republicans have chosen to
work together over these past years.

As you know, and most members know, there is great talk about
the level of discourse that takes place in the Senate, in the House,
the confrontations that take place, the personal relationships that
have deteriorated.

So part of what people are saying is, the attitude of the Con-
gress, House and Senate, is not likely to produce a bipartisan ef-
fort. So, I think there is great skepticism on their part.

Clearly, there are huge issues. If you go to address, for example,
the mortgage interest deduction and our proposal with respect to
that, it is interesting that so many people around the country as-
sumed, when they heard what we had proposed, assumed that we
had proposed doing away with any mortgage interest deduction. So
that is a huge issue.

You are going to have enormous pressure from all of the groups
that we dealt with back in 1986 to retain that. Again, this is a per-
sonal opinion of mine. It does not necessarily reflect the panel.

My feeling is, if you really are going to address the issues of sim-
plification, and fairness, and growth, you have to modify the way
we treat mortgage interest deduction.

It is indefensible. As John indicated earlier, there are countries—
England, Australia, Canada—that have no mortgage interest de-
duction and have about the same ownership rates as we do, one
country greater than we do.

Second, it is an enormous distortion. The present code is an enor-
mous distortion with respect to people making decisions about
where they are going to invest.

Nobody should be surprised at the huge second and third vaca-
tion home market that has developed around our country. So, I
think it is imperative. You are going to run into enormous forces
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{:o kleep that from happening, but I do believe it can be done. Abso-
utely.

Senator BREAUX. I think it is clear from history that it can be
done, and Connie mentioned the fact that we did it in 1986. How
did we do it? Well, we joined hands and both sides were going to
take political hits.

It is obviously very clear that you cannot touch the tax code
without punching some special interest in the face. Then they go
out and hire somebody like me to help them. That is what we are
all facing. But we all know that.

That is why it has to be done together, in a bipartisan fashion.
I cannot over-emphasize my strong feeling that you have to get the
administration on board to make the request for Congress to do it
in a bipartisan fashion. Every couple of decades, it is time to do it,
and this is the time.

Senator WYDEN. Let me start at this end so I can get the rest
of you into this discussion. I would like your sense of how low tax
rates have to go to get people to say, all right, I will start giving
up some of these individual breaks that I have been interested in
in the past.

Let us just get a kind of general sense, on the basis of what you
have done, how low you think the rates have to get so that people
would be open to giving up various breaks. To the extent that you
can do it in a way that keeps some sense of fairness in terms of
the rates, that would very helpful.

Dr. Gravelle, why don’t you start? Let me, again, express my
thanks for all the help you have given to me, slogging through vast
amounts of paper and charts to help me put together my proposal.

Dr. GRAVELLE. You are welcome. I do think that, for the vast ma-
jority of taxpayers who never see tax rates, they either take the tax
off a table or they do Turbo Tax. So I think you could probably
trade off between rates and base broadening for a lot of people
without a great deal of trouble. So I do not see that as a really big
barrier.

But as for a number, we began some years back and we had tax
rates at 50 percent. During World War II, we had tax rates of 90
percent. I mean, our rates are really very low today by historical
standards, and also by worldwide standards, the tax burden, at
least, that we bear.

So I would think you would be able to raise the rates, or you
would be able to trade off either way, broadening the base or
changing the rates if you needed to do that to deal with the AMT,
phase-outs, or those kinds of problems that are facing us.

Senator WYDEN. Any sense of a number? I know Senator Brad-
ley, Senator Packwood, and probably John Mack—and Connie re-
members those discussions—ended up, I think, somewhere between
14 and 28 percent.

I suggested that I had started with the brackets Ronald Reagan
proposed, but we wanted to end up at 10, 20, and 30; 10 for the
most modest income, 20 in the middle, 30 at the top. I would cer-
tainly be interested in looking at that.

I think part of all of this is to get a sense of how low the rates
have to get for people to say, all right, I can swallow giving up
those breaks. Do you want to take any other crack at it?
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Dr. GRAVELLE. No.

Senator WYDEN. All right.

Dr. GRAVELLE. I really have no idea.

Senator WYDEN. All right.

Mr. Walker?

Mr. WALKER. I think it is important to put this in context, Sen-
ator. Number one, 70 percent-plus of Americans pay more in pay-
roll taxes than income taxes when you recognize the reality that,
even though the employer pays half of the payroll tax, the indi-
vidual bears the economic cost and burden. It is part of their com-
pensation.

So, 70 percent of the people are paying more money in payroll
taxes than income taxes to start off with, and most Americans care
about, what is the net spendable bendable? How much do they take
home to be able to spend on food, housing, or whatever?

Secondly, do not under-estimate the degree of frustration and the
degree of relief that Americans would find if you could really
streamline and simplify this. Yes, you would be able to reduce the
rate somewhat and maintain revenue neutrality, and I think they
would love it.

Okay, now, how low do you go? I think part of the problem with
that is, we are not raising enough revenue to pay our current bills
and deliver on our current promises now.

One of the biggest problems we have right now is, we have this
false theory that every tax cut is going to stimulate economic
growth and they are going to pay for themselves. That is just flat
false. So we need to recognize reality here.

Let me tell you, there is one word that is needed, and you, and
Senator Grassley, and a few others are trying to provide it. It is
called leadership. We have a huge leadership deficit in this coun-
try.

I totally agree with Senator Breaux that you have to get the
President of the United States, and you have to get bipartisan lead-
ership on both the Senate Finance Committee and the House Ways
and Means Committee.

Anything is possible if you get committed leadership. If you focus
on the people rather than the special interests, there is a huge win-
win here. But it is going to take leadership.

Senator WYDEN. Dr. Poterba?

Senator MACK. I wonder if I could just interrupt for a second.
Mr. Chairman, I am going to have to go. I have a flight to make.
So, I apologize for having to leave before you all were through ask-
ing questions.

The CHAIRMAN. Well, we thank you for your 2 years of work on
this. Thank you very much. Of course, you will be busier next year
if things go as I have them planned, whether the President has it
planned that way or not.

Dr. POTERBA. Senator, if I were to give you a number, it would
be 30 percent. If you get below 30, I think people may sense that
they are in a different tax world than the one they have lived in
in the past.

It is extremely difficult to get enough base broadening to cut
rates that much precisely because of the concentration of income
tax revenues among the higher-income part of the population.
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A lot of revenue is being collected in the current high-rate brack-
ets. As you try to find ways to move the tax rates on those brackets
down significantly, you really have to do base broadening of a kind
that will touch on many popular deductions and exclusions from
the income tax base.

It may be easier to do larger tax reforms than smaller ones. Sin-
gling out any particular provision and saying we are going to lower
rates and finance the rate cut on the back of a particular change,
whether it is State and local deductibility, or the mortgage interest,
or employer-provided health insurance, assures a battle with a par-
ticular special interest group.

Making several base-broadening changes at once offers the po-
tential to get a larger total reduction in rates, which may look more
attractive for the rank-and-file taxpayer, and makes it more com-
plicated to determine exactly where the plan leaves any given tax-
payer.

Commissioner Rossotti, a member of our panel, worked very hard
to tell people that you have to look at the full picture and recognize
that the benefits of tax reform are often mixed in with the costs.
It is critical not to focus just on the components of reform that lead
to higher taxes.

Senator WYDEN. Very helpful.

Ms. Garrett?

Ms. GARRETT. Yes. I think it is very difficult to focus only on
rates or to give you a number. I think it may be a little bit dan-
gerous to do so, with all due respect.

One reason is, as you have heard, it ignores a tremendous tax
burden, the payroll tax burden. So if you are just focusing on in-
come tax rates, you lose track of that. My concern is the same as
yours, that is, our tax rate on labor. There, payroll taxes are an
issue you really have to look at.

One thing we found, and this is what Jim alluded to, is that we
would eliminate these “sacred cows” or scale them back and think,
“Wow, so tomorrow when we get the revenue estimate, rates are
going to be really low, because, look, we went after health care, we
went after mortgage interest deduction, we went after State and
local taxes.”

Then we would get the revenue estimates back, and the rate had
not moved very much. So one of the things you learn is, even when
you go after the sacred cows, you just do not get the bang on the
rate that you would like.

Then the final thing I would say is, I think fairness is more com-
plicated than just the rate. It is sort of a “sound bite” part of the
fairness debate, and it is important. I do not want to say it is not
important. But I think there is a lot more to fairness that people
understand, and they are things like, who is benefitting from the
expenditures? What do we do with respect to the millions of Ameri-
cans who do not pay tax and, thus, to the extent that there are in-
centives in the Code for savings, et cetera, do not benefit from
that? Refundable credits are a way to deal with that.

Having said that, I think we ought not to focus on rate very
much. It does not mean rate is inconsequential. For example, I
think the national retail sales tax is an absolute non-starter in
terms of policy. One reason is, to be revenue-neutral, even under



32

the President’s baseline, the rate for a national retail sales tax
would have to be extraordinarily high and unsustainable. We esti-
mate it at 34 percent. That is probably a low estimate.

So I do not want to say that rates are entirely irrelevant. I think
that with national retail sales tax, which has a number of prob-
lems, the rate is one of the biggest ones.

Senator WYDEN. Senator Breaux?

Senator BREAUX. I have no idea on the rate. I think we are all
in the same ballpark. Ours was, what, 33 percent, I guess, on one
of the plans. It is all interconnected.

If you lower the rates, you are going to have to get rid of some
of the things that people think are really important. You are going
to have to bite the bullet. That is why it has to be done in a bipar-
tisan fashion. But that is the ballpark area, 15 to 30.

Senator WYDEN. All right. Thank you, Mr. Chairman.

The CHAIRMAN. Thank you.

I am going to have just 5 minutes of questions, and if other mem-
bers do not show up, we are going to adjourn. I could keep you here
for the next 2 hours with all of the questions that need to be asked,
and you are probably fortunate that more members did not come.
We had those votes and everything.

Presumably, we may have the same group of people back here
January of next year as we start with a new Congress down this
road in a more comprehensive way than we had planned for this
year.

My first question would be in regard to the capping of tax-free
benefits of health insurance, and particularly the point that the
committee made, that this is a cause of the increase in health care
costs. I would appreciate any of your views on the health tax pro-
posal of the panel, and also the impact of tax benefits on health
care costs.

Senator BREAUX. Well, very briefly, we continue to allow for a de-
duction in our recommendation for the purchase of health insur-
ance, but we thought that a limitation would be the appropriate
way to be fair to everyone.

The tax preference for health care is our largest tax expenditure.
It is huge. It is $141 billion, 12 percent of all the Federal income
tax revenues in the year 2006. It is huge. Yet, we still have 40 mil-
lion people-plus who do not have health insurance in this country.

So what we recommended is that we continue to allow, of course,
the employers to be able to deduct the costs of their employee com-
pensation, and employees continue to be allowed to not count it as
taxable income.

We said, simply, that we are going to put a cap on it, and the
amount of that exclusion would be limited. What we did was picked
the number of $11,500 for families and $5,000 for single individ-
uals. That was the national average when we did the report.

If you want a plan that costs more than that, you are certainly
entitled to do it, but the government is not going to pay for it. We
picked something that is an average for all Federal employees and
members of Congress. It is true that an unlimited deduction en-
courages people to buy more than they actually need.

You lose a connection between the cost if you know it is going
to be deductible and it is not going to end up costing that much.
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So we are trying to say, look, this stuff costs. If you want to have
no deductibles, no co-payments, that is fine, but that is not nec-
essarily the best policy for individuals.

This recommendation would connect people better to the costs of
their health care, and I think it still allows for a very generous de-
duction.

Ms. GARRETT. Just briefly, Mr. Chairman, I think that this rec-
ommendation illustrates two important ways that we approach the
individual tax system. One is, we did cap the exclusion.

The idea there was, we want to encourage people to have health
coverage and to have reasonable health coverage, but to the extent
that someone wants a high-end plan, that is not something that
government should subsidize because those subsidies come at a
cost of higher tax rates. So that was something we tried to do with
the home mortgage subsidy, and we tried to do it here as well.

Second, we always tried to expand the coverage, so that here we
tried to expand the incentive beyond those who received their
health benefits through their employers to all Americans who pur-
chase health plans.

A couple of things I would highlight for you to think about. First,
we increased the cap by inflation, I believe. I think you should
think about whether to increase it by inflation or the cost of health
care, which can be a different rate. To be honest, I think revenue
concerns led us to pick inflation; it was a lower indexation. But I
think you need to think about that carefully.

The second thing I would say is, I think this is a very important
change and a beneficial change, and one I would support even if
you did not need to raise revenue. I think it is the right policy deci-
sion. But it will not be a panacea for the health care problems in
the country, so it should be viewed as only part of the solution.

Dr. POTERBA. Mr. Chairman, I think that offering a quantitative
estimate of U.S. health care cost growth that can be pinned specifi-
cally on the current tax treatment of employer-provided health in-
surances is very, very difficult. There are many links in the chain
between the tax code and the amount of insurance households pur-
chase, and then between that insurance coverage and the services
that doctors choose to provide, and that consumers choose to pur-
chase.

But I think the underlying analysis that Senator Breaux has out-
lined is unimpeachable. The distortion we create with the current
system encourages over-consumption of health insurance, it insu-
lates the consumer from the price of health care purchased from
the provider, and it surely leads to greater outlays on health care
than we would have in a world which created a level playing field,
and health insurance and health outlays were treated in a more
symmetric way with other household purchases.

The CHAIRMAN. Mr. Walker?

Mr. WALKER. Mr. Chairman, first, I agree fully that you should
not do anything to limit the deduction to the employer for health
care. Doing so would be totally counterproductive, because that
would provide an incentive for employers not to provide health care
to their employees, and they would just pay it in the form of cash
and let the employee be on their own.
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There are various proposals that have come out throughout the
year saying, gee, it is easier to limit the employer deduction than
take on the individual exclusion, but it would be totally wrong and
counterproductive.

Second, I think the Commission was too easy. I think we have
to limit the individual income tax exclusion to a much greater ex-
tent than is being proposed. Health care costs are out of control.
If there is one thing that could bankrupt America, it is health care.
We need to improve the transparency and accountability mecha-
nisms with regard to the true cost of health care.

The fastest-growing cost for the Federal Government and State
governments, the fastest-growing cost for employers in the private
sector, the number-one competitiveness challenge, is health care.
So, we need to do much more than this. We need to have much
more comprehensive health care reform.

I think the question is not if you limit this. The question is, how
much and as a part of what reform? As part of comprehensive tax
reform? As part of comprehensive health care reform? Because we
need to do both. It is absolutely essential.

Frankly, I would have limited it more. One of the reasons wages
are not going up as much, one of the reasons that pensions are de-
clining, is because compensation costs in the form of health care
are crowding out other forms of compensation.

One of the reasons that is happening is because of the special tax
preferences accorded to health care, which might have made sense
in the 1940s right after World War II, but do not make sense
today.

Dr. GRAVELLE. Well, as I indicated in my testimony, I think
there is kind of a mixed bag with respect to the health proposals
in terms of efficiency. I am sort of inclined to like the notion of
some kind of limit on employer health care.

I think having employer plans is crucial to preserve, because 1
think it is the one thing in the private health market that deals
with the severe problem of adverse selection that naturally occurs
for people with bad health histories not being able to get health in-
surance. Whether you can do a dollar cap, technically, I am not
sure. That is something for tax administrators.

The other thing you could have done is make the tax deduction
contingent on plan features. So, say you only get the deduction if
you have a certain co-payment or a certain deductible. I mean, that
would be another way to do the same sort of thing.

I also think you cannot ever deal with the exclusion. I think that
is impossible to allocate the benefits to individual employees in
terms of doing it as an exclusion.

The deduction for individuals—my theory would say that that is
going to increase health costs because more people are going to
have insurance coverage.

I am not sure how much of an effect that proposal is going to
have though, because I think there is some empirical evidence that
low-income people are unlikely to respond by buying health insur-
ance anyway.

A lot of them do not have tax liability and really would not get
any benefit from a deduction anyway, so I think that would have
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some effect. Whether it would be a major effect, I kind of suspect
not.

The CHAIRMAN. All right. I am going to thank you, for my part.
Senator Wyden has some more questions, and he will finish the
hearing, because I have a 12:30 meeting I have to get to. Thank
you all very much for participating.

Senator Wyden?

Senator WYDEN. Mr. Chairman, thank you. As you leave, again,
let me just thank you for all of your willingness to discuss this
issue and to just say how much I will look forward to working with
you on a bipartisan basis on this.

The CHAIRMAN. You bet. Thank you.

Senator WYDEN. Just a couple of other questions I am going to
ask. I am sure when Chairman Grassley said that Senator Wyden
had some additional questions, you all looked at your watches and
said, my God, we are going to be here until breakfast time tomor-
row.

I just have a few additional matters I want to get into, and I will
let you all get off to your business.

Mr. Walker, one of the things that has been striking to me about
this health care issue is that it has been possible to put a valuation
on the value of the benefits that the workers get.

It appears that it is upwards of $150 billion a year, essentially,
the break that the worker gets on their health care. But I have not
been able to locate anywhere exactly what the value is to business
of being able to deduct the cost of health care.

As far as I can tell, the costs to the business that are deductible
get clumped into business expenses generally, so we have been call-
ing all of those who have expertise in this area to try to see if we
can get a sense of what the number is as it relates to the business
Writ}el:-off for health care. I am curious if you have any information
on that.

Mr. WALKER. I assume you mean the value of the deduction for
the employer. Is that what you mean?

Senator WYDEN. Correct. Yes.

Mr. WALKER. I do not have it off the top of my head, but I will
go back and ask my staff. They probably do have it, and I will be
happy to provide it for the record.

Senator WYDEN. Senator Breaux?

Senator BREAUX. If you take a look at page 79 of our report, Mr.
Chairman, we address that. These are not my figures; we got them
from tax experts within Treasury, obviously

The first paragraph on that page says, “Taken together, the tax
preferences for health care represent the largest tax expenditure
and will have an out-sized impact on health care spending in
America. The United States has the highest per capita health care
spending in the world, $1.5 trillion, or $5,400 per person in the
year 2002. The tax benefit associated with health care will cost ap-
proximately $141 billion, or 12 percent of all Federal income tax
revenues this year. The largest component of this cost is an em-
ployee exclusion for the employer-provided health insurance and
medical care, which is a tax expenditure of $126 billion.”

So this is telling us that the costs for the employees, non-taxable
benefits, is $126 billion. I do not know if that is correct to extrapo-
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late that from $141 billion leaves $15 billion. It may be, but we
could get more information, maybe, from Treasury on that.

Mr. WALKER. If I can, Senator. We will provide it for the record.
There are several preferences you have to look at.

Senator WYDEN. Right.

Mr. WALKER. That is the value of the deduction to the employer,
which is what you ask, which I do not recall off the top of my head.
There is the individual income tax exclusion, for the fact that indi-
viduals never pay income tax on the value of employer-provided
and paid health care, no matter how much money they make, how
wealthy they are, and how generous their plan is.

Number three, they never pay payroll taxes on it either, since
there is an exclusion from the taxable wage base as well. If you add
up all three of those, you are probably over $200 billion in the cur-
rent year. So, I will provide something for the record.

Senator WYDEN. That would be very helpful, Mr. Walker.

[The information appears in the appendix on p. 222.]

Senator WYDEN. I think in the combination of your answer and
Senator Breaux’s, I just missed that figure. My sense was that the
difference between $141 billion and $126 billion did involve the em-
ployer component, but I also sensed, as I tried to look at it—what
Mr. Walker is talking about—there are some other aspects of this,
and it gets us up over $200 billion. So, we are going to want to
work with you all on it.

The second question that I wanted to ask you about involves
some exceptionally important work that Senator Baucus has been
involved with, and that is the tax gap question. Chairman Grassley
has been very interested in this as well.

What the two of them have pointed out is that the current tax
system fails to collect at least $350 billion a year of taxes that are
owed, but not collected. Obviously, the under-collection of taxes
from some taxpayers means that they are not paying their fair
share, and everybody else has to pay higher taxes to make up for
those who are not paying their fair share.

So, closing the tax gap could also raise an additional $1 trillion
or more that you could essentially look at on this question that I
was talking about, in terms of lowering rates.

Why do we not just go down the row, and I would like to start
with Dr. Gravelle on this one, how you would look at this issue
that Senator Baucus and Senator Grassley have really led us on,
which is closing the tax gap and how it fits in to the debate about
tax reform.

Dr. GRAVELLE. Well, that is probably in Mr. Walker’s expertise
more than mine. I think the places where we have the missing tax-
able income are the places where we do not get our hands on it be-
fore it goes to people, so the more withholding that you can do of
any kind of income probably would help with the tax gap.

Other than that, I think it is small businesses that are a major
part of that. There is also the underground economy, and I guess
you are probably never going to collect much on drugs and prostitu-
tion, and things like that.

I do not know whether the tax gap includes these international
tax shelters. If it does, though, I think we need some bigger guns



37

in court on the part of the IRS to go after these international tax
scams.

Senator WYDEN. That is a very valid point. We all saw the report
that was done by the Investigations Committee; again, a bipartisan
report talking about the enormous sums of money that are wasted
with these offshore tax shelters. You can be assured, I am going
to follow up on that. I know colleagues on both sides of the aisle
will.

Mr. Walker?

Mr. WALKER. Senator, I, within the last several months, had the
opportunity to testify before this Committee about the tax gap. The
latest estimate, as I recall, is about $345 billion, but that is as of
several years ago, of which about 70 percent relates to individual
income taxes.

There are several issues. One, we have recommended additional
reporting, in addition, additional withholding; both would help to
reduce that tax gap. Furthermore, we reinforced at that time that
simplification was essential to make real progress in this area. I
think there are millions of Americans who really do not know
whether they have done it right or not.

We have also done work with regard to tax preparers and found
problems with regard to tax preparers. Obviously, a vast majority
of Americans, as we have heard today, go to tax preparers because
they cannot begin to try to do it themselves.

So I think simplification would help with regard to the tax gap,
but it is not a magic bullet. We still have to take other steps to
make sure that people are disclosing income, to look at issues like,
what is the basis for capital gains.

Right now, when you sell stock or some other capital asset, you
get a reporting to the government on the gross proceeds, but you
do not have any idea what the basis is, and obviously, you pay in-
come tax on the difference. So, there are opportunities to make
more progress here.

Senator WYDEN. Dr. Poterba?

Dr. POTERBA. Senator, I think that it is very important to do
whatever we can to collect what the current statutes stipulate and
to try to improve enforcement.

Estimates I have seen suggest that additional dollars spent on
enforcement probably yield more than a dollar in revenue return,
so we may not be devoting enough resources in that direction. I
know, of course, there are considerations about individual freedom
and intrusion of rights that must be considered in deciding on the
optimal level of enforcement.

There are two things to suggest here. One, expansion of third-
party reporting is likely to be very important as a way of trying
to expand the information base that the IRS has available as it
tries to identify the parts of the economy where current compliance
is relatively low.

Second, it is essential to preserve taxpayer confidence in the sys-
tem. Voluntary compliance is our norm. Our system critically relies
upon individuals choosing to comply for virtually everything other
than simple W-2 reporting.

Senator WYDEN. Ms. Garrett?
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Ms. GARRETT. Let me just emphasize that I think there are more
than just revenue concerns here at stake, there are fairness con-
cerns. Those people whose income is mainly from their labor, from
employment, their taxes are withheld. There is not a tax gap there.
The tax gap occurs other places.

To the extent that ordinary Americans who are paying their
taxes think that others are getting away with something, that un-
dermines the legitimacy of the system.

The last thing I would say is, I think it is very important to go
after the tax gap, for both revenue and fairness concerns. But I
think we also have to be careful and not think that is going to solve
all the problems. It is a little bit like “waste, fraud and abuse.”

We hope we can get rid of the deficit by eliminating “waste,
fraud and abuse,” but we know we really cannot do that. You can-
not solve the structural and other problems facing this country
solely by closing the tax gap.

Senator WYDEN. I spent a lot of years sitting next to Senator
Breaux, where we heard people say that the magical solution for
everything is just getting that “waste, fraud and abuse.”

Senator BREAUX. We heard one person suggest to me about clos-
ing the tax gap, that we ought to just have the person tell the IRS
how much they made, then let the IRS tell them how much they
owe, and it would be real simple. But we did not accept that sug-
gestion.

I think the complexity of the Code contributes to the gap. I
mean, very rarely could you ever get two tax preparers who come
up with the same decision on what is owed for the same taxpayer.

Because of the complex nature of the Code, they can look at it
different ways, approach it different ways, and come up with dif-
ferent conclusions for the same taxpayer. No wonder we have a
gap, because of the complexity.

The simpler it gets, the easier it is to understand, the more dif-
ficult it is to cheat. It is so complicated, it makes cheating easy.
iI‘herefore, the simplification really would help address this prob-

em.

Senator WYDEN. I think you all are spot-on on this simplification
issue. It has been stunning this year, the number of reports, jour-
nalists and others who would essentially send a tax form to a vari-
ety of preparers, and they would all come back with wildly dif-
ferent kinds of responses. So, your point is on target.

My last question. I think I would like to engage Dr. Poterba and
Dr. Gravelle on the question and maybe some of the rest of you
would like to participate in this, too. But the differences, I think,
were clear between Dr. Poterba and Dr. Gravelle on the question
of consumption taxes and their impact on economic growth.

I ask this again because Senator Baucus has really done some
very important work in terms of looking at the tax code and what
it is going to take to make us competitive in these tough global
markets.

I am certainly interested in any ideas you all have about various
proposals and what they do for economic growth. So, why do we not
start with Dr. Gravelle and Dr. Poterba on this one, but I would
invite the rest of you to participate. This will be about it, for the
purposes of the morning.
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Dr. Gravelle?

Dr. GRAVELLE. Well, I think the simple evidence that we have
seen through history is, people are not very responsive in their sav-
ings or their labor supply to marginal tax rates. They certainly are
not responsive on the order of magnitude, I believe, that comes out
of these inter-temporal models.

In the short run, in the inter-temporal models that the Treasury
used, one of them was the asexual model. That is the one that had
the biggest effects. That depicts everybody as one single, infinitely
lived, identical individual that looks through to their descendants,
their grandchildren, and their great-grandchildren and has an infi-
nite time horizon.

The other, I think, is probably a little more pragmatic. It is
called a life cycle model. But in both of those models, in the short
run, the response of the labor supply to the interest rate is what
is driving the short-run response.

I would like to quote Charlie Ballard, who has a general equi-
librium model, who commented when the Joint Tax Committee
studied this. He said, “Anybody who believes they can project the
effects of a tax change based on the response of workers to the in-
terest rate, is shooting in the dark.”

There is absolutely no evidence of this. I do not know about you,
but I do not go home and reconsider my labor supply over my life-
time based on what the interest rate is, and I doubt very many
other people do.

It is something that falls naturally out of the micro-models that
we do to look at individual behavior. But I think there is a big
move now in the economics profession—at least I hope there is—
to think about sort of bounded rationality models, models where
people cannot make these complex calculations with perfect infor-
mation.

The default argument is exactly in that framework. You cannot,
on the one hand, believe that people are super-rational, and at the
same time believe that whether they sign a paper or not is going
to determine a major part of the savings in their 401(k) plan. So,
I think we have to look at the simple evidence.

The simple evidence says, for many years, none of these things
changes very much. I think we have to expect limited growth re-
sponses from these tax changes, and I think we need to step away,
as an economics profession, from mathematically tractable and fun
models to do and solve and assign graduate students problem sets
gith, into something that more realistically depicts how people be-

ave.

That is why I am very, very skeptical that we would get very
much. Plus, the tax rate right now, on average, is only 14 percent.
So, it is not like we have a 90-percent tax rate on capital income
right now.

Senator WYDEN. Dr. Poterba?

Dr. POTERBA. Senator, I think Jane and I agree on many things
and disagree on some. The place where we agree is that the analyt-
ical framework for trying to pin down precisely the economic
growth effects of even quite fundamental tax reforms is, if not
wanting, at least imprecise. Many of the models that are currently
used allow for a wide range of possible estimates, and their results
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are quite likely to depend on some assumptions that we make,
many of which are, frankly, difficult to test, and some of which may
be difficult to square with the realities of behavior that we see. One
should not put tremendous faith in any specific number on growth
effects.

The place where Jane and I differ is, I am more convinced that
taxes affect behavior than she is. I think we can look at the histor-
ical record and find a number of times when tax reforms, major
changes in tax rates, have produced quite stark changes in behav-
ior. The dividend pay-out response of U.S. corporations after the
2003 reduction in dividend tax rates would be the most recent case
in point.

Another example is the sharp increase in female labor supply, es-
pecially in high-income households, after the 1986 Tax Act reduced
the tax rates on secondary earners in high-income households. The
sharp changes in capital gains realizations around major changes
in tax rates, say, in 1986, is yet another. Taxpayers clearly are
thinking about rate structures as they make their decisions.

The open question is how this evidence links up with the basic
issue of how much economic growth we could expect from tax re-
form. Some behavioral responses may not translate into the kinds
of long-term investment that would promote economic growth.

My instinct is that by lowering rates and by trying to keep the
U.S. tax burden on capital competitive with the tax burden found
in our major international competitors, we can ensure that our cap-
ital base in this country is preserved. This in turn is a ground-
spring for long-run productivity growth.

Therefore, I am more optimistic than Jane is that, by putting in
place a tax system which is favorable towards investment, we will
manage to achieve higher rates of long-term economic growth. If
you try to pin me down to a precise number on it, though, I will
come back and be on Jane’s side and say it is very hard to give
you a specific estimate.

Senator WYDEN. Mr. Walker, Ms. Garrett, Senator Breaux, any-
thing on economic growth and consumption tax?

Senator BREAUX. I agree with both Dr. Poterba and Dr. Gravelle.

Senator WYDEN. There you are. Which is why the Breaux touch
is always so magical. [Laughter.]

Dr. GRAVELLE. Senator, I disagree with his interpretation of
those studies that he referenced, as far as his interpretation of
their meaning.

Senator WYDEN. Well, you all have been very, very helpful.
Chairman Grassley, I think, has given us a sense of what is ahead.
Today’s kick-off for tax reform is, in my view, a sense of what is
ahead over the next 6 months.

The next 6 months are absolutely key if we are to have what
Senator Breaux told us about a couple of hours ago, which is, by
next year, the President saying he would like to see the Senate Fi-
nance Committee go after this issue on a bipartisan basis.

I thought and I felt going into the hearing, and I have not heard
anything else, that there are key consensus principles for bipar-
tisan tax reform and they are in front of us if we can kind of hold
off the politics and be willing to work together.
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Simplifying the tax system is certainly something that has broad
support, giving all persons the opportunity to accumulate wealth,
giving markets the chance to drive the economy, not government,
and being sensitive to issues of the deficit. A lot of those principles
were not very different than what they did in 1986.

So, the fact that we have been able to bring leaders like your-
selves together is exactly what I had been hoping that we could do.
With Chairman Grassley and Senator Baucus leading us, I think
overl'{ the next 6 months we can put this in place and then go to
work.

So, we will have some additional questions for you. I think both
Democratic Senators and Republican Senators would like to pose
some questions in writing. But you all have given us a very good
launch this morning. You will probably be getting lots of calls from
me, and others, in the days ahead. We thank you very much for
coming.

With that, the Senate Finance Committee is adjourned.

[Whereupon, at 12:45 p.m., the hearing was concluded.]
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Mr. Chairman, I am glad that you called this hearing today. And I am pleased
that the Committee has named as witnesses today four members of the panel that advised
the President on tax reform proposals. I expect that we will learn much from the
discussion today.

But apparently, we will not learn one thing about what the administration thinks.
Now, that was of course the original idea behind the tax panel: The panel was to make
recommendations. The Treasury was to submit those recommendations, or their own, to
the President. And then the President was to move forward with a plan.

But a funny thing happened on the way to the White House. It reminds me of the
Harry Potter books. Harry Potter’s evil nemesis, Lord Voldemort, is so bad that no one
says his name. Characters call him simply “He Who Must Not Be Named.”

Well, ever since the panel submitted its recommendations, back in October of last
year, the administration has been treating tax reform like Lord Voldemort. Tax reform
has become “the Issue that Must Not Be Named.”

Tax reform not only went from the front-burner to the back-burner. It got
knocked off the stove. It got kicked out of the kitchen.

Today, we could have heard from the Treasury Department. Treasury supplied
much of the background expertise to the panel during its deliberations. It is my
understanding, Mr. Chairman, that we invited the Treasury to testify. But Treasury
declined. Treasury said that it simply was not ready. Staff needed to confer with the new
Secretary.

Does this sound familiar? It should. We heard the same excuses last month,

when we tried to nail down Treasury on the $350 billion tax gap: “Not ready. Need to
meet the new guy.”

(43)
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Fortunately, Mr. Chairman, we were able to find a Treasury position. We went to
the internet. And we found a paper published in May extolling the virtues of a
consumption tax.

Did Treasury deliver their paper to Congress? No. It was delivered to the
American Enterprise Institute. So the Treasury leaves us wondering: What has AEI got
that the Senate Finance Committee doesn’t? Apparently one thing that AEI gets that
Congress doesn’t, is Treasury’s views.

Mr. Chairman, I look forward to the testimony of our panelists today, former
Senators Connie Mack and John Breaux, along with Professors Beth Garrett and James
Poterba. You should be commended for your service on this panel. It took a great deal
of time from your already busy schedules and the country is grateful for your
commitment.

I am also pleased that David Walker of the GAO is here today to give us some
overview, along with Jane Gravelle of CRS.

I wish them all the courage of Harry Potter in dealing with this “Issue that Will
Not Be Named.”
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The President’s Advisory Panel on Tax Reform, a bipartisan advisory committee
on which | served, issued a report in November 2005, providing two proposals for
fundamental tax reform: the Simplified Income Tax and the Growth and Investment Tax.
Both met the President's mandate that our proposals simplify the tax system, promote
economic growth and competitiveness, and achieve fairness through progressivity and
other features. | am pleased to have been asked to discuss our recommendations with
you today, particularly in a hearing with my colleagues Senators Breaux and Mack and
Professor Poterba. In my statement, | would like to underscore four characteristics of
both of these proposals that | believe relevant as you craft your own tax reform
legislation, and then mention briefly two other tax reform proposals that the Panel did not
unanimously endorse.

" Sydney M. Irmas Professor of Public Interest Law, Legal Ethics, Political Science, and Policy,
Planning and Development, University of Southern California; Director, USC-Caltech Center for
the Study of Law and Politics; Member, President's Advisory Panel on Tax Reform.



46

A Rigorous Burden of Proof for Tax Expenditures

First, the Advisory Panel was very skeptical about the many tax expenditures in
the current tax system and contained in the tax reform proposals put forward by those on
both sides of the aisle. As you know, our tax system is not solely devoted to raising the
revenue necessary to run government programs, but it also contains hundreds of
provisions designed to encourage particular kinds of behavior. Government has a
choice when it designs policies to provide incentives to citizens: It can establish a direct
subsidy program funded either through annual appropriations or an entitiement program,
or it can provide tax subsidies. As the Panel said in its April 13, 2005, statement: "Tax
provisions favoring one activity over another or providing targeted tax benefits to a
limited number of taxpayers can create complexity and instability, impose large
compliance costs and can lead to an inefficient use of resources. A rational [tax] system
would favor a broad {tax] base, providing special treatment only where it can be
persuasively demonstrated that the effect of a deduction, exclusion, or credit justifies the
higher taxes paid by all taxpayers.”

| urge you to apply a more rigorous burden of proof to proposed and existing tax
expenditures — which are often substitutes for discretionary spending programs that
would be scrutinized during the annual appropriations process. Tax incentives are
justified only when they actually change behavior in the way we intend it to change. ltis
not worth the revenue loss if a tax expenditure subsidizes behavior that would occur
even without the tax benefit. Instead, policymakers create a windfall for a few at the
expense of all taxpayers; the tax code becomes more complex; and ordinary taxpayers
perceive the system as skewed in favor of those with political clout. Given the long-term
fiscal challenges that face this country, Congress can only responsibly maintain lower
individual and corporate rates if it also substantially broadens the base, eliminates or
scales back many tax expenditures (including those that represent significant revenue
loss to the Treasury and are thus valued most by recipients), and imposes a burden of
proof on all those advocating new tax subsidies.
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Tax Credits are Preferable to Tax Deductions

Second, the Panel did not recommend eliminating all tax expenditures, but we
did advocate changing the structure of many of the tax benefits that are retained. We
modified most tax benefits aimed at individuals from deductions to credits, and we
worked to simplify them. | believe this is one of the Panel’'s most significant
recommendations with respect to individuals, and one that could substantially improve
the tax system in ways that would immediately affect the lives of many taxpayers. A
deduction can be taken only by taxpayers who have tax liability, and most can be
enjoyed only by those who itemize. For example, over 70 percent of tax filers did not
receive any benefit from the home mortgage deduction in 2002.

A more effective tax system would restructure most tax expenditures as credits
available to all taxpayers and with refundable features in some cases so that even those
without tax liability can benefit. As you know, the Panel recommended changing the
home mortgage interest deduction to a credit that all taxpayers with tax liability could
enjoy, not just those who itemize. We also recommended adopting a simple refundable
savers’ credit to encourage lower-income Americans, even those who do not pay taxes
in a particular year, to save for a better future for their families. Both our reform plans
eliminated the duplicative and overlapping system of standard deduction, personal
exemption, child tax credit, head of household filing status, earned income tax credit,
and refundable child tax credit — all of which have different phase-out ranges and
eligibility rules. We proposed instead two credits designed to work fogether, a Family
Credit and a refundable Work Credit.

Using credits is a fairer, more progressive way to provide tax subsidies to
Americans. Deductions provide benefits in an “upside-down” manner that offends
fairness principles. Deductions are worth more to taxpayers in the higher brackets, but
credits are worth the same to all taxpayers and can be made refundable. This was one
reason for our recommendation to restructure the subsidy for mortgage interest so that it
is taken as a credit, not a deduction, and so that the amount of principal eligible for the
deduction is capped below the current limit and applied only to one home. Our
recommendation ensures that more Americans can enjoy the tax incentive for home

ownership and that the benefit is targeted to lower- and middle-income Americans
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seeking to buy modest homes — perhaps their first homes — rather than
disproportionately aimed at higher-income Americans and encouraging the purchase of
larger homes.

| strongly urge this committee to adopt our approach with respect to tax credits in
the individual tax system. The combination of eliminating tax expenditures in many
cases and restructuring those that are retained as tax credits, some refundable, will
enhance both the fairness and simpilicity of the system. The structure is also a more
effective way to incentivize the behavior of all taxpayers and, in the case of refundable

credits, all tax filers.

The Importance of Integrated Packages

Third, although we did not expect that either of our plans would be adopted
without change by Congress, some parts of our proposals are “packages” that must be
enacted together in our view. If lawmakers cherry-pick some provisions from these
packages without also enacting others, they will not be following our recommendations
and, more importantly, they will not be improving the tax code. For example, proposals
to replace depreciation with expensing to recover the costs of investment in business
assets must be accompanied by a repeal of the deduction for interest. As our Report
notes: “Aliowing both expensing of new investments and an interest deduction would
result in a net tax subsidy to new investment. Projects that would not be economical in a
no-tax world might become viable just because of the tax subsidy. This would result in
economic distortions and adversely impact economic activity.”

One key package is our proposal to encourage savings. It includes a simplified
“Save at Work” plan which combines all the current employer-provided retirement plans
into one. Importantly, and crucial to improving the savings rate, the “Save at Work”
accounts have different default rules than do most current plans. For example, under
the Auto-Save feature of our proposal, employees would be automatically enrolled in
diversified retirement plans and would have to act in order to opt-out. When they left
their jobs, their savings would be automatically rolled over into a tax-deferred vehicle
unless they chose otherwise. This retains freedom of choice while also increasing the
number of people who will save for their retirement. The other two accounts — “Save for
Retirement” and “Save for Family” — have limitations on withdrawals so that they can be
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used only for certain life events such as retirement, education, purchase of a home, and
health-related expenses. We did not support providing tax benefits to accounts that
could be used for any purpose; such a structure does not promote long-term savings
and will primarily provide a benefit to savings that would have occurred anyway.

A key component of our savings package is a refundable Saver's Credit that
would provide low-income Americans a strong incentive to save by matching
contributions to savings accounts. This aspect of the package will encourage new
savings by people who desperately need to save but iack the resources to do so; recent
studies indicate that a refundable saver’s credit could significantly change behavior.

Finally, we would repeal all the other tax subsidies for savings currently in the
Code, including benefits targeted toward particular uses like education or health and the
substantial tax benefit for the inside build-up in life insurance and deferred executive
compensation. Thus, our proposal substantially simplifies the tax system for individuals,
which may itself encourage some new saving. The three simple accounts we propose
would replace the plethora of current vehicles, all with different rules, requirements and
eligibility.

As you consider a savings package, | caution you to keep two concerns in mind.
First, as with any tax subsidy, you must aim {o encourage new savings and not merely
provide a windfall for those who would have saved without the tax benefit. You also
need to study seriously the full range of consequences of any reform. For example,
perhaps the most successful incentive in the tax code to encourage savings is the tax-
preferred employer-provided retirement plan, which we strengthen with Auto-Save
features. You must be careful not to make any changes in individual savings plans that
might discourage businesses from offering such plans to their workers. Some analysts
have cautioned that wider availability of very generous individual savings plans might
lead some business owners and managers to abandon their employer-provided plans,
thereby reducing pension coverage for middle-income workers. On the other hand, our
Panel unanimously believed that phase-outs and other methods to constrain eligibility for
savings incentives increased complexity to unacceptable levels.

Second, you must determine, to the extent possible, all the revenue implications
of the design of savings vehicles — implications that may occur well outside any five- or
ten-year budget window. The Simplified Income Tax used the “Roth IRA” back-loaded

format, which masks the ultimate revenue loss, particularly when combined with
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incentives to encourage taxpayers to convert traditional IRAs. Our report discusses the
potential magnitude of these losses in Chapter 4 (page 48). Proposals that reduce the
ability of government to raise the revenue that it needs in the future must be considered
with great caution, especially if the revenue bite occurs around the same time that the
retirement entitiements, such as Social Security and Medicare, will be facing severe
fiscal strains. When tax revenues cannot sustain necessary government programs, the
resulting deficit financing has significant deleterious effects on the national savings rate;

thus, a savings proposal that results in higher deficits is counter-productive.

Progressivity is a Necessary Element of Tax Reform

The final noteworthy characteristic of our reform plans is that both have
progressive rates. This reinforces the long-standing tradition in this country of
progressivity in the tax code as part of its fundamental fairness, and it responded to the
direction of the President to bring forward proposals that were fair and appropriately
progressive. Even a pure consumption tax — which was not among the Panel's
recommendations — can have progressive rates. Some lawmakers and policy makers
have advocated a Flat Tax — which interestingly has two rates, not one ~ but a single-
rate proposal was not supported by the Panel, notwithstanding testimony from its leading
advocates. Interestingly, one of the fathers of the Flat Tax, Professor Hall, testified that
given growing inequality of wealth in the country, he would now be inclined to include
two rates, plus a zero bracket, in the Hall-Rabushka Fiat Tax.

For the record, | have included with this testimony my statement upon the
release of the Panel's report that discusses the urgent need for a renewed commitment
to increased progressivity in today’s current economic and social climate. As our
country is increasingly characterized by growing and profound inequalities of wealth and
opportunity, a progressive tax system — as well as government programs designed to
increase econormnic and educational opportunity for all Americans - can help to redress
the inequities. Progressivity means more than just a progressive rate structure; it also
means:

» eliminating or scaling back tax expenditures that disproportionately
benefit the well-to-do;
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= using credits, some refundable, rather than deductions, for those tax
expenditures that satisfy the “burden of proof” and remain in the tax code;
and

e minimizing the “marriage penalty” that plays a role in discouraging some

women from entering the workforce.

The Roads Not Taken in the Panel’s Report

| want to conclude by mentioning two proposals that the Panel did not endorse.
One, the national retail sales tax, should not continue to have the prominence on the
political agenda that it currently enjoys. The other, a credit-invoice Value Added Tax,
should remain under consideration, particularly as you begin to grappie with the fiscal
challenges facing the entitlement programs and seek a source of revenue more stable
than the payroll tax.

In our hearings, former Assistant Secretary of Treasury Mark Weinberger told us
that we could play a positive role in the national debate by ruling some things off the
table, as well as by putting forward recommendations for reform. Our report, in Chapter
9, should decisively rule out a national retail sales tax as a serious contender for reform.
The so-called “FairTax” plan is not a realistic proposal for the country, it would not
provide adequate revenue at reasonable rates; it would harm many of the very people
who support it; and it meets none of the goals of a healthy tax system.

In contrast, a Value Added Tax, along the lines of the VATs used by the vast
majority of our major international competitors, should remain on the table but as part of
the reform of Social Security and Medicare. Replacing the payroll tax with a VAT would
provide a more stable source of revenue for these important programs. It would
appropriately expand the base of those paying for the programs past today’s workers to
all citizens. Because it would replace the payroll tax, it would not worsen the
progressivily of the overall tax system, and the Family and Work credits could be
expanded to further reduce regressivity.

Our report, together with other work done by the Treasury Department and
scholars, provides a blueprint for a broad-based VAT with very few exemptions, avoiding
many of the problems in the European system. It need not be “invisible” but instead
could be clearly stated in every purchase of goods and services. Although this issue is
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not before you now, | encourage you to refer to the Panel's report when you do consider
this possible source of revenue, and | urge you to consider it seriously as a replacement
for the payroll tax.

Conclusion

In conclusion, | thank you for allowing us to discuss the Panel's report with you
today as you embark on your work on tax reform. | hope that your proposal will
incorporate the progressive elements of our proposals, and that you will keep in mind the
need for our tax system to raise enough revenue to adequately fund necessary
government services. Fundamental and structural tax reform is necessary, but at the
same time, cries to constantly reduce taxes are problematic because they leave us —
and future generations — unable to meet our obligations as a country. Oliver Wendell
Holmes called taxes the “price we pay for civilization.” The key is to pay for civilization
fully, fairly, and simply.
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| am pleased to join in the recommendations released today in Washington, D.C.
by the President’s Panel on Tax Reform. | am honored to have had the opportunity to
work closely with the other panel members to assess the current tax system, analyze
several proposals for sweeping reform, and recommend two comprehensive tax
systems. Working as a group of people with different perspectives and from different
backgrounds, we were able to reach consensus agreement on plans that we all support.
Both proposals that we recommend represent fundamental reform of the income tax
system and deserve serious consideration by policy makers in the executive and
legislative branches.

1 want to emphasize two constraints facing our Panel that will not affect
lawmakers when they begin their work on sweeping reform of the tax system. The first
constraint ~ to retain the status quo distribution of tax burdens — was one that the Panel
imposed on itself to eliminate one area of potential irresolvable conflict, and the other —
revenue neutrality — was part of the President’s mandate so that we focused our

attention on the best structure for the tax system without determining how much money it

" Sydney M. Irmas Professor of Public interest Law, Legal Ethics, Political Science, and Policy,
Pianning and Development, University of Southern California; Director, USC-Caltech Center for
the Study of Law and Politics.
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should raise. Although 1 believe legisiators should use this Panel’s report as a roadmap
for reform, they should use the structure we have provided to increase the progressivity
of the tax system and to raise sufficient revenue fo responsibly meet the country’s short-
and long-term obligations.

First, as described in Chapter Four of the Report, the Panel decided to craft
options so that they had the same distribution of tax burdens as the current system. The
current system is somewhat progressive, so retaining the status quo is consistent with
the President’s mandate to retain progressivity as an element of our tax system.
Although this decision made sense because it fook a contentious issue off our agenda ~
i.e., how progressive our tax system should be — and allowed us to reach a consensus,
responsible tax policy should include significantly greater progressivity than the status
quo or the options we now recommend.

The current distribution of tax burden is not acceptable in light of the substantial
inequality of income in the United States. Economists have been telling us for several
years that income and wage inequality is higher now than it was in the 1970s; yet we
have not paid much attention to these dry economic reports. We can no longer afford to
ignore inequality of wealth in the United States. The tragedy in New Orleans and the
Guif Coast concretely demonstrated the effects of poverty and limited economic
opportunities on the lives of our fellow citizens. Hurricane Katrina provided a dramatic
example of the extent and effects of poverty; those who live daily in economic distress
know the reality of poverty that does not receive the full attention of the public, the press
or elected officials.

For the last several years, tax policy makers have seemed oblivious to growing
income inequality; instead, recent tax laws have moved in precisely the opposite
direction and made our income tax system less progressive. Thus, to use the current
distribution of tax burdens is to accept a distribution that is unacceptably skewed toward
upper-income Americans and insufficiently attentive to a fair allocation of the tax burden.
However, the options put forward by this Panel provide a good starting point for
comprehensive reform that would enhance fairness through a more progressive rate
structure than those we propose. Fundamental aspects of our reform proposals are
already fairer than the current tax system: we have replaced many deductions with
credits; we have eliminated or scaled back a significant number of tax expenditures that
disproportionately benefit the well-to-do; we have simplified refundable credits for lower-
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income Americans; we have worked to minimize the marriage penalty. Our proposals
provide a structure that is fairer to all Americans, and they can easily accommodate
more progressive tax rates that acknowledge the need to take care of the less fortunate
in our country.

Second, the President's Executive Order removed from consideration the
question of the amount of revenue the income tax should raise because it required our
proposals to be revenue-neutral. This was a reasonable constraint on this Panel as it
allowed us to focus only on the structure of the income tax. As policy makers take these
proposals and craft legislation, however, they should use the structures we recommend
to raise more revenue than the United States is currently collecting. This Panel has
noted on several occasions that the main function of a tax system is to raise revenues
for necessary government programs. Currently, we are paying for too many government
programs through deficit financing, passing the financial burden to our children and
grandchildren. Responsible fiscal policy requires the government to raise additional
revenue fo fund entitiement programs that are increasingly fiscally precarious.

In other cases, the unwillingness tc make the politically difficult decision to raise
taxes has meant that we have failed to adequately fund initiatives and programs that are
most efficiently handled by the federal government. An effective fiscal policy must
determine the level of necessary public expenditure on public goods and infrastructure.
For oo long, policy makers have identified the spending side of the fiscal equation with
dispensable "waste, fraud and abuse,” rather than acknowledging the arenas where
government is the best provider of vital goods and services and working to design and
fund those government programs so they operate well. The events surrounding
Hurricane Katrina are a dramatic example of the folly of failing to adequately fund
expenditures that should be made by government — funding for infrastructure like levees
and highways; money to develop and implement adequate disaster management plans;
revenues to ensure safety and security for all our citizens. The tax reform proposals
contained in this Report provide a foundation to craft a responsible tax system that will
provide a stable source of revenue to adequately fund programs now and in the future.
Because they are presented as revenue neutral proposals, however, they do not directly
deal with the need to raise additional revenues. More money is not the only answer to
providing government services to our citizens, but it is a necessary part of well-

functioning society.
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Katrina and its aftermath are a wake-up call for the United States. The disaster
shows the wisdom of what we have been told for several years - that we can no longer
ignore the fact that in the midst of the great riches of this country, oo many of our
citizens live in poverty and find their opportunities limited or nonexistent because of
economic conditions into which they were born. For the sake of agreement on
innovative and comprehensive sfructural reform options, this Panel did not address the
need for greater progressivity in the tax code, nor did we consider the right level of
revenue that our tax system must raise so we can responsibly fund necessary
government programs. Those who make the tax laws in the legislative and executive
branches cannot ignore the issues we took off the table. They have a responsibility to
enact both a more progressive tax system and one that raises sufficient revenues to
meet our obligations now and in the future.
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There’s almost universal agreement that our tax code is too complex. The tax form
instruction book is probably the most unwelcome piece of mail many taxpayers get. The complexity
means taxpayers can’t be confident that they’ve received all the breaks coming to them, or that they
haven’t paid more than they owe. Add to the complexity of the regular tax system the creeping
effects of the alternative minimum tax (“AMT"), and you have arecipe for disaster. As an example
of the problems from the AMT side, if we do not extend the hold-harmless or “patch” for 2007, 24
million tax filers, mostly families, will be affected by the AMT. Twenty-four million families.
Think about it. And, because of the way the AMT is structured, with no indexing, this AMT
problem grows exponentially from year-to-year. The revenue loss for this year’s patch was 334
billion and it grows to $44 billion next year. We are facing an AMT train wreck.

Senator Wyden and I resolved in a dialogue in this committee to remedy the AMT problem.
Senator Baucus introduced legislation to that effect, joined by Senators Kyl, Wyden, myself, and
others. So, there’s no question that we have a big problem. It is a problem that the committee
should focus on. Let me say that [ have no pre-conceived notion of which direction we should go,
whether we’re talking about a flat tax, national retail sales tax, value-added tax (“VAT”) or
substantial modification of the current system. Let me also note that [ instructed the Finance
Committee tax staff to develop simplification proposals in all income tax areas. The staff are
working on those proposals.

On a preliminary note, we did invite Treasury Department officials to today’s hearing.
Treasury officials told us that, at this time, they did not wish to participate in the hearing so that they
could have a chance to review tax reform proposals with Secretary Paulson. Treasury officials
informed my staff that Treasury would be happy to participate in future hearings on this topic. We
hope to have hearings this Fall on tax reform. We will look forward to Treasury’s participation at
that time. In addition, I still expect Treasury and the Administration’s official response to the
President’s Advisory Panel on Federal Tax Reform that is the focus of today’s hearing. In other
words, we’re kicking off tax reform, but we’ll be waiting to hear from one of the key coaches,
Secretary Paulson, as he draws up the Treasury’s playbook. Iknow the Secretary is very dedicated
to reforming the system and look forward to hearing from him and his staff.

Today, we’ll hear from acouple of former Finance Committee veterans who took the charge
from President Bush to take the first step at tackling the problems of the tax system. Senator Connie
Mack, from Florida, served for several years on the Committee, and came back to public service to
Chair the President’s tax reform panel. Senator John Breaux served on the committee from 1990
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through 2004, almost a decade and a half, and served as the Vice-Chairman of the advisory panel.
They are with us today as are panel members, Elizabeth Garrett, who served as tax counsel for
former Finance Committee member David Boren, and Professor James Poterba.

1 appreciate the tax panel’s months of study and analysis. It seems the panel members were
apolitical in their work, and that’s good. Some of their recommendations were bound to be
politically unpopular. Cutting the home mortgage interest deduction is an example. But it’s
important to have a comprehensive starting point that will get everyone talking and thinking. We
have a couple of witnesses to provide an evaluation of the advisory panel’s recommendations. We’ll
hear testimony from David Walker, Comptroller General of the Government Accountability Office
(“GAO”) and Dr. Jane Gravelle of the Congressional Research Service (“CRS™).
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Mr. Chairman and Members of the Committee, 1 am Jane G. Gravelle, a Senior
Specialist in Economic Policy in the Congressional Research Service of the Library of
Congress. [ would like to thank you for the invitation to appear before you today to discuss
tax reform proposals. Although I analyze options and approaches, please note that the
Congressional Research Service takes no position on legislative options.

In November 2005, the President’s Advisory Panel on Tax Reform presented two
potential reform proposals: a simplified income tax {SIT) and a consumption tax proposal
(the growth and investment tax, or GIT). Allow me to summarize the main points made
about the panel’s tax reform proposals in a recent CRS report and in this testimony.

+  The plan does not deal with many details that are likely to be important in a legislative
proposal, including many minor provisions of current law that may be difficult to
eliminate. The resolution of these issues will have important implications for the
proposals’ effects on revenues, distribution, and simplification.

«  The proposals are stated to be both revenue and distributionally neutral. Because the
panel uses a baseline assuming the 2001 and 2003 tax cuts are permanent, both would
lose revenue compared to the Congressional Budget Office (CBO) official baseline,
which has the tax cuts expire as provided by current law. An additional long run
revenue loss is expected because of tax-deferred savings plans. These plans also cause
the income tax proposal to be slightly less progressive than current law. The
consumption tax proposal is likely to be significantly less progressive than current law.

+  The plans would simplify tax filing for higher income individuals and the self
employed; lower income taxpayers could, in some cases, have more complicated tax
returns, Much simplification for ordinary individuals rests on the assumption that many
minor provisions, not actually discussed in the panel’s report, will be eliminated, which
may be unlikely in the case of provisions such as casualty losses and catastrophic
medical expenses. Tax compliance by businesses would be simplified, especially with
the GIT.
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«  Both plans would likely increase efficiency in the allocation of capital, by narrowing
differentials in tax rates across forms of investment, reducing distortions that favor debt
finance over equity finance, and reducing distortions affecting pay-out decisions and
realization responses. Most of these effects would be quite small for SIT. The SIT
may magnify distortions in the allocation of capital around the world.

¢ The effects on overall economic growth would be negligible for SIT because of the
limited change in marginal tax rates. Although there would be a substantial reduction
in effective tax rates on new investment under GIT, the growth effects for this plan are
uncertain and may be quite modest. Projections made in a recent Treasury study show
substantial variation in results depending on the model used, but the largest results are
based on complex economic models whose assumptions are probably not realistic and
whose main results are not based on empirical evidence. In addition, the parameters
chosen for the models lead to responses that are large relative to the empirical evidence
that is available.

«  Ifone accepts the theory behind the complex models, the shift to back-loaded IRAs and
other savings accounts, which is particularly significant in the GIT, would reduce
saving, a feature not accounted for in the Treasury’s study.

»  Even where effects on output are greatest, they are small relative to normal growth and
are not large enough to materially affect the budget outlook.

»  The effects on economic efficiency other than in the allocation of capital are mixed: a
floor under charitable deductions along with expansion to non-itemizers would
contribute to efficiency, but the effects on health markets are unclear,

=  Transition problems present difficulties; the main issue with the SIT would probably
be in the loss of deductions for homeowners with large houses and mortgages. These
transition problems in the SIT are minor, however, in comparison with the significant
problems in the GIT arising from the loss of depreciation deductions, interest
deductions, and deductions for the recovery of inventory. The cost of providing full
transition relief is prohibitive. Inventories alone amount to close to $2 trillion.

*  While the consumption tax proposed would likely increase economic efficiency and
provide considerable simplification for business, transition and distributional issues
may present significant barriers to adoption. These problems suggest a focus on the
income tax proposal. Gains in efficiency and simplicity are smaller for this proposal,
however, and problems (albeit more limited) remain with transition. Certain aspects
of the plan, however, appear to contribute to efficiency and simplification without
creating serious problems, including a charitable deduction floor, encouraging
automatic enrollment in savings plans, and capping employer health insurance
deductions. Addressing the alternative minimum tax remains an important tax issue if
many more families are not to be subject to that tax over time.

The advisory panel’s report discussed and found some merit in considering partial
replacement of the income tax with a value added tax (VAT), but did not propose such a tax.
Finally, the report discussed but rejected a retail sales tax as a replacement for the income
tax, and also rejected full replacement of the income tax with a VAT. Note, however, that
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there are several congressional proposals that include value added taxes and retail sales taxes
as well as flat tax proposals, as well as a proposal for a 1986 style income tax reform.'

The remainder of my testimony discusses the panel’s tax proposals in more detail. The
analysis draws heavily from CRS Report RL33545, The Advisory Panel’s Tax Reform
Proposals, by Jane G. Gravelle, which contains more technical background.

Description of the Proposed Tax Changes

The income tax proposal, or SIT, is an income tax reform proposal that broadens the
base and lowers the rates. The consumption tax, or GIT, is imposed as a direct tax which
includes a cash flow tax on businesses and a progressive tax on individual wage income. A
consumption tax of this type is often referred to by the generic term “flat tax” when rates are
flat, and as an “x-tax” when the tax on wages is progressive. The GIT is not a pure
consumption tax plan because it also includes a 15% tax on financial income (interest,
dividends, and capital gains); rather it is a consumption tax, with a wage credit and an add-on
tax on passive capital income at the individual level.

The tax reform plans have not been presented in legislative language, and therefore
details of the plans are not always clear. Many tax issues, such as the treatment of casualty
losses or alimony, or capital gains on owner-occupied housing, are not directly addressed,
but would presumably be addressed once specific legislative changes are contemplated. For
example, the proposal appears to disallow casualty loss deductions, even though these
deductions were recently expanded for victims in the aftermath of Hurricane Katrina.
Current law also allows alimony to be deductible by the payer and taxable by the recipient,
and presumably many divorce settlements take into account this tax treatment. Many other
small tax provisions are not explicitly addressed in the proposal.

The proposals generally have similar provisions that relate largely to the current
individual income tax. Perhaps the most significant individual income tax deductions
eliminated are itemized deductions, including the deduction for state and local taxes,
although the mortgage interest deduction is replaced by a 15% capped credit and charitable
deductions in excess of one percent of income are allowed to all filers. A new deduction for
health insurance is added and the deduction for employer health insurance plans is capped.

The current rate structure is flattened, moving from the current rate structure of 10%,
15%, 25%, 28%, 33% and 35% to four rates (15%, 25%, 30%, and 33%) in the SIT and three
rates (15%, 25%, and 30%}) in the GIT. The alternative minimum tax is also eliminated and
personal exemptions and standard deductions are converted to credits, with the maximum
eamned income credit (EIC) increased.

The proposal simplifies and indexes the exclusion for Social Security benefits, and
significantly expands existing preferred savings accounts such as individual retirement

' See CRS Report R1L33443, Flat Tax Proposals and Fundamental Tax Reform, by James M. Bickley
for a discussion of these plans and see CRS Report RL32603, The Flat Tax, Value-Added Tax and
National Retail Sales Tax: An Overview of the Issues, by Gregg A. Esenwein and Jane G. Gravelle
for a discussion of these different approaches to a consumption tax. Transition problems are actually
more severe for these forms of consumption tax.
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accounts. This latter provision allows two savings accounts, each with a limit of $10,000.
No incomnie restrictions would apply. The “Save for Retirement” account would replace
existing individual retirement accounts with a current limit of $5,000. The “Save for
Family” account would replace education and health savings accounts; funds could be used
for education, health, and first time home purchase. The proposals would also simplify
employer savings plans and remove barriers to and encourage automatic enrollment and
growth of contributions. Allindividual savings plans would be converted to Roth- type plans
(not deductible up front) and, in the case of the GIT, 401(k) and similar plans would be
converted to Roth-type plans as well.

Several provisions listed above would also have consequences for the taxation of
investments in assets. For owner-occupied housing the changes in mortgage interest and
property taxes would affect the return on that investment. Tax burdens on capital income
would also be affected by the preferred savings accounts. In addition, taxes on dividends
would be eliminated and taxes on capital gains on corporate stock reduced to much smaller
levels under the SIT. A separate financial income tax (on interest, dividends, and capital
gains) would be applied under the GIT, although most taxpayers would be able to shield this
income in tax preferred savings accounts.

The plans would make major revisions in the taxation of business income, including
the elimination of most corporate preferences. Corporate tax rates would be reduced to
31.5% in the SIT and 30% in the GIT and the corporate AMT would be repealed. The SIT
(the income tax proposal) would allow a significant amount of expensing of investment in
equipment as well as cash accounting for small businesses, and cash accounting for medium
sized businesses (small businesses would be required to have a separate business bank
account), provide a new, simplified, depreciation system, and eliminate the taxation of
income from active business abroad (while taxing foreign source earnings from intangibles
on a current basis).

Under the GIT all investments and purchases would be expensed (deducted when paid);
old depreciation deductions are phased out, interest would not be deductible by business and
interest income would not be taxable; and deductions and payment of taxes on interest on
existing debt would be phased out. Taxes paid would be rebated at the border (similar to the
treatment of a value added tax).

As in the case of the individual structural provisions the treatment of some items is not
entirely clear. For example, while the research and experimentation credit would presumably
be repealed, the expensing of intangible investment in R&D would presumably continue in
the SIT as well as in the GIT .

Currently, the reform proposals are being considered further by the Treasury
Department, which has recently released a dynamic analysis that discussed the two tax
reform proposals as well as a third proposal, a progressive consumption tax (PCT) that
modigles the GIT by eliminating the 15% financial income tax, and raising the top rate to
35%.

* Robert Carroll, John Diamond, Craig Johnson, and James Makie 111, A Summary of the Dynamic
Analysis of the Tax Reform Options Prepared for the President’s Advisory Panel on Federal Tax
(continued...)
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Revenue Neutrality

One of the objectives of the proposal was revenue neutrality. How revenue neutrality
is measured depends on the baseline used, and the panel to used the Administration baseline
which included the permanent extension of the 2001-2003 tax cuts. This baseline differs
from the baseline used by the Congressional Budget Office (CBO) which simply relies on
the current tax law, and thus assumes that temporary provisions, including the 2001-2003 tax
cuts, will expire. Thus, revenues raised under the Administration baseline are smaller than
those raised under the CBO baseline.

As a result, the revenues raised by the tax reform proposal are associated with a
substantial deficit—and one even more substantial given that there is a currently a surplus
in the Social Security account that will eventually disappear and become a deficit. Over the
period 2007-2016, in addition to the projected deficit of $0.8 billion, the cost of making
temporary tax provisions (except the AMT) permanent, including debt service, is about $2.3
trillion. And these projections do not include the possibility that discretionary spending will
rise to keep pace with national income, which would increase the deficit by $1.6 trillion.*

Because the panel used the Administration baseline, any comparisons made in this
testimony are with current law incorporating the 2001-2003 tax reductions. Nevertheless,
some additional source of revenue must eventually be identified, which means that tax rates
might need to be increased or tax preferences reduced, and how that revenue is made up
would affect the analysis. Also there are some smaller provisions that would be difficult to
dispense with, as discussed below, and if they were restored, an additional revenue shortfall
would occur.

There is an additional reason that the proposals may not be truly revenue neutral even
within the context of the baseline used. The adoption of Roth-type savings accounts reduces
current losses from deductions in traditional accounts, but loses revenue in the future. Such
a loss could be significant. For example, some rough estimates suggest that a similar
proposal by the Administration that gained a small amount of revenue in the budget horizon
could eventually cost around $50 billion at current income levels, an amount equal to about
4% of current income tax revenues.*

Simplification

Both proposals contain many elements that would simplify tax compliance. The
elimination of itemized deductions would simplify tax filing. The proposal would, however,
add complexity to current non-itemizing returns, which account for 70% of all returns, by
allowing the charitable deduction, health insurance deduction, and mortgage credit. Some
non-itemizers do not give in amounts that exceed the threshold for charitable deductions (1%

? {...continued)
Reform, U.S. Department of the Treasury, Office of Tax Analysis, May 25, 2006, prepared for the
American Enterprise Institute Conference on Tax Reform and Dynamic Analysis, May, 2006.

* Based on data in CRS Report RS22045, Baseline Budget Projections Under Alternative
Assumptions, by Gregg Esenwein and Marc Labonte.

“ See CRS Report RL32228, Proposed Savings Accounts: Economic and Budgetary Effects, by Jane
G. Gravelle and Maxim Shvedov.
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of income), and either rent their homes (about a third of the population rents) or have paid
off their mortgages. But for those who have either a mortgage payment or significant
charitable deductions, or who purchase health insurance, tax filing will be more complicated.
Charitable deductions, in particular, require record keeping, although floors may eliminate
the need of those with small contributions relative to income to do so. All taxpayers should
experience simplification from the collapsing of deductions, exemptions, and credits into a
single family credit, and, for higher income taxpayers, from eliminating phaseouts and the
AMT. Higher income taxpayers who save will also benefit from the simplified savings
accounts.

The proposal, on its surface, also eliminates some itemized deductions that are difficult
to dispense with, such as the casualty loss deduction, the deduction for extraordinary medical
costs, and the deduction for miscellaneous items such as employee and investment costs.
Because the panel remained silent on these other itemized deductions, there is no way to
know how they would be treated. These exemptions, all over a floor (except for casualty
losses for hurricane victims in 2005), are designed to allow offsets for unusually large costs
relative to income. It is difficult to imagine not allowing some deduction for these
extraordinary costs, but allowing the deductions for all taxpayers would significantly add to
the complexity of the tax form. Under current law, two factors limit the claiming of these
deductions to truly large costs: the floor, and the fact the deduction is itemized (so that low
income individuals must have a significant dollar loss). Since itemized deductions are no
longer feasible, as there is no longer a standard deduction, restoring these deductions would
be complicated and undo much of the apparent simplification with respect to itemized
deductions.

There are also “above the line” deductions, such as those for alimony and for moving
expenses, as well as some credits that might be thought desirable (the child care credit)
whose retention might prove important. Given the extension of tax benefits to non-itemizers,
and the possibility of reintroducing some additional deductions, it is not clear whether
simplification for individual tax filers on the whole is increased or decreased.

Allowing cash accounting and expensing for small businesses under the income tax
proposal would also significantly simplify their tax compliance, although much of this
benefit would be lost if state income taxes do not make similar adjustments. The provision
requiring small business bank accounts to be handled separately from personal accounts
could complicate the affairs of those with occasional small amounts of self-employment
income unless a de-minimus rule were adopted, however. (An example would be a
professional who receives a small consulting fee, but whose major source of income is
employment, or a skilled workman who occasienally moonlights). Complications would also
occur for business owners who use assets for both business and personal use (e.g. homes and
cars). Although there is some simplification of the depreciation system for larger businesses,
most of the current complexities would remain, as would most of the challenges in allocating
international income for multinationals which cannot be eliminated. The elimination of the
production activities deduction is an important simplification, however.

On the whole, the income tax proposal appears to simplify the tax system for higher
income taxpayers and the self-employed, while possibly complicating it for lower and middle
income wage earners. The consumption tax proposal should achieve more simplification for
business because all acquisitions would be expensed. In this system, there is no need to keep
depreciation accounts or inventories, or deal with the foreign tax credit.
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Fairness and Equity

Issues of tax equity may concern vertical equity (how effective tax rates rise as incomes
rise) and horizontal equity (how different taxpayers with similar circumstances are treated).
The discussion below suggests that the income tax replacement would have relatively small
effects on either vertical or horizontal equity, and indeed may increase differentials across
family types. It is more difficult to characterize the growth plan, which is essentially a
consumption tax, but there is a case to be made that such a tax would be much less
progressive than the current income tax system. In any case, the distributional method used
in the panel’s study for their progressive consumption tax is inconsistent with the one they
suggest is appropriate for another, economically equivalent, consumption tax—the VAT.

Vertical Equity

An objective of the panel was to maintain the current progressivity of the tax system and
the panel’s report shows both the SIT and the GIT to be distributionally neutral, at least
across broad income classes. (There is no detail about the extremely high income individuals
at the top who constitute only a tiny fraction of taxpayers but a large fraction of income.)
Note that this distributional comparison is with respect to the assumption that the 2001and
2003 tax cuts, which favored higher income individuals, are in place. Even so, there are
questions about the distributional neutrality of the plans.

The commission’s distributionally neutral system is likely, in part, a temporary artifact
ofthe shift into back loaded savings accounts (which can raise revenue from owners of assets
in the short run but lower it dramatically in the long run). The magnitude of this effect is
difficult to determine, but analysis of the President’s budget proposals of this nature, which
had less generous contribution limits and negligible revenue effects in the budget window,
suggested the long run revenue loss could easily be $50 billion or more at current income
levels, an amount equal to 4% of FY2005 corporate and individual income taxes.” This
saving would accrue to individuals in the higher income levels, as savings of any sort tends
to be concentrated there.

Distributional issues are far more problematic in the case of the consumption tax
proposal. Although distributional tables are presented that also show distributional neutrality,
that conclusion is not clear. As in the case with the income tax proposal, some of the effect
reflects the effects of savings accounts and this effect is even more important in the GIT
because all defined contribution plans (such as 401(k)s) will be converted into backloaded
plans. Moreover, because dividends and capital gains are taxed under this proposal, the long
run sheltering of income by high income individuals may be even more important. The
effects will likely be larger than the effects in the SIT, which are already significant.

A second, and more important, problem with evaluating vertical equity under the GIT
is how to distribute the tax that is collected. One might propose to allocate the tax according
to consumption, along with a credit for wage tax reductions due to graduated rates. Indeed,
in discussing the VAT, which is also a consumption tax, the study indicates that tax would
be allocated according to consumption and would be regressive, not progressive, requiring

* Thid.
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additional fixed rate credits and, even in that case, resulting in lower shares of tax paid by
the highest income individuals. However, for the GIT, which is simply a VAT imposed in
a different form with a wage credit, a different distributional methodology was used. The
business cash flow tax is allocated according to income, and thus the tax is modeled as if it
were an income tax.

A consumption tax is a tax on wage income and a lump sum tax on old capital that is
effectively collected over time as the assets are consumed. For very high income individuals
who indefinitely pass on assets in estates, that consumption may never occur. If one
distributed the tax on the basis of consumption, the tax would decline as income rises despite
the rate structure. The tax was, however, distributed as if it were an income tax and thus the
cash flow tax at the firm level (which is really a lump sum tax on old capital that may or may
not be translated into an effective tax on consumption) is treated as if it is a tax on income
and falls on high income individuals.

To illustrate the importance of these approaches, consider a recent study that compared
the distributional effects of an “x” tax with a 15% and 30% rate and a demogrant (rebate to
lower income individuals to offset the tax) under both approaches.® This plan is similar in
many respects to the panel’s proposal. If distributed according to consumption, the middle
quintile has an effective tax rate of 23.3%, the top quintile a tax rate of 12.1% and the top
1% a tax rate of 6.1%. If distributed according to income, the tax rate is 11.4% for the
middle quintile, 22.5% for the top quintile, and 22.0% for the top 1%.

Distributing a consumption-based tax in the short run is tricky, and there is no perfect
answer because the cash flow tax is a tax that causes asset values (or their purchasing power)
to fall, but does not burden new investment which can be purchased at a discount. However,
in the long run the consumption tax base tends to be similar to a wage tax base, except that
it also favors higher income people, even in the long run, because they are less likely to
consume all of their lifetime wage income. Thus it is highly unlikely that the GIT is
distributionally neutral; it makes the tax system less progressive by largely exempting capital
income from tax.

Horizontal Equity

Horizontal equity refers to the equal treatment of equals. There are three basic issues
ofhorizontal equity that could be considered: equal treatment of different family sizes, equity
in the treatment of different age cohorts, and equity in the treatment of taxpayers who vary
in their preferences for tax favored activities.

A recent study used an equivalency index (similar to the poverty levels that vary across
family size) to compare tax burdens on families of different sizes.” This analysis suggested
that in the lower income levels, families with children tend to be heavily favored compared
to singles and childless couples with similar abilities to pay, while the reverse is the case at
the higher income levels. The tax reform plans appear largely to preserve these features of

® See Leonard Burman, Jane Gravelle, and Jeff Rohaly, Towards a More Consistent Distributional
Analysis, forthcoming in the Proceedings of the National Tax Association, 2005 Conference.

7 See Jane Gravelle and Jennifer Gravelle, “Horizontal Equity and Family Tax Treatment: The
Orphan Child of Tax Policy,” forthcoming, National Tax Journal, Sept., 2006.
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the tax system. The benefits for families with children at lower income levels arise from the
earned income tax credit and child credits, which are maintained. At higher income levels
families with children are penalized because the adjustments for family size are not large
enough; this problem may be magnified by the converting of personal exemptions into
credits, but reduced by the repeal of the alternative minimum tax and phase-outs of
deductions. On the whole there appears to be no major change in this aspect of the tax
system.

Consumption taxes, such as the GIT, inevitably shift the burden of the tax towards the
current older generation and away from young and future generations. Essentially, those with
assets who expect to consume out of these assets are subject to a substantially higher tax.
This shifting across the generations is relieved to some extent by the transition rules that
allow some recovery of depreciation, but this offset is quite limited. That shift means that
older people pay a higher lifetime tax than younger or unborn generations.

The elimination of preferences for investment types, the most frequent type of tax
preference in the income tax, is generally not viewed as important to horizontal equity in the
long run, since capital and pre-tax returns shift to equate returns after tax. The tax revisions
continue to favor home ownership, although, as seen below, to a lesser degree. The
proposals eliminate the preferences for taxpayers in states with higher taxes, and appear to
reduce the benefits for those covered by employer provided health care while allowing
benefits for those not covered by employer plans. Charitable contributions effects are mixed
as the benefit is provided to non-itemizers, but also subject to a floor. On the whole, the
proposals appear to improve horizontal equity as measured on this basis.

Efficient Allocation of Capital and The Taxation of Capital Income

In the broadest terms, a tax reform can alter economic behavior by changing the tax
rates on labor and capital income. One of the most important ways in which the tax reform
proposals would affect the nature of the tax system is through changes in the taxes on capital
income. Indeed, the indications from a recent dynamic analysis of the tax reform proposals®
suggest there is little or no change in either average or marginal tax rates on labor income
from the proposals. It is largely in the treatment of capital income that the proposals have
a potential effect.

Change in the treatment of capital income can improve economic efficiency if they lead
to a better allocation of capital to different uses. In general, more even taxation of different
types of assets is more efficient. If investors tend to equate returns after tax on different
investments, then more neutral taxation will more clearly equate the pre-tax, or social, return,
leading to a higher level of output and well-being. A lower aggregate tax rate on capital
income can also reduce distortions and lead to a more optimal savings behavior.

CRS Report RL33545, The Advisory Panel’s Tax Reform Proposals, contains an
extensive discussion and estimates of effective tax rates on new investments to indicate the

¥ Robert Carroll, John Diamond, Craig Johnson, and James Mackie T, 4 Summary of the Dynamic
Analysis of the Tax Reform Options Prepared for the President’s Advisory Panel on Federal Tax
Reform, U.S. Department of the Treasury, Office of Tax Analysis, May 25, 2006, prepared for the
American Enterprise Institute Conference on Tax Reform and Dynamic Analysis, May, 2006,
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narrowing of differentials of various types, which will be briefly summarized in this section.
The discussion below indicates that the SIT is likely to slightly narrow differentials across
assets, but the GIT will have a substantial effect.

Distortions Across Assets

Distortions across different types of assets within a firm will be slightly reduced by the
SIT, and eliminated by the GIT. Under current law, at the corporate level, tax rates of fixed
assets (excluding oil and gas production investment other than equipment, which is taxed at
around 6%) vary from 15% for certain long lived equipment eligible for the production
activities deduction to 40% for certain structures; the SIT will reduce the range to 13% to
37% inclusive of oil production. The GIT will set all rates to zero. On average, under
current law, equipment is taxed at 25%, structures at 30%, and inventories at 37%. SIT
would change the rates to 27%, 31%, and 35%, while the GIT would lower them to zero.

Distortions in Financial Decisions

The tax rates discussed in this and the following subsection take into account not only
the tax on corporate profits, but also individual level taxes and the benefits of deducting
interest by corporations. Under current law, not taking into account tax preferred savings in
IR As and pension plans, corporate debt is taxed at 9% and equity at 37%; under SIT the rates
would be 16% and 33%, while under the GIT they would be 15% and 12%. Currently about
half of assets are in tax exempt forms, and if those benefits are taken fully into account, the
tax rate is -11% for debt and 33% for equity; under SIT the rates are ~-3% and 31%; under
GIT 8% and 6%. It is possible that the SIT could magnify effects, however, if more assets
are in tax exempt form. With 100% of assets not subject to individual level tax, the rates
would be -23% and 30%. For the GIT they would be zero. The proposals also reduce the
distortions between dividends and capital gains and the capital gains lock in effects.

Distortions Across Sectors

The plans also reduce the distortions between corporate business, noncorporate
businesses, and owner-occupied housing, especially under the GIT. Under current law,
ignoring tax exempt forms, the overall effective tax rate on returns to corporate investment
is 32%, for noncorporate business 20% (18% for firms who are eligible for equipment
expensing at the margin), and for housing -3%. Under SIT, tax rates are 30% on
corporations, 18% on small noncorporate business (who dominate the noncorporate sector),
22% on large noncorporate business, 20% on medium non-corporate business, and 3% on
housing. The GIT imposes a tax of 14% on corporations, 6% on noncorporate business, and
0% on housing.

With 50% of assets held in tax exempt forms, the overall effective tax rate for
corporations is 25%, for noncorporate business 18% (16% for firms who are eligible for
equipment expensing at the margin), and for housing -13%. Under SIT, tax rates are 25%
on corporations, 14% on small noncorporate business, 18% on large noncorporate business,
16% on medium non-corporate business, and -1% on housing. The GIT imposes a tax of 7%
on corporations, 3% on noncorporate business, and -8% on housing. With 100% tax exempt
forms, under SIT, tax rates are 20% on corporations, 10% on small noncorporate business,
14% on large noncorporate business, 12% on medium non-corporate business, and -6% on
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housing. The GIT imposes a tax of 0% on corporations and unincorporated businesses and
-17% on housing.

In general, therefore, the differentials across assets are narrowed, but that effectis much
smaller under the SIT than under the GIT.

Economy Wide Tax Rates

Overall, without tax exempt forms the total tax rate is 18% for current law, 17% for SIT
and 7% for GIT. With 50% tax exempt financing, the rates are 11% for current law, 13% for
SIT and 1% for GIT. With 100% tax exempt financing the rates are 9% for the SIT and -6%
for the GIT. Thus, overall, the SIT has little effect on marginal tax rates on capital income,
while the GIT tends to lower the rate.

International Allocation of Capital

The panel proposes a significant change in the tax treatment of foreign source income
in its income tax proposal, and proposes to treat taxes in ifs consumption tax proposal (GIT)
in the same manner as a VAT.

Under current income tax law, income of foreign subsidiaries of U.S. parents is not
taxed until repatriated as dividends, a treatment referred to as deferral. Income of foreign
branches of U.S. companies is taxed currently as is certain passive income (Subpart F
income) of subsidiaries that is easily subject to abuse. When income is taxed, firms can take
a credit against foreign taxes paid up to the amount of the U.S. tax due and these credits are
aggregated across countries, so that unused credits for taxes in high tax countries can be used
to offset U.S. tax due in low tax countries. This offsetting of credits across countries is
referred to as cross-crediting. Certain passive income is segregated into a separate foreign
tax credit “basket.”

The international tax regime has several problems relating to economic efficiency and
tax compliance. First, because of deferral and cross-crediting, too much of U.S. investment
flows to low tax countries (where its pre-tax return is too low) and too little to the United
States and high tax countries. Deferral does not produce as large a disincentive as outright
exemption, but once income is earned abroad there is an incentive to reinvest abroad to avoid
the repatriation tax. Second, the potential to reallocate profits from high to low tax
jurisdictions complicates tax administration and compliance. Profits may be reallocated by
setting prices for inter-company transactions and by assigning patent rights to operations in
low tax countries. In addition, since companies control their tax liability through repatriation
decisions, they engage in complex planning to minimize their taxes, and, indeed, very little
tax is paid on foreign source income.

One reform approach would be to tax all income currently, which would eliminate the
repatriation issue. Also, if it were administratively feasible (although there are claims that
itis not}, foreign tax credits could be separated into country baskets, a treatment that would
eliminate incentives for investment in low tax countries (although it would increase the
disincentive to invest in high tax countries). But even with cross-crediting, a case can be
made that this change would lead to greater economic efficiency through eliminating much
of the incentive to invest in low tax countries. Moreover, there would be less incentive to
transfer income across different countries. U.S. individual investors could avoid some of this
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current tax by investing in foreign parents and there would also be incentives for U.S. parents
to transform into foreign parent corporations (corporate inversion). The evidence snggests
that these effects would probably be small, and corporate inversions could be discouraged
with legislation. Revenue raised from this approach could be used to reduce the corporate
income tax rate and top income tax rates, if the distributional effects are to be held constant.

An argument is sometimes made that this type of change would lead to an unfair
disadvantage to companies that must compete in low tax countries with firms from other
countries who do not tax their subsidiaries’ income. It could lead to a smaller presence
abroad of U.S. firms, but, nevertheless, the investment that takes place in the United States
would earn a higher return and benefit the U.S. economy. That is, from the point of view
of U.S. society as a whole this is not so much an “unfair competition” but rather a system that
diverts resources to their best uses.

The panel did not choose current taxation of foreign source income, but rather a
complete exemption of active income, and current taxation of passive income including
royalties. This latter provision would eliminate the ability of companies to shift income
abroad through the use of royalties. This option suggests the panel wanted to focus more on
the international abuses and reduction of planning costs, as this treatment eliminates the
repatriation decision and reduces the opportunity to shift income through royalties. The
panel argues their plan on the basis of conforming to what most other countries do and also
invokes the “level-playing-field” argument discussed above. They also suggest that the tax
shelter problem is more severe than the real allocation of capital. But the plan can be
criticized as not only increasing real asset allocation distortions but also giving up the
opportunity to reduce transfer pricing and expense allocation methods of shifting profits to
low tax jurisdictions.’

For the consumption tax plan, since the tax is no longer a corporate income tax, all of
these mechanics would be abandoned. Two approaches that are generally equivalent for a
uniform tax (and this tax is relatively uniform) are an origin basis tax (where output is taxed
where produced) and a destination basis tax {(where output is taxed where consumed). In the
destination approach, as used in the VAT, taxes would be rebated on exports and imposed
on imports. The panel recommends a destination basis because it eliminates the incentive
to shift taxable sales into low tax countries.

Effects on Savings, Labor Supply, Growth, and Qutput

If tax rates on capital and labor income affect labor and savings and if they are altered,
output and, in the near and intermediate term, growth rates in the economy can change."

* For a recent study which compares these systems, with a discussion of these profit shifting issues,
see Harry Grubert and Rosanne Altshuler, “Corporate Taxes in the World Economy: Reforming the
Taxation of Cross Border Income,” presented at the James A. Baker II Institute for Public Policy
Conference, “Is It Time for Fundamental Tax Reform?: The Known, Unknown, and Unknowable,”
Houston, TX, April 27-28, 2006.

' In most growth models changes in savings rates and labor supply cannot affect the long run growth
rate which is determined by population growth and exogenous technological change. There are
models of endogenous growth, but the factors that drive those growth rates are unlikely to be

(continued...)
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Despite the presumption that lower tax rates will increase supply, such an outcome is neither
theoretically nor empirically certain. For both of these effects, there are offsetting income
and substitution effects. A rise in after tax wage income can cause work effort to decrease
because the individual wishes to consume more of everything, including leisure, offsetting
the incentive to shift consumption from leisure to other goods, with the outcome uncertain.
Similarly, a rise in the after tax rate of return can allow individuals to achieve a target amount
with smaller savings, offsetting the effects of the incentive to save more to achieve a higher
target. Simple empirical evidence suggests that effects are small because labor supply and
savings responses are relatively small."

Economists at the Treasury Department recently prepared a dynamic analysis of the tax
reform plans, and that analysis will be used to discuss the potential growth effects.’” The
Treasury study, in addition to examining the two reform plans, also examined a personal
consumption tax (PCT) that was similar to the panel’s consumption tax (GIT), but excluded
the 15% tax on financial income (interest, dividends, and capital gains) and had a slightly
higher top tax rate (35% rather than 30%).

The Treasury used three different models to analyze the effects. One model is a
standard neoclassical growth model with fixed labor supply and an elasticity of savings with
respect to the rate of return equal to 0.4. The other two models used in the Treasury study
were the standard intertemporal models, the Ramsey model which depicts the economy as
a single infinitely lived person, and the overlapping generations model (OLG) which traces
cohorts of individuals over time. These intertemporal models were developed to bring the
microeconomic foundations of decisions regarding savings and labor supply into
macroeconomic models. While more satisfying theoretically to many economists, these
models have not been tested empirically and are highly stylized in many ways.

Table 1 summarizes the effects on output of the various reform plans using the three
models in the first 10 years, in year 20, and in the long run steady state. As the numbers in
this table indicate, two results are clear. First, the income tax reform has very small effects
on growth in any of the model simulations, because it has little effect on tax rates. None of
the proposals had a significant effect on marginal and average wage tax rates, and only the
consumption tax proposals had an effect on tax rates on investment."” Second, for those

' (...continued)
affected by the tax changes in the reform plan.

"' For a review of the empirical evidence see CRS Report RL31949, Issues in Dynamic Revenue
Estimating, by Jane G. Gravelle.

' Robert Carroll, John Diamond, Craig Johnson, and James Mackie 1, 4 Summary of the Dynamic
Analysis of the Tax Reform Options Prepared for the President’s Advisory Panel on Federal Tax
Reform, op. cit.

"* The Treasury study reports the marginal and average income tax rates on labor incore at 24% and
13% respectively. Under the income tax plan, these rates are estimated at 24% and 12.8%, while
in the consumption tax plan they are 23.5% and 13.3% respectively. The marginal and average rates
go up slightly in their personal consumption tax plan (PCT), to 26.4% and 14.7%. For capital
income, the Treasury study estimates a cutrent marginal tax rate of 13.9%. For the income tax
reform, the rate falls slightly to 12.8% but for the consumption plan (GIT), the reduction is much
larger, to 1.1%. Their personal consumption tax rate is -3.7%. The tax rates used in their analysis

(continued...)
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proposals that had a noticeable effect on the capital income tax rate, the results vary
significantly depending on the model used. In the first 10 years, on average output increases
by 1.9% for the Ramsey model, 1.5% for the OLG model, and 0.1% for the Solow model.
In the long run, output is larger respectively by 4.8%, 2.2%, and 1.4%.

Table 1: Percentage Change in National Income, Treasury Study

Plan Solow Model OLG Model Ramsey Model
Simplified Income
Tax (SIT)
Budget Window 0.0% 0.4% 0.0%
Year 20 0.1% 0.8% 0.2%
Long Run 0.2% 0.9% 0.3%
Consumption Tax
Plan (GIT)
Budget Window 0.1% 1.5% 1.9%
Year 20 0.4% 2.1% 3.7%
Long Run 1.4% 2.2% 4.8%
Personal
Consumption Tax
(PCT)
Budget Window 0.2% 0.7% 2.3%
Year 20 0.6% 2.6% 4.5%
Long Run 1.9% 2.8% 6.0%

Source: Treasury Department, Office of Tax Analysis.

Explaining the causes of these different results and evaluating the reasonableness of the
models is quite complicated, and the technical discussion is contained in an appendix to CRS
Report RL33545, The Advisory Panel’s Tax Reform Proposals. The major conclusions
suggested in that appendix are as follows:

'3 (...continued)
are similar to the ones calculated in this study in Table 5.
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Straightforward empirical evidence indicates that savings could rise or fall and
even in the model with the most modest results (the Solow model) it is not clear
that the effects would, indeed, be positive, as some time series elasticities are
negative.

The use of Roth-type IRAs and, in some cases, 401(k)s from traditional IRAs
would, according to the theory embedded in intertemporal models, be less likely
to induce savings as individuals would no longer need to save the up-front tax
reduction to pay future taxes. This effect could be particularly pronounced in the
GIT where defined contribution pension plans will be converted to Roth style
plans, as substituting a Roth for a deductible plan should reduce savings. These
effects are not accounted for.

Intertemporal models, while theoretically appealing in many ways, involve some
fairly heroic assumptions about the abilities of individuals to make complex
decisions and have not been empirically tested. Much of the savings response
reflects intertemporal substitution of labor in response to interest rates changes,
where virtually no evidence of a response is available. Alternative “rules of
thumb” savings behavior may be more consistent with individual savings behavior
and tend to imply a zero or negative elasticity. This view of behavior suggests that
automatic enrollment in employer retirement plans, facilitated by the proposals,
might increase savings, for which there is some direct evidence.

The Ramsey model also suffers from some serious limitations, as it requires some
strict assumptions to achieve an internal solution (i.e. where there is general
ownership of capital across many people, as observed in the economy), including
homogeneous preferences, asexual reproduction, and a common tax rate, thereby
making it impossible to apply the model to a progressive tax rate structure, an open
economy, or to incorporate differential state tax rates.

Even within the context of the intertemporal models, many of the implicit
elasticities are inconsistent with the empirical evidence, including the labor supply
elasticities and particularly the intertemporal labor substitution elasticity, which
empirical work suggests is less than 0.2 but which is set at around 0.75 in the
Ramsey model and around 0.5 in the OLG model. Standard labor supply
elasticities also tend to be higher than most empirical estimates, especially in the
Ramsey model. Part of the reason for these high elasticities is the somewhat
arbitrary choice of hours available for additional work.

Even where the higher growth effects are expected, these effects are quite modest
compared to the normal growth of the economy. For example, the largest growth
is projected for the GIT by the Ramsey model. In that simulation, over the 20-year
period, output rises by 3.7%, for an average annual growth rate of less than 2/10
of a percent. Normal growth is usually 2 to 3% and growth per worker typically
1% or more. Growth induced by even a significant tax change of this nature is not
likely to materially affect the fiscal outlook—that is, we cannot grow our way out
of the deficit by changing the shape of the tax system.
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Other Tax Incentives

The tax reform proposal eliminates a series of tax preferences, some of which are
discussed in the document and some of which are simply presumed to be eliminated based
on general statements. An analysis of this myriad of tax incentives is beyond the scope of
this discussion, although it is possible to argue that many of them tend to distort the
allocation of resources and many are simply accidents of history. Some provisions,
however, are substitutes for what might be desirable spending programs that are channeled
through the tax system, and repealing them without providing an alternative spending
program may be guestioned.

An example is the low income housing credit, for which a case may be made that use
of the tax system is inefficient, but where the goal (helping low income people obtain decent
housing) may be laudable. Another example is the education tax credit and deduction which
was aimed at making higher education more affordable for the middle class and was phased
out at higher incomes. The tuition credits and deductions were criticized because a direct
system for delivering aid was already in place, and using the tax system simply made the
system more complicated. One can also debate the desirability of expanding aid to middle
class, given the extensive subsidies that already exist, but that is a debate about education,
not tax, policy. It is the case, however, that the proposal retained the subsidies for saving
for higher education through the “Save for Family” accounts, subsidies that are likely to be
more concentrated to higher income families who can afford to save for a long period of
time.

As noted above, many of the provisions in current law affect the allocation of capital
investment and the major ones are incorporated in the analysis of capital income taxes.
There are certain consumption items that are favored in a significant way by the current tax
law, and these will be discussed briefly in this section. Perhaps the most significant, in terms
of lost dollars of revenue, is the current benefits for health care, and specifically for health
insurance. Also discussed is the subsidy for charitable giving and the effect on state and local
governments {(due to the deductibility of state and local taxes and the exclusion of interest
on tax exempt bonds). The panel’s proposal would make changes in all of these areas.
While a full analysis of these issues is beyond the scope of this analysis, some brief
discussion is provided.

Health Care

Some of the largest subsidies in the tax code accrue to health care, with forgone
revenues of $90.4 billion in FY2006 for the exclusion of health insurance benefits from
employees’ income. There is also a $3.8 billion loss for exclusion of health insurance for the
self-employed. Some part of spending for cafeteria plans, where employees choose benefits,
is associated with health care; these plans result in a revenue loss of $27.9 billion. In
addition to these benefits for private health insurance, $7.5 billion is lost in itemized
deductions for major health costs (those over 7.5% of income). There are also some losses

" For a brief discussion of each of the over 100 tax expenditures see U.S. Congress, Senate
Committee on the Budget, Tax Expenditures: Compilation of Background materials on Individual
Provisions, Prepared by the Congressional Research Service, S. Prt. 108-54, Dec., 2004.
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due to exclusion of employee benefits and Medicare benefits, the latter being relatively
costly.

There are reasons for government intervention into the health care market, which is
subject to adverse selection (differential premiums for people with poor health histories) and
moral hazard (encouraging too much spending on health care due to insurance). In addition,
our society does not wish to deny critical medical care to people due to lack of ability to pay.

The revisions in the panel’s plan may reduce some of the problems but possibly
aggravate others. The exclusion of insurance for employer plans (and the self-employed) can
be criticized on the grounds that it adds to moral hazard (by encouraging coverage of
ordinary medical expenses) and is unfair because it does not benefit employees of firms
without plans. At the same time, employer plans, by pooling individuals in the workplace,
can address adverse selection. The proposal to limit employer contribution deductions (it is
not practical to tax this implicit income to employees) might reduce moral hazard without
interfering with the benefits of offsetting adverse selection, and thus may be considered an
efficient reform. Allowing a deduction for health insurance premiums to those not covered
by employer plans has both desirable effects—it would be more equitable and would
improve coverage—and undesirable effects—it would increase moral hazard and could
undermine the employer system with its improvement of adverse selection. In addition to
including health-related fringe benefits, the plan would eliminate the extraordinary medical
expense deduction, a provision that allowed relief for families with significant medical costs,
and which might be difficult to dispense with.

Charitable Contributions

The panel’s proposals would restrict the current deduction for charitable contributions
to amournts over a floor equal to 1% of income, and would also extend the benefits to all
taxpayers, not just itemizers. The proposal would also permit individuals to sell assets and
donate the cash to charity without paying a capital gains tax if the cash is donated within a
short time frame, a provision that would eliminate the tax benefits of donating property
directly.

Charitable contiibutions are subject to a market failure in that, assuming individuals
benefit from the goods financed by charitable contributions, individuals can “free-ride” on
others’ contribution. Because of this “free-ride,” people count on others to fund charities and
do not give enough in the aggregate. Thus there is a justification for a subsidy. The tax
benefit is potentially subject to abuse as people attempt to gain private benefits, overstate
their deductions, and exaggerate values of property donated. Even for taxpayers who are
intending to be honest, valuation of property is often difficult. This problem would be
reduced to some extent by the provision allowing the property to be sold and then donated.

The 1% floor would contribute to target efficiency, which focuses on how much
charitable contributions are increased for each dollar of revenue loss. Target efficiency is
often referred to as “bang for the buck.” The floor would also achieve administrative
simplicity, by disallowing small deductions. Among itemizers, it would reduce the overall
incentives for giving (for those with contributions under the threshold). According to
calculations using the public use statistics of income file, about 63% of itemizing
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contributors gave over 1% of income.”” These contributors accounted for 95% of giving,
with 18% under the floor and 77% above the floor. These numbers suggest for itemizers that
the floor will create a more target efficient system without doing much to reduce giving,
since 78% of the revenue gain from the floor is associated with the loss deductions by those
already over the threshold who will retain an incentive to give at the margin.

The extension of the deduction to non-itemizers may offset the reduction in coverage
and also will be more efficient than a deduction without a floor. Thus, overall this change
is likely to lead to a more effective incentive for charitable giving.

State and Local Tax Deductions; Tax Exempt Bonds

The proposal eliminates the existing deductions for state and local taxes, which include
income, property, and, as a temporary alternative to income tax deductions, sales tax
deductions. The property tax deduction can be considered as part of the general beneficial
treatment to owner-occupied housing, as well. But, in general, the argument against
deducting state and local taxes is that these taxes pay for state and local goods and services
that are not taxed to the recipients; hence the deduction encourages more expenditure on
these goods. Of course, there is no close relationship between faxes and services as there is
for private spending or even fees (such as those for national parks), so this argument is not
entirely straightforward. The deduction also encourages the use of deductible taxes (income
and property, and, temporarily, general sales taxes); some consider this effect to be an
inappropriate interference in choice, but others may support the encouragement to use more
progressive taxes, especially the income tax. Another argument for allowing a deduction
is that these taxes are not voluntary and reduce ability to pay, although the deduction can also
be criticized as favoring taxpayers in high tax states. Whether the deduction for state and
local taxes is desirable, or undesirable, therefore, is difficult to determine.

Another major subsidy in the tax system is the exemption of interest on state and local
bonds. Ontheoretical grounds, this benefit is questionable because there seems no particular
reason to favor spending on investment goods (which generally are the purposes of these
bonds) and some of the subsidies go to investments which are not really public goods either
through localities financing (for example) sports stadiums and convention centers, or through
the use of private activity bonds which are permitted to benefit private investors with
restrictions on the purposes and amounts. Although there is no explicit elimination of the
subsidy, the expansion of tax favored savings accounts in both plans will diminish the tax
benefit.

Transition Issues

In any major tax revision, transition issues become difficult. In the case of the income
tax plan (8IT), these transition issues are likely to be most problematic for moderately high
and higher income homeowners who have purchased homes with values high relative to
income, and will lose part of the value of their mortgage deductions and their deduction for
property taxes.

"’ These estimates were provided by Maxim Shvedov of CRS based on the Statistics of Income
public use file.
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The transition problems are much more severe for the consumption tax proposal and,
indeed, may be severe enough to make adoption of such a proposal impossible. In shifting
from an income to a consumption base, businesses would normally lose all of their recovery
of costs of existing assets, including depreciation deductions, basis in the sales of assets, and
costs of goods sold when selling items in (or produced from) inventory or intermediate
purchases.

A consumption tax is, as noted above, equivalent to a wage tax and a lump sum tax on
capital income. Under a consumption tax without transition rules, the value of assets falls
because the full value of the asset will be taxed upon sale. Also, because the consumption
tax does include financial assets in its base but does not require a price accommodation (as
might be the case for a VAT or a retail sales tax), that lump sum tax on old assets falls on the
equity share of capital. It should also be reflected in stock market share values, where, absent
adjustment costs, the imposition of a 30% consumption tax should be expected, given that
about one third of assets is debt financed, resulting in a theoretically predicted fall in asset
value of 45% (20%/(2/3)).'¢ Taxpayers with heavily debt financed assets not only would not
be able to deduct interest costs, as well as depreciation or costs of goods sold, but also can
suffer a significant burden if they wish to sell their business or major asset, with the tax due
on sale exceeding their cash proceeds.”” Examples of taxpayers who might be adversely
affected are individuals with substantial inventory going out of business (and unable to
deduct the cost of their goods sold) or individuals who own and wish to sell a single piece
of property, such as a building.

These effects are adjustment costs, and can be reduced by transition rules, but transition
rules for recovery of depreciation or inventory costs would be extremely expensive. This
lump sum effect would be offset in part if depreciation deductions and recovery of old
inventory costs were still allowed, but without adjustment costs, assets would still lose about
half of their value because the present value of depreciation deductions is less than the
current value of the property.'®

The panel’s transition rules are quite limited. There would be a four-year phaseout of
depreciation deductions and interest deductions—80% in the first year, 60% in the second,
40% in the third, and 20% in the fourth. (Interest would be taxed in the same proportions.)
No other transitions are allowed, and sale of an asset would terminate depreciation
transitional rules and new financial contracts would terminate interest deduction allowances.

Based on this transition rule, a taxpayer with a new nonresidential building purchased
before the tax was imposed would lose approximately 95% of scheduled deductions on
buildings, about 65% of deductions for equipment (for a typical seven year asset), and all of
the deductions for existing inventory (either goods for sale or goods in process). The loss
would be smaller in present value for the buildings and, to some extent, for equipment, and
smaller for older assets. But inventories would bear virtually the full loss, and the loss is

'* These effects are smaller in the short run, if there are adjustment costs.

'" See CRS Report RL32603, The Flat Tax, Value-Added Tax, and National Retail Sales Tax:
Overview of the Issues, by Gregg A. Esenwein and Jane G. Gravelle for a further discussion.

'® See Leonard Burman, Jane Gravelle, and Jeff Rohaly, Towards a More Consistent Distributional
Analysis, forthcoming in the Proceedings of the National Tax Association, 2005 Conference.
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substantial. “Current inventories” for the fourth quarter of 2004 were $1.7 trillion, so that
providing any sort of partial relief would be extremely costly, as most inventories are turned
over very quickly.

Taxpayers with outstanding debt would also lose a significant fraction of interest
deductions unless they can refinance. Not all bonds can be called. According to
bondmarket.com, out of $207.7 billion of corporate bonds with maturities of over a year,
over half, or $121.7 billion, are not callable.”” The average maturity of bonds is
approximately seven years.” For a seven-year bond paying a coupon, taxpayers would lose
71% of interest deductions. The loss would be greater for longer maturities: 80% fora 10-
year bond, 90% for 20-year bond, and 93% for a 30-year bond.

Presumably all depreciation would be lost when an asset is sold and presumably the
basis of the asset would not be recovered (all proceeds taxed). Thus all depreciation would
be lost for these assets.

These transition problems impose a very significant barrier to the possibility of adopting
a consumption tax.

Conclusion

Of the two proposals presented by the panel, the income tax revision may well be more
practical to implement. The consumption tax has gains in efficiency (through the allocation
of capital), possibly some gains in growth (although the analysis in this testimony and the
CRS report suggests these effects may be modest), and some significant gains in simplicity,
especially for business, that exceed those of the income tax proposal. However, the analysis
presented in the last section suggests that the progressive consumption tax proposed by the
panel would be very difficult to implement. Moreover, the consumption tax is likely, when
appropriate distributional analysis is considered, to significantly reduce the progressivity of
the federal tax system.

These observations suggest further consideration of the income tax proposal (SIT).
There are some important simplifications in the SIT, especially for businesses and high
income individuals, although lower income taxpayers may find their affairs more
complicated. In translating the income tax plan to a more detailed proposal that deals with
small, but important, deductions, however, some of these simplification gains may be lost.
The SIT faces revenue sufficiency problems that will require some taxes to be increased in
the future, and is probably not entirely distributionally neutral, but shifts some of the burden
somewhat away from high income taxpayers. There are efficiency gains in a number of
areas, although probably little effect on growth, and the change to the international tax rules
may increase inefficiency and even exacerbate tax sheltering. There are also some transition
problems, but they are small compared to the consumption proposal.

Whether the gains from the changes under the SIT are worth the costs is unclear.
Historically, it has been difficult to make major changes to the tax code because of the

** Seel http://www.bondmarkets.com/story.asp?id=2234].
** Seefhttp://www.bondmarkets.comy/story.asp?id=2235].
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disruption in taxpayers’ affairs. Nevertheless, there are some limited aspects of the proposals
that do seem to have many advantages and few drawbacks. The proposal for a floor on
charitable deductions has a salutary effect on both target efficiency and tax administration
and simplification. Removing barriers to automatic enrollment in employer retirement plans
is, as well, a proposal that is likely to facilitate savings. A ceiling on deductions by
employers in health insurance plans appears to preserve the benefits of reduced adverse
selection in health insurance markets while reducing both moral hazard effects and
differential treatment of taxpayers. It may be that the greatest contribution of the panel study
is to identify some possibilities for more limited reforms.
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TO: Senate Finance Committee
FROM: Jane G. Gravelle

Senior Specialist in Economic Policy
Government and Finance Division

SUBJECT: Followup Questions from the Tax Reform Hearing

This raemorandum provides answers to followup questions from the Committee relating
to the August 3 hearing on tax reform. After the responses to these questions, there is also
a discussion about possible selected tax reform ideas from the President’s Advisory Panel
tax proposals, as promised during the hearing.

From Senator Grassley:

Dr. Gravelle, in your testimony you state that the income tax proposal presented by the
President’s Advisory Panel appears to simplify the tax system for higher income taxpayers
and the self-employed, while possibly complicating it for lower and middle income wage
earners. One reason stated for this is that certain tax benefits, previously allowed only if a
taxpayer itemizes deductions, are now extended to non-itemizers. However, all taxpayers
must currently be aware of the rules on itemized deductions in order to properly determine
whether to claim the standard deduction or itemize. As a result, wouldn’t the simplified
income tax plan presented by the Panel have an overall decrease in burden and complexity
for all taxpayers?

Answer:

Most taxpayers probably know that their circumstances are such that they do not have
to deal with itemized deductions because of past filing experience. In fact, they receive a
form in the mail based on forms filed in the past. Without a significant mortgage or other
unusual circumstances, most lower and middle income individuals do not have enough
itemized deductions to exceed the standard deduction. Home ownership usually triggers
iternized deductions; in fact, of the returns with itemized deductions, 87% had a deduction
for real property taxes and 82% had a deduction for mortgage interest. About half of non-
itemizers are renters.

Congressional Research Service Washington, D.C. 20540-7000
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Also, in 2003, 38% of individual tax returns were filed on the Form 1040A or the
Form 1040EZ which do not even have a place to report itemized deductions. The 1040EZ
accounted for 16% of returns. Overall, 66% of taxpayers do not itemize deductions.

These simpler forms and non-itemizers are likely to be concentrated in the lower
income groups. Although we have no data for types of forms, in the bottom 70% of returns
(for adjusted gross income less than $50,000) the share not itemizing is 83%; in the bottom
half (for adjusted gross income less than $30,000) the share not itemizing is 90%. Note also
that at the rough midpoint income of $30,000, the standard deduction is 17% of income for
singles and 33% of income for joint returns. At $50,000, roughly the 70" percentile, the
share is 10% and 20% respectively.

Thus, while there are some taxpayers in each year who must investigate to determine
whether the itemized deductions are better than the standard deduction, it is likely that most
taxpayers already know this information because they do not own a home and, especially for
lower income individuals, because they are aware of the large size of the standard deduction
relative to income.

From Senator Snowe:
Question 1 - Low-Income Housing Tax Credit

Lead in: The final report of the President’s Advisory Panel on Federal Tax Reform
suggests that the 1986 Tax Reform Act broadened the tax base by eliminating “more tax
preferences than had been enacted in all tax legislation between 1913 and 1985,” for
example, the long-term capital gains exclusion, the investment tax credit, and the two-eamer
deduction.

Yet, the Tax Reform Act also created new tax incentives such as the Low Income Housing
Credit program, which has since become the nation’s largest and most successful production
program of rental housing affordable to low- and moderate-income Americans, producing
over 1.9 million units since its inception. Because of the public-private partnership created
by the program, the Housing Credit is far more successful than any direct spending housing
program.

Question: Does the panel feel there is still room within the Tax Code for such incentive
programs while still achieving the goal of a more fair, simpler, and pro-growth tax system?

Answer:

While there is some debate about the merits of the low income housing credit, it is
an example of a general problem with eliminating a large array of tax provisions that, it can
be argued, serve a desirable purpose. The credit is, essentially, a housing program run
through the tax system. It would be possible to institute the low income housing credit as
a direct spending program, but that would probably involve no savings in compliance for
business or administrative costs for the government, and indeed might be more costly to
administer in that fashion. The only other option would be to abandon the notion of having
a program that subsidizes private construction at all.
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Another example of such a program is the tuition tax credit, although it might be
possible to administer this program through the Education Department. One could also
argue that the earned income credit is not part of the tax system, but is a welfare program,
although this was a provision that was preserved in the tax reform plan. Indeed, several new
or retained provisions in the reform proposal relate to incentives (charitable contributions,
mortgage credits, health insurance) and not to the appropriate measure of income. Thus, the
advisory panel itself continued to see a role for tax incentives. From an efficiency
standpoint, which ones are chosen to retain or reject should depend on their individual merits
and whether such a program, if retained, could be administered more efficiently as a tax
provision rather than a spending program. In sum, there appears to be no public policy
reason for a general exclusion of all tax incentives from the tax code.

Each provision restored, of course, would require other adjustments in the plan, if it
is not to alter the consequences for revenue and distributionally neutrality.

From Senator Baucus:
Question 1:

Treasury recently released a report analyzing the panel’s recommendations using dynamic
analysis and you issued a critical report of that analysis. Can you summarize your main
criticisms of the Treasury analysis?

Answer:

I had three criticisms of the Treasury’s dynamic analysis: the use of intertemporal
models, the choice of elasticities (responses to changes in wage rates and rates of return)
within all of the models, and the inconsistency in not incorporating the effects of switching
to Roth IRAs into the analysis. The Treasury used a model that had simple savings
elasticities (the Solow model), but also used two intertemporal models (Ramsey and the
overlapping generations life cycle model, or OLG) that involve much more complex
responses. They found negligible effects for the income tax plan, but major effects for the
consumption tax plan due to the reduction in tax on new capital investment.

These intertemporal models assume that people have the skills and information to
respond to changes in taxes in an extremely complex fashion, taking into account everyone
else’s responses, over very long periods of time. One of the models—the Ramsey model
which produced the largest effects—treats these decisions as if they were made by a single
infinitely lived individual, and to allow this model to represent the aggregated effects of
individual behavior requires assumptions that are inconsistent with observation, including
asexual reproduction (no marriage and no childlessness), perfect information, identical tastes
in preferences for consuming and working over time, no progressive tax rates, no differential
state income tax rates, and no open econorny, Even in the remaining intertemporal model,
the life cycle model, people respond to taxes by altering consumption and labor supply over
periods of 55 years. The major forces that affect the responses, the substitution across long
periods of time and the response of labor supply to the interest rate (which is almost
completely responsible for short term effects), are not empirically tested.

A model of savings behavior that recognizes the cognitive and informational limits
onordinary individuals’ behavior would use a model with a simple elasticity, as in the Solow
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model, or consider rules of thumb such as those proposed by financial advisors. These rules
usually involve either a fixed savings rate or a target savings for retirement, rules that would
lead to no response or a reduction in saving rates when interest rates change. This view
(referred to as a “bounded rationality” model) is the type of view that is consistent with the
proposal for automatic sign up for thrift savings plans; indeed, it is difficult to argue on the
one hand that whether an employee is automatically signed up for a retirement savings plan
makes a great deal of difference in saving behavior and, on the other hand, that people make
optimal choices for saving and working over a 55 year planning horizon.

In addition, even where some empirical evidence is available, the elasticities in the
models are larger than those justified by empirical evidence. In the Solow model, the
estimate used appears to reflect a savings elasticity estimate by Michael Boskin, of 0.4,
whereas the empirical evidence has generally found lower estimates, more typically close to
zero and often negative. The central tendency of these directly estimated responses is
essentially zero, implying no effect. Large elasticities also characterize the labor supply
responses in the intertemporal models, particularly in the Ramsey model, where these
responses are, in some cases, three to four times larger than central case empirical estimates.

Finally, if the intertemporal models are to be relied on, the theory underlying them
also suggests that a shift to Roth style IRAs and 401(k) plans would reduce saving, perhaps
significantly. These effects were not taken into account.

Question 2:

On a related topic, the Treasury Department has issued a few reports using dynamic analysis
recently, including one on tax reform and one on the President’s tax cuts. Regarding the tax
cuts, is it true that even if these tax cuts are made deficit-neutral with offsetting spending
cuts, the amount of extra revenue generated is small? Is it true the amount of the extra
revenue generated is nowhere near the amount that would be required to have the tax cuts
pay for themselves? Is it true that to achieve even this small amount of extra revenue, there
would need to be spending cuts that would be very large, perhaps exceeding $150 billion per
year? Is it true that technical problems with the model and methodology used by Treasury
cause the estimate of the additional revenues generated by the tax cuts to be overstated?

Answer;

The Treasury study of the effects of the permanent tax cut relied only on the OLG
intertemporal model. This change is significant because the intertemporal models tend to
yield larger behavioral responses to changes in the tax on capital income than the reduced
form growth models, especially in the short run. Moreover, the Solow model used in the
initial tax reform analysis assumed no labor supply response, and would have shown
virtually no effect of the tax cut.

The Treasury also included a sensitivity analysis to higher and lower elasticities, with
a high, low, and base case. In the earlier study, the “static” substitution effect for labor
(which determines the within period labor supply response to changes in marginal tax rates
on labor income) was around 0.5 in the Ramsey model, 0.3 in the OLG model, and zero in
the Solow model. In the new study, this elasticity is set at around 0.3 in the base case,
around 0.2 in the low case, and around 0.5 in the high case. The income elasticities (where
tax cuts reduce labor supply) are all high. The intertemporal substitution elasticity for labor,
which measures how labor is shifted over time in response to wage changes over time (and
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that also governs the labor response to interest rates) was originally around 0.75 in the
Ramsey model, around 0.49 in the OLG model, and zero in the Solow model. Under the
current analysis, the estimates appear to be around 0.4 for the base case, around 0.2 for the
low case and around 0.75 for the high case. The effective response in the original Solow
model was much smaller. The low case is reasonably consistent with the evidence, while the
middle case is somewhat high and the high case significantly higher. These effects of
different elasticities are significant.

Since the Treasury was studying a tax cut, rather than a revenue neutral change, some
assumption must be made as to how the revenue loss would be made up; otherwise one
cannot solve an intertemporal model. Two assumptions were made: a cut in government
spending after 10 years and an across the board increase in marginal and average tax rates
after 10 years. The study also divided the effects into dividend and capital gains cuts, which
had a relatively small but positive effect, the reductions of the top rates (which had the
largest positive effects with spending cuts, reflecting the labor supply substitution effect) and
the remaining extensions, which tended to be negative (with spending cuts) because of
income effects. The simulation with tax increases actually found a larger short run increase
in output (2011-2016) but a negative effect in the long run. Why does suspending a tax cut
in the future lead to larger short run growth? Again, it reflects the intertemporal shifting of
labor in response to increases in future tax rates on wages and capital income, an important
characteristic of intertemporal models.

Even in the context of an intertemporal model with relatively large behavioral
responses, the effects are not very large. The fact that revenues must be made up by
spending cuts clearly acknowledges that the tax cuts do not pay for themselves. But what
is the magnitude? For the base case reported above with spending cuts, output increases by
0.5% in the short run and 0.7% in the long run. The short run effects included an increase
of 0.1% due to dividend and capital gains tax reductions, an increase of 0.6% from the top
four lower marginal tax rates, and a 0.2% decrease from other provisions (such as the child
credit). In the long run, the dividend and capital gains provisions increased output by 0.4%,
the marginal tax rates increased it by 0.7% and the other provisions reduced it by 0.4%. If
the low case, which one can argue has elasticities more consistent with the empirical
evidence, the short run effect is about a fifth as large, 0.1% in the short run and long run.

According to CBO projections, individual income taxes would be 8.4% of GDP in
FY 2009 and 9.8% in FY2012, suggesting that the tax cuts are about 1.4% of GDP. In the
tax reform study, Treasury indicated the marginal tax rate on labor income was 24% and the
marginal rate on capital income 14%. Using an overall rate of 20%, the offsetting revenue
gain from induced economic effects would be 0.1% of output, or 7% of revenue loss in the
next five years. It would be about 10% in the steady state. It would be less than 2% in the
low case.

In either case, the difference amounts to about $170 billion at 2006 income levels;
it would be higher in the 2011 and later periods.
Question 3:
Your testimony states that the panel’s recommendations could actually increase complexity

for lower income taxpayers, while simplifying it for higher income taxpayers. Can you
explain?
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Answer:

The vast majority of lower income taxpayers who do not currently itemize (while 2/3
of taxpayers overall do not itemize, 90% of those in the bottom half of the income
distribution do not). They will now deal with three new generally available tax items, two
of which were formerly itemized deductions: the mortgage credit, the charitable deduction,
and the health insurance deduction. All taxpayers not currently itemizing will have to
confront these line items, even those who formerly used the 1040EZ (filed by about 16% of
taxpayers), and many are likely to report deductions. Also, the proposal would require the
tax on the inside buildup of life insurance policies and annuities.

About two thirds of families live in owner occupied homes, suggesting that up to half
of current non-itemizers may be eligible for a mortgage credit. (Note that some of these
homes may have mortgages that are paid off and may be more likely to fall in the non-
itemizer status). The reporting of the mortgage credit is slightly complicated by the ceiling,
which presumably will require taxpayers to look up a ceiling for their county since there will
not be a common ceiling. This ceiling will be more binding than the present cap and will
also require taxpayers to know their mortgage amounts. Probably most of those who did not
already itemize will not be subject to the ceiling, but the calculation will still need to be done
because of the regional variation.

In 1986, the last year in which a charitable deduction for non-itemizers was allowed,
45% of non-itemizers deducted charitable contributions, so that this deduction is common
(while many other deductions and credits that are eliminated may be used by relatively few
taxpayers). Some of these contributors may not make contributions above the 1% floor, but
they may still have to do the calculation in some cases. Reporting charitable contributions
is complicated because it requires data from the taxpayer’s own records rather than from a
standard information form and because there may be numerous contributions that have to be
added up. For donations in kind, the taxpayer must also obtain an itemized receipt list.

The usage of the health insurance deduction is difficult to know in advance, but it
also requires information not reported on information returns. Life insurance is a broadly
held asset. Although the inside build-up tax benefit is popularly associated with whole life
insurance and annuities, level premium term life insurance also has inside buildup (as higher
premiums when young generate interest eamings to pay premiums when old). To obtain the
joint benefits of tax free inside build-up with insurance, taxpayers would have to rearrange
their insurance to combine an increasing payment term policy with an individual retirement
account.

In addition to these issues, there would be a problem if other former itemized
deductions, such as those for extraordinary medical expenses, casualty losses, or
miscellaneous deductions (including employee expenses) were to be restored. It is difficult
to imagine completely disallowing these deductions for extraordinary costs. Without
dismantling the entire framework of the individual reform which completely eliminates
itemized and standard deductions, these items would have to be added as additional line
iterns.

Many tax payers have other simplifications from the revision that outweigh these
effects, but it is clear that some taxpayers will find filing taxes on the single 1040 Simple to
be more complex than their current practices. And there are a number of adjustments that
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have been eliminated that it might be deemed necessary to restore, such as the deduction for
alimony payments.

Selected Tax Reforms From the Panel’s Recommendations

Discussed below are several more limited reforms that might be considered as part
of a less extensive tax revision, following the discussion in the hearing. They are discussed
by topic. These provisions are ones that, analysis suggests, are likely to improve economic
efficiency or tax administration and compliance without creating significant transitional or
equity problems.

Charitable Contributions

The proposal to allow a 1% floor under charitable deductions is likely to increase
target efficiency (induce more charitable giving per dollar of revenue lost). It also has the
advantage of eliminating deductions for very small contributions that are difficult to police.

Another proposal related to charitable contributions that the committee might wish
to consider is to allow individuals to sell appreciated assets and not pay tax on the gain if the
proceeds are donated within a given time period (60 days in the proposals). This option
might help reduce the problems with uncertain valuations of assets. There are a number of
other provisions that might be adopted to deal with the problem of valuing gifts of
appreciated property that are not commonly traded and priced assets (such as stocks). One
alternative is to require the charity to sell the assets and allow the individual contributor to
deduct only the net proceeds; another is to require baseball arbitration (where the court can
only choose one of the party’s prices).

Housing

The proposal would substitute a mortgage credit for the current itemized deduction
and constrain the amount deducted to be a fixed percentage of area median housing prices.
This proposal would reduce the tax preference for owner occupied housing investments
which produces an efficiency loss, but it would be more complicated because of the variable
ceiling and extension to non-itemizers. Simply imposing a lower cap itself might lead to
more efficiency with limited transitional and administrative problems if it were uniform and
perhaps gradually falling over time. Ifnot indexed to prices, the real value would fall faster.

The proposal would also eliminate the deduction of mortgage interest for second
homes and for home equity loans, provisions that would also restrict the benefits without
causing transitional problems for most taxpayers, particularly if these deductions were
phased out.

Finally, the plan would increase the length of time from two years to five years to
bold a house before qualifying for capital gains exclusion, a change that might reduce some
of the tax sheltering operations and would, in ordinary times, have not many consequences
for ordinary sellers of homes, since most houses do not appreciate a great deal over this short
period of time and since capital gains rates are low. The gain from this provision might be
used to index the dollar ceilings, which have not changed since 1997, expand benefits for
surviving spouses, or to make other changes to simplify and reduce tax barriers to selling a
home that has been held for a long time, and reduce the need for extensive record-keeping.
A modification of this proposal might involve a phased in exemption that begins at two years
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and rises to a peak at five. CRS Report RL32978, The Capital Gains Exclusion for Owner-
Occupied Homes, by Jane G. Gravelle and Pamela J. Jackson discusses the tax sheltering
issues and some potential reform options.

Health Insurance

The health insurance proposals have two parts: caps on employer deductions and a
deduction for the purchase of health insurance for those not covered by employer plans. The
latter provision has both benefits and drawbacks, as discussed in my testimony. The former,
however, seems likely to contain the growth in health insurance costs by discouraging plans
with excessive coverage, without undermining the pooling and administrative advantages of
insurance in general. An alternative to a dollar cap would be to make the deduction
contingent on desirable plan features.

Note that the cap would not affect non-taxable entities, including governments and
non-profits, but these plans are not likely to be the high cost ones. An alternative would be
to tax excess benefits to employees, but this approach would be extremely difficult to do
fairly, since employees vary substantial in the benefits they receive from health insurance
coverage.

Savings Plans

New evidence has indicated that automatic enrollment in thrift saving plans increases
participation, and the proposal recommended several proposals to encourage “Autosave”
plans that would automatically enroll employees in plans with a diversified portfolio and
increase percentages as income increases. Employees would have to take action to opt out.
These proposals include removing legal barriers, less stringent discrimination testing, and
adoption of Autosave by the federal government. The provisions to remove legal barriers
have just been adopted by the Pension Protection Act, but additional steps might be taken to
encourage autosave plans. One possibility is to make tax benefits contingent on automatic
sign-up features (while still allowing an opt out provision).

Alternative Minimum Tax (AMT)

The proposal would eliminate the individual and corporate alternative minimum
taxes. The AMT, because it was not indexed for inflation and because rates were not
adjusted to reflect the rates in the 2001 tax cut, is increasingly covering ordinary families,
particularly those with children, not the audience it was intended for. In fact, the original
objective for the AMT was largely tax preferences for capital gains, which are not excluded
from the base. The AMT also complicates tax compliance and administration. The AMT
could also be scaled back by expanding and indexing exemptions and could be revised in

other ways. The major problem is funding the cost, which is significant.
Flat Corporate Tax Rate

Graduated tax rates for corporations appear to serve no equity objective, as owners
of small corporations are likely as wealthy as, or perhaps even more wealthy than, owners
of large corporations. Thus the normal rationale for graduated rates does not apply.
Moreover, smaller firms can elect to be taxed as partnerships, thus avoiding the corporate
tax. Graduated rates are more likely to simply provide another sheltering mechanism for
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higher income individuals, a mechanism that is much more attractive with current lower tax
rates on dividends and capital gains.

International Taxation

There are two major revisions of international tax rules in the income tax plan: the
provision currently taxing all royalties, and the provision exempting (rather than deferring)
tax on active income. While exempting tax on active income has costs in economic
efficiency, it would be possible to enact the first alone, which should significantly reduce the
tax shelters that are based on turning profits to royalties through patent assignments. These
royalties are deductible abroad and, under current rules, those associated with active income
are not taxed currently.

Production Activity Deduction

The plans would eliminate the production activity deduction, which probably adds
to economic inefficiency (by distorting the allocation of capital in favor of certain activities),
but which, more importantly, complicates administration and compliance. The revenue
gained could be used to reduce corporate tax rates or eliminate or phase out the corporate
alternative minimum tax.

Eliminating State and Local Tax Deductions

The pros and cons of this provision make its benefits uncertain. However, it would
be possible to put a percentage of income floor under this provision, which would raise
revenue which could be used for other purposes (such as reducing the scope of the AMT).
This restriction would also reduce the scope of the AMT automatically since state and local
tax deductions are included in the base for the AMT. Retaining a deduction with a floor
would provide relief for taxpayers in high tax states.
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Opening Statement of Senator Connie Mack
Senate Finance Committee
August 3, 2006

Before 1 provide a brief description of the options, I want to highlight the need for tax
reform and to explain the framework under which we operated.

As a member of the Senate Finance Committee for many years, 1 had spent a lot of time
working with the tax code, and I was aware of its deficiencies. However, it was my
service on the tax panel-—conducting hearings, gathering information, and reading
comments—that really confirmed just how bad the situation really is.

Instead of a sleek and simple system designed to raise revenue for our national defense,
social programs, and other vital public services, we have a system so complex that almost
$150 billion is spent each year by U.S. households, businesses, and the federal
government, just to make sure taxes are tallied and paid correctly. In 2003, 60 percent of
filers hired a tax preparer. Between 1986 and last November, there had been over 15,000
changes to the tax code.

Instead of a system that ensures that all pay their fair share, we have a system so
confusing that two million taxpayers collectively paid over $1 billion more in taxes by
making a wrong decision about the basic choice of itemizing or taking the standard
deduction. And while some people overpay because of their confusion, the vast majority
of people underpay. The IRS has estimated that there is a net tax gap of $290 billion per
year, which translates into a tax hike of more than $2,000 per year for honest taxpayers.
There is no easy answer to reducing the tax gap, but an obvious and productive place to
start is by reforming the code so that it is easier to understand and enforce.

Instead of a tax system that draws revenue efficiently from the base of the nation’s
considerable economy, we have a tax code that distorts basic economic decisions, sets up
incentives for unwise or unproductive investments, and induces people to work less, save
less, and borrow more. By some estimates, this economic waste may be as much as $1
trillion dollars each year. In an increasingly global environment, our tax code also plays
an important role in the competitiveness of American business. Our corporate tax rates
are high, and even if companies can employ strategies to lessen the effect of those high
rates, they are wasting valuable resources.

Now let me say a few words about the Panel’s framework. We operated under a set of
rules—some of which the President imposed and others that we adopted for ourselves. In
the former category, our options were to be revenue neutral—and we used the
Administration’s baseline.
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The Executive Order also instructed us to develop options that were “appropriately
progressive.” Some Panel members felt that the current distribution of federal income
taxes was appropriate or that it should be more progressive, while others felt that higher-
income taxpayers shouldered too large a share of the tax burden. We quickly realized that
we could consume all of our time debating this question, and still probably not reach a
resolution. In the end, we concluded that the appropriate burden of taxation was an issue
that elected officials should resolve.

The resolution of the burden question helps to illustrate how we viewed our role. We
could have operated through the prism of politics or the prism of economics and tax
policy. We chose the latter, recognizing that the Administration and Congress would have
to deal with the political issues, and that our options should be based on sound economic
and financial principles.

Now let me say a word about our options. We unanimously settled on two options, which
we called the Simplified Income Tax Plan (SIT) and the Growth and Investment Tax Plan
(GIT). We did not reach consensus, and thus did not recommend, a national retail sales
tax, a value added tax, or a progressive consumption tax.

The Simplified Income Tax Plan dramatically simplifies our tax code, cleans out targeted
tax breaks that have cluttered the system, and lowers rates. It does away with gimmicks
and hidden traps like the Alternative Minimum Tax. It preserves and simplifies major
features of our current tax code, including benefits for home ownership, charitable
giving, and health care, and makes them available to all Americans. It removes many of
the disincentives to saving that exist in our current code, and it makes small business tax
calculations much easier. It also offers an updated corporate tax structure to make it
easier for American corporations to compete in global markets.

The second recornmended option, the Growth and Investment Tax Plan, builds on the SIT
and adds a major new feature: moving the tax code closer to a system that would not tax
families or businesses on their savings or investments. It would allow businesses to
expense or write-off their investments immediately. It would lower tax rates, and impose
a single, low tax rate on dividends, interest, and capital gains.

Both of these plans offer dramatic simplification—reducing the number of lines on the
Form 1040 from 75 to 32, and the number of commonly used forms from 52 to 10—and
make the tax code fairer—transforming deductions that are only allowed for a few into
credits or deductions that are available to all. And these are important accomplishments.
But I also believe that the most important thing that we can do is to ensue that the tax
code promotes growth and competitiveness. The principle of freedom—free markets and
democratic capitalism—is transforming the world. The growing economies of China and
India, along with the rest of the world, are providing us with fierce competition. Qur
current tax system distorts capital flows and impacts economic decisions. And our
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options respond to that challenge by reducing the cost of capital, lowering the corporate
rate, moving our international tax system to either a territorial or a border-adjusted one.
Expensing is especially important, as it would reduce the effective tax rate on new
investment from 17 percent to 6 percent, and make us the best place in the world to
invest.

I have been asked numerous times since we submitted our report to point out the Panel’s
most significant accomplishment. I am extremely proud of our substantive work and our
recommended options, but in answering that question, 1 often pick up the Panel report,
and turn directly to the signature page, where I point to the signatures of all nine Panel
members. We had our disagreements, and each of us did not get everything we wanted,
but we worked together and we issued a unanimous report; Republicans and
Democrats—working together.

1 do not need to tell members of this committee about the importance of bipartisanship.
One of the great things about this committee is its long history of bipartisanship in order
to achieve significant accomplishments. We all know that in 1986, which is the last time
that major tax reform occurred, it took a bipartisan effort. I applaud this committee for
holding this hearing and focusing on tax reform, and I hope that you will carry forward
the spirit of bipartisanship in order to accomplish a major victory for the American
people.

Thank you.
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Testimony of James Poterba, Professor of Economics,
Massachusetts Institute of Technology
Senate Finance Committee
August 3, 2006

Chairman Grassley, Ranking Member Baucus, and members of the Finance
Committee, thank you for asking me to appear before your Committee today. ltis a
pleasure to have this opportunity to discuss tax reform with you. It was an honor to
work with the distinguished members of the President’s Tax Reform Panel, and | am
delighted to share some of our findings with you.

This is an opportune moment to consider fundamental tax reform. Our income tax code
contains a number of expiring provisions that require ongoing debate and re-
authorization. Uncertainty surrounding these provisions, such as the future tax rates on
dividends and capital gains, hampers taxpayer planning and discourages long-term
investments. Moreover, the looming problem of the Alternative Minimum Tax creates
even more uncertainty for many taxpayers. The expanding reach of the AMT has been
avoided through the sequential enactment of short-term fixes. As the revenue cost of
such temporary solutions rises, however, they will become ever more difficult to sustain.
Because the AMT confronts taxpayers with different marginal rates, and different tax
rules, than the ordinary income tax, it further complicates long-term taxpayer planning.
it would be far better to enact a permanent AMT fix that would not require annual or
semi-annual adjustment than to continue with the current strategy of short-term
remedies.

The President’s tax panel considered three motives for tax reform: simplifying the tax
code, making the distribution of tax burdens fairer, and promoting long-term economic
growth. While it is tempting to claim that tax reform can achieve all three of these goals
simultaneously, in practice these three objectives are often in conflict. The trade-offs
are particularly acute when tax reform must be carried out in a revenue-neutral
environment. For example, a simple tax code may treat households with different
circumstances in the same way, resulting in charges that it is unfair. A tax code that
promotes economic growth by avoiding high marginal tax rates may also be viewed as
unfair by some observers. Finding a way to balance these competing goals is one of
the central political challenges of tax reform.

Tax experts have different views about what constitutes a fair tax system, and they also
disagree about the incentive effects of the current tax system. These disagreements
lead them to make different prescriptions for the best way to reform our tax system.
There is broad agreement, however, that the current system can be improved upon, and
that tax reform deserves an important place on the policy agenda.

Tax reformers shouid pay close attention to how the tax system affects the economy's
long-term growth prospects, and in particular to its effects on capital formation. The
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current tax system places a wedge between the pre-tax return earned on many
investments, particularly those in the corporate sector, and the after-tax return earned
by investors. Many economic analyses suggest that reducing this wedge could lead to
substantially greater economic growth, and over a horizon of several decades, to
significant increases in national income. Some studies suggest that replacing a
textbook-style income tax, which places the same tax burden on labor earnings and
capital income, with a textbook-style consumption tax, which taxes all consumption at a
constant rate, could increase steady-state GDP by as much as five percent. Actual tax
reforms, which start from the current hybrid tax structure that allows a number of
incentives for saving, and which move to alternatives that may be encumbered with
transition relief and other provisions that deviate from a textbook consumption tax, are
likely to deliver smaller gains. Yet even if the economic analyses overstate the potential
gains by a factor of two, the long-run growth effects from tax reform are likely to be
significant and are likely to exceed the economic gains from tax simplification.

Three broad guidelines should be considered in designing a pro-growth tax system.
First, keep marginal tax rates as low as possible, thereby avoiding distortions in many
aspects of economic behavior. Marginal tax rates on low and moderate income
households, which may rise to unintended levels as a result of the combined effect of
income taxes, payroll taxes, the phase-out provision in the income tax code, and phase-
outs in some transfer programs, must be considered along with marginal tax rates on
high income households.

Second, avoid substantial differences in tax burdens across similar activities or sectors.
There are many examples of disparate treatment of similar activities in the current tax
code. Household Interest income is taxed differently than dividends and capital gains,
corporate interest deductions are treated differently than dividend payments, and
investments in owner-occupied housing are treated differently than investments in other
long-term assets. Each of these disparities distorts the economic decisions of
households and firms. The Treasury Department estimates, for example, that the
effective tax rate on investments in corporate business is currently 26 percent, while
that on investments in non-corporate business is 17 percent and investments in owner-
occupied housing are virtually untaxed. Such differences in tax burdens distort the
allocation of capital across sectors.

Finally, keep the tax burden on capital income as low as possible, subject to concerns
about fairness in distributing tax burdens. The tax burden on saving and investment is a
key determinant of long-term economic growth. The current tax code places substantial
tax burdens on some types of investments, thereby creating a “tax drag” on long-run
economic growth. Shifting the current tax system toward a consumption-based system
that exempts capital income from taxation is likely to yield substantial long-term
economic benefits.

The Tax Reform Panel considered a range of alternatives to the current tax system, and
it ultimately recommended two fully articulated reform plans: the Simplified Income Tax
(SIT) and the Growth and Investment Tax (GIT). The details of each proposal are
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summarized in the Executive Summary of the Tax Panel’s report, Simple, Fair, and Pro-
Growth: Proposais to Fix America’s Tax System. The SIT preserves the basic
framework of the current income tax structure. It simplifies the current structure of
personal exemptions and deductions, and replaces the bewildering current array of
specialized saving accounts with three such accounts: Save at Work, Save for
Retirement, and Save for Family. It integrates the personal and corporate income taxes
for domestic earnings of U.S. firms, and it reduces the statutory tax rate on capital gains
on corporate stock. The GIT combines most of the same features with regard to the tax
treatment of taxpayer units and earned income with a flat-rate 15 percent tax on
interest, dividends, and capital gains, and it adopts a cash-flow corporate income tax.
The business tax structure is similar to that proposed in the Treasury Department's
celebrated 1977 Blueprints for Tax Reform, and it represents an important step toward a
consumption tax.

Each proposal is simpler than the current tax system, in part because each repeals the
corporate and the individual AMT. Each is approximately distribution-neutral, although
unresolved conceptual issues about the distribution of a hybrid consumption and
income tax like the GIT make comparisons of the SIT and the current system more
certain than those involving the GIT and the current system. Each proposal would have
a favorable effect on long-term economic growth, although available estimates suggest
that these effects would be substantially greater for the GIT than for the SIT because of
its focus on reducing the tax burden on new investment.

Because both proposals repeal the AMT, which has a substantial revenue cost, they
also include a number of provisions that make up for the revenue that would otherwise
have been raised by the AMT. Rather than raising marginal tax rates, and increasing
the associated distortions in economic activity, the plans broaden the tax base by
limiting deductions and bringing income sources that are not currently taxed into the tax
system. The base broadening includes caps on the amount of income that can be
excluded from the tax code, as in the case of employer-provided health insurance, limits
on the total deduction available to each taxpayer, as with the mortgage interest
deduction, and in some cases complete elimination of current deductions, as with the
deduction for state and local taxes. Base broadening is never easy, because any
reform provision that raises enough revenue to be of consequence is likely to limit a tax
benefit that is currently claimed by a substantial group of taxpayers. The SIT and the
GIT focus on several of the largest current tax expenditure items. The favorable
treatment of owner-occupied housing reduces income tax revenue by about $142 billion
at present, while exempting employer-provided health insurance from taxation accounts
costs another $126 billion and the deduction for state and local income and property
taxes reduces the income tax yield by $56 billion. These are substantial amounts when
viewed against the backdrop of aggregate income tax collections, which are currently
close to one trillion dollars per year. While it is politically difficult, base-broadening is
likely to be an essential feature of any future reform that permanently addresses the
AMT problem, or that achieves long-term reduction in marginal income tax rates.
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While base-broadening reforms reduce tax-induced distortions and have favorable
effects on economic efficiency, the provisions that have the largest estimated effects on
long-term growth are the expensing provisions of the Growth and Investment Tax,
Under this proposal, all business investment is eligible for immediate write-off.
Expensing makes the government a partner in the cost of any capital project, since the
investor receives an immediate write-off for the project’s cost. The government is also a
partner in the subsequent returns. Provided the same tax rate applies when the
project’s costs are incurred and when its returns are generated, the presence of this
virtual “partner” should not lead to any distortion in investment decisions. Any project
that would be undertaken in the complete absence of taxation would stilt be undertaken
when expensing is allowed but corporate eamings are taxed. There is no corporate-
level tax distortion in investment incentives, and moreover, the tax treatment of different
types of investments is the same.

The present tax system, which incorporates inter-asset differences between
depreciation lifetimes and actual depreciation rates, creates substantial disparities in
effective tax rates. The Congressional Budget Office recently estimated that the
effective tax burden on railroad equipment, for example, is 11.4 percent, while that on
agricultural machinery is 20.2 percent and that on computer equipment is 36.9 percent.
This pattern implies that the tax system induces a larger reduction in investment in
computer equipment than in the other asset categories. Income tax structures that
prescribe asset-specific depreciation profiles often lead to differences in tax burdens
across assets. Expensing eliminates this source of inter-asset distortions and sets the
effective tax rate to zero for all investments.

Expensing for new investment is likely to command widespread support in the business
community. This is not surprising: replacing the current structure of depreciation
allowances with expensing would reduce income tax revenues and would represent a
tax cut. Yet to achieve the foregoing claims about eliminating inter-asset distortions and
zeroing out the tax burden on new investment, expensing must be combined with
another, less popular, reform provision: restricting corporate interest deductions.
Enacting expensing without disallowing interest deductions for project-related debt
finance would not just reduce current effective tax rates on new investment to zero but
would drive effective tax rates negative. If firms can expense the acquisition cost of an
asset, and they can aiso deduct the interest payments on any project-related debt, then
some projects that would not be worth undertaking in the absence of any taxes would
be undertaken just because of the tax benefits they generate. This would represent a
return to the situation that prevailed in the early 1980s, when the combination of
accelerated depreciation, safe-harbor leasing, and interested deductibility resulted in
negative effective tax rates on many investments. Concern that many projects were
being undertaken only for their tax benefits was one of the factors that led to the
passage of the Tax Reform Act of 1986. A tax wedge that reduces investment relative
to the level that would take place in a world without taxes, just like a tax subsidy that
induces over-investment, is a source of economic inefficiency.
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The design of limits on corporate interest deductions is cne of the most difficult aspects
of crafting a cash-flow corporate income tax like that in the GIT. Interest deductions for
purely financial activities, such as those associated with banking or insurance
businesses, may need to be treated differently than those associated with non-financial
businesses. Because most large firms are engaged in both financial and non-financial
activities, deduction limits may need to distinguish different types of borrowing within a
given firm. The Tax Panel's report discussed a number of ways to approach this issue.
A simple strategy would be to allow interest deductions only up to the amount of a firm'’s
interest income.

The Tax Reform Panel focused most of its attention on the Simpilified income Tax and
the Growth and Investment Tax, but it also discussed a third possible reform: enacting
a value-added tax (VAT) to replace a substantial fraction of the revenue currently
collected by the corporate and personal income tax. One scenario might involve
repealing the corporate income tax, and replacing the lost revenue with a VAT. The
VAT is a type of consumption tax that is widely used in other nations. One of its most
appealing features is its ease of implementation: the experience of other nations shows
that the VAT is a consumption tax that is administratively feasible and relatively
straightforward to collect. When applied to a broad consumption base, the VAT offers a
very efficient means of collecting substantial amounts of revenue. Because the VAT is a
consumption tax, it does not distort saving or investment decisions. In practice,
however, most VATs do contain other distortions. In most countries with a VAT, a
substantial share of consumption is tax-exempt. This both reduces the VAT's revenue
potential, and creates distortions between different categories of consumer goods.

Opponents of the VAT worry that once such a tax is enacted, the VAT rate will rise and
ultimately lead to an expansion of the government’s role in the U.S. economy. Political
economy concerns such as this one deserve an important place in tax reform
discussions. Existing empirical research, however, does not suggest a robust
relationship between a country's enactment of a VAT and the growth of government
spending. It is difficult to identify causal links between tax structures more generally
and the size or growth rate of government expenditure. Both variables of interest are
likely to be co-determined by political and other forces. While the Tax Panel did not
endorse the partial-replacement VAT, this option deserves consideration in fundamental
tax-reform debates.

My comments thus far have focused on the hypothetical choice among different tax
systems, rather than the practical question of how to reform the current system to move
in a desirable direction. The transition problem, getting from the current system to an
alternative one, is the most difficult part of tax reform. Many voices and interest groups
are likely to oppose tax reform because they benefit from some of the provisions of the
current tax code, the very provisions that | have described as a source of economic
inefficiency and tax drag on economic growth.

There are two ways to address such concerns. One involves focusing on tax reform as
a package rather than as a set of component parts. Some taxpayers who lose from a
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single provision may benefit from other aspects of a reform. The key is to emphasize
net changes, rather than gross effects of individual provisions. Even with this strategy,
however, a revenue-neutral reform is likely to generate both short-run winners and
short-run losers. For the losers, it is essential to emphasize the favorable long-term
growth effects of reform, and the benefits that it will ultimately provide. Because some
losses are current and tangible, while potential gains are prospective and uncertain,
selling tax reform can be a political challenge.

A second approach, which the Tax Panel discussed, involves phasing in key provisions
and providing transition relief that will biunt the short-run effect of various legislative
changes. Transition relief can take many forms: gradual changes in marginal tax rates,
allowing recovery for future tax benefits that were accrued under the previous system,
and even targeted legislative provisions to reduce tax burdens on taxpayers with
specific attributes. One important difficulty with allowing transition relief is its cost. The
greater the cost of transition relief, the higher the required marginat tax rates in the new
tax regime, and the smaller the efficiency gains associated with tax reform. The equity
benefits of transition relief must ultimately be balanced against the efficiency cost of
such relief and its associated distortions. Recent economic research suggests that the
efficiency and growth costs of delivering generous transition relief can be substantial. |
therefore urge you to focus your attention not just on the long-term structure of
alternative tax systems, but on the least costly way to move from the current system to
such alternatives.

Thank you for the opportunity to discuss these issues with your committee.
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Responses to Questions for James Poterba
Hearing of August 3, 2006

Questions From Senator Grassley

1. Dr. Poterba, you mentioned in your testimony that the Tax Reform Panel’s
Simplified Income Tax Plan “integrates the personal and corporate income taxes for
domestic earnings of U.S. firms.” A similar proposal was made by Treasury in 1992,
called the Comprehensive Business Income Tax.

The idea is to tax corporate earnings only once. In combination with the proposed
territorial regime, the single level of tax would be at the corporate level on the
corporation’s U.S. earnings. But with respect to a U.S. multinational’s foreign earnings,
that single level of tax would be at the shareholder level. Of course, those earnings
would have been subject to tax in the foreign jurisdiction, so foreign earnings of U.S.
multinationals would still be subject to a different form of double taxation.

I have three questions on this subject:

(a) How is this integration system different from Treasury’s 1992 proposal?

(b) One key goal of tax reform is to reduce tax-induced distortions. What
distortions does this method of integration address?

(c) Does the distinction between U.S. and foreign earnings create any distortions?
For example, how might a U.S. multinational’s cost of equity capital be affected by its
mix of domestic and foreign earnings?

Answer: The Simplified Income Tax (SIT) exempts shareholders from taxation on their
dividend income when the dividends are attributable to domestic earnings of U.S.
corporations. It implements a form of integration by exempting U.S. source corporate
capital income from taxation at the investor level. It preserves an investor-level tax on
dividends paid out of foreign operations, so it is still possible that U.S. firms will face
distortions between the tax burdens on domestic and foreign source income. The
distortion depends on the foreign tax rates applicable to the income of the U.S.
multinational. The Comprehensive Business Income Tax (CBIT) proposed by the
Treasury Department in 1992 achieves integration by eliminating corporate-level taxation
of capital income. It treats debt and equity similarly at the corporate level. One could
implement either a territorial or a worldwide CBIT structure. The SIT approach reduces
the differential tax burden between debt and equity financing, but it leaves in place some
distortions between projects that generate earnings in different countries. The SIT does
not achieve “capital export neutrality” because the incentive for a U.S.-based firm to
undertake a project in another nation will depend on the tax system in that country.
Under the SIT proposal, a U.S.-based multinational firm’s cost of capital would depend
on the precise configuration of its operations in the United States and abroad, and on the
corporate tax rate in the nations in which it earns income.
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2. Dr. Poterba, it is estimated that the federal government will give up over 40
biltion dollars in fiscal 2008 due to forgone taxes on the interest on tax-exempt bonds. A
substantial portion of this revenue lost is attributable to so-called private activity bonds.
It is also estimated that hundreds of millions of dollars will be lost in revenue for tax
credit bonds.

The panel’s Growth and Investment plan recommends that interest received by
corporations on all bonds should be tax-free. The Simplified Income Tax plan would tax
municipal bonds when the interest is earned by corporations. Either of these proposals
will obviously have an impact on the current tax-exempt bond market. First, I'd like your
thoughts on how the panel reached these conclusions on interest.

Second, I know that the panel was not able to get into the weeds of every single
tax issue, and I'd like you to comment on whether the panel engaged in a thorough
examination of the tax-exempt and tax credit bond area in terms of determining whether
there are areas that should be expanded or narrowed in the context of reform.

Answer: The Tax Reform Panel considered how best to address the tax treatment of
interest paid by entities that currently pay tax-exempt interest, although it did not
specifically examine the issues concerned with private-activity bonds or tax credit bonds.
The changes in tax rates at both the corporate and the individual level under the SIT and
the GIT would affect the equilibrium yields on tax-exempt bonds and the set of investors
who would hold these bonds. The SIT proposal to tax corporations on their tax-exempt
interest was motivated by a desire to reign in tax arbitrage strategies at the corporate
level. The panel was generally inclined to eliminate as many tax expenditures as
possible, and to broaden the tax base in an effort to reduce marginal rates across the
board. This conceptual underpinning for the panel’s work led to recommendations that
would substantially curtail many tax expenditures that are part of the current tax code.
The panel members recognized that there are potential justifications for most tax
expenditures. They nevertheless suspected that many current tax expenditures had been
enacted without adequate demonstration that their benefits, net of the costs imposed in
the form of a narrow tax base and correspondingly higher tax rates, were positive.

3. Dr. Poterba, the panel report states that “allowing both expensing of new
investments and an interest deduction would result in a net tax subsidy to new
investment.” It goes on to say that “this would result in economic distortions and
adversely impact economic activity.” If we are considering a hybrid income and
consumption tax plan, how would you counsel the Committee with respect to a plan that
seeks to combine an interest deduction with expensing?

Answer: The combination of an interest deduction and expensing can lead firms to
undertake investments that would not be attractive in a world without any taxes. One of
the key benchmarks guiding the efficiency analysis of the tax system is whether it distorts
decisions relative to what they would be in a “no-tax™ world. The current system, which
places a substantial tax burden on investments in the corporate sector, leads to less
investment and to a smaller capital stock than one would observe in a world without
taxes. This represents an important distortion. If interest deductions were retained and
firms were allowed to expense their investments, firms would discover that some projects
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that would not make sense in a no-tax world would generate a positive rate of return net
of tax. The interest deductions associated with debt finance would represent an
additional tax benefit to investors undertaking a project, even though expensing in the
absence of interest deductions is enough to set the firm’s effective tax rate to zero. Thus
a system that combined expensing with interest deductions would result in relatively
more investment in tangible assets such as plant and equipment, and relatively less in
R&D and other intangible assets that are difficult to finance with debt, than a system that
applied a zero effective tax rate to all assets.

4. In her testimony, Dr. Gravelle points out the difficulties in dealing with transition
problems under both proposals and states that the transition problems may be so severe in
the consumption tax proposal as to make the adoption of such a proposal impossible.
Putting aside revenue neutrality for the moment, how do you recommend treating
transitional items such as credit carryforwards and the loss of depreciation deductions,
interest deductions, and deductions for the recovery of inventory?

Answer: Dr. Gravelle and I agree that the transitional arrangements associated with a
consumption tax reform are extremely important for determining the long-ran economic
benefits of such a tax change. If all of the existing assets with depreciable basis are fully
protected in a reform, and if all of the existing claims for tax~-deductible debt finance are
preserved, the tax rate in the new consumption tax regime will be substantially higher
than in the regime that provides only partial transitional relief. Balancing the concern for
gains in Jong-term economic efficiency with the concerns of fairness in making sure that
those who have made particular types of past investments or financing decisions are not
unduly disadvantaged by tax reform is a delicate political challenge. The panel wrestled
with this problem, but did not offer very precise suggestions. Rather, we suggested that it
would be possible to offer partial transition relief to some of the existing claimants on tax
benefits. Our revenue-neutrality analysis included an allowance for transition relief, but
we did not offer specific recommendations for transition allowances. One important goal
is to make the transition period brief. Instead of allowing those who own long-lived
assets to continue to claim depreciation allowances for a long period into the future, it
would be better to have a short period during which some fraction of the present
discounted value of such allowances could be claimed.

5. This question is for the tax reform panel members, and it relates to the taxation of
foreign earned income.

In general, U.S. citizens are taxed on their worldwide income. To avoid double
taxation, the U.S. system employs a credit system that allows taxpayers a foreign tax
credit to offset U.S. tax liability on foreign income,

Another way to avoid double taxation would be to exclude foreign income from
U.S. taxation altogether. This is the type of double tax relief provided by territorial tax
systems. Under current law, the foreign earned income exclusion allows U.S. citizens to,
in effect, elect territorial treatment with respect to a limited amount of foreign earned
income.

In the Simplified Income Tax Plan, the tax reform panel recommended that we
“apdate our international tax regime” by adopting a territorial system for corporations.
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The most common reason given by supporters of a territorial system is that such a system
is common to many industrialized countries and it would therefore enhance the
competitiveness of U.S. businesses.

Based on those same arguments, there have been recent proposals to enact a
territorial regime for individuals by removing all restrictions on the foreign earned
income exclusion. Yet, in its recommendations, the tax reform panel appears to retain
worldwide taxation of U.S. citizens.

Can you please explain (1) whether the panel considered a territorial system for
individuals; and (2) if so, why it was not included in the panel’s recommendations?

Answer: The panel did not explicitly discuss the tax treatment of individuals working
abroad. The concemn that arises in thinking about an unlimited exclusion for foreign
eamed income is that it would facilitate tax evasion. An individual who works for a large
multinational with business activities in many nations might agree to reduce his
compensation while he was working in the United States, in return for an unwritten
promise of higher compensation when working abroad. Such an arrangement would
permit the taxpayer to avoid being taxed on the compensation that was moved across
jurisdictions and time periods. The panel adopted different approaches to taxing
corporate and individual income in part because of concerns that it may be easier for
individuals to change their residence than for firms to do so.

Questions From Senator Hatch

1. Dr. Poterba, you testified that tax reform that is designed to maximize economic
growth could result in significant growth, and even exceed the economic growth
from tax simplification. Can you give us an idea of how large a difference a
growth-optimized system might make, say in the 10th year, compared with no tax
reform?

Answer: Estimates of how much more economic growth the U.S. would experience if the
tax system was more efficient, in particular if the tax burden on new investment was
reduced, are subject to significant uncertainty. These estimates are based on long-run
economic models and they embody many assumptions about the way saving and labor
supply will respond to changes in marginal tax rates. The Tax Reform Panel reviewed
evidence from a number of different models, suggesting that the size of the U.S. economy
could be as much as S percent larger if the U.S. tax system followed consumption tax
principles than if it followed the current income tax — consumption tax hybrid.

2. I have noticed that the capital gains and dividend tax revenue is on pace this year
to exceed what was received in 2002, the year before the tax cut on this income. 1
am not saying that this tax cut has paid for itself, but it does seem to me that the
“cost” of this tax cut is much less than other tax cuts, and that the reduction has
set us up for more growth in the long-run than if we had never cut the tax. Am 1
correct in this?
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Answer: Taxpayer responses to the tax reductions that were enacted in the early part of
this decade have reduced the revenue cost of these tax provisions. There is a large body
of empirical work suggesting that the amount of taxable income reported on tax returns,
particularly high income tax returns, is a function of the marginal tax rates facing
households. The most widely cited estimates, based on a 2002 study by my MIT
colleague Jonathan Gruber and Berkeley economist Emmanuel Saez, indicate thata 10
percent increase in the amount of income that households keep net of taxes when they
receive a dollar before taxes, for example the effect of cutting marginal rates from 50
percent to 45 percent, would raise reported taxable income by about 4 percent. The
evidence for an expanding tax base as rates fall is even stronger for capital gains
realizations, and the recent evidence on dividend payout also suggests substantial
responsiveness of payout behavior to marginal tax rates. The short-term revenue cost of
the 2002 tax reductions for dividends and capital gains therefore appears to be much
smaller than any simple “static analysis” might have suggested. The recent increases in
dividend payout following the tax cut and increases in capital gain realizations may have
generated revenue in the last few years in part at the expense of revenue in future years,
when these dividends might otherwise have been paid and capital gains might otherwise
have been realized.

3. How sensitive is savings and investment to the tax on the returns to investment?
(a) Have we seen a marked increase in investment from the reduction in
capital gains and dividend taxes?
() Do you think that expensing would be an effective use of tax expenditures
if our goal is to increase investment and productivity?
(©) Can we reform our tax system so as to further reduce or eliminate the tax
on saving while maintaining the current distribution of tax burdens?

Answer: Economic theory creates a clear presumption that when tax changes increase the
after-tax return to new investments, firms and their investors will respond by raising the
investment rate. With regard to saving the conceptual case is less clear; higher after-tax
returns could raise, or in some cases lower, net saving. Most models that make realistic
assumptions about household lifetimes, wage profiles, and willingness to trade off
consumption at different dates suggest that higher after-tax returns will raise household
saving. Detecting either investment effects or saving effects of tax changes in time-series
data on the U.S. economy is difficult because there are so many other factors that affect
each of these variables. I have not seen any compelling evidence suggesting that
investment rose in response to the dividend and capital gains tax rate reductions earlier
this decade. The temporary nature of the tax cuts in each case, however, is likely to have
blunted their impact on investment. Tax cuts like these affect investment by raising the
after-tax return that investors expect on long-term investments that generate future capital
gains and dividends. When investors are not certain whether the reduced tax rates will
still be in force when their investments bear fruit, the impact of the tax cuts is likely to be
reduced. Expensing, in contrast, is likely to provide a substantial stimulus to new
investment, since in that case the tax savings associated with the new project accrue
immediately and are not dependent on future tax rates. Note that if one starts from the
benchmark of a consumption tax system, expensing is not a tax expenditure — this point
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and other similar ones have been made by the Treasury Department in their recent work
on the analysis of tax expenditures under a consumption tax. The tax system can be
reformed to provide stronger incentives for saving and investment while not dramatically
altering the distribution of tax burdens. The distributional analyses prepared in
conjunction with the tax panel’s two reform options demonstrate this.

4. The Panel’s report recognized that only people, not corporations, bear the burden of
taxation. You acknowledged reports from economists at both the Treasury
Department and CBO that indicate that corporate tax is initially borne by owners of
capital and, over time, some of the burden is then shifted to workers and consumers.
It appears that the panel did not evaluate the merits of integrating corporate income
tax and individual income tax. Because the tax is ultimately borne by individuals,
does it make sense to integrate the individual and corporate tax structures? What do
you see as the biggest impediments to such a system?

Answer: Integrating the corporate and personal income taxes is an important goal for tax
reform and, while the tax panel’s proposals stopped short of a full integration proposal,
integration is consistent with the panel’s effect to move the tax system toward a
consumption base. One of the greatest impediments to integration is the potential
appearance that investors who invest in companies are not taxed on their income.
Convincing the public that taxes on corporations have many effects, including reductions
in the rate of return earned by investors holding corporate stock but also potentially
including higher prices and lower wages, is an important step in developing political
support for corporate tax reform.

5. I'would like to ask all the members of the panel what their priorities would be for tax
reform if we were to undertake this task in the next 2 years.

Answer: My tax reform priorities would be (i) reforming the Alternative Minimum Tax,
either by eliminating it entirely or by raising and indexing the exemption level to remove
the prospect of tens of millions of taxpayers shifting from the individual income tax to
the AMT; (ii) simplifying the structure of tax-deferred saving arrangements such as IRAs
and 401(k)s by combining the raft of current provisions into a smaller and broader-gauge
set of saving vehicles that effectively offer consumption-tax treatment to the saving of
most U.S. households; (iii) making further progress to reduce the double-taxation of
corporate capital income by preserving the reduced tax rate on corporate dividend income
and taking other steps to reduce effective marginal tax rates on new investment.

Question From Senator Snowe
Low-Income Housing Tax Credit

The final report of the President’s Advisory Panel on Federal Tax Reform suggests that
the 1986 Tax Reform Act broadened the tax base by eliminating “more tax preferences
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than had been enacted in all tax legislation between 1913 and 19835,” for example, the
long-term capital gains exclusion, the investment tax credit, and the two-eamer
deduction.

Yet, the Tax Reform Act also created new tax incentives such as the Low Income
Housing Credit program, which has since become the nation’s largest and most
successful production program of rental housing affordable to low- and moderate-income
Americans, producing over 1.9 million units since its inception. Because of the public-
private partnership created by the program, the Housing Credit is far more successful
than any direct spending housing program.

Does the panel feel there is still room within the Tax Code for such incentive programs
while still achieving the goal of a more fair, simpler, and pro-growth tax system?

Answer: There are many provisions in the income tax code that are designed to
encourage particular kinds of activity. The Low-Income Housing Tax Credit is one
example. The Advisory Panel called for the elimination of virtually all of these
provisions, including the LIHTC. In general the Panel argued that such specialized
provisions need to be held to a very high standard of proof before they are included in the
tax code. The current income tax base is much narrower than it would be if most “tax
expenditures” were eliminated, and it consequently requires higher rates to collect a
given level of revenue. The tax base has been eroded by many provisions that were
originally introduced and created with good intentions such as the promotion of housing
construction for low-income families. In some cases the efficacy of these provisions in
achieving their goals is open to question. In others there has been little effort to evaluate
the provisions’ effects. The tax panel did not specifically consider the efficacy of the
LIHTC in achieving its goals, and in debating fundamental tax reform Congress would
want to consider the case for a variety of tax expenditures. While there is a case for
virtually every targeted incentive program, the benefits are rarely compared with the
costs that correspondingly higher tax rates impose on economic activity. There is also
very little analysis of whether the best way to achieve a given policy objective is by
modifying the income tax code to provide a tax credit or tax subsidy, or by providing a
direct federal subsidy to the activity in question. The panel urges the Congress to
preserve a strong presumption against including credits and deductions in the tax system.

Questions From Senator Baucus

1. You served on the group that devised the modified consumption tax proposal, an
idea that the National Retail Federation deemed, “one of the largest tax increases
on American consumers in recent memory, and devastating for our nation’s
economy.” In a letter to the President, they argued that disallowing the deduction
for imports results in a 30 percent additional tax, passed onto consumers. While
your group felt that floating exchange rates would compensate, the retailers argue
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that most of these imports come from countries without floating exchange rates.
Do you have a response?

Answer: The mechanics of the tax panel’s modified consumption tax proposal are very
similar to those used to implement value added taxes in many countries around the world.
The general claim that “the exchange rate” would adjust to offset the effects of a shift
from income to consumption taxation does not necessarily apply on a product-by-
product, country-by-country basis. Rather, it applies at the economy-wide level. It may
also not apply at the moment when the tax reform is enacted; it may take some time for
the new market equilibrium to emerge. Thus while it is possible that fixed exchange
rates associated with some countries would render their products less competitive in the
short run, those exchange rates might be re-set over time as competitive pressures dictate.
A country cannot indefinitely sustain a fixed exchange rate at a level that is not consistent
with market equilibrium. In the short run, if a country with a fixed exchange rate
experiences an increase in the retail price of goods it produces as a result of the new tax
system, other nations with flexible exchange rates might discover an increase in demand
for their goods and a corresponding expansion in their market shares. The
characterization of the tax plan as a massive tax increase is inappropriate: there are
offsetting tax increases and decreases in the proposal that render the package
approximately revenue neutral.

2. Dr. Gravelle has testified about the extensive transition costs necessary to make
your consumption tax work, resulting in a one-time, lump-sum tax on capital.
This means that a taxpayer with existing inventory would lose all the deductions
for purchasing the goods for resale or purchasing materials for processing. With
inventories valued in the billions, any transition relief could be extremely costly
and hamper the growth effects you hope for. How did the panel propose to handle
such transition relief — through higher taxes or cuts in spending?

Answer: The panel’s proposal allowed a budget for some transition relief but did not
specify the specific aspects of such relief that might be granted — we concluded that the
specifics of issues like the inventory valuation problem you raise were best left for
Congressional action. Any serious consideration of fundamental tax reform will result in
substantial lobbying efforts directed at Congress and aimed at highlighting types of
economic activity that might suffer transitional losses. The panel did not attempt to
prioritize which transitional effects should receive remediation nor did it specify
appropriate amounts. The panel approached its work in the context of a given government
spending path; we never explored the possibility of reducing government spending to pay
for tax reform.

3. Do you agree that any long-term or significant transition relief may hamper the
expected growth effects of your consumption tax plan?

Answer: There is a tradeoff between the generosity of transition relief and the long-term
pro-growth effects of tax reform. This operates through a very simple channel: because
providing transition relief means collecting less revenue in the near-term, preserving
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revenue neutrality over a given budget window requires higher tax rates at some point.
One option is to raise tax rates during the time period that coincides with transition relief,
and to reduce them after the transition period ends. That leads to higher distortions in the
short run but preserves the steady-state efficiency gains of tax reform, since the long-run
tax rates are unaffected by the transition relief. The other option is to raise tax rates
forever. This would entail a smaller tax rate increase during the transition period than the
first option, but would reduce the long-run efficiency gains associated with tax reform.
Recent research by David Altig, Alan Auerbach, Laurence Kotlikoff, Kent Smetters, and
Jan Walliser suggests that transitional arrangements can have an important effect on the
long-run economic growth effects of tax reform. In some cases it appears that providing
generous transition relief to existing asset holders can largely undo the favorable
economic growth effects of some reforms.
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Senator Charles E. Schumer
Opening Statement

Senate Finance Committee
Hearing on President Bush’s Tax Reform Panel
August 3, 2006

Thank you, Mr. Chairman. I want to take a few moments to talk
about one issue that is very important to New York, but also a number of
other states that are represented on this Committee — the deduction for state
and local income taxes.

As we have heard here this morning, while the President’s tax panel
recommended changing a number of current deductions into credits, such as
the mortgage interest deduction, they have targeted one major deduction for
complete repeal, and that is the deduction for state and local taxes.

Cynics who have looked at the panel’s work may say that the move is
politically motivated, arguing that state and local deductibility mostly affects
big, high-tax, so-called “blue states™ like California, New York, and Ulinois.
They believe in the theory that any tax panel set up by Republicans would
want to stick it to Democrats.

Yet a closer look at the data shows that this theory is simply a myth.
Repealing this deduction will be as difficuit for families in “red states” as it
is for families in “blue states.” 1 doubt that many of my colleagues know
about this.

When it comes to tax reform, members of this Committee are all
going to be concerned with how proposals affect their constituents, not with
national averages, simplistic suppositions, or ideological arguments. And
when you look at the state-by-state data for the state and local deduction,
there are a lot of surprises.

Turge my colleagues to look at this chart, which shows the percentage
of taxpayers in each state represented on the Finance Committee that took
advantage of this deduction in 2003. In 2003, ten members of this
committee had 30 percent or more of the taxpayers in their states take the
deduction for state and local taxes. If you round up the numbers for
Kentucky, at 29.6 percent, and Vermont, at 29.7 percent, you have a clear
majority. Ranking Member Baucus’s state of Montana is close, at 29.4
percent.

In Senator Breaux’s testimony, be brought up the state of Arizona as
an example - he asked, why should taxpayers in Arizona subsidize services
in the states of New York and California? But nearly 37 percent of
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taxpayers in Arizona use this deduction! So Senator Kyl — who sits on this
committee and admittedly may have different ideas about tax reform than I
do — he would have to decide to eliminate a benefit that more than one-third
of his constituents benefit from! That’s not going to be an easy choice.

In all, 22 states and the District of Columbia saw more than one-third
of their taxpayers deduct state and local taxes in 2003. Fully 40 states saw
more than one-fourth of their taxpayers take the deduction. So thisisn’ta
tax break that just benefits rich people in blue states.

Eliminating this deduction is going to be nearly impossible politically.
Consider that more than 40 percent of taxpayers in Colorado, Oregon, and
Minnesota — three states fairly evenly split across party lines, with one
senator from each major party — take the deduction under current law.

Even Virginia, Utah, and Georgia — three states that went heavily for
George Bush in 2004, and each with two Republican senators - have about
the same percentage of taxpayers taking than the deduction as California
does, and all three rank higher than New York. More than one-third of
families also take the deduction in Arizona, North Carolina, and Nevada —
all red states.

And in the Washington, DC metro area of Maryland, Virginia, and the
District of Columbia — home to most of the pundits that will critique the Tax
Panel’s proposals, as well as the reporters covering this hearing today — 43
percent of taxpayers took the deduction in 2003.

These numbers show that members of both parties, from every part of
the country, will want to maintain the deduction for state and local taxes.
One of my highest priorities as a member of this Committee will be to
defend it.

I have no specific questions, but if any of the panel members would
like to comment on these statistics, or the political difficulty of eliminating a
deduction that nearly one-third of our constituents benefits from, I would be
happy to listen.

Thank you, Mr. Chairman.



109

Usage of State and Local Tax Deduction
In Finance Committee States




110

Statement of Senator Gordon H. Smith
U.S. Senate Committee on Finance Hearing
“Kick-Off for Tax Reform: Tackling the Tax Code”
August 3, 2006

Thank you Chairman Grassley and Senator Baucus for holding this very important hearing and
beginning the dialogue on how best to reform our tax code.

I also would like to commend the President for his leadership on this issue. In January 2005, the
President appointed a bipartisan panel to study the tax code and to propose reform options. The
panel issued its report last fall and provided us with a blueprint to begin this debate. 1look
forward to discussing the panel’s findings with a number of its members today, including my
former colleagues, Senators Mack and Breaux.

Our tax code is extremely complex and the great majority of Americans don’t understand how all
of the rules work. As a result, Americans spend an extraordinary amount of money each year to
figure out the maze of the tax rules. These extra fees are the equivalent of a tax for owners of
small businesses and families that need professional help to comply with our tax rules.

Over half of all taxpayers used a paid tax refurn preparer to assist them with their individual tax
returns. This is true for all income levels. Although those eaming more than $100,000 were the
most likely to use a paid preparer, 53 percent of taxpayers with income of less than $20,000 used
a paid preparer in 2002.

This trend also occurs in my home state of Oregon, where over 50 percent of individual
taxpayers used a paid tax return preparer in 2004. For Oregonians with incomes of less than
$50,000, about 49 percent used a paid tax return preparer.

The bottom line is we need to simplify our tax rules. If we our going to require our citizens to
pay significant sums of their hard earned money to the government, it is only fair that they
understand how the tax rules work. However, I think it’s safe to say that even the most
sophisticated tax attorney doesn’t understand all of our tax rules.

As a part of this process, I hope we can address one of my tax reform priorities — depreciation.
The current depreciation system is overly complex and dated due to the development of new
technologies and industries. Last year I introduced the Tax Depreciation, Modernization and
Simplification Act, which would modernize and simplify the depreciation rules. One key
provision of the bill would provide Treasury with the authority to modify or create class lives for
capital assets. Ilook forward to working with members of this committee to enact this important
legislation.

It has been twenty years since the last time Congress enacted comprehensive tax reform. The
time has come to address this important issue again,

Thank you.
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INDIVIDUAL INCOME TAX POLICY

Streamiining, Simplification, and
Additional Reforms are Desirable

What GAO Found

The United States faces a large and growing structural budget deficit as
current projected revenues are not sufficient to fund projected spending.
The individual income tax has long been the largest source of federal
revenue—amounting to $327 billion (7.5 percent of Gross Domestic Product
(GDP)) in 2005. (Total revenues that year amounted to 17.5 percent of
GDP.) Income tax policy, including existing tax expenditures, such as the
exclusion of employer-provided health insurance from individual income,
and enforcement approaches, need to be key elements of a multipronged
approach that reexamines federal policies and approaches to address our
nation’s large and growing long-term fiscal imbalance.

Concerns regarding the complexity, efficiency, and equity of the individual
income tax have contributed to calls for a substantial restructuring of the
individual income tax or its full or partial replacement with some form of
consumption tax. The widely recognized complexity of the tax results in
(1) significant compliance costs, frustration, and anxiety for taxpayers;

(2) decreased voluntary compliance; (3) increased difficulties for the
Internal Revenue Service (IRS) in administering the tax laws; and (4)
reduced confidence in the fairness of the tax. The tax also causes taxpayers
to change their work, savings, investment, and consurption behavior in
ways that reduce economic efficiency and, thereby, taxpayers’ well-being.

Taxpayer noncompliance with the current individual income tax is another
factor that could motivate reform. For tax year 2001, IRS estimated that
noncompliance with the individual income tax accounted for about

70 percent of the $345 billion gross tax gap, which is the difference between
the taxes that should have been paid voluntarily and on time and what was
actually paid. Reducing this gap can improve the nation’s fiscal stability, as
each 1 percent reduction in the tax gap would likely yield about $3 billion
annually. Reducing the tax gap within the current income tax structure will
require exploring new and innovative administrative and legislative
approaches,

In moving forward on tax reform, policymakers may find it useful to
compare alternative proposals along some common dimensions. These
include, in part, whether proposed tax systems over time will generate
enough revenue to fund expected expenditures, whether the base is as broad
as possible so rates can be as low as possible, whether the system meets our
future needs, and whether it has attributes that promote corpliance. Our
publication, Understanding the Tax Reform Debate (GAO-05-1009SP),
provides background, criteria, and questions that policymakers may find
useful.
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Mr. Chairman and Members of the Committee:

T appreciate this opportunity to contribute to your consideration of
fundarnental tax reform by discussing the individual income tax. Although
the focus of my statement is the individual income tax, it clearly makes
sense to consider a broader reform encompassing both the individual and
corporate income taxes and much of my message is applicable to broad
reforms.

As the Committee is well aware, two fundamental objectives of a tax
system are (1) to raise revenue sufficient to fund projected spending and
(2) to do so in a manner that is fair, relatively easy to administer, and
minimizes negative effects on the economy. Unfortunately, over time, the
accumulated changes to our individual tax system have not been
consistent with these objectives and, not surprisingly, there is a growing
debate about the fundamental design of the current tax system.

The debate about the future tax system is partly about whether the goals
for the nation’s tax system can be best achieved by reforming the current
income tax so that it has a broader base and a flatter rate schedule, or
switching in whole or in part to some form of a consumption tax. The
President’s Advisory Panel on Federal Tax Reform has taken a major step
in beginning this debate.’” The Panel suggested two altemative proposals
for coordinated reform of the individual and corporate income taxes and
thereby advanced the public debate over how best to simplify these taxes
and their proposals include the desirable combination of broader tax
bases and lower tax rates.

My statement reviews the revenue contribution of the current individual
income tax as well as its complexity, economic efficiency, equity, and
taxpayer compliance issues. It also draws some conclusions regarding the
need for tax reform. My statement today makes the following points:

The debate about the fundamental design of the tax system is occurring at
a time when the nation also faces a large and growing structural budget

'} addressed a number of issues relating to the corporate income tax in a statement before
this committee several weeks ago. See GAQ, Tax Compliance: Challenges to Corporate
Tax Enforcement and Options to Improve Securities Basis Reporting, GAO-06-851T
{Washington, D.C.: June 13, 2008),

*President’s Advisory Panel on Federal Tax Reform, Simple, Fair, and Pro-Growth:
Proposals to Fix America’s Tax System, (Washington, D.C.: November 2005),
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deficit, as under current policy, the gap between revenues and spending
will widen over the next few decades. The individual income tax has long
been the single largest source of federal tax revenue—amounting to

$927 billion in 2005. Individual income tax policy, including existing tax
expenditures and enforcement approaches, needs {o be an element of a
multipronged approach that reexarmines existing federal policies and
approaches to address the nation's large long-term fiscal imbalance.

Concerns regarding the complexity, economic efficiency, and overall
equity of the individual income tax have contributed to calls fora
substantial restructuring of the individual tax or its full or partial
replacement with some form of consumption tax. The widely recognized
complexity of the tax results in (1) significant compliance costs,
frustration and anxiety for taxpayers; (2) decreased voluntary compliance;
(3) increased difficulties for the Internal Revenue Service (IRS) in
administering the tax laws; and (4) reduced confidence in the fairness of
the tax. As discussed in our publication, Understanding the Tax Reform
Debate’ the individual incomme tax also causes taxpayers to change their
work, savings, investinent, and consurnption behavior in ways that reduce
economic efficiency and taxpayers’ well-being.

Taxpayer noncompliance with the current individual income tax is another
factor that could motivate reform. For tax year 2001, IRS estimated that
noncompliance with the individual income tax accounted for about 70
percent of the $345 billion gross tax gap, which is the difference between
the taxes that should have been paid voluntarily and on time and what was
actually paid. Reducing this gap can improve the nation’s fiscal stability, as
each 1 percent reduction in the tax gap would likely yield about $3 billion
annually. Given its persistence and size, reducing the tax gap within the
current income tax structure will require exploring new and innovative
administrative and legislative approaches.

In moving forward on tax reform, policymakers may find it useful to
compare alternative proposals along some common dimensions. Among
these are whether a proposed tax system will generate sufficient revenue
over time to fund whatever spending path is chosen, whether the base is as
broad as possible so rates can be as low as possible, and whether it has
attributes that promote compliance. Our publication, Understanding the

’GAO, Understanding the Tax Reform Debate: Background, Criterin, & Questions,
GAQ-05-1009SP (Washington, D.C.: September 2005).
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Tax Reform Debate, provides background, criteria, and questions that
policymakers should find useful.*

My statement today is drawn from previous GAQ reports and testimonies,
which were done in accordance with generally accepted government
auditing standards, as well as reviews of relevant literature.

Background

The base of the individual income tax covers income paid to individuals,
such as wages, interest, dividends, realized net capital gains, various forms
of business income, and income from pensions, annuities, trusts and
estates. This tax base is reduced by personal exemptions for taxpayers and
their spouses and children, as well as by nurrerous preferences—
statutorily defined as tax expenditures—such as the deduction for
mortgage interest, the earned income tax credit, and the exclusion of the
value of employer-provided health insurance from individuals’ taxable
income and taxable wage base. The statutory rates of tax on net taxable
income range from 10 percent to 35 percent. Lower rates (5 percent and

15 percent, depending on taxable income) apply to long-term capital gains
and dividend income.

Individuals may also pay tax under the alternative minimurm tax (AMT).
The base of this tax equals regular taxable income, plus the value of
various tax items, including personal exemptions and certain iternized
deductions that are added back into the base. This AMT income base is
then reduced by a substantial exemption and then taxed at a rate of

26 percent or 28 percent, depending on the taxpayer's income level.
Taxpayers compare their AMT tax Habilities to their regular tax labilities
and pay the greater of the two.

Although the income tax applies to all who have taxable income, nearly all
workers pay social insurance taxes to fund retirement, disability and
retiree health programs. According to Congressional Budget Office
estimates, in 2000 over 40 percent of households paid more in just their
portion of social insurance taxes than they paid in income taxes. Further,
when both their contribution and their employers’ is counted, over

70 percent of households paid more in social insurance taxes than they did
inincome taxes. The consensus among economists is that the employees
ultimately bear the entire social insurance tax burden. In 2005 workers

*GAO-05-10095P.
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paid a total of $794 billion in social insurance taxes to fund federal social
insurance, retirerent, disability, and retiree health programs. This amount
was in addition to their income tax liabilities. From the taxpayers’ view,
these taxes may not appear significantly different than income taxes, They
reduce the workers’ take-home pay each pay period and, although the
taxes are set aside in a separate account to fumd specific benefits, the
portion of these taxes not immediately needed for current beneficiaries
goes to fund current government expenses just like income taxes.

Three long-standing criteria—equity; economic efficiency; and a
combination of simplicity, transparency, and administrability—are
typically used to evaluate tax policy. These criteria are often in conflict
with each other and, as a result, there are usually trade-offs to consider
and people are likely to disagree about the relative importance of the
criteria.

To the extent that a tax is not sirnple and efficient, it imposes costs on
taxpayers beyond the payments they make to the U.S. Treasury. As shown
in figure 1, the total cost of any tax from a taxpayer’s point of view is the
sum of the tax liability, the cost of complying with the tax system, and the
economic efficiency costs that the tax imposes. In deciding on the size of
government, we balance the total cost of taxes with the benefits provided
by government programs.

Figure omponents of the Total Cost of a Tax to Taxpayers

The United States
Faces a Large and
Growing Structural
Budget Deficit

Over the long term, the United States faces a large and growing structural
budget deficit primarily caused by known demographic trends and rising
health care costs, and this deficit is exacerbated over time by growing
interest on the ever larger federal debt. Continuing on this imprudent and
unsustainable fiscal path will gradually erode, if not suddenly damage, our
economy, our standard of living, and ultimately our national security.
Addressing the nation’s long-term fiscal imbalances constitutes 2 major
transformational challenge that may take a generation or more to resolve.
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Fiscal necessity may prompt a fundamental review of major program and
policy areas. Many current federal programs and policies-—including tax
policies—were designed decades ago to respond to trends and challenges
that existed then but may no longer suit our 21st century needs. Clearly,
the individual income, social insurance, and corporate income taxes,
which have been the federal government’s three largest sources of
revenue, will need to be considered in any plan for addressing the nation’s
long-term fiscal imbalance.

Revenues from the Current
Tax System Are Not
Sufficient to Fund
Projected Spending

Over the next few decades, as the baby boom generation retires, federal
spending on retirement and health programs, such as Social Security,
Medicare, and Medicaid, will grow dramatically and bind the nation’s fiscal
future. Absent policy changes on the spending and/or revenue sides of the
budget, a growing imbalance between federal spending and tax revenues
will mean escalating and ultimately unsustainable federal deficits and
debt. In simple terms, the gap between projected spending and expected
revenues grows larger every year. For example, as figure 2 indicates, if
discretionary spending grows at the same rate as the economy, all expiring
tax provisions are extended, and then federal revenues are held as a
constant share of the economy, revenues could be adeguate to cover little
more than interest on the federal debt by 2040.
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S
Figure 2: Compuosition of Federal Spending as a Share of GDP, A ing Di: i y Spending Grows with GDP after 2006
and That Expiring Tax Provisions Are Extended
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Source; GAQ's May 2008 analysis.

Note: The revenue projection in this figure includes certain tax provisions that expired at the end of
2008, such as the increased alternative minimum tax exemption amount.

We cannot grow our way out of this long-term fiscal challenge because the
imbalance between spending and revenue is so large. We will need to
make tough choices using a multipronged approach: (1) revise budget
processes and financial reporting requirements; (2) restructure entitlement
programs; (3) reexamine the base of discretionary spending and other
spending; and (4) review and revise tax policy, including tax expenditures
and tax enforcement programs. Individual income tax policy, tax
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expenditures, and enforcement need to be key elements of the overall tax
review.

One promising-—and perhaps necessary—approach to tackling both the
tax and entitlements part of our long-term fiscal challenge is a credible,
capable, and bipartisan Tax and Entitlements Reform Commission. Such
an approach would help ensure that any decisions made on {axes and
spending are well coordinated and will produce a sustainable fiscal system
that meets agreed-upon objectives.

The Individual Income Tax
Is the Largest Single
Source of Federal
Revenues

The individual income tax has long been the single largest source of
federal tax revenue. In 2005, individual taxpayers paid $927 billion in
income taxes. Figure 3 shows the relative importance of federal taxes.
Since 1962, the individual income tax has ranged between a low of

7 percent (in 2004) and a high of 10.3 percent (in 2000) of gross domestic
product (GDP). Over the same period, social insurance taxes have grown
considerably in importance—from 3 percent of GDP in 1962 to 6.5 percent
of GDP (or $794 billion) in 2005. Revenue from the individual income tax
has historically accounted for between 40 percent and 50 percent of total
federal tax revenue. In contrast, in the early 1960s, social insurance taxes
accounted for less than 20 percent of the total; however, they have grown
to represent 37.1 percent of revenue in 2005.

Figure 3: Federal Revenues as a Percentage of GDP, 1962 to 2005
25 Percentage of GOP
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Souree: GAO represenation of OHice of Management and Budget [OMB) data.
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Individual Income Tax
Complexity,
Compliance, and
Efficiency Costs and
Equity Concerns
Contribute to Calls for
Reform

Concerns about the complexity, efficiency, and equity of the individual
incorme tax have motivated calls for a substantial restructuring of the tax
or its replacement with some form of consumption tax. The widely
recognized complexity of the tax results in (1) significant compliance
costs, frustration, and anxiety for taxpayers; (2) decreased voluntary
compliance; (3) increased difficulties for IRS in administering the tax laws;
and (4) reduced confidence in the fairness of the tax. The individual
income tax also causes taxpayers to change their work, savings,
investment, and consumption behavior in ways that reduce their well-
being.’ These reductions in well-being, known to economists as efficiency
costs, are likely to be large~—perhaps on the order of 2 percent of GDP or
more. The success of our tax system hinges very much on the public's
perception of its fairness and transparency. There are differences of
opinion about the overall fairness of the individual income tax and
concerns have been expressed about the equity of many specific features
of the tax.

Important Sources of
Complexity Are Income
Documentation
Requirements and Tax
Expenditure Rules

If they are to take advantage of the many tax benefits in the tax code,
virtually all taxpayers must familiarize themselves with, or pay someone to
advise them on, the sometimes complex rules for determining whether
they qualify (and, if so, to what extent). Moreover, in cases where multiple
tax expenditures have similar purposes, taxpayers may have to devote
considerable time to learn and plan in order to make optimal use of these
tax benefits. For example, the IRS publication Tax Benefits for Education®
outlines 12 tax expenditures, including 4 different tax expenditures for
educational saving. The use of one of these tax expenditures can affect
whether (or how) a taxpayer is allowed to use the other tax expenditures.
Adding to the taxpayer’s challenge to select the best educational tax
benefit, the use of one of these tax expenditures may affect a student’s

*GAO-05-1009SP.
®Department of the Treasury, IRS, Publication 970, Taw Benefits for Education, 2004.
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Tax Expenditures Have Been
Growing

eligibility for other forms of federal assistance for higher education, such
as Pell grants and subsidized loans.

The tax benefits, or tax expenditures, available under the income tax are
usually justified on the grounds that they promote certain social or
economic goals. They grant special tax relief (through deductions, credits,
exemptions, etc.) that encourages certain types of behavior by taxpayers
or aids taxpayers in certain circumstances. Tax expenditures can promote
a wide range of goals, like encouraging economic development in
disadvantaged areas, financing postsecondary education, or stimulating
research and development. For example, a wide range of tax provisions
are intended to help individuals save for their retirement. These include
traditional and Roth Individual Retirement Accounts (IRA) and various
plans administered by employers or available to self-employed individuals.
Again, individuals face complex choices to select the best options as well
as complex rules to stay in corpliance once they select a retirement
savings option. From a public policy perspective, all of this complexity and
the burden it imposes on taxpayers would most likely be worthwhile if the
tax incentives are successful in achieving their intended purposes.
However, in many cases this is questionable or unknown. Although
research results vary, many studies suggest that IRAs result in little actual
increase in retirement saving. One concern is that individuals can take a
lump sum withdrawal and, depending on how the sum is used, the
individual may not have a sufficient stream of income over his/her
remaining lifetime.

The sum of the revenue loss estimates associated with tax expenditures
was more than $775 billion in 2005 and the vast majority of this loss was
for tax expenditures provided to individuals, rather than to corporations.®

“Three of the tax incentives for saving—Coverdell Education Savings Accounts, Qualified
Tuition Programs, and U.8. education savings bonds—differ across more than a dozen
dimensions. Similarly, three other tax expenditures, all of which help students meet current
costs—the Hope credit, Lifetime Learning eredit, and the tuition deduction—differ in terms
of eligibility criteria, benefit levels, and income-related phase-outs. For a fuller discussion,
including estimates of the number of taxpayers who made suboptimal choices in selecting
among three tax provisions, see GAQ, Student Aid and Postsecondary Tax Preferences:
Limited Research Exists on Effectiveness of Tools to Assist Studenis and Families
through Title IV Student Ald and Tax Preferences, GAQ-05-684 (Washington, D.C.: July 29,
2005).

8

ing the individuat tax i i is useful for gauging the general
magnitude of the federal revenue involved, but it does not take into account possible
interactions between individual provisions.
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As the data in figure 4 indicate, revenue losses due to tax expenditures
exceeded discretionary spending for half of the last decade.

Figure 4: Trends in

ing and Tax E di R Losses, 1982-2005
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tax exp i is usetul for gauging the general magnitude
volved, but it does not take into account possible interactions between

Much of the revenue loss due to individual income tax expenditures is
attributable to a small number of large tax expenditures. The seven tax
expenditures shown in figure 5—each with an annual revenue loss
estimated at $36 billion or more—accounted for about half of the sum of
revenue losses for all tax expenditures for fiscal year 2005. With revenue
losses estimated at $4.9 billion, the earned income tax credit (EITC) does
not appear on this list. The EITC has both revenue losses and outlays
when a taxpayer’s refund exceeds their tax liability. If $34.6 billion in
associated outlays were included, this refundable credit would rank
among the largest tax expenditures.
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Figure 5: Revenue Loss Estimates for the Seven Largest Reported Tax
Expenditures for Individuals, Fiscal Year 2005

Estismated doflars in billions
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Source: OMB, Analytical Perspectives, Budget of the Unitec! Siates Goverament, Fiscal Year 2007

“if the payroll tax exclusion were also counted here, the total tax expenditure for employer
contributions for health inswance premiums would be about 50 percent higher or $177.6 biftion.

"This is the revenue loss and does not include associated outlays of $14.6 biltion.

Although Difficult to
Measure, Compliance
Burden Is Likely a
Significant Cost to
Taxpayers

The costs of complying with the individual income tax are large but
unclear. IRY’s most recent estimates suggest that these costs are roughly
on the order of ¥ to 1 percent of GDP. These costs include the time and
roney spent complying with the computational, reporting, planning, and
recordkeeping requirements of the tax system. Estimates of compliance
costs are uncertain because taxpayers generally do not keep relevant
records documenting their time and money spent complying with the tax
system and many important elements of the costs are difficult to measure
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because, among other things, federal tax requirements often overlap with
recordkeeping and reporting that taxpayers do for other purposes.

The available compliance cost estimates do not represent the potential
cost savings to be gained by replacing the current federal individual
income tax. Any replacement tax system will irnpose significant
compliance costs of its own. Moreover, given that many state and local
government income taxes depend upon the same compliance activities as
the federal income tax does, taxpayers would still bear the costs of those
activities unless those other governments replaced their own taxes to
conform to the new federal system. In addition, if some of the subsidies,
such as the earned income tax credit and child tax credit, which are
provided by the current federal tax system, are replaced by spending
programs under a reformed system, tax compliance costs may be reduced,
but only as a result of their being shifted to those new programs. Similarly,
if a replacement tax system no longer requires individuals to compute and
document their incomes, individuals will still need to document their
incomes for borrowing and other purposes, and government statisticat
agencies will incur expenses to replace the data that they currently obtain
from income tax refurns.

Taxes Generally Reduce
Economic Efficiency

Taxes impose efficiency costs by altering taxpayers’ behavior, inducing
them to shift resources from higher valued uses to lower valued uses in an
effort to reduce tax Hability. This change in behavior can cause a reduction
in taxpayers’ well-being that, for example, may include lost production {or
income) and consumption opportunities. One important behavioral change
attributable to the income tax arises from the fact that investment in
housing is given more favorable treatment than investment in business
activities. Economists generally agree that this differential tax treatment
reduces the amount of money available to businesses for investment in
productivity-enhancing technology. This in turn results in employees
receiving lower wages because increases in wages are generally tied to
increases in productivity. The tax exclusion for the exclusion of employer-
provided health insurance from individuals' taxable income, discussed in
text box 1, is another example of an income tax provision that clearly
reduces economic efficiency. The exclusion encourages more extensive
insurance coverage, but introduces a well-known problem with health
insurance. Because much of the cost of medical treatment is paid for by
the insurer, patients and doctors are generally unaware of, or
disconnected from, the total costs of health care and have little incentive
to economize on health care spending.

Page 12 GAD-06-1028T



125

Efficiency costs, along with the tax liability paid to the government and
the costs of complying with tax laws, are part of the total cost of taxes to
taxpayers. However, this does not mean that taxes are not worth paying.
One reason people bear taxes is they desire the benefits of government
programs and services. {The government does deliver some services
effectively and often provides services that otherwise would not be
available.) Taxpayers implicitly or explicitly balance the costs of taxes
with the benefits of government.

Nevertheless, minimizing efficiency costs is one criterion for a good tax.
Economists agree that taxes with broad bases and low rates generally
cause lower efficiency costs than do taxes with narrow bases and high
rates. The goal of tax policy is to design a tax system that produces
revenue needed to pay current bills and deliver on future promises while
at the same time balancing economic efficiency with other objectives,
such as equity, simplicity, transparency, and administrability. Moreover, as
noted earlier, the failure to provide sufficient tax revenues to finance the
level of spending we choose as a nation gives rise to deficits and debt.
Large, sustained deficits could ultimately have a negative impact on
economic growth, productivity, and potentially our national security.
Large structural deficits also raise serious stewardship and
intergenerational equity issues.
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Text Box 1: Tax Expenditure for Employer-Provided Medical insurance Premiums and
Medical Care

The current U.S, tax system excludes employer-provided health insurance from
individuals' faxable income even though such insurance is a form of income {noncash
compensation), The Department of the Treasury estimates that the tax exclusion for
employer-provided health insurance resuited in $118.4 billion in lost revenue during
2005, not including forgone social insurance taxes and state taxes. Including forgone
federal sociat insurance taxes, an estimated $177.6 billion in revenue was forgone due
to this exclusion.

The tax exclusion increases the proportion of the population covered by heafth
insurance, In 2004, nearly 46 million Americans were without health insurance. The
tax exclusion encourages employers to offer and employees to participate in health
insurance plans, increasing the proportion of workers covered. Because individuals
may be better able to anticipate their health care needs than insurers, heaith care
plans may attract customers with higher risk of poor health, resulting in higher
premiums, By encouraging the pooling of high-and jow-risk individuals, the tax
exclusion may help to reduce premiums below those that individuals would face if they
purchased insurance on their own.

However, some question whether the tax subsidy for health insurance is the best way
1o increase health insurance coverage. For example, the tax exclusion provides the
most assistance to taxpayers who have high marginal tax rates (those with high
incomes)—the exclusion saves those taxpayers more in taxes owed than it saves
those with lower marginal tax rates,

The tax exclusion for health insurance also contributes to higher health care costs,
The exclusion, by lowering premiums, encourages more extensive insurance
coverage, which compounds another well-knowrn problem with health insurance.
Because much of the cost of medical treatment is paid for by a third party (the insurer),
patients and doctors are generally unaware of, or disconnected from, the total costs of
health care and have little incentive to economize on health care spending.

Unlike the tax exclusion for employer-provided health insurance, an ideal health care
payment system would foster the delivery of care that is both effective and efficient,
resuiting in better value for the dollars spent on health care.

Efficiency Costs Resulting  Estimating the efficiency costs of the federal tax system is an enormous,

from the Individual Income complicated, and uncertain task, given the complexity of existing tax

Tax Are Likely to Be Large ruleg, tbe bread_mA and diversity of the U.S. economy and population, and

but Can Only Be Estimated the limited empirical evidence available on how individuals and businesses
change their behavior in response to tax rules. In practice, researchers

with Considerable have not been able to obtain and analyze all of the detailed data they need

Uncertainty
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to produce efficiency cost estimates that are free from a large degree of
uncertainty.

The two studies that have made the most comprehensive estimates of the
efficiency costs arising from the individual income tax in the past two
decades suggest that those costs are considerable. The first study, which
examined the combined efficiency costs of the individual income and
payroll taxes, estimated those costs to have been on the order of 2 to

5 percent of GDP in 1994.° Estimates from the second study indicate that
the efficiency cost of the individual income tax was on the order of

2 percent of GDP in 1997." Efficiency cost estimates such as these are
often quite sensitive to the assumed magnitude of key behavioral
responses and those assumptions are often based on empirical research
that continues to evolve over time or, in other cases, has yet to be
undertaken. For example, the consensus of recent research is that
individuals are less responsive to changes in taxes than the first study
assumed them to be.

The extent to which efficiency gains could be realized by switching to an
alternative tax system depends critically on the detailed characteristics of
the alternative. All of the altemative tax system proposals that have
received serious consideration in recent decades would have imposed
significant efficiency costs. Moreover, in assessing the potential efficiency
gains from any tax reform proposal it is also important to consider
compensating changes that may be made on the spending side of the
federal budget. For example, if any tax expenditures in the current federal
income taxes are replaced by grants, spending programs, regulations, or
other forms of nontax subsidies, those subsidies can result in efficiency
costs similar in magnitude to those associated with the tax expenditures
they replaced.

Perceptions of Inequities
in the Tax System Can
Undermine Its Success

The success of our tax system hinges very much on the public’s perception
of its fairness and transparency. The myriad of tax deductions, credits,
special rates, and so forth cause taxpayers to doubt the fairness of the tax

*Martin Feldstein, “Tax Avoidance and the Deadweight Loss of the Income Tax,” The
Review of Economics and Statistics (1999).

“Pale Jorgenson and Kun-Young Yun, Investment Volwme 3: Lifting the Burden: Tax
Reform, the Cost of Capital, and U.S. Economic Growth (Cambridge, Ma.: MIT Press),
2001.
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system because they do not know whether those with the same ability to
pay actually pay the same amount of tax. Fairness is ultimately a matter of
personal judgment about issues such as how progressive tax rates should
be and what constitutes ability to pay.

Public confidence in the nation’s tax laws and tax administration is critical
because we rely heavily on a system of voluntary compliance. If taxpayers
do not believe that the tax system is credible, easy to understand, and
treats everyone fairly, then voluntary compliance is likely to decline. The
latest available IRS estimates indicate that about 84 percent of total taxes
due for tax year 2001 were paid voluntarily and on time. Complexity and
the lack of transparency it can create exacerbate doubts about the current
tax system's fairness.

There are differences of opinion about the fairness of the individual
income tax. Likewise, concerns have been expressed about the equity of
many specific features of the tax, such as:

marriage penalties (and bonuses) built into the tax under which the
combined tax liabilities of two individuals differ, depending on whether or
not those individuals are married;

the inconsistent treatment between taxable wages and salaries and other
components of total employee compensation, such as employer-provided
health benefits that are not taxed;

the fact that many low-income individuals face high effective marginal tax
rates over certain income ranges as the benefits of tax preferences, such
as the earned income tax credit, phase out;

the provision of certain tax benefits in the form of deductions, which are
more valuable to taxpayers in higher income brackets, rather than as tax
credits;

the requirement that a taxpayer must own a home in order to receive the
significant advantage of tax-preferred borrowing, and

the greater ease with which self-employed individuals can underreport
income, compared to employees whose incomes are subject to
withholding and third-party reporting.

Judging the equity of the individual income tax can depend substantially
on the frame of reference used. For example, for many, a progressive tax
code is considered to be more equitable. When looked at in isolation, the
individual income tax system is somewhat progressive. If the frame of
reference is expanded, however, and payroll taxes are also taken into
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account, total progressivity drops.” As mentioned earlier, more than

70 percent of taxpayers are estimated to pay more in payroll taxes than
individual income taxes when the combined employee and employer
shares are considered.” These frames of reference, of course, look only at
the payment of taxes. An even wider frame of reference would take into
account the benefits taxpayers receive, which could alter yet again
judgments about the equity of the tax system. In fact, it could be argued
that the full effect of federal government policies on different groups of
individuals can only be determined by examining the effects of all federal
taxes, spending programs, and regulations.

Ensuring Individual
Taxpayer Compliance
with the Tax Laws Is
Challenging

The extent of individual taxpayer noncoropliance with the current tax laws
is another factor that could motivate calls for reform. Ensuring
compliance with our nation’s tax laws is a challenging process for both
taxpayers and IRS. The difficulty in ensuring compliance is underscored
by the tax gap—the difference between the taxes that should be paid
voluntarily and on time and what is actually paid—that arises every year
when taxpayers fail to comply fully with the tax laws. Most recently, IRS
estimated the gross tax gap for tax year 2001 to be $345 billion, including
individual income, corporate income, employment, estate, and excise
taxes. IRS estimated it would eventually recover about $55 billion of the

UAlthough it makes sense to the signi dditional burden of social insurance
taxes when ev: ing individual tax burd there is some disagreement regarding the
proper way to analyze the two taxes jointly. Many econormists consider the portion of
payroll taxes that fund Old-Age and Survivors Insurance berefits to be materially different
from other federal taxes because individuals receive future benefits that are directly
related to the amount of tax they pay. In their view some account should be made of the
redistributive nature of the social security benefits formula. (See, for example, Richard V.
Burkhauser and John A. Turner, “Is the Social Security Payroll Tax a Tax?,” 13 Public
Finance Quarterly, (1985) and Andrew Mitrusi and James Poterba, “The Distribution of
Payroll and Income Tax Burdens, 1979-99,” National Tax Jowrnal, Vol. 53 no. 3 Part 2
(September 2000) pp. 765-794.) Other observers assert that future benefits are an

enti based on participation in the workforce, not on the payment of tax, and that all
social insurance taxes should be treated the same as individual income taxes when
analyzing the distribution of tax burdens. (See Patricia E. Dilley, “Taking Public Rights
Private: The Rhetoric and Reality of Social Security Privatization,” Boston College Low
Review, 975 (2000) and Deborah A. Geier, “Integrating the Federal Tax Burden on Labor
Income,” Tax Notes, January 27, 2008), pp. 563-583.)

The Tax Policy Center, using its tax simulation model, has estimated that 96 percent of
taxpayers pay more in payroll taxes than individual income taxes when both the employee
and employer shares of taxes are considered. Economists widely agree that the employee
bears the full amount of the payroll tax.
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gross tax gap through late payments and enforcement actions, resulting in
a net tax gap of $290 billion.”

About 70 percent of the gross tax gap for tax year 2001, or an estimated
$244 billion, was attributed to the individual income tax. As shown in table
1, individual taxpayers that underreported their income, underpaid their
taxes, or failed to file an individual tax return altogether or on time
(nonfiling) accounted for $197 billion, $23 billion, and $25 billion of the tax
gap, respectively.

Table 1: Individual Income Tax Portion of the Tax Year 2001 Gross Tax Gap
Estimate

Type of noncompliance Tax gap {(dollars in biilions)
Underreporting $197
Business income 109
Nonfarm proprietor income 68
Partnership, S5-Corp, estate and trust 22
Rents & royalties 13
Farm income 6
Nonbusiness income 56
Capital gains 11
Wages, salaries, tips 10
Pensions and annuities 4
Interest and dividend income 3
Other 28
Credits 17
Deductions, exemptions, adjustments 15
Underpayment 23
Nonfiling 25
Total $244
Source: IRS.

Note: Figures may not sum to totals because of rounding.

Improving compliance and reducing the tax gap would help improve the
nation’s fiscal stability. Even modest progress would yield significant
revenue; each 1 percent reduction would likely yield nearly $3 billion

Blnless otherwise noted, references to the tax gap refer to the gross tax gap.
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annually. However, the tax gap has been a persistent problem in spite of a
myriad of congressional and IRS efforts to reduce it, as the rate at which
taxpayers voluntarily comply with our tax laws has changed little over the
past three decades. As such, we need to consider not only options that
have been previously proposed but also explore new and innovative
approaches to improving compliance including fundamental reform of the
tax system as well as providing IRS with additional enforcement tools and
ensuring that significant resources are devoted to enforcement.

Fundamentally reforming our tax system has the potential to improve
compliance, especially if 2 new system has few tax preferences or
complex tax code provisions and if taxable transactions are transparent to
tax administrators. One factor that some believe contributes to the
difficulty of achieving compliance is the complexity of our tax system. The
complexity of, and frequent revisions to, the tax system make it more
difficult and costly for taxpayers who want to comply to do so and for IRS
to explain and enforce tax laws. Complexity also creates a fertile ground
for those intentionally seeking to evade taxes, and often trips others into
unintentional noncompliance. Likewise, the complexity of the tax system
challenges IRS in its ability to administer our tax laws.

Whether under our current income tax system or a reformed one,
enforcement tools, particularly information reporting® and tax
withholding,” are key to high levels of compliance. The extent to which
individual taxpayers accurately report the income they earn has been
shown to be related to the extent to which the income is reported to them
and IRS by third parties or taxes on the income are withheld, as shown in
figure 6. Taxpayers tend to report income subject to tax withholding or
information reporting with high levels of compliance because the income
is transparent to the taxpayers as well as to IRS. For example, employers
report most wages, salaries, and tip corapensation to employees and IRS
through Form W-2. Also, banks and other financial institutions provide
information returns (Forms 1099) to account holders and IRS showing the
taxpayers’ annual income from some types of investments. Findings from
IRS’s recent study of individual tax compliance indicate that nearly

MInformation reporting involves the filing of information returns with IRS and taxpayers
that contain information on eertain transactions, such as wage and salary information
emaployers report to employees and IRS through Form W-2,

*An example of tax withholding is when employers withhold taxes on the wages that
employees eamn and remit them to IRS.
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99 percent of these types of income are accurately reported on individual
tax returns. For types of income for which there is little or no information
reporting, individual taxpayers tend to misreport over half of their income.

L —————
Figure 6: Individual Net Income Misreporting Categorized by the Extent of Income
Subject to Withhoiding and Information Reporting
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Ensuring that significant resources are devoted to enforcement also has
the potential to minimize the tax gap for our current income tax system as
well as for reformed systems Congress may adopt. For the current syster,
devoting more resources has the potential to reduce the tax gap by billions
of dollars in that IRS would be able to expand its enforcement efforts to
reach a greater number of potentially noncompliant taxpayers.
Importantly, expanded enforcement efforts could reduce the tax gap more
than through direct tax revenue collection, as widespread agreement
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exists that IRS enforcement programs have an indirect effect through
increases in voluntary tax compliance.* However, determining the
appropriate level of enforcement resources to provide IRS requires taking
into account many factors, such as how effectively and efficiently IRS is
currently using its resources, how to strike the proper balance between
IRS’s taxpayer service and enforcernent activities, and competing federal
funding priorities.

Generally, when holding IRS accountable for the use of resources, it is
also desirable to focus on the outcomes achieved rather than on how IRS
allocates the resources it receives. Results are really what counts, If IRS,
or any other agency, can figure out how to more cost effectively achieve a
result, then reallocation of resources to other problem areas could be an
appropriate strategy, within the restrictions applying to appropriation
accounts, for making the best use of limited resources. In sum, regardless
of the tax system, Congress needs to assure itself that the revenue agency
has sufficient resources and reasonable flexibility to achieve desired
outcomes and hold the agency accountable for those outcomes.

Comparing Proposals
on Common
Dimensions

In moving forward on tax reform, policymakers may find it useful to
compare proposals on common dimensions. These comparisons can be
helpful whether reform is of the individual income tax, the current tax
system more broadly, or in considering new systems altogether.

First, is the tax base as broad as possible? Broad-based tax systems with

.minimal exceptions have many advantages. Fewer exceptions generally

means less complexity, less compliance cost, less economic efficiency
loss, and by increasing transparency may imaprove equity or perceptions of
equity. In terms of the individual income tax, this suggests that eliminating
or consolidating the myriad of tax expenditures must be considered. We
need to be sure that the benefits achieved from having these special
provisions are worth the associated revenue losses just as we must ensure
that outlay programs—which may be attempting to achieve the same
purposes as tax expenditures—achieve outcomes commensurate with
their costs. To the extent tax expenditures are retained, consideration
should be given to whether they are better targeted to meet an identified

BTwo types of indirect effect are (1) the increase in voluntary compliance in the larger

P ion iting from inati or other enforcement and nonenforcement actions
on targeted taxp. and (2) the & in voluntary i of the targeted
taxpayer in subsequent years.
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need. Many tax expenditures are broadly available and, in fact, provide
greater “assistance” to those that most would consider least in need. This
is broadly true of any tax expenditure that is worth more to higher income
taxpayers than to lower income taxpayers, like the exclusion for the value
of employer-provided health insurance and the mortgage interest
deduction.

Broad based tax systems can yield the same revenue as more narrowly
based systems at lower tax rates. The combination of less direct
intervention in the marketplace from special tax preferences, and the
lower rates possible from broad based systems, can have substantial
benefits for economic efficiency. For instance, some economists estimate
that the economic efficiency costs of tax increases rise proportionately
faster than the tax rates, In other words, a 50 percent tax increase could
more than double the economic efficiency costs of a tax system.

Does the proposed system raise sufficient revenue over time to fund our
expected expenditures? As I mentioned earlier, we will fall woefully short
of achieving this end if current spending and/or revenue trends are not
altered. The econonuic efficiency costs of our current tax system likely will
become an even more important issue as we grapple with the nation’s
long-term fiscal challenges. Although we clearly must restructure major
entitlement programs and the basis of other federal spending, it is unlikely
that our long-term fiscal challenge will be resolved solely by cutting
spending. If we must raise revenues, doing so from a broad base and a
lower rate will help minimize economic efficiency costs.

In this regard, the President’s Advisory Panel on Tax Reform has taken a
useful step forward for tax reform, helping, for example, to focus the
debate on specific proposals. Those proposals incorporate broader bases,
with lower rates. However, the Panel acted within the guidance it was
given, and one result is that the proposed reforms, if implemented as
proposed, appear to provide much less than the necessary revenue to fund
expected government spending. Although we have not evaluated the
revenue effects of these proposals, other respected analysts have and they
point to future revenue yields that would worsen the already difficult fiscal
challenges the nation faces.

Does the proposal look to future needs? Like many spending programs,
the current tax system was developed in a profoundly different time. We
five now in a much more global economy, with highly mobile capital, and
investment options available to ordinary citizens that were not even
imagined decades ago. We have growing concentrations of income and
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wealth. More firms operate multi-nationally and willingly move operations
and capital around the world as they see best for their firms.

Do the revenues for the proposed system hold up in the future? As an
adjunct to looking forward when making reforms, the revenue
consequences of all major tax changes should be estimated well into the
future. Such long-term projections undoubtedly will be subject to
uncertainty, but at the very least we should have the best estimates
possible of whether the revenue trend is likely to shiff up or down over the
long-term.

Does the proposed system have attributes associated with high
compliance rates? Because any tax system can be subject to tax gaps, the
administrability of reformed systems should be considered as part of the
debate for change. In general, a reformed system is most likely to have a
small tax gap if the system has few tax preferences or complex provisions
and taxable transactions are transparent. Transparency in the context of
tax administration is best achieved when third parties report information
both to the taxpayer and the tax administrator.

‘What transition issues exist and have they been dealt with in an equitable
fashion that minimizes additional complexity and any adverse effects on
the benefits to be gained from the new tax system? Under the current
individual income tax system, citizens have made fundamental life choices
based at least in part on the incentives in the tax system. For many, the
favorable tax treatment of owner-occupied housing has led to choices to
invest disproportionately in housing. Others have made long-term
investments in tax-favored college savings plans. Thus, changes to the tax
system can materially affect citizens’ futures, Still others make their livings
advising taxpayers, helping them understand tax provisions and complete
their tax returns, and helping them devise investment and other financial
plans taking into account current {ax rules.

Our publication, Understanding the Tax Reform Debate: Background,
Criteria, and Questions,” may be useful in guiding policymakers as they
consider tax reform proposals. It was designed to aid policymakers in
thinking about how to develop tax policy for the 21st century. While not
designed to break new conceptual ground, this report brings together a
number of topics that tax experts have identified as those that should be

"AO-05-1009SP,
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considered when evaluating tax policy. It attempts to provide information
about these topics in a clear, concise, and easily understandable manner
for a non-technical audience.

Concluding
Observations

The problems that I have reviewed today relating to the compliance costs,
efficiency costs, equity and tax gap associated with the current individual
income tax systern—many of which arise from the complex accumulation
of tax preferences in that syster-—would seem to make an overwhelming
case for a comprehensive review and reform of our tax policy. Further, we
live a world that is profoundly different than when the individual income
tax and many of its provisions were adopted. Despite numerous and
repeated calls for such reform, progress has been slow. One reason why
reform is difficult to accomplish is that the provisions of the tax code that
generate compliance costs, efficiency costs, the tax gap and inequities also
benefit many taxpayers and the individuals and companies that advise
taxpayers and help them with their tax filing obligations. Reform is also
difficult because, even when there is agreement on the amount of revenue
to raise, there are differing opinions on the appropriate balance among the
often conflicting objectives of equity, efficiency, and administrability. This,
in turn, leads to widely divergent views on even the basic direction of
reform.

Fiscal necessity, prompted by the nation’s unsustainable fiscal path, will
eventually force changes to our spending and tax policies. We must
fundamentally rethink policies and everything must be on the table. Tough
choices will have to be made about the appropriate degree of emphasis on
cutting back federal programs versus increasing tax revenue.

Tax reform, if it broadens the tax base, could reduce the costs of raising a
given amount of revenue by reducing the associated efficiency costs. Such
a reform also likely would reduce inequities, compliance burden, and
administrative costs. The recent report of the President’s Advisory Panel
on Federal Tax Reform recornmended two different tax reform plans.
Although each plan provides for significant simplification, neither of them
addresses the growing imbalance between federal spending and revenues
that I highlighted earlier. One approach for getting the process of
comprehensive fiscal reform started would be through the establishment
of a credible, capable, and bipartisan commission, to examine options for
a combination of entitlement and tax reform.

As policymakers consider proposals to reform the current individual
income tax, or the entire tax system, they may find it useful to compare
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the proposals on common dimensions. Our publication, Understanding
the Tax Reform Debate, may be useful when making these comparisons.

Mr. Chairman and Members of the Committee, this concludes my
statement. I would be pleased to answer any questions you may have at
this time.

For further information on this testimony please contact James White on
Contact and (202) 5129110 or whitej@gao.gov. Contact points for our Offices of
Acknowledgments Congressional Relations and Public Affairs may be found on the last page
of this testimony. Individuals making key contributions to this testimony
include Michael Brostek, Director; Kevin Daly and Jim Wozny, Assistant
Directors; Jeff Arkin; Elizabeth Fan; Tom Gilbert; Don Marples; and Jeff
Procak.
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Preface

Taxes are necessary because they fund the services provided by government. In 2005,
Americans will pay about $2.1 trillion in combined federal taxes, including income,
payroll, and excise taxes, or about 16.8 percent of gross domestic product.

Beyond funding government, the federal tax system has profound effects on the
economy as a whole and on individual taxpayers, both for today and tomorrow. Taxes
change people’s behavior and influence the economy by altering incentives to work,
consume, save, and invest. This, in turn, affects economic growth and future
income—and thus future government revenues. At the same time, the current tax
system generates fierce controversy over fairness—who should pay and how much
they should pay. In addition, the current tax system is widely viewed as overly
conplex, thereby reducing the ability of individuals to understand and comply with
the tax laws. Furthermore, the tax system is costly to administer with most of the
costs of administration, such as record keeping, understanding the laws, and
preparing returns, borne by taxpayers.

Concerns about the economic effectiveness, fairness, and growing complexity of the
current tax system raise questions about its credibility. These concemns have led to a
growing debate about the fundamental design of the federal tax system. The debate
includes the type of base—income or consumption—and the rate structure—flatter
or more progressive. Additionally, some question to what extent and how the tax
system should be used to influence economic behavior and social policy.

Some see tax rates as too high—discouraging work, savings, and investment and
consequently slowing economic growth. At the same time, the myriad of tax
deductions, credits, special rates, and so forth cause taxpayers to doubt the fairness
of the tax system because they do not know whether those with the same ability to
pay actually pay the same amount of tax. In addition, tax expenditures, also called tax
preferences, just like spending programs, can lead to higher tax rates over time.
Complexity and the lack of transparency that it can create exacerbate doubts about
the current tax syster’s fairness. Public confidence in the nation’s tax laws and tax
administration is critical because we rely heavily on a system of voluntary
compliance. If taxpayers do not believe that the tax system is credible, is easy to
understand, and treats everyone fairly, then voluntary compliance is likely to decline.

The debate about the fundamental design of the tax system is occurring at a time
when the nation also faces large current deficits and a significant and structural long-
term fiscal imbalance. Long-term budget simulations by GAQ, the Congressional
Budget Office, the Office of Management and Budget, and nongovernment analysts
show that absent policy changes, the federal budget is on an unsustainable path.
Known demographic trends and rising health care costs will cause ultimately
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unsustainable deficits and debt that will threaten our national security as well as the
standard of living for the American people in the future.

While additional economic growth is critical and can help to ease the burden, the
projected fiscal gap is so great that it is unrealistic to expect that growth alone will
solve the problem. Ultimately, the nation will have to decide what it wants from the
federal government, that is, what level of spending do we want on programs, tax
preferences, and other government services and how we will pay for that spending.
Clearly, tough choices will be required. Addressing the projected fiscal gap will
prompt policymakers to examine the advisability, which includes both the
effectiveness and affordability, of a broad range of existing programs and policies
throughout the entire federal budget—spanning discretionary spending, mandatory
spending, entitlement programs, tax expenditures tax rates, and tax system design.
This examination will likely result in actions affecting both tax revenues and tax
expenditures.

The background, criteria, and questions presented in this report are designed to aid
policymakers and the public in thinking about how to develop tax policy for the 21%
century. This report, while not intended to break new conceptual ground, brings
together a number of topics that tax experts have identified as those that should be
considered when evaluating tax policy. This report attempts to provide information
about these topics in a clear, concise, and easily understandable manner for a
nontechnical audience. In developing this report, we relied on government studies,
academic articles, and the advice of tax experts to provide us with information on the
issues surrounding the tax reform debate. For a short bibliography of related
publications, see appendix II. For easy reference, key terms are defined in the
glossary located in appendix III—these glossary terms appear in beld type the first
time they are used in the text.

This publication was prepared under the direction of James R. White, Director,
Strategic Issues (Tax Policy and Administration Issues), who may be reached at (202)
512-9110 or WhiteJ@gao.gov. Contact points for our Offices of Congressional
Relations and Public Affairs may be found on the last page of this report. Kevin Daly,
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Tom Gilbert, Don Marples, Donna Miller, Ed Nannenhorn, and Amy Rosewarne made
key contributions. This report will be available at no charge on the GAO Web site at
http://www.gao.gov.

Wil ——

David M. Walker
Comptroller General
of the United States
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Introduction

This report provides background information, criteria, and key questions for
assessing the pros and cons of tax reform proposals, both proposals for a major
overhaul of the current federal tax system and incremental changes to the system.
Figure 1 outlines the key issues that we address. First, we discuss how the size and
role of the federal government drive the government’s revenue needs. Second, we
describe a set of widely accepted criteria for assessing alternative tax proposals.
These criteria include the equity, or fairness, of the tax system; the economic
efficiency, or neutrality, of the system; and the simplicity, transparency, and
administrability of the system. The weight one places on each of these criteriais a
value judgment and will vary among individuals. As we note, there are trade-offs to
consider among these criteria, and we discuss how these criteria can sometimes be in
conflict with each other. Finally, we turn to a consideration of the issues involved in
transitioning from the current tax system to an alternative tax system.

Figure 1: Issuss to Consider When Assessing Alternative Tax Proposals

lssues to consider when thinking
about fax system changes:

Sources: GAO {text); PhotoDisc, IRS {images).
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The primary purpose of the tax system is to collect the revenue needed fo fund the
operations of the federal government, including its promises and comnmitments. Tax
revenues may not fully match government spending each year, but over time, the
federal government needs to be able to raise sufficient revenue to cover its current
and expected financial obligations. Decisions about spending and the role of
government have a direct impact on the government’s ultimate revenue needs.

Whether the resources to fund government spending are provided through taxes or
borrowing has consequences for the economy and the federal budget. Borrowing
{which has often led to budget deficits) may be appropriate for federal investiment
such as building roads and scientic research, and during times of recession, war, and
other temporary challenges. However, federal borrowing also absorbs scarce savings
that would otherwise be available for growth-enhancing private investment. In
addition, large amounts of borrowing may increase the share of interest payments in
the federal budget overtime, placing additional pressure on future budgets.

One’s view about the equity of a tax system is based on subjective judgments about
the fairness of the distribution of tax burdens. The actual burden of a tax—the
reduction in economic well-being caused by the tax—is not always borne by the
people who pay the tax to the government because tax burdens can be shifted to
other parties. For example, the burden of a tax on business can sometimes be shifted
to consumers by increasing prices or to workers by decreasing wages. Public debates
regarding the equity of the tax system reflect a range of opinions about who should
pay taxes and how much of the tax burden should be shouldered by different types of

taxpayers.

Taxes impose efficiency costs by altering taxpayers’ behavior, inducing them to shift
resources from higher valued uses to lower valued uses in an effort to reduce tax
liability. This change in behavior can cause a reduction in taxpayers’ well-being that,
for example, may include lost production (or income) and consumption
opportunities. Efficiency costs, along with the tax liability paid to the government and
the costs of complying with tax laws, are part of the total cost of taxes to taxpayers.
One of the goals of tax policy, but not the only goal, is to minimize compliance and
efficiency costs. The extent to which efficiency costs can be reduced by reforming
the tax system depends on the design features of the new tax system, such as the
nature and number of any tax preferences.

Simplicity, transparency, and administrability are related but different characteristics
of a tax system. Simplicity is a gauge of the time and other resources taxpayers spend
to comply with the tax laws. This includes the time and resources spent on record
keeping, learning about tax obligations, and preparing tax returns. The transparency
of a tax system refers to taxpayers’ ability to understand how their liabilities are
calculated, the logic behind the tax laws, what their own tax burden and that of
others is, and the likelihood of facing penalties for noncompliance. Administrability
refers to the costs, ultimately borne by taxpayers, of collecting and processing tax
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payments as well as to the costs of enforcing the tax laws. While simplicity,
transparency, and administrability are related concepts, they are not the same thing.
A very simple tax rule may not be transparent if the rationale for the rule is not clear.
Similarly, not all simple taxes are easy to administer.

Designing tax policy requires making trade-offs among these criteria. For example, a
proposal to improve the efficiency and simplicity of the tax code may involve
eliminating exemptions or deductions originally introduced to improve the equity
of the system. Moreover, some criteria include subjective elements. One individual’s
perception of the equity of a tax proposal can differ from another’s. However, being
subjective or objective does not make a criterion superior.

In addition to determining the type of tax system, policymakers also determine the
amount of revenue to be raised, which involves balancing the costs of taxes against
the benefits of government services. Despite the fact that no tax system is perfectly
fair, efficient, simple, transparent, and without administrative costs, in general people
are willing to pay taxes and bear the other costs of the tax system because they desire
the benefits of government and understand that sufficient tax resources are
necessary for a sound fiscal policy in the long term.

Finally, because moving to an alternative tax system creates winners and losers,
transition rules may be included in tax reform proposals to mitigate some of the
windfall gains and windfall losses that are likely to occur. However, debate exists
as to whether transition rules, which are usually proposed on equity grounds, are
appropriate because they may also reduce the efficiency of the tax system and
temporarily make the tax system more complex.

Tax reform proposals can range from small changes to the tax code to more
comprehensive changes. The issues and questions we discuss in this report are
designed to apply to both incremental changes to the tax system, such as changing
tax expenditures to encourage savings, and to more comprehensive tax reform
proposals, such as switching from a predominantly income-based tax to a
consumption tax base.

In addition to discussing the criteria used to evaluate changes to the tax system, this
report provides information about economic and budgetary trends, the current tax
system, and definitions of important tax concepts. For each section of the report, we
provide a set of key questions designed to help identify the important features of the
proposals This is information that we believe would be useful for evaluating the
proposals and identifying limitations of the data and analysis.
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Revenue—Taxes Exist to Fund
Government

Taxes exist to fund the services provided and the promises made by the government.
Since tax revenue may not match spending in each year, the resources needed to fund
government can be also be raised by borrowing (deficit financing). Both taxes and
borrowing affect economic performance. Taxes can affect the economy because they
alter decision making by people and businesses. Federal borrowing absorbs savings
otherwise available for private investment and postpones the need to tax or reduce
spending. (See fig. 2.)

Figure 2: Revenue Overview
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The Current Tax System

The federal tax system in the United States primarily consists of five types of taxes:
(1) personal income taxes; (2) social insnrance taxes (employee and employer
contributions for Social Security, Medicare, and unemployment compensation); (3)
corporate income taxes; (4) estate and gift taxes; and (5) excise taxes based on
the value of goods and services sold and other taxes. The tax bases, rates, and
collection points of the major federal taxes are summarized in table 1.
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Table 1: Features of the Current Tax System

Type of tax Tax base Tax rates Collection points
Personal income Regular PIT Regular PIT Regular PIT
taxes (PIT) Personal income, Graduated rate structure: Employers withhold

including income from
wages, interest and
dividends, capital gains,
and small business
income.

Numerous tax
expenditures exist that
reduce the size of the
tax base.

Personal alternative
minimum tax (AMT)
Taxable income
exceeding certain
threshold amounts
based on filing status.

Statutory marginal rates
of 10%, 15%, 25%, 28%,
33%, and 35%.
Deductions and other tax
expenditures, such as
refundable tax credits
like the Earned income
Tax Credit, create a
group of taxpayers who
have no tax liability or a
negative tax liability.

Personal AMT

26% or 28% depending
on taxable income:
subject to the AMT.
Individuals are eligible
for a credit for a portion
of the AMT paid in a prior

payments, but
individuals file tax
returns wherein they
are also required to
disclose nonwage
income and remit
appropriate taxes.
Small business owners
self-report income and
remit taxes to the
government.

Personal AMT
individuals compare
their regular PIT
liability to their AMT
liability and pay the
greater of the two (less
faxes previously

year. withheld or paid during
the year).
Corporate income Regular CIT Regular CIT Regular CIT
taxes {CIT) Corporate profits (total ~ Statutory marginal rates  Corporations file tax

revenues less {otal
expenses). Numerous
tax expenditures exist
that reduce the size of
the tax base.

Corporate AMT
Broader definition of the
tax base {(corporate
income) than regular
CIT; less generous
accounting rules.

range from 15% to 35%.

Corporate AMT

20% for all corporate
income subject to the tax
less the AMT credit for
that tax year.

returns and remit
payment to the
government.

Corporate AMT
Corporations compare
regular CIT to
corporate AMT liability
and pay the greater of
the two.

Social insurance
taxes

Social security
First $90,000 of
employee wages.

Medicare
All wages.

Social security

6.2% employee
contribution,

6.2% employer
contribution,

12.4% for setf-employed.

Medicare

1.45% employee
contribution.

1.45% employer
contribution.

2.90% for seif-employed.

Social security
Employers withhold
taxes from employee
paychecks.

The self-employed
remit taxes
themselves.

Medicare

Employers withhold
taxes from employee
paychecks. The self-
employed remit taxes
themselves.
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(Continued From Previous Page)

Type of tax Tax base Tax rates Collection points
Unified transfer tax—— Estate tax Estate tax Estate tax
estate, gift, and Fair market value of the Ratesrange from 45%to  Decedent’s estate is

generation skipping
tax (GST)

decedent’s cash and
securities, real estate,
trusts, annuities,
business interests, and
other assets included in
the decedent's estate at
death less allowable
deductions in excess of
$1.5 million in 2005.
There is an unlimited-
deduction for transfers
10 a surviving spouse.

Gift tax

Tax is imposed on the
vaiue of lifetime taxable
transfers of gifts of
property. Applicable
exclusion amount of

$1 million for 2005. in
addition, there is an
annual exclusion of
$11,000 per donee and
an unlimited exclusion
for tuition and medical
payments.

GST

Total generation
skipping transfers (such
as from a grandparent
to a grandchild} in
excess of $1.5 million in

47% in 2005. As a resuit
of recent tax legislation,
estate tax rates will
fluctuate before the
estate tax is eliminated in
2010. However, the
estate tax will be
reinstated in 2011,

Gift tax

Rates range from 41%
to 47% in 2005, Rates
fluctuate in the same
manner as for the estate
tax in coming years. Gift
tax will be retained
following repeal of estate
and GST.

GST

47% (or highest statutory
marginal tax rate for the
estate tax) in 2005. GST
rates decrease until the
tax is repealed in 2010.
GST is reinstated in
2011.

responsible for filing
returns and remitting
payment to the
government.

Gift tax

Gift donor is
responsible for filing
returns and remitting
payment to the
government.

GST

Depending on the form
of the generation
skipping transfer, gift
donor, donee trustee,
or decedent’s estate is
responsible for filing
returns and remitting
payment o the
government.

Excise and other
taxes

Selected goods,
services, and other
items (i.e., gasoline,
alcoholic beverages,
tobacco, airfine tickets,
efc.).

Various rates apply to
different goods, services,
and other items.

Generally collected by
businesses, which
remit payments to the
government on a
quarterly basis.

Source: BAD analysis of Internal Revenue Service information.

The revenue raised by the major federal taxes is determined by the size of their bases,
their rates, and their levels of compliance. In addition, each tax base is affected by the
size and growth rate of the economy.

Although called income taxes, the current federal individual and corporate income
taxes have some features characteristic of a consumption tax. The current income
tax system taxes the income of individuals and corporations, such as wages, interest,
dividend income, capital gains, and other types of business income, including that
of sole proprietorships and partnerships. (Some income is double taxed—corporate
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earnings are subject to the corporate income tax and are taxed again under the
individual income tax when they are distributed as dividends or as realized capital
gains when shareholders sell their stock.) However, some income is treated as it
would be under a consumption tax where income that is saved or invested is
exempted from tax until it is consumed. For example, up to certain limits, income
that is contributed to individual retirement accounts and defined contribution
pension plans is tax-deferred during accumulation. The result is a hybrid income-
consumption tax base wherein some types of savings and investment are exempt
from taxation, but other types are not.

The current tax system includes tax expenditures, also called tax preferences, which
reduce the size of the tax base. Tax expenditures are usually justified on the grounds
that they promote certain social or economic goals. They grant special tax relief
(through deductions, credits, exemptions, etc.) that encourages certain types of
behavior by taxpayers or aids taxpayers in certain circumstances. Tax expenditures
can promote a wide range of goals. For example, individual retirement accounts,
discussed above, promote the goal of increased personal savings and investment, and
the tax expenditures for owner-occupied homes encourage homeownership.

Summing one measure of tax expenditures, called outlay-equivalents, indicates that
the aggregate value of tax expenditures was about $850 billion in fiscal year 2004.
Qutlay-equivalents are budget outlays that would be required to provide the taxpayers
who receive the tax expenditures with the same after-tax income as would be
received through the tax expenditures.! As an indication of the size and impact of tax
expenditures, figure 3 compares them to discretionary spending. In some years the
outlay-equivalents for income tax expenditures exceeded federal discretionary
spending.

'Summing outlay equivalent estimates is controversial because doing so does not take into account
possible interactions among tax expenditures. In addition, there are several ways to define and measure
tax expenditures. The size of a tax preference can change over time. For example, accelerated depreciation
of machinery and equipment drops out of the list of the top 10 tax expenditures in 2006. Moreover, what is
considered a tax expenditure depends on the tax base. Some provisions of the tax code that are considered
tax expenditures under an income tax base would not be considered tax expenditures under a
consumption tax base. For further information on how tax expenditures are defined and measured, see
GAQ, Government Performance and Accountabifity: Tax Expenditures Represent a Substantial Federal
Commitment and Need to Be Reexamined, GAC-05-600 (forthcoming).
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Figure 3: Sum of Tax Expenditure Outlay-Equivalent Estimates Compared to Discretionary
Spending, 1981-2004
1,000 Dollars in biliions {in constant 2004 doliars)
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Source: GAC analysis of OMB budget reports on tax expenditures, fiscal years 1983-2006.

A few large income tax expenditures account for most of the aggregate value. The 10
tax expenditures listed in table 2 accounted for over 60 percent of the outlay-
equivalents in fiscal year 2004. The estimates in the table are for income tax
expenditures. They do not include provisions that exclude income from other taxes,
such as payroll taxes. For example, the income tax exclusion for health care
permits the value of health insurance premiums to be excluded from employees’
taxable earnings and also excludes this value from the calculation of Social Security
and Medicare payroll taxes for both employees and employers.

GAGC-05-1009SP 11



154

Section 1: Revenune—Taxes Exist to Fund Government

Table 2: The 10 Largest Tax Expenditures in 2004, Outlay Equivalent Estimates

Dollars in billions

Outiay
Tax preference equivalents
Exclusion of employer contributions to medical insurance premiums and medical care $126.7
Deductibility of morigage interest on owner-occupied homes 615
Net exclusion of pension contributions and earnings: 401(k} 58.2
Net exclusion of pension contributions and earnings: employer plans 57.3
Deductibility of nonbusiness state and local taxes {other than on owner-oceupied
homes) 453
Accelerated depreciation of machinery and equipment 44.7
Exclusion of interest on public purpose state and local debt 375
Capital gains (other than agricuiture, timber, iron ore, and coal) 359
Capital gains exclusion on home sales 35.0
Exclusion of net imputed rental income on owner-cccupied homes 32.8

Source: GAQ analysis of Office of Management and Budget (OMB), Budget of the United States Government, Fiscal Year 2006, Analytical
Perspectives.

In the current tax system, tax rates vary across types of tax. Individual income and
corporate income above certain levels are generally taxed at graduated rates. Taxes
on individual income have six statutory marginal tax rates (the rate of tax paid on
the next dollar of income that a taxpayer earns), ranging from 10 percent to 35
percent. Income eamed by corporations has a statutory marginal rate structure that
ranges from 15 percent to 35 percent. A separate rate structure exists for the
individual Alternative Minimum Tax (AMT)—a tax on individual income that was
originally designed to keep taxpayers with higher incomes from taking advantage of
various tax provisions in order to pay little or no income tax. The current tax system
also includes social insurance taxes, which are applied to wages at flat rates and
remitted in equal shares by employees and employers. However, currently the first
$90,000 of an individual’s wages is subject to payroll taxes for Social Security, while
all wages are subject to payroll taxes for Medicare.

The government’s administrative burden and taxpayers’ compliance burden vary
depending on the type of taxpayer, the type of tax, and the collection point of the
tax. For the individual income tax and social insurance taxes, the primary collection
point occurs at the business level: employers bear the burden of withholding
employees’ taxes from their wages and remitting the tax payments to the government.
However, all individuals with income above certain thresholds based on personal
allowances and a standard deduction still must file tax returns. The Internal
Revenue Service (IRS) bears the administrative burden of monitoring taxpayer
compliance and applying penalties to noncompliant taxpayers when necessary.

12 GAO-05-10095P
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Historical Trends in Tax Revenue

Total federal tax revenues have fluctuated from roughly 16 to 21 percent of gross
domestic produect (GDP) over the last 43 years. In figure 4, total federal revenue is
highest in 2000 at 20.9 percent of GDP and lowest in 2004 at 16.3 percent of GDP.

As figure 4 also illustrates, there have been important changes to the composition of
federal revenues over the last 43 years. Corporate and excise tax receipts as a
percentage of GDP have declined since 1960, while social insurance tax receipts have
grown. The individual income tax and social insurance taxes have accounted for the
majority of federal revenues during this period.

GAQO-05-10095P 13
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Figure 4: Federal Revenue as a Percentage of GDP and by Source, 1962-2004

25 Percentage of GDP

/ Total revenue

Fiscal year

Source: GAD represenation of OMB data.

Historical Trends in Federal Spending

As figure b illustrates, over the last 43 years, federal spending as a portion of GDP has
ranged from a low of 17.2 percent of GDP in 1965 to a high of 23.5 percent of GDP in
1983. In addition, figure 5 illustrates that as is the case with revenues, important
changes to the composition of federal spending have occurred. For example, since
1962, the total share of federal spending devoted to national defense has decreased
relative to the share devoted to Social Security and health care. Government

14 GAO-05-10095P
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provision of Social Security and health care accounted for over 40 percent of
government spending in 2004, a dramatic increase from the share before 1965 when
the Medicare and Medicaid programs were enacted.

Figure 5: Federal Spending as a Percentage of GDP and by Spending Category, 1962-2004
25 Percentage of GDP

at—— Total spending

20

15

o .

R o o0 o o
Fiscal year

Source: GAQ representation of OMB data.

Borrowing versus Taxing as a Source of Resources

The resources to fund governiment are raised primarily through taxes. However,
borrowing is another source. Figure 6 combines figures 4 and 5 to show that the
federal government has generally run a deficit in recent decades.

GAO-05-10085P 15
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Figure 6: Federal Tax Revenue versus Federal Spending, 1962-2004
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Source: GAO representation of OMB data.

Public sector resources, whether from taxes or borrowing, make the benefits of
government possible. However, taxes and borrowing also have costs. Obviously, they
transfer money from the pockets of the public to the government. But they also affect
the performance of the economy. As will be discussed under the criteria for a good
tax system, taxes affect the performance of the economy by altering decisions, such
as how much to work and save, what to consume, and where to invest.

Federal borrowing has advantages and disadvantages that vary depending on
economic circumstances. Borrowing, in lieu of higher taxes or lower government
spending, may be viewed as appropriate during times of economic recession, war, or
other temporary challenges. Federal borrowing might also be viewed as appropriate
for federal investment, such as building roads, training workers, and conducting
scientific research, that contributes to the nation’s capital stock and productivity. If
well chosen, such activities could ultimately help produce a larger economy.
However, if not well chosen, such spending could displace more productive private
sector investments.

Federal borrowing also can impose significant costs and risks. Borrowing for
additional spending or lower taxes for current consumption improves short-term
well-being for today’s workers and taxpayers, but does not enhance our ability to

18 GAO-05-10085P
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repay the borrowing in the future. In the near term, federal borrowing also absorbs
scarce savings available for private investment and can exert upward pressure on
interest rates. Over the long term, federal borrowing that restrains economic growth
will also restrain the standard of living of future workers and taxpayers.

Long-term Fiscal Challenge

As discussed in our report on challenges facing the government, the fiscal policies in
place today—absent substantive entitlement reform and changes in tax and
spending policies—will result in large, escalating, and persistent deficits that are
economically unsustainable over the long term.* In other words, given current
forcasts for growth, government spending and resources, today’s policies cannot
continue and must change.

Over the next few decades, as the baby boom generation retires, federal spending on
retirement and health programs, such as Social Security, Medicare, and Medicaid, will
grow dramatically and bind the nation’s fiscal future. Absent policy changes on the
spending and/or revenue sides of the budget, a growing imbalance between federal
spending and tax revenues will mean escalating and ultimately unsustainable federal
deficits and debt. For example, as figure 7 indicates, if discretionary spending grows
at the same rate as the economy and all expiring tax provisions are extended, federal
revenues could be adequate to cover little more than interest on the federal debt by
2040.

2GAQ, 21° Century Challenges: Ry
{Washington, D.C.: February 2005).

ining the Base of the Federal Government, GAQ-05-3255P
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Figure 7: Composition of Federal Spending as a Share of GDP, Assuming Discretionary Spending
Grows with GDP after 2004 and That Expiring Tax Provisions Are Extended
50 Percentage of GDP

Revenue

2004 2015 2030 2040
Fiscal year

m Net interest
“ Social Security

Medicare and Medicaid

% 1 All other spending

Source: GAQ representation of OMB data.

Notes: This figure is based on the assumption that discretionary spending grows at the same rate as GDP
after 2004 and that expiring tax provisions are extended. Despite our assumption that expiring tax
provisions are extended, revenue as a share of GDP increases through 2015 due to (1) real bracket creep,
(2) more taxpayers being subject to the AMT, and (3) increased revenue from tax-deferred retirement
accounts. After 2015, revenue as a share of GDP is held constant.

Regardless of the assumptions used, reasonable long-term simulations indicate that
the problem is too big to be solved by economic growth alone or by making modest
changes to existing spending and tax policies. While entitlement reform as well as
mandatory and discretionary spending cuts will likely be needed to close the long-
term financial gap, the structure of the tax system should also be part of the debate as
policymakers grapple with the nation’s long-term fiscal challenge. As part of this
process, consideration could be given to improving taxpayer compliance and
enforcement efforts, expanding the tax base, increasing current tax rates and tax
rates on future generations, or a combination of these.
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Revenue Effects of Federal Tax Policy Changes

The amount of revenue raised from a tax is determined by the tax base, the tax rate,
and the compliance rate, as shown in figure 8. Changes to the tax code can be
revenue neutral, meaning that they are designed to raise the same amount of
revenue as the current tax laws, or tax code changes can be designed to raise more or
less revenue than the current tax laws. Additionally, changes to the federal tax system
can have significant implications for state and local government tax revenues.

Figure 8: Formula for Determining Tax Revenue

Source: GAQ.

Tax revenue can be affected by changing the current tax base, which could include
replacing it with a pure consumption tax base or broadening the current tax base by
eliminating certain tax expenditures. As we noted earlier, tax expenditures, which the
government uses to encourage specific social and economic goals, reduce the size of
the tax base. Tax expenditures may be justified because, in some cases, it may be less
costly to achieve these goals through reductions to the tax base than through
spending programs. The choice of whether to use tax expenditures or spending
depends on which approach better targets and meets the program’s objectives at the
lowest cost. Even though spending programs show up in the federal budget and tax
expenditures are not included as federal spending, taxpayers are paying for the
program in either case. Both should be transparent and subject to periodic oversight
concerning such factors as whether they meet the program’s objectives or conflict
with other government programs, grants, and regulations that have similar objectives.
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The tax expenditure for employer-provided health care, discussed in text box 1,
illustrates the importance of such oversight.

Tax revenue can also be affected by changes in tax rates, where the amount collected
depends on the definition of the tax base and taxpayer responses to changes in the
rate. If the tax base is broad with few exclusions, deductions, and credits, then the tax
rates required to generate a particular amount of revenue will be lower than if the
base is narrow. The Tax Reform Act of 1986 broadened the current tax base, which is
based largely on income, by eliminating some tax expenditures, which made more
income taxable. Without any changes in rates, tax revenue would have increased, but
instead, rates were lowered to keep revenue about the same. Within some range, rate
increases bring in more revenue, but rates can become so high that a further increase
discourages enough of the taxed activity to reduce revenue. A tax system is more
adaptable to increased revenue needs to the extent that tax rates can be increased
without other fundamental changes to the system and without excessively
discouraging the taxed activity or increasing noncompliance.

Tax revenue is also affected by policies that change compliance rates.
Noncompliance means that only part of the tax liability actually gets paid. Increasing
compliance would bring in more revenue from the existing tax base without having to
raise rates. IRS estimates that the net tax gap (the difference between taxes legally

20 GAQC-05-10088P
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owed to the government and what taxpayers actually paid to the government) was at
least $257 billion in 2001, the most recent year available. This is about 13 percent of
federal revenue. Some experts believe that simplicity and transparency can
contribute to compliance, as voluntary compliance is likely to increase if taxpayers
are less likely to make errors on their tax returns and have fewer opportunities to
evade taxes.

While federal tax policy changes may alter the amount of revenue collected by the
federal government these changes can also alter the amount of revenue that state and
local governments collect. State and local governments collect nearly one-third of all
the tax revenue generated in the United States each year.

In many cases, state governments link their tax bases to the federal tax base. For
example, some states use a taxpayer’s adjusted gross income from the federal tax
return to calculate state income taxes. If the federal government enacted provisions
that reduce the size of the tax base used to calculate a taxpayer’s adjusted gross
income, then absent policy changes in the affected states, these state governments
would likely see a decrease in state tax revenues. Conversely, if the federal
government reduced the number of tax expenditures, increasing the size of the tax
base, state governments would likely see an increase in state tax revenues. Thus,
major changes to the federal tax base could lead to a variety of challenging tax system
changes at the state level. For example, if the federal government adopted a
consumption tax base, many states may have to consider whether they wish to
maintain state income taxes.

General Options Suggested for Fundamental Tax Reform

Recent years have seen a variety of proposals for fundamental tax reform. These
proposals would significantly change the tax base, tax rates, and collection points of
the tax.

Some of the proposals would replace the federal income tax with some type of
consumption tax. The retail sales tax, value-added taxes, the personal
consumption tax, and the flat tax are all types of consumption taxes. They vary in
their collection points and structure. Similarly, collection points and rate structure
will vary under an income tax base.
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Text box 2 briefly summarizes the general categories of proposals.

Key Questions

1. What current taxes would the proposal change?

* Does the proposal change personal income taxes, social insurance taxes,
corporate income taxes, and/or estate and gift taxes?

2. What is the nature of the proposed change to the tax system?

Does the proposal change the tax base from income to consumption?
Does the proposal include tax expenditures?

Does the proposal change the tax rates?

Does the proposal change the collection points for the tax?

* 5 o 99

3. How will the proposed change affect total revenues?
* Are proposed changes to the tax code likely to be revenue neutral?

22 GAO-05-1009SP
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e If not, will they generate more or less revenue than the current tax laws?

4. What effect would the proposal have on the nation’s projected budgets and long-
term fiscal outlook?

» Does the proposal take into consideration the sizable long-term fiscal gap that
the country faces?

5.  What tax expenditures are included in the proposal, and what tax expenditures, if
any, have been removed from the current tax system?

* Are the social and economic goals of the tax expenditures likely to be achieved
and worth the cost in lost revenue?

e When the total costs of a program are considered, would it be less costly to
implement the program as a tax expenditure or as a spending program?

6. If the proposal changes the tax base, the tax rates, or the collection points, how
would these changes alter the amount of revenue that the government is able to
collect?

7. What implications, if any, would the proposal have on the ability of state and local
governments to collect tax revenues?

* Would the proposal tax the same base that many states rely on?

*  Would the proposal allow many states to continue to rely on the federal tax
base as a starting point for determining state taxes?
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Criteria for a Good Tax System

How should a tax system be designed to raise a given amount of revenue? More
specifically, what criteria should be used to evaluate the advantages and
disadvantages of a particular tax system, or a particular tax policy proposal? The
answers matter because various combinations of tax bases and rates can raise the
same amount of revenue.

Three long-standing criteria~—equity; economic efficiency; and a combination of
simplicity, transparency, and administrability—are typically used to evaluate tax
policy. These criteria are often in conflict with each other, and as a result, there are
usually trade-offs to consider between the criteria when evaluating a particular tax
proposal. Some of the criteria, such as equity and transparency, are more subjective
while other aspects of some of the criteria, such as economic efficiency, can be
defined more objectively. Additionally, people may disagree about the relative
importance of the criteria. Consequently, citizens and elected officials are likely to
hold a wide range of opinions about what the ideal tax system should look like. (See
fig. 9.)

Figure 9; Trade-offs in the Criteria for Assessing Tax Reform

Issuas to consider when thinking
about tax system changes:

T —
i./mie—e)ﬁs between the three criteria fisted at the
left mean that theve is no widely agreed upon
optimal tax system. Tax system design is a matter
of judgment about how to best balance squity,
efficiency, and simplicity, transparency, and
administrability.

Sources: GAQ {text); PhotoDisc (images).
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In the following sections, we explain these criteria. The fact that a particular tax is
viewed favorably from the perspective of one of the criteria is not an overall
endorsement of the tax.
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Equity

There are a wide range of opinions regarding what constitutes an equitable, or fair,
tax system. There are principles—a taxpayer’s ability to pay taxes and who receives
the benefits from the tax revenue that is collected—that are useful for thinking about
the equity of the tax system. However, these principles do not change the fact that
conclusions about whether one tax is more or less equitable than another are value
Jjudgments. Similarly, analytical tools, such as distributional analysis, while
providing useful factual information about who pays a tax and how much they pay, do
not replace individuals’ value judgments about what constitutes a fair tax system.
(See fig. 10.)

Figure 10: Equity Overview
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Sources: GAO (text); PhotoDisc, ©Gorbis {images).

Equity Principles

Two principles of equity underlie debates about the fairness of different tax policies.
The ability to pay principle and the benefits received principle do not identify
one tax policy as more equitable than another, but they can be used to clarify and
support judgments about equity. When making judgments about the overall equity of
government policy, it is important to consider both how individuals are taxed and
how the benefits of government spending are distributed. Even if some judge tax
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policy to be inequitable, government policy as a whole may be considered more
equitable once the distribution of both taxes and government benefits is accounted
for. For the purposes of this report, we have confined our discussion of equity to the
distribution of tax burdens.

Ability to Pay Principle

The ability to pay principle states that those who are more capable of bearing the
burden of taxes should pay more taxes than those with less ability to pay. The ability
to pay principle relates taxes paid to some measure of ability to pay, such as overall
wealth, income, or consumption. However, ability to pay may vary depending on the
measure chosen. For example, a taxpayer’s ability to pay, measured by overall
wealth, may differ significantly from his or her ability to pay measured by income. A
taxpayer who worked for many years and then retired may have accumulated a
significant amount of wealth and may, as a result, have a higher ability to pay taxes
but may have low current income.

Some features of the current income tax can be viewed as reflecting attempts to
account for differences in ability to pay. For example, two taxpayers with the same
income may not have the same level of economic well-being-—the same ability to
pay—if one has high medical expenses and the other does not. For this reason, the
current income tax allows deductions for large medical expenses. Other provisions of
the tax code, such as the deduction for the number of dependents, may also adjust
income to better reflect ability to pay. Some items that clearly affect ability to pay,
such as the contribution provided by a nonworking spouse to a family’s well-being,
are not included in taxable income, in part because of difficulties in valuing these
aspects of economic well-being. People have different views about the factors that
affect ability to pay.

Additionally, some do not agree that income is the best measure of ability to pay. As
noted above, some argue that consumption provides a better measure of a taxpayer’s
ability to pay taxes than income.

Horizontal and Vertical Equity

The concepts of horizontal equity and vertieal equity are refinements of the
ability to pay principle.

Horizontal equity requires that taxpayers who have similar ability to pay taxes receive
similar tax treatment. Targeted tax expenditures, such as deductions and credits,
could affect horizontal equity throughout the tax system because they may favor
certain types of economic behavior over others by taxpayers with similar financial
conditions. For example, two taxpayers with the same income and identical houses
may be taxed differently if one owns his or her house and the other rents because
mortgage interest on owner-occupied housing is tax deductible.
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Vertical equity deals with differences in ability to pay. Subjective judgments about
vertical equity are reflected in debates about the overall fairness of the following
three types of rate structures, where for this example, income is used as the measure
of ability pay:

* Progressive tax rates: The tax liability as a percentage of income increases as
income increases.

s Proportional tax rates: Taxpayers pay the same percentage of income,
regardless of the size of their income.

* Regressive tax rates: The tax liability is a smaller percentage of a taxpayer's
income as income increases.

Just because the statutory rate structure for a tax is progressive does not necessarily
mean that the tax system is progressive overall. For example, when considering an
individual income tax, if statutory marginal tax rates increase as taxable income
increases the tax rate structure is progressive. However, as shown in text box 3,
statutory tax rates are not the same as effective tax rates—progressive statutory
tax rates could be offset by other features of the tax system. Average effective tax
rates, or the amount of tax that a taxpayer actually pays as a percentage of his or her
total income (after deductions, credits, and exclusions are removed from the
equation) may make the tax less progressive if there are a variety of provisions in the
tax code that reduce the taxable income of wealthier taxpayers.
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People hold different opinions as to whether the current rate structure is vertically
equitable. Some believe that the rate structure should be more progressive, and that
effective tax rates should rise with income more rapidly than they do under the
current system. Others support a proportional rate structure. They believe that a tax
system that imposes a single flat tax rate on income is more equitable because each
additional dollar earned is taxed at the same rate.

Benefits Received Principle

In contrast to the ability to pay principle, the benefits received principle states that
the amount of tax paid should be directly related to the benefits that a taxpayer
receives from the government. In practice, the benefits received principle requires the
government to identify who benefits from specific government services. As a result,
the benefits received principle is usually not applicable when considering
government programs intended to provide societywide benefits or redistribute
wealth.

The federal tax on gasoline is an example of a tax that is sometimes justified on the
benefits received principle. Gas taxes are paid by road users. This means that the
people who pay the tax (drivers) are the same taxpayers who receive the benefits
from the revenue collected in the form of both new and improved highways. User
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fees, such as postage stamps or fees io enter national parks, are another example of
taxes based on the benefits received principle.

Measuring Who Pays: Distributional Analysis

Distributional analysis, which shows tax burden by differing income groups, is used
to measure how different tax proposals would affect taxpayers with varying ability to
pay, or the way in which the tax burden is to be shared among various income groups.
Some tax reform proposals may alter the distribution of taxes paid among various
groups of taxpayers, while other tax reform proposals may be distributionally neutral,
or maintain the same distribution of tax burdens as the tax system that is already in
place. The Tax Reform Act of 1986 is an example of a tax reform proposal that was
intended to be distributionally neutral.

The distributional analyses of a specific tax proposal may differ for a variety of
reasons. Among the most important are (1) the time period included in the analysis,
(2) the manner in which ability to pay is measured, (3) the unit of analysis,

(4) assumptions regarding tax incidence, (5) the taxes included in the analysis, and
(6) the measures of tax burden used in the table.

Time period of the analysis: Most distributional analysis tables use annual measures
of income and taxes, although some use longer periods. However, a 1-year time
horizon provides a limited perspective on the distributional effects of federal taxes.
For example, consider the same individual at different points in his or her life. When
he or she enters the workforce, income and wealth usually are relatively low but
increase over time when prime earnings years are reached and assets and savings
begin to be accumulated. With retirement, annual wages fall and savings are the
primary support for the retirees lifestyle. As a result of fluctuations in income over
time, annual tables measuring the distribution of tax burdens may group together
people who have different lifetime economic circumstances.

Ability to pay measure: Most studies that measure distributional effects of
alternative tax proposals include a broad measure of income that includes more than
Jjust taxable income to measure a taxpayer’s ability to pay. Some types of nonwage
income, such as investment income, are relatively easy to identify and include in
distributional tables, while others are more difficult. For example, distributional
analyses may attempt to adjust for such factors as the value of employer-provided
fringe benefits in order to broaden the definition of income to better reflect ability to
pay.

However, while income is the most commonly used measure of ability to pay in
distributional analysis, other measures of ability to pay, such as consumption, may
also be used to create distributional tables. As we mentioned earlier, some believe
that consumption is a better measure of ability to pay taxes than income.
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Unit of analysis: The unit of analysis used to group taxpayers together may also
affect the outcome of distributional tables. Some analysts create distributional tables
using individual taxpayers as the unit of analysis, while others group taxpaying units
(people included on a tax return, families, or households) together. Distributional
tables may differ if one table uses individual taxpayers and another table uses a
taxpaying unit because a taxpaying unit may include more than one individual who
pays taxes.

Tax incidence: The actual burden of a tax does not always fall on the people or
businesses that actually pay the tax to the government, and assuraptions about tax
incidence may affect the results of distributional tables. The statutory incidence of
a tax—the parties who are legally required to pay the tax—may not be the same as its
economic incidence—the parties who actually bear the burden of the tax—because
taxpayers who legally must pay the tax can sometimes shift the burden to others
through changes in prices, wages, and returns on investments. For example, from a
statutory perspective, the employee and employer contribution to the payroll tax are
equal. However, most analysts agree that employees bear the entire burden of the
payroll tax in the form of reduced wages.

Determining who bears the burden of the corporate income tax is an example of how
difficult it can be to determine the incidence of a tax. Text box 4 illustrates some of
the issues associated with identifying the incidence of the corporate income tax.

Taxes included in the analysis: Some distributional tables include different taxes in
the analysis, so when comparing two distribution tables, identifying which taxes are
included in the analysis is necessary to ensure that a valid comparison can be made
between the two estimates. For example, in table 3, one side of the table includes all
federal taxes, while the other side only includes the federal income tax. Because it is
often difficult to isolate the incidence of some taxes, analysts sometimes exclude
those taxes from the analysis.

GAO-05-1009SP 31



174

Section 2: Criteria for a Good Tax System

Measures of tax burden: Distributional tables may also produce different results
based on the measures of tax burden that are used. Effective tax rates and share of
tax liability (portion of total taxes that households in each quintile collectively
remitted to the government), the measures used in table 3, are two common measures
of tax burden. Some distributional tables show how effective tax rates would change
if the tax code were changed.

Diff: i i istributional S

The Office of Tax Analysis in the Treasury Department, the Congressional Budget
Office (CBO), and the Joint Committee on Taxation are the three government sources
of tax distributional analysis, and their distributional tables may differ based on the
assumptions that they make about the issues we have outlined above.

The example in table 3, which shows two measures of tax burden, illustrates the fact
that making different assumptions when conducting distributional analysis can lead
to different results.

Table 3: Measures of Tax Burden: Distribution of Total Federal Taxes and Individual Income Taxes
in 2004

Total federal taxes Individual income taxes
Average Average
effective tax Share of tax effective tax Share of tax

Income quintiles rates fiability rates tiabitity
Lowest quintile 5.2% 1.1% -5.7% -2.7%
Second quintile 11.1% 5.2% -0.1% -0.1%
Middle quintile 14.6% 10.5% 3.5% 5.4%
Fourth quintile 18.5% 19.5% 6.6% 16.2%
Highest quintile 23.8% 63.5% 14.2% 82.1%

Alt 19.6% 100.0% 9.0% 100.0%

Source: Congressional Budget Office, Effective Federal Tax Rates Under Current Law, 2001 to 2014 (Washington, D.C.: August 2004).
Note: In table 3, numbers do not always add due to rounding.

Both of the distribution tables were prepared by CBO using the same methodology to
measure the distributional effects of the tax system in 2004 using 2001 income
(adjusted for inflation and nominal income growth to reflect income in 2004) as the
base for the analysis. The only difference between the left side of the table and the
right side of the table is the taxes that are included in the analysis. The left side
includes total federal taxes, excluding estate and gift taxes and several other
miscellaneous sources of revenue, while the right side of the table only includes
individual income taxes. The table that presents total federal taxes uses the
assumption that individuals bear the burden of the employee and employer share of
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payroll taxes, and owners of capital income bear the burden of the corporate income
tax. The effective tax rates for individual income taxes are negative for the two
lowest income quintiles because the table includes some offsets to tax liability, such
as the earned income tax credit.

Key Questions

1. How is a taxpayer’s ability to pay broadly defined:

¢ Income?
¢ Consumption?
* A broader definition of overall wealth?

2. What factors other than income, such as medical expenses, number of
dependents, and so forth, does the proposal account for when considering a
taxpayer’s ability to pay taxes?

3. Will taxpayers with equal ability to pay taxes pay the same amount?

¢ If not, what provisions of the proposal do not adhere to the principle of
horizontal equity?

4. How will the tax system tax people with differing ability to pay?
* Are the statutory tax rates progressive, proportional, or regressive?
* Are the average effective tax rates progressive, proportional, or regressive

(accounting for credits, deductions, and other tax expenditures)?

5. Are there any components of the tax proposal that are justified on the benefits
received principle?

* If so, what mechanisms are in place to determine that taxpayers who pay taxes
for a particular government program are the same taxpayers who benefit from
the provisions of that program?

6. Does the proposal maintain the distzibution of taxes (i.e., is the proposal
distributionally neutral)?

If not, who will be paying more in taxes and who will be paying less?
¢ If so, what features of the proposal are in place to ensure that it will remain
distributionally neutral?

7. What type of distributional analysis was done?
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¢  What time period is covered? For example, does the distributional analysis
measure the lifetime or annual effects of the tax system?

¢ How is ability to pay (income, consumption, or wealth) measured?

e What is the unit of analysis (individuals, households, or taxpaying units)?

e What assumptions are made about tax incidence (e.g., who is assumed to pay
the corporate income tax)?
What taxes are covered in the distributional analyses?
What measures (e.g., tax rates, share of tax liability) are being used to calculate
the distribution of tax burden?
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Economic Efficiency

One reason people bear taxes is they desire the benefits of government programs and
services. As taxpayers, they balance the costs of taxes with the benefits of
government. From a taxpayer’s perspective, the cost of taxes includes more than the
tax liability paid to the government. These costs include efficiency costs, which result
from taxes changing the economic decisions that people make—decisions such as
how much to work, how much to save, what to consume, and where to invest. These
changes, referred to by economists as distortions, reduce people's well-being in a
variety of ways that can include a loss of output or consumption opportunities. These
reductions in well-being are efficiency costs, also called deadweight losses, excess
burdens (excess because they are a cost in addition to the tax liability), or welfare
losses.

Because taxes generally create inefficiencies, minimizing efficiency costs is one
criterion for a good tax. However, the goal of tax policy is not to eliminate efficiency
costs. The fact that taxes impose efficiency and other costs beyond the tax lability
does not mean that taxes are not worth paying. The goal of tax policy is to design a
tax system that produces the desired amount of revenue and balances economic
efficiency with other objectives, such as equity, simplicity, transparency, and
administrability. Moreover, as noted in the revenue section, the failure to provide
sufficient tax revenues to finance the level of spending we choose as a nation gives
rise to deficits and debt. Large sustained deficits could ultimately have a negative
impact on economic growth and productivity,

Because taxes impose efficiency costs, the total cost of taxes to taxpayers is larger
than their tax liability (the check they send to the U.S. Treasury). The total cost of
taxes from a taxpayer’s point of view is the sum of the tax liability, the efficiency
costs, and the costs of complying with the system (which we discuss later), as shown
in figure 11.
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Figure 11: Efficiency Costs Are One Cost Taxpayers Face in Complying with the Tax System

= e =

L

Source: GAQ.

From a national perspective tax revenue is not a cost. Tax revenue is not lost to the
nation—-it is moved from taxpayers’ pockets to the Treasury in order to pay for the
programs and services that the government provides. On the other hand, efficiency
costs and compliance burden are costs from a national perspective because, for
example, they can result in forgone production and consumption opportunities, as
well as the loss of taxpayers’ time spent on complying.

Tax systems can differ in the magnitude and nature of their efficiency costs.
Differences in the base, rates, preferences, or tax-induced responses can all affect the
extent one tax distorts when compared to another. Tax systems can cause distortions
that affect both individual taxpayers and businesses. Figure 12 outlines some of the
key issues to consider when thinking about the efficiency of the tax system.

36 GAO-05-10098P



179

Section 2: Criteria for a Good Tax System

Figure 12: Efficiency Overview
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Equity concerns may force a trade-off between fairness and efficiency. Progressive
tax rate schedules are believed to have higher efficiency costs than a proportional
schedule that raises the same amount of revenue. However, proponents of
progressive rates gre willing to trade off some efficiency in order to gain, in their
view, more vertical equity. As will be shown below, efficiency costs, although they are
hard to measure, often can be defined objectively. Nevertheless, they still must be
balanced with the more subjective criteria like equity when reaching general
conclusions about a tax proposal.

Taxes and Economic Decision Making

Economic efficiency can be thought of as the effectiveness with which an economy
utilizes its resources to satisfy people’s preferences. Economists generally agree that
(from the perspective of efficiency and ignoring other considerations, such as equity)
markets are often the best method for determining what goods and services should be
produced and how resources should be allocated. Self-interest is assumed to
motivate resource owners to try to use their resources in a manner that realizes the
highest return. When resources are directed to their highest valued uses the economy
is said to be efficient,
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Inefficiencies reduce the economic well-being of people in the aggregate, since
resources are not directed to their highest valued uses. By reallocating resources
from lower valued uses to higher valued uses, the economic well-being of people can
be increased. However, gains from reallocating resources from lower valued uses to
higher valued uses may not be distributed in manner considered fair, that is, some
people may lose because of the reallocation.

Generally, taxes alter or distort decisions about how to use resources, creating

- economic inefficiencies. By changing the relative attractiveness of highly taxed and
lightly taxed activities, taxes distort decisions such as what to consume, how much to
work, and how to invest. Households and firms generally respond to taxes by
choosing more of lower taxed items and less of higher taxed items than they would
have otherwise. The change in behavior can ultimately leave individuals with a
combination of consumption and leisure that they value less than the combination
that they would have chosen under a tax system that does not distort their behavior.

As a simple example of the effects of a tax distortion, suppose an investor is choosing
between two investments, one that has an expected annual return of 10 cents on
every dollar invested and a second that has an expected annual return of 15 cents. If
the income from neither investment is taxed, or if the income is taxed equally, the
investor will choose the second investment with its higher economic rate of return.
However, if the first investment continues to be untaxed, while the second is subject
to a 40 percent tax, the decision will be based on the investment’s after-tax rate of
return. In this case the aftertax return on the first investment continues to be 10
cents for every dollar invested, while the aftertax return on the second investment is
now 9 cents. An investor would choose the first investment because it has a higher
after-tax return. However, this results in a loss to the economy, or inefficiency.
Society gains a 10 cent return from the first investment, all of which goes to the
investor. Society would have gotten the 15 cent return from the second investment, 9
cents for the investor, and 6 cents for the government.

Note that a tax does not actually have to raise revenue to cause inefficiencies. In the
previous example, the investor who chose the first investment would pay no tax.
However, the tax system design has distorted the investor’s decision-making and
reduced output.

The example of the tax-preferred treatment of owner-occupied housing illustrates a
trade-off between efficiency costs and using the tax system to achieve other social
goals. Text box b presents some estimates of the efficiency costs of the tax treatment
of owner-occupied housing due to large differences in effective tax rates across three
major investment categories. However, even in situations such as the one outlined in
the text box, where the tax preference imposes some efficiency costs, there may still
be valid reasons for using tax preferences as a tool of government for achieving
certain social and economic goals. As we note in the example, most economists agree
that the tax-preferred treatment of owner-occupied housing distorts investment.
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patterns in the economy. The tax preference promotes the social goal of increased
home ownership—a goal that many policymakers advocate.

Although taxes generally result in efficiency losses, there are exceptions. In special
cases, tax distortions may offset other inefficiencies, which can be caused by what
economists call market failures. An example is an externality or spillover, where
the benefits or costs of an activity are not fully captured by the individuals or firms
undertaking the activity. Research and development is commonly cited as generating
positive externalities—in some cases, the entity doing the research and development
may produce knowledge that enters the public realm and is freely available to users.
For example, some medical innovations, such as surgical techniques, cannot be
patented. To the extent that benefits cannot be sold in a market, private firms that
innovate will not reap the full financial benefits of the innovation and, therefore, will
invest too little in research. Tax incentives for research might be one way to address
the problem, but other governmental tools such as grants, loans, or regulations could
also be considered. Efficient taxes are special cases—tax systems large enough to
fund the federal government imnpose efficiency costs.
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Measuring Economic Efficiency

While economists generally agree that the tax system imposes significant efficiency
costs, estimating the magnitude of tax-related efficiency costs in an economy as
complex as ours is extremely difficult. However, several attempts have been made to
estimate the efficiency costs of parts of the tax system. For example, one study
estimated the total efficiency cost of the personal income tax on labor income, which
distorts labor supply decisions, to be from $137 billion to $363 billion in 1994.% A
second study estimated the effects of the unequal taxation of savings and
consumption to be about $45 billion in 1995.* Text box 5 summarized estimates of the
efficiency losses associated with the tax treatment of owner-occupied housing as
ranging from 0.1 to 1 percent of GDP. For further information on efficiency cost
estimates, see GAO, Tax Policy: Summary of Estimates of the Costs of the Federal
Tax System, GAO-05-878 (forthcoming).

These partial estimates indicate the significant uncertainty swrrounding the
magnitude of tax-induced efficiency costs. Nevertheless, they suggest that the overall
efficiency costs imposed by the tax system are large—on the order of several
percentage points of GDP.

As a result of these difficulties, simple rules of thumb are commonly used to provide
rough estimates of the efficiency costs of taxes. Text box 6 describes two such rules
of thumb.

*Martin Feldstein, “Tax Avoidance and the Deadweight Loss of the Income Tax,” The Review of Economics
and Statistics, vol. 81, no. 4 (1999).

“Jinyong Cai and Jagadeesh Gokhale, “The Welfare Loss From 4 Capital Income Tax,” Federal Reserve
Bank of Cleveland Economic Review, vol. 33, no. 1 (1997).
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The extent to which tax reform can reduce such tax-induced inefficiencies and thus
increase our economic well-being depends on the design of a reformed system. All
practical tax systems distort some decisions so it is not possible to eliminate all the
efficiency costs associated with taxes. The magnitude of the efficiency costsina
reformed tax system would depend on such design features as the treatment of
savings versus consumption, the number of tax expenditures, and the level and
progressivity of tax rates. While some economists believe that a pure consumption
tax with no preferences and a flat rate would reduce efficiency costs relative to the
current tax system, such a pure tax may not be a feasible alternative because of
equity and other concerns.

In addition, as has been discussed, the revenue consequences of tax reform have
economic effects. The efficiency gains from a reformed tax system could be offset if
the new system increases long-term deficits.

Taxing Work and Savings Decisions

In part because of the difficulty of measuring the efficiency cost of taxes, discussions
of the impact of taxes on the economy sometimes focus on the effect that taxes have
on changes in the output of the economy, labor supply, or other such economic
variables. However, such changes do not necessarily measure efficiency costs.
Efficiency loss is the difference between individuals’ well-being with a tax and
individuals’ well-being under a revenue neutral, hypothetical tax that does not distort,
called a lump sum tax.

Three choices commonly discussed are the choice between work and leisure, the
choice between consumption and saving, and the choice between domestic and
foreign investment. Intertwined with effects that taxes have on these choices is the
effect of taxes on economic growth.

Work versus leisure: Taxes—both income and consumption taxes——can affect the
decisions that people make about how much time to devote to work or leisure in two
ways. First, taxes may increase the incentive to work because workers must work
more to maintain their after tax income. Second, taxes may reduce the incentive to
work because workers earn less from an additional hour of work. The net effect may
be no change to the overall supply of labor. However, even in this case, there is still an
efficiency cost, which is determined by the second effect. By reducing hourly after
tax earnings, income and consumption taxes distort decisions about how many hours
to devote to work or leisure.

Empirical research generally shows that at least for primary wage earners, decisions
about labor force participation are not very responsive to taxes. However, decisions
about labor force participation by secondary wage earners have been shown to be
more responsive to changes in the tax system.
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Consumption versus savings: Taxes on capital reduce the aftertax return to savings.
In effect, this makes future consumption (savings) more expensive relative to current
consumption and thus has the potential to distort savings decisions. While research
has shown that the demand for some types of savings, such as the demand for tax-
exempt bonds, is responsive to changes in the tax system, there is greater
uncertainty about the effects of changes in the tax system on other choices, such as
aggregate savings.

Domestic versus foreign tnvestment: Taxes on income from capital can affect the
location of investment by changing the relative after-tax return on domestic and
foreign investment. This matters because the location of investment can affect the
income of U.S. citizens. The income of people working in the United States is closely
tied to their productivity, which generally increases with the amount of domestic
investment. At the same time, U.S. citizens who own capital can earn higher incomes
by investing their capital—in the United States or abroad—wherever it earns the
highest rate of return. In a world of increasing capital mobility due to increasing trade
and decreasing communication and transportation costs, the effect of taxes on the
location of investment is even more important than in the past

Efficiency and ecoromic growth: Removing or reducing distortions caused by the
tax system can affect the size of the economy. Increasing the efficiency of the tax
system can expand the economy through a temporary increase in the rate of growth.
An increase in efficiency is an increase in well-being that comes from using existing
resources in a better way. Efficiency raises capacity to a higher level but does not
necessarily continue to increase it without additional resources. Such an increase
could show up as a temporary increase in the growth of the economy. However, the
long-term growth rate depends on the rates of change in population, the capital stock,
and technology. Changes to the tax system that would increase economic efficiency
could increase the long-term growth rate if they increase the rate of technological
change. Thus, tax changes that increase economic efficiency may or may not result in
an increased long-term rate of economic growth,

Efficiency versus fiscal effects: As has been discussed, taxes may have both
efficiency effects and fiscal policy effects. Government spending in excess of
government revenues creates deficits, which if large enough and continued over a
period of time will ultimately have a negative impact on economic growth and
productivity to the extent that they absorb savings that would otherwise finance
investment in the private economy. Thus, the gain from changing the tax system to
increase economic efficiency could be offset if the tax changes increase the deficit.

Tax policies designed to enhance economic efficiency can be designed independently
of fiscal policy. For exarple, the Tax Reform Act of 1986 was designed, in part, to
achieve increased efficiency by broadening the tax base and lowering rates in a way
that was revenue neutral. Such a revenue neutral change would have no effect on
deficits and debt.
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Realizing Efficiency Gains

The extent to which efficiency gains are realized by switching to an alternative tax
system depends on at least two factors. First, the efficiency gains of switching to a
new tax system depend on the extent to which that tax system reduces distortions
caused by tax preferences, rate differences, sectoral differences, and switching the
base from income to consumption. Second, the change to a new tax system may not
improve the overall efficiency of the economy if the distorting tax incentives
eliminated by switching to a new tax system are replaced with government spending
or regulation that provides the same incentives.

Key Questions
1. Does the proposal tax income, spending, assets, and investments differentially?

* Which types of income, spending, assets, and investments are tax preferred?
¢ Which decisions are likely to be distorted?

2. What social goals, if any, is the tax proposal trying to promote?

* Isthere an efficiency justification for the goal, or is the goal justified on other
grounds, such as equity?

3. Do estimates of the cost of achieving the goal include efficiency costs?
4. What are the trade-offs between equity, efficiency, and the other criteria?

5. Isthe tax proposal accompanied by estimates of the efficiency gains or losses to
be realized by the new tax system?

* Is the tax proposal accompanied by estimates of economic activity (e.g.,
change in labor supply or change in GDP) that will be encouraged or
discouraged by the new tax system?

* Is the proposal accompanied by estimates of the efficiency loss or gain
associated with these changes in economic activity?

6. How does the tax change affect leisure versus work decisions?

7. How does the tax change affect savings versus consumption decisions?

8. How does the tax change affect decisions about foreign versus domestic
investment?
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9. How does the tax change affect choices between different types of investments
and different types of consumption?

10. Is the tax proposal likely to increase economic growth?

¢ Is the growth achieved through a onetime rearranging of resources?

¢ Isthe growth achieved through a permanent increase in the rate of growth?

* Does the tax proposal contain estimates of its effect on growth (often
measured by changes in GDP) and estimates of the costs of achieving the
growth (such as reduced leisure time)?

11. In addition to efficiency effects, will the proposal have other economic effects by
increasing or reducing the deficit?
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Simplicity, Transparency, and Administrability

Simplicity, transparency, and adrainistrability are interrelated and desirable features
of atax system. Simple tax systems are, in many cases, the most administrable, and
tax systems that are both simple and administrable are often considered to be the
most transparent. However, even though there is considerable overlap between
simplicity, transparency, and administrability, they are not identical. (See fig. 13.)

Because there is considerable overlap between these concepts, even though they are
not the same thing, we combine simplicity, transparency, and administrability into
one section and discuss them as a group. While others may not use the same
terrminology, the debates implicitly use the same or very similar criteria.

Figure 13: Simplicity, Transparency, and Administrability Overview
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Simplicity

Simple tax systems impose less of a cornpliance burden on the taxpayer than more
complex systems. Taxpayer compliance burden is the value of the taxpayer's own
time and resources, along with any out-of-pocket costs to paid tax preparers and
other tax advisors, invested to ensure compliance with tax laws. As figure 14
demonstrates, in addition to the actual tax payments remitted to the government and
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the efficiency costs of taxation that we discussed earlier, compliance burden is the
third cost that the fax system imposes on taxpayers. Compliance costs include the
value of time and resources devoted to (1) record keeping, (2) learning about
requirements and planning, (3) preparing and filing tax returns, and (4) responding to
IRS notices and audits. Taxpayers can either choose to fulfill these responsibilities on
their own or they can hire paid preparers to aid them in complying with the tax code,
According to IRS, over 61 percent of retwns filed in 2003 included a paid preparer’s
signature, contributing to considerable out-of-pocket costs to taxpayers.

Source: GAQ.

The current tax system has grown increasingly complex over time, and many believe
that taxpayer compliance burden has grown accordingly. The amount of time that
taxpayers actually spend filling out tax forms may only constitute a small amount of
the overall compliance burden. For many taxpayers, the bulk of the compliance
burden comes in the form of tax planning and record keeping. For example,
taxpayers spend time determining how the growing number of tax expenditures will
affect their respective tax Habilities. The Treasury Department listed 146 tax
expenditures in 2004, up about 26 percent since the last major tax reform legislation
in 1986. Frequent changes in the tax code reduce its stability, contributing to
compliance burden by making tax planning more difficult and increasing uncertainty
about future tax labilities. Moreover, an increasing number of taxpayers are
becoming subject to the individual AMT. Determining how the provisions of the AMT
affect a taxpayer’s tax liability adds to the compliance burden.

Compliance burden is difficult to measure in part because it is difficult to measure the
amount of time taxpayers spend planning and preparing their returns and the value
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of that time.® Nevertheless, researchers have made several atterapts to quantify the
costs that taxpayers incur while complying with the tax system. Most estimates
suggest that taxpayer compliance burden falls between $100 billion and $200 billion
each year.

Because compliance burden is difficult to measure, other, less direct measures of
burden are frequently used. These include the number of pages in the tax code, the
number of IRS forms to fill out, the length of tax instructions, and the number of lines
on the tax form. These measures are believed to be correlated with compliance
burden, but the correlation is recognized to be far from perfect. In some situations,
longer instructions and more details on a form may reduce compliance burden by
clarifying what a taxpayer must do to comply with the tax laws. These alternative
measures of simplicity may provide some insight into the simplicity of the tax code,
but they do not directly measure the impact that the tax code has on the costs to
taxpayers of complying with the nation’s tax laws.

The intergovernmental effects of tax policy changes can also affect compliance
burden. Due to the close links between the federal tax system and the tax systems in
many states, changes to the federal tax system could have implications for the
compliance burden that taxpayers face when completing their state tax returns. For
example, if the federal government switched from the current income tax system to a
national retail sales tax, or a different type of consumption tax, but states—most of
which have developed income tax forms that are based in large part on an individual’s
federal tax return—maintain their income tax requirements, then overall taxpayer
burden would not likely be greatly reduced. Taxpayers might not have to file federal
tax returns, but many, if not all, of the record keeping and administrative tasks would
still exist when complying with the state-level income tax requirements.

Transparency

A transparent tax system is one that taxpayers are able to understand. Transparent
tax systems impose less uncertainty on taxpayers, allowing them to better plan their
decisions about employment, investment, and consumption. This leads to more
confidence that they can accurately predict their future tax liabilities and contributes
to the credibility of the tax system. Tax systems that are difficult to comply with and
administer may lack transparency. A nontransparent tax system could be difficult to
administer because tax administrators may have difficulty consistently applying the
law to taxpayers in similar situations. In this sense, transparency is closely linked to

°It is difficult to measure the amount of time that taxpayers spend planning and preparing their returns
because, among other reasons, when surveyed, taxpayers may overstate or understate the amount of time
that they spent depending on how straightforward or complicated their returns were (i.e., how frustrating
the experience was). Additionally, there is no consensus among researchers regarding the appropriate
monetary value to be assigned to each hour of time spent on tax compliance activities.
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the simplicity and administrability of the tax system. Transparent tax systems
include the following elements:

o Taxpayers can eastly calculate their liabilities: Taxpayers can easily follow
instructions and tax rate tables in order to determine their tax base, their marginal
tax rate, and their tax liability to the government.

»  Taxpayers grasp the logic behind tax laws and tax rates: Taxpayers can look at
a tax form or a tax rate schedule and understand lawmakers’ reasoning. For
example, whether or not they agree with it, taxpayers are likely to be able to
comprehend the logic behind a progressive rate schedule.

e Taxpayers know their own tax burden and the tax burden of others: Irrespective
of who actually writes a check to the government, taxpayers can identify who
actually bears the burden of a tax. For example, the payroll tax is not transparent
to the extent that taxpayers in general are unaware of the incidence of the tax.
Even though payroll taxes are divided equally between employees and employers,
economists generally agree that employees bear the entire burden of payroll taxes
in the form of reduced wages.

*»  Taxpayers are aware of the extent of compliance by others: Taxpayers
understand the extent to which the tax laws are enforced, meaning that they know
how likely their friends, neighbors, and business competitors are to actually pay
what they owe.

While the concept of transparency is closely linked to simplicity and administrability,
they are not always the same. For example, some tax provisions may be simple but
not transparent. The corporate tax rate schedule example in table 4 illustrates this.
While determining taxable income under the corporate income tax is often a complex
procedure, it is relatively simple for corporations to calculate their tax liabilities by
referring to tax tables published by the IRS once this income has been determined.
However, the logic underlying the marginal tax rates in the corporate tax schedule is
not transparent. The marginal rate structure is progressive up to taxable income of
$335,000, but marginal rates then decrease before increasing again and then
decreasing once more.
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Table 4: The Corporate Tax Rate Schedule: Simple but Not Transparent

$0 to $50,000
$50,001 to $75,000
$75,001 to $100,000
$100,001 1o $335,000
$335,001 to $10,000,000
$10,000,001 to $15,000,000
$15,000,001 to $18,333,333
Over $18,333,333

Source: IRS instructions for Form 1120.

Some experts who have written on transparency believe that the tax code’s
transparency has declined in recent years. Numerous tax provisions have made it
more difficult for taxpayers to understand how their tax liability is calculated, the
logic behind the tax laws, and what other taxpayers are required to pay.

Administrability

Administrable tax systems allow the government to collect taxes as cost effectively as
possible. Even though tax administration is usually considered to be IRS's
responsibility, taxpayers, employers, and financial intermediaries such as banks and
tax professionals play important roles in administering the tax code. For example,
under the current system, banks file information returns about the amount of interest
earned by deposit holders that assist IRS in determining tax liabilities. There is
overlap between the simplicity and the administrability of a tax system, but simple
tax systems are not always easier to administer.

Comparing the Administrability of Tax Systems

All tax systems have administrative costs. A more administrable tax system collects
more of the statutorily required tax at a lower cost per dollar collected. However,
there are trade-offs between the level of compliance and administrative costs to IRS.
The costs of enforcing the tax code sufficiently to achieve complete compliance from
all taxpayers are likely to be prohibitive. In addition, the costs of administrating the
tax code are not limited to the budgetary costs of IRS. As noted above, some of these
costs are shared by other parties in the form of increased compliance burden. Finally,
the costs can be affected by the use of different enforcement policies.

The following summarizes the key tasks required for administering tax systems:
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»  Processing tax returns and payments: Currently, IRS processes over 130 million
individual income tax returns each year, which taxpayers file electronically or
through the mail. Under today’s technology and any proposed alternatives to the
current system, a return-free tax system may be difficult to implement.

e Enforcing the tax code: Perhaps the government’s most challenging role in
administering the tax system is detecting and penalizing taxpayer noncompliance.
Under the current system, withholding and information reporting are important
enforcement tools that generally increase compliance rates. However, they are not
sufficient by themselves, and IRS devotes considerable resources to collecting
taxes owed but not remitted.

¢ Providing taxpayer assistance: In order to reduce compliance burden and
increase compliance rates, tax administrators generally provide assistance to
taxpayers by such means as publishing forms and answering questions.

A tax change proposal may reduce the cost of some administrative tasks but raise
others. Compared to the current personal income tax, consumption taxes like an
NRST or a VAT reduce the number of filers because only businesses file. As a result,
they reduce processing costs and eliminate the compliance burden on individual
taxpayers. However, other aspects of enforcement costs may increase because
administrators would no longer be able to rely on withholding and information
returns as enforcement tools.

The way the tax system is structured by Congress can affect how it is administered,
and this can affect compliance. For example, taxes withheld from employees and
taxes that have information reporting requirements have lower income misreporting
rates than other taxes. As figure 15 shows, taxes on wage and salary income, which is
subject to both withholding and information reporting, have the lowest rate of
misreported income; whereas taxes on income from such sources as self-employment
(nonfarm proprietor income) have the highest rate of misreported income.
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Figure 15: Taxpayer Noncompliance Categorized by Amount of Withholding and Information
Reporting, 1992
35 Percentage of misreported income
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Regardless of the amount of withholding and third-party infermation reporting
required, other government enforcement activities are likely to be needed under any
proposed tax system in order to ensure that taxpayers comply with the tax code.
Proposals that simplify the tax code and administrative efforts to aid honest
taxpayers in complying with the tax laws could increase compliance; however, under
any system, costly enforcement efforts, perhaps including face-to-face audits of
taxpayers, will likely always be needed to help detect and penalize dishonest
taxpayers.

Measuring administrative costs is difficult. Budgetary costs are easily measured: IRS's
budget in fiscal year 2004 was $10.2 billion. However, as discussed earliet, the costs of
other parties in tax administration are harder to determine. Compliance burden
estimates range from $100 billion to $200 billion. Despite the uncertainty, the range of
estimates indicates that compliance burden is likely to considerably outweigh IRS’s
budgetary costs.
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Changes in the technology of tax administration and in the tax code may have had
offsetting and, as yet, unmeasured effects on the costs of tax administration. On the
one hand, recent innovations in computer software and electronic financial
transactions have made it easier to administer the tax code. On the other hand, since
the last major tax reform initiative in 1986, the number of special rates, credits,
deductions, and other provisions in the tax code have increased. This added
complexity has made the tax code more difficult to administer.

Trade-offs between Equity, Economic Efficiency, and Simplicity,
Transparency, and Administrability

While the concept of administrability is closely linked to the concepts of simplicity
and transparency, they are not always the same. For example, a national retail sales
tax would be a relatively simple form of taxation for taxpayers to understand. At the
same time, a national retail sales tax could present administrative difficulties because
it would be difficult to distinguish between similar commodities that are tax exempt
and those that are not, and to distinguish retail sales, which are taxed, from sales to
other companies, which are not taxed.

Similarly, just because a tax is administrable does not necessarily mean it would be
transparent. For example, although payroll taxes are fairly easy to administer, who
pays them in an economic sense is not necessarily transparent. As we discussed
earlier, many economists agree that employees bear the entire burden (both the
employer and employee share) of payroll taxes, making the incidence of payroll taxes
nontransparent.

Improving the simplicity, transparency, and administrability of the tax system may
affect the equity and efficiency of the tax system. Simplified, transparent, and
administrable tax codes are generally thought to enhance efficiency because

(1) taxpayers can redirect resources that would have been used to comply with the
tax code to other, more productive purposes and (2) these tax systems have fewer
incentives that distort decision making about work, savings, and investment.
However, proposals to simplify the tax system may reduce equity because many tax
provisions that are complex and difficult to comply with are also designed to promote
fairness.

Key Questions

1. What impact is the tax proposal likely to have on the compliance burden that
taxpayers face?

* Will more or fewer taxpayers be required to fill out tax forms and file them
with IRS?

¢ What information will taxpayers be required to provide on the tax forms?

¢ Does the proposal contain any estimates of its effect on compliance burden?
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2. Will taxpayers’ planning responsibilities (record keeping, research, etc.) likely
increase or decrease in comparison to those under the current tax system?

3.

4.

5.

Is the proposed tax system transparent?

Can taxpayers identify their tax liability easily?

Can taxpayers understand the logic behind the tax that they are paying?

Do taxpayers know what their true tax burden is (i.e., do they understand the
incidence of the tax system)?

Do taxpayers understand the incidence of the tax system in terms of the tax
burdens of other taxpayers?

Are taxpayers aware of the extent of compliance by others?

How would the tax system be administered?

What would be the role of taxpayers, employers, information return providers,
and the IRS under the proposal?

Does the proposal contain estimates of its effect on budgetary costs?

Does the proposal contain any information about how administrative costs
would be shared?

What would be the proposal’s impact on IRS?

How would IRS functions of processing, compliance, collections, and taxpayer
assistance be affected?

What enforcement tools (e.g., withholding and information reporting) would
be added or taken away from tax administrators?

Does the proposal contain information about its likely effect on compliance?

Are there trade-offs between the simplicity, transparency, and administrability of
the proposed tax system?

Under the tax proposal, have efforts to enhance the simplicity, transparency, and
administrability of the tax system resulted in trade-offs with respect to the equity
and efficiency of the proposal?
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Transition rules are sometimes proposed when switching to an alternative tax
system. The rules are often intended to compensate certain people or entities whose
losses are determined to be inequitable. However, not all tax experts agree that
transition rules are appropriate when implementing changes to the tax code. Since
transition rules are short-term tax policies, they should be judged by the same criteria
for a good tax system that we discussed earlier. Many of the same trade-offs between
the criteria that exist when considering tax reform proposals are also relevant when
considering how to move from the current tax system to an alternative tax system.
(See fig. 16.)

Figure 16: Transition Issues Overview
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Deciding if Transition Relief Is Necessary

Changes to the tax code can create winners and losers. Taxpayers’ losses, which are
more often discussed in debates than gains resulting from tax policy changes, may be
more obvious when tax changes increase government revenues or if the changes are
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designed to be revenue neutral. However, even {ax decreases can create losers
depending on whether the tax burden is redistributed, spending cuts are made, or the
tax burden on future generations is increased. Deciding if transition relief is
necessary involves how to trade off between equity, efficiency, simplicity,
transparency, and administrability.

Decisions about whether to tax previously accumulated savings when switching to a
consumption tax provide an example of the trade-offs that need to be considered
when determining if transition relief is merited. Some argue that switching from the
current tax system to a consumption tax would merit some transition relief for equity
reasons because accumulated savings, which may have already been taxed once
under the income tax system, would be subject to a second tax when used for
consumption purposes. In other words, those who had saved previously would be
taxed higher than those just beginning to save. Proponents for transition relief argue
that taxpayers who accumulated savings have an implicit contract with the
government that savings would not be taxed when withdrawn. The notion that
taxpayers rely on the continued existence of government policy when they make
economic decisions is one of the key equity justifications for offering transition relief.

However, not everyone agrees that transition relief is justifiable based on equity
grounds. Opponents of transition relief argue that taxpayers knowingly accept the
risk that government policy may change when they make decisions, such as how
much to save, and therefore do not need to be compensated for any losses that result
from switching to an alternative tax system.

There are also trade-offs between equity and efficiency that should be considered
when thinking about transition relief. The efficiency gains that could be realized by
switching to a consumption tax could be negated if the government offered transition
relief to taxpayers. Taxing accumulated savings is economically efficient because
doing so does not distort work or savings behavior—taxpayers cannot avoid paying
the tax by changing their behavior to work or save less. Offering transition relief
would reduce the revenue gain from taxing accumulated savings, thereby requiring
higher consumption tax rates.

Finally, developing and implementing transition rules could add a significant amount
of complexity to the tax system—a characteristic of the tax system that the switch to
an alternative tax system was likely intended to reduce. The new complexity would
be temporary, phasing out with the transition rules.

Identifying Affected Parties

Identifying winners and losers, the amount of gains and losses, and effective
mitigation policies is complicated by the different ways tax changes can affect
taxpayers. Tax law changes, by definition, affect taxpayers’ future liabilities. In some
cases, those future tax changes are capitalized into the prices of marketable assets.
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For example, changes in the tax treatment of owner-occupied housing have the
potential to affect current housing prices. In other cases, such as wealth accumulated
in a savings account, tax law changes might affect the value of the wealth but do not
change the price of a marketable asset. In still other cases, the after-tax return to
future behavior, such as hours worked, is altered. Regardless of how taxpayers feel
the impact of a tax change, the impact on their ability o consume over time is the
same (assuming everything else is constant).

Revenue Effects of Transition Relief

If transition relief is provided to compensate taxpayers for financial losses due to
changes in the tax code, then revenues equivalent to these losses will need to be
found from other sources, assuming the proposal is revenue neutral. One alternative
source of revenue would be to tax those who have received windfall gains from the
policy changes. However, debates about transition relief typically center around how
to handle taxpayers who are likely to suffer windfall losses and not on how to impose
special taxes on those who experience windfall gains.

Policy Tools for Implementing Transition Rules

The two most commonly discussed policy tools for transitioning to an alternative tax
system are grandfather clauses and phase-in rules.

* Grandfather clauses: Grandfather clauses are typically used to exempt people
who would be subject to a new rule from the provisions of that rule. Grandfather
clauses are generally used to exempt current assets or investments from new tax
rules in order to protect taxpayers who purchased those assets from being
penalized by unexpected changes to the tax system. One problem with
grandfather clauses is that over time they can lead to unequal tax treatment of
similar assets.

* Phase-in periods for new laws: Another form of transition relief would be to
phase in new legislation over a period of time in order to reduce the effects that
new tax laws would have on taxpayers.

s Combination of grandfather clauses and phase-in periods: It would also be
possible to develop transition rules that allow for certain assets/investments to be
grandfathered and others subject to phased-in tax laws. One possible variant
previously outlined by the Treasury Department would be to apply new tax laws
immediately to all new assets but phase in the tax laws on existing assets.
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Key Questions

1. Does the proposal include transition rules?
* If o, what are they?
¢ What gains and losses are the rules intended to mitigate?
*  Who bears these gains or losses?

2.  What are the expected revenue effects of the transition rules?

¢ If the proposal is intended to be revenue neutral, what additional revenue
sources will be used during the transition period?

3. How will the transition rules affect the equity of the tax system as a whole?

Why were some taxpayers selected for transition relief but not others?
*  Who will pay for the transition relief?

4. How will the transition rules affect the overall efficiency of the tax system?
* Do the transition rules have efficiency costs that offset some of the gains from
changing the tax system?

¢ Do estimates of these efficiency costs exist?

5. How will the transition rules affect the overall simplicity, transparency, and
administrability of the tax system?
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Section I: Revenue Needs—Taxes Exist to Fund
Government

L

2.

58

What current taxes would the proposal change?

* Does the proposal change personal income taxes, social insurance taxes,
corporate income faxes, and/or estate and gift taxes?

What is the nature of the proposed change to the tax system?

Does the proposal change the tax base from income to consumption?
Does the proposal include tax expenditures?

Does the proposal change the tax rates?

Does the proposal change the collection points for the tax?

L
L 3
*
L]

How will the proposed change affect total revenues?

* Are proposed changes to the tax code likely to be revenue neutral?
* If not, will they generate more or less revenue than the current tax laws?

What effect would the proposal have on the nation’s projected budgets and long-
term fiscal outlook?

Does the proposal take into consideration the sizable long-term fiscal gap that the
country faces?

‘What tax expenditures are included in the proposal, and what tax expenditures, if
any, have been removed from the current tax system?

* Arethe social and economic goals of the tax expenditures likely to be achieved
and worth the cost in lost revenue?

* When the total costs of a program are considered, would it be less costly to
implement the program as a tax expenditure or as a spending program?

If the proposal changes the tax base, the tax rates, or the collection points, how
would these changes alter the amount of revenue that the government is able to
collect?

What implications, if any, would the proposal have on the ability of state and local
governments to collect tax revenues?
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*  Would the proposal tax the same base that many states rely on?
¢  Would the proposal allow many states to continue to rely on the federal tax
base as a starting point for determining state taxes?

Section II: Criteria for a Good Tax System

Equity

1. How is a taxpayer's ability to pay broadly defined:

s Income?
*  Consumption?
¢ A broader definition of overall wealth?

2.  What factors other than income, such as medical expenses, number of
dependents, and so forth, does the proposal account for when considering a
taxpayer’s ability to pay taxes?

3. Will taxpayers with equal ability to pay taxes pay the same amount?

* If not, what provisions of the proposal do not adhere to the principle of
horizontal equity?

4. How will the tax system tax people with differing ability to pay?
» Are the statutory tax rates progressive, proportional, or regressive?
¢ Are the average effective tax rates progressive, proportional, or regressive

(accounting for credits, deductions, and other tax expenditures)?

5. Are there any components of the tax proposal that are justified on the benefits
received principle?

¢ If so, what mechanisms are in place to determine that taxpayers who pay taxes
for a particular government program are the same taxpayers who benefit from
the provisions of that program?

6. Does the proposal change the distribution of taxes (i.e., is the proposal
distributionally neutral)?

¢ If not, who will be paying more in taxes and who will be paying less?
* Ifso, what features of the proposal are in place to ensure that it will remain
distributionally neutral?
7.  What type of distributional analysis was done?
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What time period is covered? For example does the distributional analysis
measure the lifetime or annual effects of the tax system?

How is ability to pay (income, consumption, or wealth) measured?

What is the unit of analysis (individuals, households, or taxpaying units, etc.)?
What assumptions are made about tax incidence (e.g., who is assumed to pay
the corporate income tax)?

What taxes are covered in the distributional analyses?

What measures (e.g., tax rates, share of tax liability) are being used to calculate
the distribution of tax burden?

Efficiency

1.

60

Does the proposal tax income, spending, assets, and investments differentially?

.

Which types of income, spending, assets, and investments are tax preferred?
Which decisions are likely to be distorted?

What social goals, if any, is the tax proposal trying to promote?

Is there an efficiency justification for the goal, or is the goal justified on other
grounds, such as equity?

Do estimates of the cost of achieving the goal include efficiency costs?

What are the trade-offs between equity, efficiency, and the other criteria?

Is the tax proposal accompanied by estimates of the efficiency gains or losses to
be realized by the new tax system?

Is the tax proposal accompanied by estimates of economic activity (e.g.,
change in labor supply or change in gross domestic product (GDP)) that will be
encouraged or discouraged by the new tax system?

Is the proposal accompanied by estimates of the efficiency loss or gain
associated with these changes in economic activity?

How does the tax change affect leisure versus work decisions?

How does the tax change affect savings versus consumption decisions?

How does the tax system affect decisions about foreign versus domestic
investment?

How does the tax change affect choices between different types of investments
and different types of consumption?
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10. Is the tax proposal likely to increase economic growth?

Is the growth achieved through a onetime rearranging of resources?

Is the growth achieved through a permanent increase in the rate of growth?
Does the tax proposal contain estimates of its effect on growth (often
measured by changes in GDP) and estimates of the costs of achieving the
growth (such as reduced leisure time)?

11. In addition to efficiency effects, will the proposal have other economic effects by
increasing or reducing the deficit?

Simplicity, Transparency, and Administrability

1. What impact is the tax proposal likely to have on the compliance burden that
taxpayers face?

¢ Will more or fewer taxpayers be required to fill out tax forms and file them
with the Internal Revenue Service (IRS)?

s What information will taxpayers be required to provide on the tax forms?

* Does the proposal contain any estimates of its effect on compliance burden?

2. Will taxpayers’ planning responsibilities (record keeping, research, etc.) likely
increase or decrease in comparison to those under the current tax system?

3. Isthe proposed tax system transparent?

¢ (Can taxpayers identify their tax liability easily?

* Can taxpayers understand the logic behind the tax that they are paying?

¢ Do taxpayers know what their true tax burden is (i.e., do they understand the
incidence of the tax system)?

* Do taxpayers understand the incidence of the tax system in terms of the tax
burdens of other taxpayers?

s Are taxpayers aware of the extent of compliance by others?

4. How would the tax system be administered?
*  What would be the role of taxpayers, employers, information return providers,
and the IRS under the proposal?
Does the proposal contain estimates of its effect on budgetary costs?
Does the proposal contain any information about how administrative costs
would be shared?

5. What would be the proposal’s impact on IRS?
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s How would IRS functions of processing, compliance, collections, and taxpayer
assistance be affected?

*  What enforcement tools (e.g., withholding and information reporting) would
be added or taken away from tax administrators?

* Does the proposal contain information about its likely effect on compliance?

Are there trade-offs between the simplicity, transparency, and administrability of
the proposed tax system?

Under the tax proposal, have efforts to enhance the simplicity, transparency, and
administrability of the tax system resulted in trade-offs with respect to the equity
and efficiency of the proposal?

Section III: Transitioning to a Different Tax System

1.

62

Does the proposal include transition rules?
e If so, what are they?
What gains and losses are the rules intended to mitigate?
*  Who bears these gains or losses?

What are the expected revenue effects of the transition rules?

¢ [f the proposal is intended to be revenue neutral, what additional revenue
sources will be used during the transition period?

How will the transition rules affect the equity of the tax system as a whole?

*» Why were some taxpayers selected for transition relief but not others?
*  Who will pay for the transition relief?

How will the transition rules affect the overall efficiency of the tax system?
* Do the transition rules have efficiency costs that offset some of the gains from
changing the tax system?

* Do estimates of these efficiency costs exist?

How will the transition rules affect the overall simplicity, transparency, and
administrability of the tax system?
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Appendix III: Glossary

Ability to Pay Principle

A concept of tax fairness that states that people with different
amounts of wealth, income, or othar levels of well-being should pay
tax at different rates. Wealth includes assets such as houses, cars,
stocks, bonds, and savings accounts. Incoms includes wagses,
interest, dividends, and other paymenis.

Adjusted Gross Income (AGI)

Ali income subject to taxation under the individual income tax after
sublracting certain deductions, such as certain contributions for
individual retirement accounts, and alimony payments. Personal
exemnptions and the standard or itemized deductions are also
subtracted from AGI to determine taxable income.

Alternative Minimum Tax {(AMT)

A separate tax system that applies to both individual and corporate
taxpayers, it parallels the income tax system but with different rules
for determining taxable income, different tax rates for computing tax
liability, and different rules for allowing the use of tax credits.

Average Tax Rates

The total amount of tax a taxpayer pays divided by some measure
of his or her income. In the current tax system, average iax rates
are sometimes presented as the amount of tax a taxpayer pays
divided by his or her taxable income. Average effective lax rates
differ in that they are developed using a broader measure of total
incorme than taxable income,

Benefits Received Principle

A concept of tax fairness that states that people should pay taxes in
proportion to the benefits they receive from government goods and
services.

Capital Gains

A capital asset's seliing price less its initial purchase price.
Investments that have been sold at a profit are called realized
capital gains. Investments that have not yet been sold, but would
yield a profit if they were sold have unrealized capital gains.

Collection Point

The individual or business that actually remits payment of taxes to
the government.

Compliance Burden

The time and resources, including out-of-pocket costs, that
taxpayers spend each year in order to comply with the tax laws.
Compliance burden is often cited as a measure of the overall
simplicity of the tax cods.

Consumption Tax Base

A tax base where people pay taxes on goods and services that they
purchase, or consume, effectively excluding savings and
investment from the tax base. Capital assets are usually fully
expensed when purchased under a consumption tax rather than
depreciated over time, as is the case under an income tax.

Corporate Income Taxes

Taxes paid by corporations on net income, or the difference
between corporate revenues and corporate business expenses.

Credit

An amount that offsets or reduces tax liability. When the allowable
credit amount exceeds the tax fiability, and the difference is pald to
the taxpayer, the credit is considered refundable.

Deduction

An amount that is subtracted from the tax base before tax liability is
calculated. Deductions claimed before and after the adjusted gross
income line on the Form 1040 are sometimes called “above the
line” and "below the line” deductions, respectively.

Deficit

The amount by which the government's spending exceeds its
revenues for a given period, usually a fiscal year.
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Appendix IIL: Glossary

Defined Contribution Pension
Plans

A type of retirement plan that establishes individual accounts for
employees to which the employer, participants, or both make
periodic contributions. Employees bear the investment risk and
often control, at least in part, how their individual account assets
are invested.

Discretionary Spending

Outlays controlled by appropriation acts, other than those that fund
mandatory programs.

Distortion

Changes in behavior, such as how much to work, what to consume,
and where to invest, due to taxes, government benefits, or
monopolies.

Distributional Analysis

An analytical tool used by government agencies and other analysts
1o identify how different tax proposals or tax systems would affect
different groups of taxpayers with differing ability to pay taxes,
usually measured by income.

Dividend income

A taxable payment made by a company to its shareholders, often
quarterly, out of the company’s retained earnings. Dividends are
usually given out in the form of cash, but can also be given out as
stock or other property.

Economic Incidence

The person or group of people that actuaily bear the burden of a tax
regardiess of who remits payment to the government. For example,
even though businesses remit tax sales tax payments fo the
government, individuals who purchase items may bear the actual
burden of the tax.

Effective Tax Rates

The amount of tax that a taxpayer pays to the government
expressed as a percentage of some overall measure of total
income,

Efficiency Costs

A reduction in economic well-being caused by distortions, or
changes in behavior due {o taxes, government benefits,
monopolies, and other forces that interfere in the market. Efficiency
costs can take the form of lost output or consumption opportunities.

Employer-Provided Health Care

Insurance plans offered by employers to employees where the
employer pays all or a portion of an employee’s health insurance
costs. Employer-provided health care payments are not counted as
nonwage income, and therefore these payments are not subject to
taxation.

Entitlement Programs that require the payment of benefits to persons, siate or
local governments, or other entities if specific criteria established in
the authorizing law are met.

Estate and Gift Taxes Assets an individual owns at the time of his or her death or gifis

made during the course of his or her life may be subject to transfer
taxes, sometimes referred to as estate and gift taxes. Estate and
gift taxes are more fikely to affect wealthier individuals, and most
citizens are unaffected by estate and gift taxes.

Excise Taxes

A tax on the sale or use of specific products or transactions.

Exemption

A part of a person’s income on which no tax is imposed. {tis the
amount that taxpayers can claim for themselves, their spouses, and
eligible dependents. There are two types of exemptions—personal
and dependency. Each exemption reduces the income subject fo
tax. The exemption amount is a set amount that changes from year
o year.

Externality

A benefit or cost that is not captured or paid by the individuals or
firms creating them.
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Fiat Tax

A type of tax reform proposal that, in most cases would change the
tax base to a consumption tax base and impose a single, or flat, tax
rate on individuals and businesses. Most flat tax proposals would
not really be “flat” because they grant exemptions for at least some
earnings.

Grandfather Clause

Provisions that are typically used to exempt people who would be
subject to a new rule from the provisions of that rule. Thus, in the
case of tax law changes, only people who engage in cerfain
activities after a tax law change will be affected by changes to the
tax treatment of that activity.

Gross Domestic Product (GDP)

The value of all final goods and services produced within the
borders of a country such as the United States during a given
period. The components of GDP are consumption expenditures
{both personal and government), gross investment (both private
and government) and net exports.

Horizontal Equity

The concept that people with the same ability to pay should be
taxed at the same rate.

income Tax Base

A tax base where individuals are taxed on the basis of income, or
both the goods and services they consume as well as their savings
and investments. Under an income tax, capital assets are usually
depreciated over time rather than being fully expensed at the time
they are purchased, as would be the case under a consumption
tax.

individual Retirement Accounts

investment accounts that allow people to save a certain amount of
income each year and, in most cases, deduct the savings from
taxable income, with the savings and interest tax deferred until the
person retires,

Mandatory Spending

Also known as “direct spending.” Mandatory spending includes
outlays for entittemnents (for example, food stamps, Medicare, and
veterans’ pension programs), interest payments on the public debt
and nonentitlements such as payments to the states from Forest
Service receipts. By defining eligibility and setting the benefit or
payment rules, the Congress controls spending for these programs
indirectly rather than through appropriations acts,

Marginal Tax Rates

Tax rate that taxpayers pay on the next dollar of income that is
earned. Marginal tax rates can be presented as both marginal
statutory rates and marginal effective rates.

Medicaid

A federal program that states administer to help pay medical costs
for fow income citizens. Each state in which applicants for the
program reside establishes criteria for financial need. Medicaid
supplements Medicare to pay for some of the costs that Medicare
does not cover.

Medicare

A federal entittement program that delivers medical care 1o eligible
workers, spouses of workers, and retired workers when they reach
age 65.

Net Tax Gap

The difference between taxes legally owed to the government and
taxes actually paid to the government, less collected enforcement
ravenue.

Payroll Taxes

Often synonymous with social insurance taxes. However, in some
cases the term “payroll taxes” may be used more generally to
include all tax withhoiding. For the purposes of this report, payroll
taxes are synonymous with social insurance taxes.

Personal iIncome Taxes

Taxes on income earned by individuals, including income from
wages, interest, and nonwage income.
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Phase-in Rule

A rule that allows for a new tax provision 1o be implemented
gradually rather than immediately upon enactment of a new tax law.
Phase-in rules help mitigate windfall losses during the transition to
a new set of tax laws.

Progressive Tax Rates

A tax rate structure where tax liability as a percentage of income
increases as income increases.

Proportional Tax Rates

A tax rate structure where taxpayers pay the same percentage of
income, regardless of their income.

Regressive Tax Rates

A tax rate structure where tax liability is a smaller percentage of a
taxpayer's income as income increases.

Retail Sales Tax

A tax levied on the sale price of a good and collected by the seller
of the good.

Revenue Neutral

A term applied to tax bills or proposals are designed to raise the
same amount of revenue as the system that is being replaced.

Social Insurance Taxes

Tax payments to the federal government for Social Securily,
Medicare, and unemployment compensation, While employses
and employers pay equal amounts in social insurahce taxes,
economists generally agree that employees bear the entire burden
of social insurance taxes in the form of reduced wages.

Spillovers

See externality.

Standard Deduction

A deduction that reduces income subject to tax and varies
depending on filing status, age, blindness, and dependency. The
standard deduction is taken instead of itemizing deductions.

Statutory Incidence

The party, usually an individual or a business, that is legally
required to pay a tax to the government.

Statutory Tax Rate

Tax rates as written into law.

Tax Burden

See economic incidence.

Tax-Exempt Bonds

Bonds issued by state and local governments for public projects on
which interest that is earned is exempt from federal income tax.

Tax Expenditures

A revenue loss attributable to a provision of the federal tax laws that
grants special tax relief that encourages certain kinds of behavior
by taxpayers or to aid taxpayers in special circumstances. The
Congressional Budget and Impoundment Act of 1974 lists six types
of tax expenditures: exclusions, exemptions, deductions, credits,
preferential tax rates, and deferrals.

Tax Incidence

See sconomic incidence.

Tax Liability

The amount of tax that a taxpayer is legally required to pay to the
government at a given time.

Tax Preferences

See tax expenditures.

Taxable income

income subject to tax that is used to determine tax liability. in the
case of the federal income tax, taxable income is equal to a
taxpayer’'s adjusted gross income less personal deductions and
exemptions.

Third-Party information
Reporting

information reported to IRS by third parties, such as banks or
employers, that allows IRS to verify that information reported by
taxpayers on their tax returns is accurate.

Value-Added Tax

A tax levied at each stage of production or distribution on the value
added to the product during that stage of production. Value-added
taxes are now commonly used in many Western European
countries as a source of revenue.
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Vertical Equity

The concept that people with differing ability to pay taxes should
pay different rates of taxes or different percentages of their incomes
in taxes.

Voluntary Compliance

A system of compliance that relies on individual citizens 1o report
their income freely and voluntarily, calculate their tax liability
correctly, and file a tax return on time.

Windfall Gain

A sudden and usually unexpected gain for a taxpayer or group of
taxpayers owing to changes 1o the tax system.

Windfall Loss

A sudden and usually unexpected loss for a taxpayer or group of
taxpayers owing o a change in the tax system. Transition rules are
often proposed to mitigate the effects of windfall losses.

70
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Questions for the Record for:
The Honorable David Walker
August 3, 2006

From Senator Grassley:
Mr. Walker, I have a three part question for you.

In your testimony, you state that fundamentally reforming our tax system has the
potential to improve compliance—that the complexity of, and frequent revisions to,
the tax system make it more difficult and costly for taxpayers who want to comply
to do so.

First, wouldn’t you agree that by reducing complexity, we should be able to reduce
the amount of the tax gap attributable to unintentional noncompliance?

Yes, [ do agree that tax system complexity is an important contributor to
noncompliance and that a reduction in complexity would help to reduce the tax
gap. The complexity of, and frequent revisions to, the tax system make it more
difficult and costly for taxpayers who want to comply to do so and for IRS to
explain and enforce tax laws. Complexity also creates a fertile ground for those
intentionally seeking to evade taxes, and often trips others into unintentional
noncompliance. Likewise, the complexity of the tax system challenges IRS in its
ability to administer our tax laws.

Second, do you know of any studies that have looked at how much of the tax gap is
attributable to unintentional noncompliance due to the complexity of the tax code?

We know of no studies that have been able to reliably measure the portion of the
tax gap that is attributable to complexity. It would be difficult to make a reliable
quantitative estimate of this relationship because the impact of complexity cannot
easily be separated from the effects of other contributing factors. The difficulty is
more basic than simply the limitations of available data and statistical
methodologies. Complexity is difficult to define, let alone measure, and it is also
difficult to distinguish between unintentional and intentional noncompliance. In
fact, for many taxpayers who want to understate their tax, the complexity of the
tax code gives them opportunity and cover. Nonetheless, our work suggests that
complexity is a real problem. For example, in a 2002 study we estimated that as
many as 2 million taxpayers overpaid their 1998 taxes by $945 million because
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they claimed the standard deduction when it would have been more beneficial to
. . 1
itemize.

And third, in your testimony you state that the rate at which taxpayers voluntarily
comply with our tax laws has changed little over the past three decades. What
impact did the Tax Reform Act of 1986 have on the tax gap?

IRS’ estimates of the tax gap for tax year 1992 (the first estimates that would
reflect the full implementation of the Tax Reform Act of 1986) do not show a
dramatic change from the tax gap estimates for tax year 1985. Total
noncompliance as a percent of true tax liability fell from 18.8 percent in 1985 to
17.3 percent in 1992, while the dollar value of the gross tax gap actually increased
in real terms. The underreporting rate fell one-half of a percentage point or more
for nonfarm sole proprietor income, informal supplier income, and capital gains;
the rate increased by one-half of a percentage point or more for partnership and S
corporation income and for tax credits. Not all of these changes can be attributed
to TRA 1986 because many other factors could have influenced these
percentages.

From Senator Hatch:

Do you think we gain more by focusing on reducing complexity or on structuring
the tax code to maximize economic efficiency, or are both are vital?

Both of these goals are vital and, although in some cases we will have to decide
between the two, there are many opportunities to make changes that would
achieve both goals simultaneously. A basic approach to simplification would be
to broaden the tax base by eliminating or consolidating many of the tax
expenditures that currently fill the tax code. This base broadening would allow for
a lowering of tax rates, which is the key to increasing economic efficiency. We
need to be sure that the benefits achieved from having these tax preferences are
worth the associated revenue losses and efficiency costs just as we must ensure
that outlay programs—which may be attempting to achieve the same purposes as
tax expenditures—achieve outcomes commensurate with their costs.

Do you believe that the transition costs involved in adapting either of the tax reform
plans laid out in the Advisory Panel’s report would approach the almost
insurmountable level, as has been described by some of its eritics?

We have not formally evaluated either of the panel’s proposals. The panel’s report
indicates that it did consider a number of transition issues and costs. The costs of

' GAO, Tax Deductions: Further Estimates of Taxpayers Who May Have Overpaid Federal Taxes by
Not Itemizing, GAO-02-509 (Washington, D.C.: Mar. 29, 2002).
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transition provisions are said to be incorporated in the revenue estimates for each
proposal, although those specific costs are not identified separately. As I have
said previously, neither of the panel’s proposals provides sufficient revenue to
address our nation’s large and growing long-term fiscal imbalance, and that is
without taking into account all of the transition relief that some experts believe
would be necessary. (For example, the proposal does not compensate businesses
for the loss of deductions related to accumulated inventories that they would
suffer under that plan.)

GAO has not taken a position on the amount of transition relief that would be
appropriate under the Panel’s proposals. Elsewhere we have noted that, since
transition rules are short-term tax policies, they should be judged by the standard
criteria for good tax policy—equity, efficiency, and a combination of simplicity,
transparency, and administrability. Without more detailed information on the
revenue effects of specific components of the proposals, it is difficult to say how
much the tax rates of the proposals would have to be raised in order to provide
appropriate transition relief to taxpayers while also raising sufficient revenue to
fund expected future spending. :

The Panel’s report recognized that only people, net corporations, bear the burden of
taxation. You acknowledged reports from economists at both the Treasury

Department and CBO that indicate that corporate tax is initially borne by owners of
capital and, over time, some of the burden is then shifted to workers and consumers.

It appears that the panel did not evaluate the merits of integrating corporate income
tax and individual income tax. Because the tax is ultimately borne by individuals,
does it make sense to integrate the individual and corporate tax structures? What
do you see as the biggest impediments to such a system?

The avoidance of double taxation of the same income is only one of a number of
reasons that advocates of tax integration have raised over the years. Economists
have long recognized the efficiency gains that could be achieved by integrating
the individual and corporate tax structures: less investment would be diverted
from the corporate sector into the noncorporate business sector and into owner-
occupied housing, which are tax advantaged; the use of debt-financing would no
longer be favored over equity financing; and corporations would no longer be
discouraged from distributing their profits in the form of dividends. (We should
note, however, that some efficiency costs may be worth paying in order to meet
other policy goals. For example, many policymakers advocate increased home
ownership as a social policy goal.)

One major impediment to tax integration is that it would result in a substantial
revenue loss if not offset by other changes in the tax system. Any offSetting
changes are likely to generate their own efficiency costs, which Congress would
have to weigh against the gains to be achieved through integration.
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I would like to ask all the members of the panel what their priorities would be for
tax reform if we were to undertake this task in the next two years.

My priority for tax reform would be the development of a tax system that will
raise sufficient revenue over time to fund our expected expenditures. As 1
mentioned earlier, we will fall woefully short of achieving this end if current
spending and/or revenue trends are not altered.

Other priorities, such as broadening the tax base and otherwise promoting tax
peutrality while seeking to minimize overall tax rates consistent with overall
revenue needs, could help improve economic performance. While economic
growth alone will not solve our long-term fiscal problems, an improvement in our
overall economic performance makes dealing with those problems easier.

From Senator Snowe:

The final report of the President’s Advisory Panel on Federal Tax Reform suggests
that the 1986 Tax Reform Act broadened the tax base by eliminating “more tax
preferences than had been enacted in all tax legislation between 1913 and 1985,” for
example, the long-term capital gains exclusion, the investment tax credit, and the
two-earner deduction.

Yet, the Tax Reform Act also created new tax incentives such as the Low Income
Housing Credit program, which has since become the nation’s largest and most
successful production program of rental housing affordable to low- and moderate-
income Americans, producing over 1.9 million units since its inception. Because of
the public-private partnership created by the program, the Housing Credit is more
successful than any direct spending housing program.

Does the panel feel there is still room within the Tax Code for such incentive
programs while still achieving the goal of a more fair, simpler, and pro-growth tax
system?

I would say that there is certainly room in the tax code for some tax preferences
that promote important social and economic objectives. However, we need to be
sure that the benefits achieved from having these special provisions are worth the
associated revenue losses just as we must ensure that outlay programs——which
may be attempting to achieve the same purposes as tax expenditures-—achieve
outcomes commensurate with their costs. And it is important to supplement these
cost-benefit evaluations with analyses of distributional effects—i.e., who bears
the costs of the preferences and who receives the benefits.

To date, we have not given the wide range of existing tax expenditures adequate
transparency or scrutiny. I think it is safe to say that the cost-benefit of many of
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them is questionable, or at the very least could be improved, while many others
could be consolidated or better targeted.

From Senator Baucus:

The IRS estimates the tax gap, the difference between the taxes legally owed and the
taxes timely paid, is $345 billion each year. This represents a voluntary compliance
rate of 83.7%. To what extent should enforcing existing tax laws play a partin a
comprehensive approach to tax reform? To what extent would the tax reform
debate be impacted if the voluntary compliance rate was 90%?

As I noted in my statement, improving compliance and reducing the tax gap
would help improve the nation's fiscal stability and sustainability. Even modest
progress would yield significant revenue. Based on IRS’ latest estimates for 2001
we estimate that each 1 percentage point increase in the voluntary compliance rate
would likely yield roughly $18 billion annually and that raising compliance to 90
percent could bring in an additional $112 billion annually. However, the tax gap
has been a persistent problem in spite of continued congressional and IRS efforts
to reduce it, as the rate at which taxpayers voluntarily comply with our tax laws
has changed little over the past three decades.

Although some progress on compliance with existing laws should be achievable
by providing IRS with additional enforcement tools and ensuring that significant
resources are devoted to enforcement, tax reform that includes a reduction in tax
preferences and complexity and that increases the transparency of taxable
transactions holds the potential for significant improvements in compliance. As it
considers tax reform options, Congress should carefully reexamine the benefits
and costs of existing provisions of the tax code that are characterized by
complexity and high rates of noncompliance to determine which provisions may
best by modified or eliminated and which provisions should be retained and
targeted for increased enforcement.

The Committee has asked the IRS and Treasury to provide a credible,
comprchensive plan by September 30, 2006 to close the tax gap. To what extent
could this plan assist in identifying and developing tax reform options?

The IRS/Treasury plan was released recently. It does not identify or develop any
tax reform options.

You mention that revenues from the current tax system are not sufficient to fund
projected spending. You recommend that a bipartisan Tax and Entitlements
Reform Commission be formed to help ensure that any decisions made on taxes and
spending are well coordinated. Who should participate on the commission, what
constraints should they operate under, and should representatives from the States
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be included? Do you believe that the tax reform panel operated under assumptions
or constraints that limited their ability to devise creative recommendations?

As I noted at the hearing, I have suggested that a carefully designed commission
may well be required to deal with some aspects of our long-term fiscal challenge.
Senator Voinovich has offered one such proposal in the Securing America's
Future Economy Commission Act.

When we look at previous commissions we can see elements that increase the
likelihood a commission will be successful and credible. Commissions are more
likely to succeed when there is—or is perceived to be—some sort of “crisis” or
real need to for action. A mix of bipartisan politicians and nonpartisan
professionals increases the chances for success. This provides some “reality
check” by elected officials and some analytic protection for/by experts and others.
Obviously the membership must also be truly bipartisan and represent buy-in by
both parties, both houses and the executive branch.

While a Commission needs a scope that is focused enough to permit the hope of
success, it should not be limited in the range of options it can consider within that
mandate. In requiring members of the Social Security Commission to support
individual accounts—and to require that all options include those—reduced the
credibility of the Commission’s work. I also believe that the guidance the
President's tax reform panel followed with respect to preparing revenue-neutral
tax reform options based on the President’s projections served to limit the
usefulness of their proposals. Both of the two proposals the panel developed
appear to provide much less than the necessary revenue to fund expected
government spending. Although we have not evaluated the revenue effects of
these proposals, other respected analysts have and they point to future revenue
yields that would worsen the already difficult fiscal challenges the nation faces.

Any commission chartered to deal with our long-term fiscal crisis should certainly
give close consideration to the views of the states, and there would be ample
opportunity for such views to be expressed, but I do not believe it is necessary to
have formal state representation on the commission.

Finally, I think that the time constraints proposed by Senator Voinovich-one year
for the commission to produce its report and another sixty days to submit a
legislative proposal-are reasonable. However, with the right players and if the new
commission draws upon the good work already done by many others, a report
could be produced in less time.

In discussing fundamental tax reform proposals, proponents of capital income tax
cuts have argued that those tax cuts promote sufficient economic activity to actually
pay for themselves. Do you agree with this hypothesis and it is a good strategy for
fundamental reform? With economists arguing over modeling and behaviors, how
can Congress be sure of the reaction to tax cuts?
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We have not done any work in this area, since the Joint Committee on Taxation
and the Congressional Budget Office are responsible for legislative branch
revenue estimation. My understanding of the most recent relevant studies by JCT
and CBO is that they do not support the conclusion that tax cuts pay for
themselves. These studies conclude that, at best, any revenue offset due to growth
in investment would represent only a fraction of the revenue foregone through a
reduction in tax rates.

You correctly characterize the unsettled nature of the debate among economists
over the macroeconomic effects of tax changes and how best to incorporate those
effects into revenue estimates. In my view, given our current long-term fiscal
outlook, it would be prudent to take a conservative approach in our budget
projections. I think that JCT’s current practice of presenting ranges of revenue
estimates, based on multiple plausible assumptions and model specifications, as
supplemental information for Congress is appropriate. And it would be best for
Congress to be cautious and not expect to obtain the higher bound estimated
revenue yields.

You have testified that you recently filled out your own tax return without the
benefit of software. You stated that you found the process “confusing, complex, and
extremely frustrating.” To what extent are voluntary compliance and the tax gap
impacted because a) taxpayers must pay for software or pay a preparer if they
cannot, or will not, self-prepare their tax returns and b) the IRS does not offer
electronic filing directly through its website without taxpayers having to go through
an intermediary? ‘

As Inoted in response to an earlier question, it is difficult to quantitatively
estimate the impact of any particular factor on voluntary compliance and the tax
gap. Thave no estimate of the extent to which the cost of tax preparation has
affected compliance, but the complexity of tax requirements and the resultant
compliance costs are a significant concern, not only for the potential effect on
noncompliance but also because of the additional burden placed on taxpayers and
the reduction in the perceived credibility and fairness of the tax code. Moreover,
the use of tax professionals is no guarantee of being compliant or of being treated
fairly under the tax system. In testimony earlier this year we reported the results
of an undercover test that we gave to 19 paid preparers working for several
commercial chain preparers. We found that nearly all of the mock tax returns that
we asked these professionals to prepare were done incorrectly to some degree and
several of the preparers gave us very bad advice.”

As further evidence that complexity poses a problem even for tax professionals--
in a 2002 study we estimated that as many as 2 million taxpayers overpaid their
1998 taxes by $945 million because they claimed the standard deduction when it

2 GAQ, Paid Tax Return Preparers: In a Limited Study, Chain Preparers Made Serious Errors, GAO-06-
563T (Washington, D.C.: April 4, 2006).
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would have been more beneficial to itemize, and half of these taxpayers used a
paid preparer.3 Similarly, a recent report by the Treasury Inspector General for
Tax Administration estimated that there were approximately 230,000 returns filed
by paid preparers where taxpayers appeared eligible for but did not claim the
Additional Child Tax Credit.* In addition, a 2002 IRS study of the EIC for tax
year 1999 retumns estimated that some taxpayers claimed about $11 billion more
than they were entitled to while others claimed $710 million less than they were
entitled to.” The IRS reported that paid preparers filed more than 65 percent of all
EIC returns. None of these studies tried to determine how many errors were the
fault of the preparer and how many were the fault of the taxpayer. However,
based on our earlier examples of paid preparer performance, it seems likely that
preparers bear responsibility for at least some of the over-or underpayments.
Taxpayers could be at fault if they provide the preparer with incorrect
information.

It would be very difficult to say whether voluntary compliance would be affected
appreciably if IRS were to offer electronic filing directly through its website.

You testified that 70% of Americans pay more employment tax than income tax. To
what extent would tax reform impact on the solvency of the Social Security Trust
Fund?

The issue of Social Security Trust Fund solvency is one of the reasons why it is
important to address tax and entitlements reform as an integrated effort, rather
than as separate efforts. This approach would allow policy makers to consider on
a more comprehensive basis the extent to which members of different economic
and social groups should contribute toward and benefit from important
government programs. It would also better ensure that the reform effort yields a
sustainable solution under which future revenues are sufficient to fund expected
spending. In the final analysis, whether and to what extent the solvency of the
Social Security Trust Fund would be impacted by tax reform would depend on
whether and to what extent the reform would affect trust fund revenues (e.g.,
payroll tax base and/or rates).

3 GAO, Tax Deductions: Further Estimates of Taxpayers Who May Have Overpaid Federal Taxes by
Not Itemizing, GAO-02-509 (Washington, D.C.: Mar. 29, 2002).

4 Treasury Inspector General for Tax Administration, Analysis of Statistical Information for Returns
With Potentially Unclaimed Additional Child Tax Credit (Washington, D.C.: January 2003).

$ Department of the Treasury, Internal Revenue Service, Compliance Estimates for Earned Income Tax
Credit Claimed on 1999 Returns (Washington, D.C.: Feb. 28, 2002).
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From Senator Wyden:

‘What is the value of employers’ deductions of their contributions for employee health
insurance and medical care?

The aggregate value of the deduction for private sector employers is not known, and the
value for an individual employer would depend on its business type, its profitability, and
its true tax rate. Total private-sector employer contributions for health insurance were
$328.5 billion in 2004, according to Medical Expenditure Panel Survey data.’ Private
sector employers may fully deduct their contributions for employees’ health insurance
and medical care from their taxable income as a general business expense, like wages and
other compensation. Determining the precise value of the health care contribution
deduction may not be feasible because the calculation would depend on factors such as
the employer’s tax bracket and whether the employer had profits or carried losses
forward from past years.

The exclusion of employer-provided health insurance and medical care from individual
income for tax purposes is distinct from the employer deduction. The employer health
insurance deduction is not a tax expenditure because business deductions for costs
incurred to earn income are considered part of the normal tax baseline. In contrast, the
exclusion of employer health insurance contributions from employees’ taxable income is
a tax expenditure because these benefits are not subject to taxation like cash wages.
‘While the employer deduction is only of value for taxable private sector employers, the
exclusion of employer contributions from income applies to workers in the private, public
and non-profit sectors. Revenue losses arise because employer contributions are
excluded from the calculation of employees’ taxable earnings for income taxes as well as
from the calculation of Social Security and Medicare payroll taxes for both employees
and employers.

Both the Joint Committee on Taxation (JCT) and the Department of the Treasury
(Treasury) report estimates of the income tax revenue loss due to the exclusion, but
neither reports an estimate of the payroll tax revenue loss. According to JCT estimates,
projected individual income tax revenue losses for 2005 were $78.6 billion.” JCT
assumes that if the exclusion on employer-provided insurance premiums were eliminated,
more premiums would be eligible expenses for the purpose of the itemized deduction for
medical expenses greater than 7.5 percent of adjusted gross income, and the adjustment
for this interaction reduces JCT’s estimate. According to the Department of the
Treasury’s estimates without the adjustment, individual income tax revenue losses
amounted to $118.4 billion for fiscal year 2005.% If the payroll tax exclusion were at least
half of the income tax loss estimated by Treasury, the combined tax expenditure for

¢ The Medical Expenditure Panel Survey (MEPS) Insurance Component, conducted by the Agency for Healthcare
Research and Quality, is an annual survey of establishments about employer-sponsored health insurance. MEPS
data about employer contributions are used by the Bureau of Economic Analysis and the Department of the
Treasury in measuring individual income.

(Washington, D.C. January 12, 2005).

¢ OMB, Analytical Perspectives, Budget of the United States Government, Fiscal Year 2007.
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employer contributions for health insurance premiums would be about $177.6 billion in
2005. For 2006, the Economic Report of the President estimated a combined revenue
loss of more than $200 billion, including $133 billion for the income tax exclusion and

$80 billion for the payroll tax exclusion.

While the exclusion of employer health insurance contributions from employees’ taxable
income is the largest single federal tax expenditure, the tax code also includes other
smaller income tax expenditures related to health care as shown in table 1 below.

Table 1: Health-related Tax expenditures available for individual and corporate taxpayers

(fiscal year 2005)

Dollars in millions

Tax expenditure

Federal income tax revenue loss

Corporate | Individual Total

Exclusion of employer contributions for medical 0 118,420 118,420
insurance premiums and medical care*

Self-employed medical insurance premiums 0 3,790 3,790
Medical Savings Accounts / Health Savings Accounts 0 1,050 1,050
Deductibility of medical expenses 0 6,110 6,110
Exclusion of interest on hospital construction bonds 410 1,470 1,880
Deductibility of charitable contributions (health) 160 3,190 3,350
Tax credit for orphan drug research 210 0 210
Special Blue Cross/Blue Shield deduction 710 0 710
Tax credit for health insurance purchased by certain 0 20 20
displaced and retired individuals

Sum of Treasury estimates 1,490 134,050 135,540

*If the payroll tax exclusion were also counted here, the combined tax expenditure for employer contributions for
health insurance premiums would be about 50 percent higher or $177.6 billion.

Source: OMB and the Department of the Treasury, Analytical Perspectives, Budget of the United States, Fiscal

Year 2007 (Washington, D.C.: 2006).
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Mr. Chairman and Members of the Committee,

My name is Leo Linbeck. Thank you for the opportunity to provide this statement to the committee on
behalf of Americans for Fair Taxation. Americans for Fair Taxation is the nation’s largest grass roots
citizens’ organization dedicated to fundamental tax reform. We appreciate the opportunity to present our
views. We applaud the committee for beginning the tax reform process and sincerely encourage the
committee to undertake a comprehensive examination of the issues and possible gains from fundamental
tax reform.

The witnesses today are primarily members of the President’s Advisory Panel of Federal Tax Reform (the
Tax Panel) or, in the case of Dr. Gravelle, a well-known opponent of meaningful tax reform. So perhaps
one of the first questions the committee should ask itself is why did the Tax Panel’s proposals achieve so
little public interest and find virtually no support in the tax reform community, among citizens groups or
among business or labor organizations.

The short answer is that the panel failed to identify the goals that fundamental tax reform should achieve
and failed to measures its plans against objective goals. Without establishing meaningful criteria
describing what constitutes genuine and constructive tax reform, it is impossible to assess the relative
merits of various plans or even to decide whether a plan would be constructive. Moreover, it failed to
seriously consider the FairTax plan which has, by far, the greatest public support. Furthermore, as
discussed briefly below, in an attempt to discredit the FairTax and eliminate it from the national debate on
tax reform, the Tax Panel’s staff employed disingenuous methods to analyze the FairTax plan. Finally,
the Tax Panel failed to attach sufficient importance to either the basic desires of the public or the goal of
promoting economic growth that President Bush enumerated.

All the Tax Panel offered the public was tepid tinkering with the existing system. We have all been down
this futile road before and very few are under any illusions that such tinkering will offer meaningful
improvements to the way we fund the federal government. To be against meaningful reform is to be a
proponent of the current code. It is time for a meaningful change so that the American people can have a
tax system they deserve and one that serves their interest rather than serving the interest of well connected
lobbying interests.

In this statement, Americans for Fair Taxation sets forth criteria that we belicve that policy-makers should
adopt for purposes of assessing fundamental tax reform plans. These criteria are not exhaustive but they
are the most important. They also, not coincidently, are the goals that are most likely to achieve broad
public support for a plan that achieves them because they are goals that most Americans share.

* Chairman of FairTax.Org (Americans for Fair Taxation). FairTax.Org is the nation’s largest nonpartisan,
grassroots organization dedicated to replacing the current tax system. For more information visit the web page:
www.FairTax.org, call 713-963-9023 or write PO Box 27487, Houston, Texas 77227-7487.
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The Goals of Fundamental Tax Reform

In general, a reformed tax system should be fair and should minimize the adverse economic impact of
raising the revenue that Congress decides is necessary to fund the federal government. A tax reform plan
that meets the following twelve specific criteria will accomplish the twin goals of being fair and
maximizing the economic prosperity of the American people. The FairTax best meets these criteria and,
indeed, was designed to do so. Assuming the Tax Panel's proposals were enacted as proposed, they
would constitute only a modest improvement over current law and would likely degenerate quickly into
something barely distinguishable from the present system. The criteria for genuine fundamental tax
reform are:

Prosperity Criteria

1. The plan should not be biased toward consumption and against savings and investment but
rather it should be neutral between different types of consumption, savings and investment.

2. The plan should have the lowest possible marginal tax rates, removing to the greatest extent
possible the disincentive to work, save and invest and providing the greatest opportunity for
upward mobility.

3. The plan should be neutral between whether to produce in the U.S. or abroad; it should not
provide an artificial incentive to move jobs and production overseas.

4. The plan should impose the same tax burden on all forms of productive activity and should tax
each activity at a uniform rate.

5. The plan should treat human capital formation and physical capital formation alike.

6. The plan should dramatically reduce the administrative and compliance burden on the public.

Fairness Criteria

1. The plan should exempt the poor from tax and allow everyone to meet the necessities of life
before paying tax.

2. Once the necessities of life have been met, however, the plan should treat people equally with
favoring one set of taxpayers over another and by taxing the same proportion of goods and
services they purchase for their own personal use.

3. The plan should not play favorites or reward the politically powerful or well connected.

Civic Criteria

1. The plan should be transparent and understandable so the public understands the tax system; it
should not hide the true tax burden or obfuscate.

2. The plan should be politically stable, so that the reform will last.

3. The plan should have a manageable transition.

The prosperity criteria are those that will maximize economic growth and prosperity. The fairness criteria
are those that we believe most Americans accept. The civic criteria are those that promote a healthy body
politic and improve our political process.

The Plans
This testimony will consider:

The Tax Panel’s Simplified Income Tax Plan (chapter six of the report)
The Tax Panel’s Growth and Investment Plan (chapter seven of the report)
The FairTax (H.R. 25, S. 25)

A business transfer tax (BTT)

The flat tax (of the Hall-Rabushka type)

NP W=
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The FairTax has been introduced in the House and the Senate. It replaces the individual and corporate
income tax, all payroll taxes and the estate and gift tax with a 23 percent national retail sales tax on all
consumption of goods and service without exception. A rebate would be provided monthly in advance to
all households equal to the poverty level times 23 percent. An extra amount is provided to married
couples to prevent a marriage penalty.

The Business Transfer Tax is a subtraction method value added tax. The overall tax base is the value of
all goods and services produced minus investment. It is collected from businesses using administrative
means similar to the corporate tax. It is border adjusted. It has the same tax base, in principle, as a retail
sales tax. It is used as the business tax in the USA Tax.

The flat tax is a form of value added tax where the tax on capital value added is taxed at the business level
and labor value added is taxed at the individual level. Since investment is expensed and savings are
accorded Roth IRA type treatment, it is a form of consumption tax. It is, like the income tax, an origin
principle tax; thus imports are exempt from tax and exports are taxed. The administrative means used to
collect the tax is similar to the current tax system.

Neutrality Between Consumption and Savings

Capital formation promotes greater productivity and output, higher rates of economic growth, and
improved competitiveness. More capital per worker, embodying the latest technical innovations means
more output, greater competitiveness and higher real wages. The current tax system, however, is very
biased against savings and investment, often taxing the returns to savings or nvestment three or four
times. This results in slower economic growth, reduced competitiveness and lower real wages. The
solution is to adopt a tax system that is neutral toward savings and investment. The FairTax, the flat tax,
a business transfer tax would address this issue decisively. In all three plans, labor and capital output is
taxed equally and one time. In the flat tax and BTT this is accomplished by expensing capital investment
and treating all savings effectively as if they were in Roth IRAs. In the FairTax, this result is achieved
simply by taxing only final consumiption and not taxing business inputs. Unlike in most state sales taxes,
the FairTax does not hide taxes and impose a tax on a tax. It taxes goods and service once when sold to
CONSumers.

The Tax Panel’s Growth and Investment Plan reduces the bias against savings and investment. The
imposition of an extra 15 percent tax -- over and above the 30 percent business tax -- on dividends,
interest and capital gains and the retention of the estate and gift tax constitutes a significant bias against
investment and savings. The Simplified Income Tax Plan reduces the double taxation of corporate
income but otherwise retains much of the bias against savings and investment inherent in current law.

Lowest Possible Marginal Tax Rates

High marginal tax rates reduce the incentive to work, save and invest and therefore reduce the amount
people choose to work, to save and to invest. As tax rates are raised, overall economic output declines.
Conversely, reducing marginal tax rates has dramatic positive economic effects.

The FairTax has the lowest marginal tax rates of any plan and is the most pro-growth of any plan
considered. It has the broadest possible consumption tax base and a single tax rate. The FairTax base is
equal to that of the BTT. The FairTax base is larger than the flat tax primarily due to the fact that the U.S.
currently imports dramatically more than it exports. The FairTax is unique in that it replaces the 15.3
percent payroll tax and since the FairTax base is broader than the payroll tax base, it reduces marginal tax
rates further than any tax plan being considered.

When comparing the FairTax to other tax plans it is important to remember that the FairTax repeals the
15.3 percent payroll taxes (both Social Security and Medicare employment taxes and self-employment
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taxes). A flat tax with a rate of 17 or 20 percent, for example, is really a 32.3 or 35.3 percent tax on labor
or self-employment income. Similarly, the Tax Panel’s two proposals have top tax rates on labor income
of 45.3 percent. In some cases, the Tax Panel's plans raise marginal tax rates. In most, the reductions are
quite minor.

Neutrality Between U.S. and Foreign Producers

Our unique failure to adopt a destination principle consumption tax combined with our unusually high
marginal corporate tax rates sends curious messages to multinationals: “Move your plants and facilities
overseas, hire foreign workers, and then market your products back to the American consumers whose tax
system favors consumption over investment and savings.” To retailers: “Stock foreign inventory.” To
consumers: “Buy foreign products.” The burgeoning trade deficit, the loss of American jobs, and
stagnating blue collar wages are consequences of those policies.

The current tax system imposes high income and payroll taxes on U.S. producers and workers whether
they are selling in the U.S. market or abroad. The current tax system imposes little or no tax on goods
imported into the U.S or services provided to U.S. consumers or businesses from abroad. Compared to
our OECD trading partners, this places American producers at a roughly 18 percent competitive
disadvantage, courtesy of the U.S. tax system.

It is no wonder that firms that remain in the U.S. find it difficult to compete. It is no wonder that
manufacturing output and employment have fallen roughly by half since our competitors started adopting
border adjusted taxes. Even our agricultural surplus has largely disappeared. The U.S. government,
through its tax policy is telling American firms that they should stop producing in the U.S. since the U.S.
government will tax them heavily if they produce goods here but impose no tax on goods purchased
abroad.

In contrast to the U.S., every other significant trading country in the world raises a large part of its
revenue from destination principle, border adjusted consumption taxes. Most use the value added tax but
some (for example Canada) rely to some extent on sales taxes. These taxes are not levied on exports from
those countries to the U.S. but are imposed on U.S. goods imported into their country.

The FairTax would by the very nature of a sales tax remediate this problem by taxing foreign and U.S.
goods alike when sold at retail. It would, for the first time, eliminate the advantage accorded to foreign
producers by current federal tax policy. A BTT would also address this issue by excluding exports from
its tax base and by imposing the tax on imports. The Tax Panel’s Growth and Investment Plan would also
be border adjusted. However, since the WTO only allows indirect taxes to be border adjusted, it is
doubtful whether the Tax Panel's plan, which is structured like a direct tax, would survive a challenge at
the WTO. Sales taxes are explicitly permitted under WTO rules. Neither the flat tax nor the Simplified
Income Tax Plan would address the problem. Even the Tax Panel itself recognized that its proposal
would probably fail WTO scrutiny.

Neutrality Between Different Types of Productive Activity

The FairTax treats all goods and services alike. Thus, it does not distort the marketplace and allows
businesses to adopt the most efficient economic means to meet consumer wants. A plan that taxes
economic activity uniformly will promote the most efficient, productive economy. The BTT would also
do this (except, as mentioned below, as to labor income because of the retention of the payroll tax). The
flat tax would largely address this issue except as to payroll taxes and with respect to international trade.
Although the Tax Panel's plans would reduce these distortions, they retain major distortions in the
marketplace, including the health care, housing and investment markets.
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Neutrality Between Human Capital and Physical Capital

Human capital is a critical element in productivity and innovation. The FairTax is the only tax reform
plan to grant human capital parity with physical capital. The FairTax accomplishes this result by not
taxing tuition or job training or educational wages in either the government or private sector. This is
appropriate since the primary reason most people pursue an education is to increase their future earnings
capacity and the expenditures generated by those future earnings will be taxed. Tuition and job training
are an investment in human capital.

The flat tax does not address this problem. Education is treated like a consumption good and must be
purchased with after flat tax and after payroll tax dollars. The Tax Panel's proposals do not really address
this issue; all they do is afford some savings for educational purposes consumption tax treatment.

Reduce the Compliance Burden on the Public

The current tax system has major tax evasion problems notwithstanding billions of tax and information
returns filed each year, roughly 6 billion hours spent figuring out the tax due, and an army of tax
preparers, tax accountants, tax lawyers and IRS personnel. We waste nearly $300 billion annually
complying with the current tax system. The time spent figuring our taxes is more people than the hours
spent working in the auto industry, the computer manufacturing industry, the airline manufacturing
industry and the steel industry combined.

The Tax Panel's proposals would reduce this waste slightly. The flat tax would reduce it substantially, at
least until the political process turned it back into something similar to what we have today. However, the
flat tax does require all Americans to file tax returns and would retain withholding and payroll tax
deduction rules.

The FairTax would radically reduce these costs and the complexity of the system. Individuals who were
not in business for themselves would never need to fill out a tax return again. Moreover, the FairTax
compensates businesses for the time required to fill out sales tax returns with a credit equal to % of onc
percent of the sales tax remitted.

Under the FairTax, the question a business or auditor would need to answer is how much was sold to
consumers. This is a simple question not that different from line 1 on a tax return today. Under the
FairTax, that would effectively be that. All of the major sources of complexity today would be repealed.
Gone would be payroll and income tax withholding, 1099 reporting, inventory tax accounting (including
the uniform capitalization rules), tax depreciation accounting and recapture rules, tracking tax basis, the
alternative minimum tax, qualified plan rules (including top-heavy, participation and vesting rules),
international tax rules, capital gains rules, passive loss limitations, estate and gift tax planning and a host
of other rules.

Small businesses are disproportionately harmed today by the large compliance burden imposed by the
current tax system. They would disproportionately gain from implementation of the FairTax.

The FairTax would also substantially reduce tax evasion. The benefit from cheating would be less since

marginal tax rates would be lower. The odds of apprehending tax evasion would increase. Given the

systems simplicity, audit rates would increase dramatically if enforcement resources were held equal

because audits would be so much simpler. Since the incentive to cheat would be dramatically less and the

odds of being apprehended would increase, evasion would decline. In addition, a higher percentage of the

;nderground economy and much of the economic activity by illegal immigrants would be taxed by the
airTax.
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Exempt the Poor

It does not make a great deal of sense to impose taxes on poor people. Neither, however, does it make
sense to hide from them the cost of government. The poor cannot even meet their basic needs and are
receiving financial assistance in many ways. Yet today, they pay significant taxes. Part of those taxes are
the payroll taxes imposed on the working poor. But the poor also bear the burden of paying higher prices
for the goods they buy because of the taxes imposed on businesses and the cost incurred by businesses to
comply with the tax system. Businesses, after all, must recover all of their costs, including taxes, in the
price of the goods they sell. If they do not, they will quickly go out of business.

Because of the FairTax prebate, the FairTax is progressive. The effective tax rate climbs as expenditures
climb. The effective tax rate is negative or zero for the poor, it is quite low for the lower middle class.
The effective tax rate for a married couple with two children with taxable spending of $51,320 would
have been 11 % percent in 2005. The very rich would pay nearly 23 percent on their spending.

The FairTax is the only plan that entirely untaxes the poor. It accomplishes this by providing every
household in America with a prebate paid monthly in advance equal to 23 percent of the poverty level
{plus an extra amount in the case of married couples to prevent a marriage penalty). This, in effect,
protects every household in America from paying any tax on spending up to the poverty level which
means that nto poor person would pay any sales tax and that no household would pay sales tax on the
necessities of life.

By repealing the payroll tax, the FairTax climinates the greatest burden on the working poor and reduces
the cost of hiring new, entry level workers. By repealing business payroll taxes, hidden taxes that must be
recovered by businesses in the price of goods sold are repealed.

All other plans keep the payroll tax, which is the largest tax paid by poor Americans. No other plan is
structured to ensure that no poor person will pay any tax. No other plan ensures that all houscholds may
meet the necessities of life without paying tax.

Equality of Treatment

The FairTax treats people equally on spending over the poverty level. It does not favor one set of
taxpayers over another or one type of producer over another. It taxes everyone at a uniform rate on goods
and services they purchase for their own personal use.

The flat tax moves in the right direction but retains the payroll tax which taxes labor income at different
tax rates depending on the level of their income and does not tax capital income. The Tax Panel's
proposals retain many tax preferences and treat people differently depending on the degree to which they
are willing to structure their lives in a way approved of by government. In addition, the Tax Panel retains
graduated tax rates which punish people who choose to work hard, study hard, save and invest.

The FairTax would eliminate the ability of people to use fancy tax gimmicks to avoid or evade taxes by
hiding money in offshore tax havens.

Should Not Play Favorites

It is unfair for the government to play favorites, rewarding certain politically powerful and well-
connected interests over others that do not have the same political pull. The tax system should be about
doing what is right and just rather than what will help fill campaign coffers and satisfy interest groups.
The FairTax treats everyone alike and does not exempt any person, any good or any service from tax.
The rules are simple and clear and apply to everyone.

The Tax Panel's proposals continue the practice of rewarding certain interests, although the proposals do
reduce the scope of tax preferences compared to current law. The flat tax would largely eliminate the
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favoritism of current law. It does, however, retain on major favorite. Foreign produced goods are
favored over U.S. produced goods. A BTT would not play favorites either and would treat foreign and
U.S. produced goods and services alike.

Transparency and Comprehensibility

The FairTax is the easiest of any tax reform plan to understand. That is its virtue and its vice. Itisa
simple sales tax with a single tax rate.

1t does not divide up the public's tax burden among four or five “low” tax rate taxes, some of which are
hidden from view, that add up to very high tax rates. The FairTax has one very transparent tax rate
which, in reality, is the Jowest marginal tax rate by far of any tax reform plan. Yet because the FairTax is
honest and transparent and the current tax system is anything but honest and transparent, FairTax
detractors are able to obfuscate, demagogue and confuse by misrepresenting the facts.

Who knows who pays the corporate tax? Most people ~ small businesses and self-employed people being
obvious exceptions — do not even know about the massive employer payroll taxes that drive their wages
down. Most people have only the vaguest idea of what they pay in income taxes today and why since the
taxes are withheld and, as often as not, they used paid preparers or software to figure their tax.

The Tax Panel's plans are complex and retain most of the complexity of the current system. The flat tax
is relatively simple, yet even many of its most vocal proponents seem to think it is an income tax rather
than a consumption tax. They do not even understand their own proposal.

Only the FairTax is simple and can be easily understood by anyone. Under the FairTax, people will
understand for the first time in their lifetime how the federal government is actually paid for and who is
paying for it,

Political Stability

If the flat tax is kept as it is but with graduated rates, it becomes what is often called the X-tax, a
graduated rate consumption tax. Furthermore, the flat tax can be easily changed back into an income tax.
Starting with the flat tax, if we depreciate capital rather than expense it, make inventory purchases
deductible when the inventory is sold rather than when purchased, make interest taxable and deductible,
then we have largely converted the flat tax into an income tax. Add a few special interest deductions,
credits and exclusions and we are very nearly back to where we started. That is a very real problem with
the flat tax. It is very easy to corrupt its design and eliminate many of the gains to be had from adopting
the proposal in the first place. The entire administrative apparatus of the income and payroll tax system is
retained and it would be very easy to go back. Attempts to do so would start immediately.

If the FairTax were enacted, it would much more difficult to go back to an income tax system. The entire
massive and expensive administrative apparatus built up over nine decades would be dismantled. It is
doubtful that people would want to go back. It is doubtful that they would want to invest the massive
resources necessary to do so. The FairTax, then, is a stable reform, There will, of course, be the
necessity to fend off those who want to exempt one category or another of goods or services. But if the
prebate system is in place, the most cornmonly used line of argument (we need to help the poor) will fall
flat. There will always be better ways to help the poor than exempting some category of goods.

Transition
The flat tax sidesteps transition issues. It is, however, unlikely that in the final analysis Congress will

force businesses to lose trillions of dollars of basis on capital assets if the income generated by those
assets remains subject to tax. To do so would amount to wealth loss for existing capital owners of well
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over a trillion dollars. Addressing this transition issue, will force the flat tax rate (or a BTT rate) to climb
considerably.

There is no need to be concerned with basis per se in the FairTax since income streams are no longer
subject to tax. Businesses will not get far complaining that their tax rate has been reduced to zero. The
analogous (but much smaller) problem in the FairTax is the sale of goods subject to FairTax that were not
deducted for income tax purposes. Collecting sales tax and failing to allow an income tax deduction
would effectively be double taxation. The FairTax legislation addresses this issue by providing a credit to
businesses selling inventory held on the changeover date to prevent the double taxation.

There is a general danger, however, when considering transition to want to compensate every loss. In
fact, in most cases where there are losses, there is someone experiencing an equal and offsetting windfall
gain on the other side of the transaction. These gains should be taxed to compensate losses (if they exist)
because if the loss is unjust then so is the unexpected and windfall gain at another's expense. Moreover,
many of the claimed losses on capital assets will in reality be illusory because assets price will in general
increase due to according consumption tax treatment to investment.

Small Businesses and Farms

The current system has a disproportionately adverse impact on small businesses because of the high
compliance costs that consume a relatively large share of small business income and because of the many
ways the current system singles out small businesses for discriminatory tax treatment.

The FairTax addresses this issue by radically simplifying the tax law, reducing compliance costs and
compensating businesses for their time complying with the system. The FairTax also repeals payroll
taxes, which have a disproportionately negative impact on small businesses both because of
administrative cost, the self-employment tax and the increased cost of labor. Finally, the FairTax will
help small manufacturers and farmers compete against foreign goods in U.S. or foreign markets by taking
the taxes out of exports and by taxing U.S. and foreign goods alike in U.S. markets. Many larger U.S.
companies have already outsourced a huge portion of their manufacturing or are planning to do so. Small
companies Jocated here do not really have the option of outsourcing their manufacturing since they do not
generally have both manufacturing and distributional divisions.

No other plan addresses these needs of small businesses as directly and effectively as the FairTax. BTT
proposals tend not to address payroll tax issues. The flat tax does not address either payroll tax issues or
level the playing field with imports. The Tax Panel's proposals would only moderately improve the
current system. Thus, it is the FairTax that has the most, and growing, support among small businesses
and farmers,

Grading the Plans

The analysis above demonstrates that the FairTax is the most pro-growth and most fair tax plan being
considered in Congress. It shows that the Tax Panel's proposals were seriously deficient. It shows that
the BTT and the flat tax would constitute a significant improvement over current law. The chart below is
a summary of these findings.
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Tax Reform Report Card
Criteria Tax Panel | Tax Panel| Flat Tax | Business | FairTax
Income Tax | Growth Transfer
Tax
P1. Neutral Toward Savings C C+ A At A+
and Investment
P2. Low Marginal Tax Rates C B+ A- At
P3. Neutral Between Foreign F A D A+ A+
and U.S. Producers
P4. Taxing Economic Activity C+ C+ A- A- A
Uniformly
P5. Neutral Between Human F F F F (usually) A
and Physical Capital
P6. Reduce Compliance Costs C- C B B A+
F1. Poor Untaxed B B- B- A+
F2. Equal and Uniform D D+ B B+ A+
Taxation
F3. No Favorites or Special D D A- A- At
Exceptions
C1. Transparency and C C B B- At
Understandability
C2. Politically Stable C B A
C3. Manageable Transition A B B B+
Overall Grade B B+ A+
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The Tax Panel and the FairTax

The Tax Panel did not seriously analyze the FairTax. In fact, Chapter Nine of the report makes it clear
that when conducting estimates of the “national retail sales tax” the estimates were conducted using a
base much narrower than the FairTax base. The FairTax taxes all consumption one-time. The Tax Panel
conducted its estimates assuming that large parts of the consumption tax base would be exempt. By so
rigging its estimates, the reported revenue neutral tax rate was artificially increased. Furthermore, the
sales tax proposal was the only tax plan where the rate was reported on a tax exclusive basis rather than a
tax inclusive basis (the method that was used for the current system, the Tax Panel’s proposals and the
flat tax). This further misrepresented the facts. Finally, the Tax Panel assumed the FairTax would
increase evasion when it is quite clear it would do the opposite. The FairTax would, in fact, reduce the
tax gap by removing the complexity of the Code attributable to as much as half of the tax gap, reduce the
number of collection points by about 200 million, lower marginal tax rates, increase visibility and through
simplicity, narrow the line between cheering and avoidance. Furthermore, the odds of tax evasion being
apprehended would increase. Given the current level of enforcement spending, audit rates would increase
since audits would be so much simpler and less time consuming,

In short, it is obvious that the Tax Panel wanted to oppose a national retail sales tax and was willing to
distort its analysis and mislead policy-makers to do so.

Conclusion

The proposals offered by the President's Tax Panel are a major disappointment. They represent very
incremental tinkering with the current system by those who benefit most from the current system The
progress they offer is quite small and unlikely to survive the first few months of the political process.
This, I suggest, is obvious to both the public, the tax reform community and both business, farm and labor
groups. Moreover, the Tax Panel’s plans do not achieve the goals that most citizens believe that
fundamental tax reform should and, therefore, has quite literally no public support. In short, the Tax
Panel failed to achieve its mission..

The FairTax is the best plan being considered. It is extremely pro-growth. It would cause dramatically
higher investment, large productivity gains and higher real wages. It would improve the competitiveness
of U.S. producers. Unlike the current system and most competing plans, it enhances international
competitiveness in a WTO compliant manner. It would improve the well-being of the average American
dramatically. Jt would dramatically reduce the vast amount wasted each year on compliance costs. It
would untax the poor and be progressive. It would tax people based on what they consumed for
themselves rather than on what they invested in the community or gave to charities. It would get the
government out of the business of playing favorites and rewarding politically powerful interests. Itis
transparent and understandable. The FairTax would climinate the ability of people to use fancy tax
gimmicks to avoid or evade taxes by hiding money in offshore tax havens. It will lead to a more just and
more prosperous America. It is the best plan.

Because the FairTax meets the goals that most people share for fundamental tax reform, it has broad and
rapidly growing public support from people in all walks of life. The more people that learn about the
FairTax and understand the positive impact it would have on our econormy and our society, the greater its
support. We urge you to cosponsor the legislation and to work with your colleagues to enact it into law
so that the American people can, at last, have the tax system they deserve.
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Kick-Off for Tax Reform: Tackling the Tax Code
August 3, 2006

The American Society of Pension Professionals & Actuaries (ASPPA) appreciates the
opportunity fo submit our comments to the Senate Committee on Finance hearing, “Kick-Off
for Tax Reform: Tackling the Tax Code.” For the reasons stated below, we believe that
certain savings recommendations made by the President’s Advisory Panel on Federal Tax
Reform (Advisory Panel) on November 1, 2005, would be devastating to the retirement
security of millions of American workers.

ASPPA is a national organization of approximately 6,000 retirement plan professionals who
provide consulting and administrative services for qualified retirement plans covering
millions of American workers. ASPPA members are retirement professionals of all
disciplines, including consultants, administrators, actuaries, accountants and attorneys. Our
large and broad-based membership gives ASPPA unusual insight into current practical
problems with ERISA and qualified retirement plans, with a particular focus on the issues
faced by small- to medium-sized employers. ASPPA’s membership is diverse but united by a
common dedication to the employer-sponsored retirement plan system.

The ASPPA Pension Education & Research Foundation (ASPPA PERF) report entiiled
“Savings Under Tax Reform: What Is The Cost to Retirement Savings?” (Report) examines
several possible tax reforms and their impact on retirement savings.! We ask that the Report
be included as an attachment to this testimony.

The Advisory Panel’s Recommendations
“Save at Work” Accounis

The Advisory Panel set forth two savings proposals for fundamental tax reform: the
“Simplified Income Tax” and the “Growth and Investment Tax.” Both plans would eliminate
all employer-sponsored defined contribution plans [e.g., 401(k), 403(b), 457, SIMPLE plans,
etc.] and replace them with a “Save at Work” account. In addition, a significant and
controversial aspect of the Growth and Investment Tax plan would have contributions to the

! The Report and its Executive Summary can be found at
hitp://router.asppa.org:8765/cs. himl?charset=iso-8839-
1&url=http %3A//www.asppa.org/pdf files/govpdffiles/2005-05-17-
report.pdf& gt=tax+reform&col=aspa&n=6&la=en.
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Save at Work account made on an after-tax basis, although distributions would be tax-free
(similar to today’s Roth accounts).

With a Save at Work account, without an upfront tax deduction, many workers currently
saving in their 401(k) will choose not to save. In its report, the Advisory Panel admitted that
it was able to finance lower tax rates on taxpayers with the highest incomes by eliminating
the pre-tax deduction for retirement plan contributions. ASPPA believes that it is
unacceptable to lower tax rates for higher income individuals by sacrificing the savings tax
incentives for American workers.

America is not inherently a nation of savers. Even today, about a third of workers are not
saving for retirement and many who are saving have retirement accounts that are inadequate
to fund a comfortable retirement. Further, demographic shifts illustrate a growing retiree
problem: approximately 85 million Americans will be 65 or older in 2050 compared to 36
million in 2000.

Our nation’s existing income tax system provides incentives for long-term retirement savings
that has encouraged a significant number of Americans of modest means to save for
retirement. In fact, the current employment-based retirement plan system, which has made
middle-income Americans significant investors in the stock market,? has been a major
contributing force to the “ownership society” to which the President often refers.

Simply put, employer-sponsored retirement plans have been the only effective means to get
low- to moderate-income workers to save. According to the Employee Benefits Research
Institute, low- to moderate-income workers are almost 20 times more likely to save when
covered by a workplace retirement plan. Of workers who earned $30,000 to $50,000 and
were covered by an employer sponsored 401(k)-type plan, 77.7 percent actually saved in the
plan, while only 4 percent of workers at the same level of income, but not covered by a
401(k)-type plan, saved in an individual retirement account.” This stunning disparity cannot
be overlooked when evaluating our nation’s savings policy. In large part, the difference is
due to the convenience of payroll deductions, the culture of savings fostered in the workplace
and the incentive of the matching contributions provided by the employer.

Certainly, no one is suggesting that the employer-based retirement plan system is perfect.
Coverage rates still need to be improved. In 2003, only 64.9 percent of full-time workers
were employed by a firm sponsoring a qualified retirement plan.* The lack of coverage is
most acute among small business employees who comprise the overwhelming majority of our
nation’s workers. In 2003, at firms with less than 25 employees, only 31.4 percent of full-
time workers had access to an employer-sponsored qualified retirement plan.’

? As of July 2003, an estimated 36.4 million US households, or almost 70 percent of all US households
owning mutual funds, held mutual funds in employer-sponsored retirement plans. Investment Company
Institute, US Household Ownership of Mutual Funds in 2003, Vol. 12, No. 4 (October 2003).

3 Employee Benefits Research Institute (EBRI, based on 2003 data). Tt should be noted that this disparity
exists notwithstanding likely eligibility for the Saver’s Credit.

* Congressional Research Service (September 10, 2004), Pension Sponsorship and Participation: Summary
of Recent Trends.

1d.
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The failure to achieve universal coverage, however, should not be an excuse to abandon a
system that so successfully encourages savings, particular by those workers who otherwise
are not likely to save. Improvements to the system can be made. From 1994 to 2003, the
percentage of full-time workers at small businesses with less than 25 employees that
sponsored a qualified retirement plan increased from 26.5 percent to 31.4 percent.® In many
respects, this substantial increase in retirement plan coverage for small business employees is
due to positive legislation enacted by Congress specifically designed to increase the number
of small business retirement plans.”

When it comes to encouraging savings, the employer-sponsored retirement plan system has a
proven track record. It is not surprising that one study showed that households covered by an
employer-sponsored retirement plan are more than twice as likely to achieve retirement
income adequacy as households not covered by a plan. As a result, any examination of our
nation’s savings policy must include consideration of new ways to expand coverage under
the employer-sponsored retirement plan system.

“Save for Retirement” and “Save for Family” Accounts

The Advisory Panel’s Simplified Income Tax and the Growth and Investment Tax Plans
proposals would also eliminate IRAs and other savings vehicles (e.g., education IRAs,
section 529 plans) and replace them with “Save for Retirement” and “Save for Family”
accounts that would allow for annual contributions up to $10,000 each. Combined, these
accounts would allow a couple owning a small business to save $40,000 for retirement on a
tax-preferred basis (compared to $10,000 under current Jaw). ASPPA is concerned that many
small business owners will forego adopting a workplace retirement plan for their employees
if they can save that much on their own on a tax-preferred basis.

ASPPA encourages the Committee to examine the crucial role played by the employer-
sponsored retirement plan system in promoting savings by low- to moderate-income
American workers. We implore the Committee to be wary of any proposed tax incentives for
after-tax investments that will potentially lessen the attractiveness of savings in a tax-
qualified retirement plan. This is especially true in the context of small businesses, whose
costs for maintaining a retirement plan are much greater on a per-employee basis than for
larger firms. As the tax incentives for nonqualified investments become more favorable on a
relative basis, ASPPA is concerned that many small business owners, faced with higher costs
for maintaining a retirement plan, will instead forego the plan and invest on their own,
leaving their workers without a meaningful opportunity to save.

Not all savings are alike. Through the special incentives afforded the qualified retirement
plan system, Congress has always acknowledged, unlike the Advisory Panel, the importance
of encouraging long-term retirement savings by our nation’s workers, These plans are
designed to ensure that savings will be available for retirement by restricting distributions
and/or penalties for early withdrawal. The Panel’s recommendations for tax incentives for

“1d.

" Bor example, the Small Business Job Protection Act of 1996 created the SIMPLE plan, a simplified
retirement plan for small businesses with lower administrative costs. The Economic Growth and Tax Relief
Reconciliation Act of 2001 included, among other things, a tax credit for the start-up costs for establishing
a new small business retirement plan,
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nonqualified short-term investments, however, run counter to that message. The zero capital
gains and dividends tax rate for lower-income taxpayers that goes into effect for 2008 is a
perfect example. The tax incentive of a zero capital gains rate is economically equivalent to a
tax-deductible contribution to an IRA or 401(k) plan. Given that, why would workers
contribute on a long-term basis to an IRA or 401(k) plan when they can get the same tax
break outside of a plan and always have access to their money?® Without the savings
discipline implicit in an IRA or 401(k) plan, how likely is it that savings in short-term
nonqualified investment vehicles will be there for retirement? These are important questions
the subcommittee should consider when formulating our nation’s savings policy.

In considering our nation’s savings policy, high priority must be placed in encouraging
greater savings by low- to moderate-income workers. With increasing pressure on the
solvency and continued viability of the Social Security system, it is this sector of Americans
whose future economic security is most at risk. The empirical evidence clearly suggests that
further strengthening our employer-based retirement plan system will most effectively and
efficiently achieve that objective.

Dividends and Capital Gains Tax Exemplion

Of equal concern to ASPPA is the Advisory Panel recommendation that 100 percent of the
dividends paid by US corporations and 75 percent of their investments, including mutual
funds in US corporations, be exempt from tax. This essentially means that investments made
outside of a qualified plan could have an effective tax rate of less than 4 percent. Further,
unlike retirement plan savings, these investments will not be subject to the distribution
restrictions that help ensure that the funds are available for retirement. If investments outside
of a qualified plan are taxed at an effective rate of less than 4 percent, for many small
business owners, it will no longer make financial sense for them to adopt a retirement plan
for themselves and their workers.

The reduction or elimination of tax rates for capital gains and dividends threatens small
business retirement plan coverage. Small employers hesitate to offer retirement plans for
several reasons, including administrative complexity and cost, and the unpredictability of
their financial condition. These hurdles are offset partly by the knowledge that the small
business owner cannot maximize personal retirement savings without providing a plan for
workers as well. Any changes that allow small business owners to meet their personal
retirement savings goals for themselves only, such as through a reduction or elimination of
the tax on capital gains and dividends, would inevitably threaten the future of the plans they
provide their workers,

¥ It is true that the Saver’s Credit provides an added tax incentive to American workers to save in an IRA or
461¢(k) plan. However, there are literaily millions of American households that would be eligible for the
zero capital gains and dividends tax rate that are not eligible for the Saver’s Credit. The Saver's Credit is
equal to 10 percent of contributions to an IRA or 401(k) plan up to $2,000 for married taxpayers with
adjusted gross income between $32,500 and $50,000. The zero capital gains and dividend tax rate is
available for married taxpayers with taxable income up to $58,100 and whose adjusted gross Income could
be well in excess of that in light of the standard deduction and personal exemptions. In addition, many
working families have no tax liability. Since the Saver’s Credit is not refundable, it offers no incentive to
these families.
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While opponents argue that these small business owners implement plans for their employees
in order to remain competitive, it has been the fongstanding experience of ASPPA members
that profit-maximizing small business owners rarely adopt retirement plans due to employee
pressure. The small business has usually operated successfully without a retirement plan for
some time. Rather, the retirement security of the small business owner is the motivating
factor for implementing a retirement plan, and the owner is typically happy to provide
retirement benefits for workers if it makes financial sense from his or her personal
perspective.

Also, because small businesses have fewer employees, the cost of maintaining the plan on a
per-employee basis is higher as compared to larger firms. Costs are further heightened by
ERISA-mandated nondiscrimination rules that generally mandate contributions (e.g.,
matching contributions) be made on behalf of employees in order for the small business
owner(s) to save in the plan.” For small businesses with less than 25 employees, the cost to
the owner of these mandatory contributions (plus administrative costs) will typically be at
least 30 cents for every dollar that he or she wants to save in the plan. Effectively from the
small business owner’s perspective, these costs are like a tax that must be paid in order for
the owner to participate in the plan.

When capital gains and dividends were taxed at ordinary income rates, it always made sense
for small business owners to save through a workplace retirement plan because the upfront
deduction provides a greater financial incentive, notwithstanding the 30 percent cost for
mandatory contributions for employees. That advantage, however, went away somewhat with
the current 15 percent rate on capital gains and dividends and goes away dramatically if tax
rates on capital gains and dividends are further reduced. Budget legislation recently passed in
Congress now extends the current 15 percent rate on capital gains and dividends through
2010.

As noted earlier, although the Saver’s Credit provides added incentive for lower-income
individuals to save in a qualified retirement plan, there will literally be millions of American
workers who will now have no real incentive to lock up their savings for retirement. It is true
that many workers will be provided matching contributions by their employer, which will act
as an incentive to invest in the plan. The matching contributions, however, may not be
enough of an incentive for some workers, or workers may choose to invest outside of the plan
once they have taken full advantage of the matching contribution.'® Further, many employers
do not offer matching contributions at all. Finally, there are tens of millions of working
Americans who are still not covered by a workplace retirement plan and only have an IRA as
an option. How many of these workers will choose to save on a long-term basis in an IRA
where there is absolutely no tax incentive to do so?

ASPPA is very concerned that the permanent extension of the current reduced tax rates for
capital gains and dividends, or any further reductions in such rates, wilt lead to reduced long-
term savings. If long-term savings no longer enjoy a special tax advantage, low- to moderate-

® In fact, there is a special nondiscrimination rule that is applicable only to small business retirement plans
called the top heavy rule that often mandates that a small business must make a retirement plan contribution
?[n behalf of lower-paid workers equal to 3 percent of their compensation. See IRC Section 416.

For example, if an employer matches up to 3 percent of pay, a worker may choose to save just up 1o 3
percent of pay to take advantage of the match and then do any further saving outside of the plan.
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income workers will save less for retirement. Instead, if they save at all, it will likely be in a
short-term savings plan to which they will have ready access, making it more likely than not
that these “savings” will be spent well before retirement, thereby threatening their future
economnic security.

Conclusion

As Congress evaluates the Advisory Panel’s savings proposals, ASPPA asks that any reform
to the federal tax system accommodate sound retirement policy. Sound retirement policy
suggests that the most efficient and effective tax system must continue to provide sufficient
incentives to employers to establish and maintain plans for their workers. The 401(k) has
been a great success story introducing tens of millions of Americans to the benefit of saving.
It is critical that we “Don’t Take Away America’s 401(k).”

A sound national savings policy must abide by the following three principles:

= Priority must be given to promoting increased savings by low- to moderate-income
workers. These are the Americans who save the least and whose future financial
security is most at risk.

. A national savings policy should favor long-term retirement savings with distribution
restrictions to help ensure that working families have some needed savings when they
reach retirement.

= Recognition must be given to the critical role played by the employer-sponsored
retirement plan system in achieving the first two principles. Workplace retirement
plans have been, by far, the most effective way to encourage long-term savings by
low- to moderate-income workers.

As an alternative to promote savings, ASPPA supports a recent proposal by Senators Gordon
Smith (R-OR) and Kent Conrad (D-ND) giving American workers access to an employer-
based retirement savings program, specifically a payroll-deduction IRA, where they are not
already covered by a qualified retirement plan. We believe that this essential legislative
proposal, coupled with an expanded Saver’s Credit, will likely persuade more employers,
particularly small businesses, to offer a qualified retirement plan to their workers. It should
also greatly improve the retirement savings rates of lower-income workers.

The policy implications of reduced long-term retirement savings by working Americans
could be substantial, particularly given potential limitations of Social Security and the need
for current and future retirees to supplement their Social Security benefits with personal
savings. ASPPA stands ready to work closely with the members of this subcommittee and
Congress to make sure this does not happen.
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Savings Under Tax Reform:
What Is The Cost To Retirement Savings?

Summary——Retirement plans and personal savings, along with Social Security, are

essential parts of the American retirement system. Policy changes that affect the ability

to save or the composition of overall savings pose potential threats to retirement plan savings.
There is a strong public interest in assuting that Americans have adequate resources during their
retirement years; as policymakers consider alternatives to the current law tax system, it is
important to consider whether potential reforms will put more Americans at risk of having
inadequate savings during their retirement years.

Employers face substantial costs to establish and maintain qualified retirement plans for
employees. These costs, coupled with the fact that employers are generally indifferent froma
tax perspective whether an employee’s compensation is provided as cash or tax-advantaged
retirement savings, present a signiticant deterrent, even under current law, to retirement savings
through employer-sponsored retirement plans.

Furthermore, our present tax system dilutes the demand for retirement savings by offering
favorable tax treatment for investments that compete with qualified retirement plan savings.

Despite these impediments to retirement savings under current law, the employer-sponsored
retirement plan system has proven effective for delivering retirement benefits to workers who
would not otherwise save for retirement.

The President has established a tax reform commission that is exploring various aliernatives to
the current tax system. Many of the reform options under consideration would provide greater
tax preferences for general savings such as consumption-style taxes or more targeted approaches
such as those that eliminate the tax on capital gains and dividend income. Consumption taxes,
in general, tax amounts consumed and, thus, do not tax amounts that are saved. Similarly, elimi-
nating the tax on capital gains and dividends would provide a specific tax incentive for saving
through investment in capital assets.

These reform proposals may increase aggregate savings by taxpayers. However, this increase in
aggregate saving may come at the expense of retirement saving and may not provide uniform
saving across all income classes. Evidence with lump-sum distributions from existing qualified
retiremment plans shows that employees, particularly lower income employees, who have access
to their savings before retirement tend to spend these funds, rather than saving them for their
retirement years. Thus, an overall increase in saving will not necessarily translate into an increase
in saving for lower income individuals or to an increase in retirement savings.

ASPPA 1 Savings Under Tax Reform: What Is The Cost To Retirement Savings?
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Employer-sponsored qualified retirement plans generally offer all eligible workers the opportuni-
ty to save for retirement. The minimum participation and nondiscrimination rules guarantee that
the tax benefits of qualified retirement plans are only available if the plan provides comparable
benefits to all eligible employees. Many employer-sponsored qualified retirement plans provide
additional incentives to workers to encourage savings, such as matching contributions. Indeed,
under current law, an additional tax incentive (the SAVERS Credit) is provided to low-income
individuals to help.them save lor retirement. As a result, qualified retirement plans provide the
best opportunity for low-income workers to save for retirement. If qualified retirement plans
were no longer offered by their employers, many low-income individuals would not possess ade-
quate resources or motivation to save on their own for retirement.

Reform and targeted relief proposals that have been pr