
Tax  Re fo rm :

0c tobe r  10 ,  1985

Is  The re  a  Be t t e r  Uay? r

P res idenL  Reagan  has  p resen ted  t o  l he  Na l i on  a  Lax  re fo rm  p rog ram
ca l l i ng  f o r  t he  mos t  sweep ing  changes  i n  ! he  i ncome  Lax  sL ruc tu re
s ince  i t s  l ncep t i on  ea r l y  i n  t h i s  cen tu r y .

I n  t he  huge  a r ray  o f  t , ax  changes  i n  t he  P res iden t t s  t ax  r e fo rm
package ,  Lhe  p roposed  reduc t i ons  i n  t he  s ta tu to r y  t ax  ra tes  f o r
i nd i v i dua l s  and  co rpo ra t i ons ,  t he  reduced  ra te  o f  t ax  on  cap iLa l
ga ins ,  and  t he  modes t  d i v i dend  pa id -deduc t i on  s t , and  ou t  as
sh in i ng  I i gh t s . Un t i l  ea r l y  Sep tember  one  wou ld  a l so  have
inc l uded  f he  p roposa l  t o  i ndex  i nvenLo r i es  f o r  i n f l a t r on  unde r
the  F IF0  i nven to r y  accoun t i ng  sysLem.  Th i s  p roposa l  r ecen t ' 1y  was
de leLed  f r om Lhe  package  i n  t he  i n te res t s  o f  r a i s i ng  $15 .3
b i l l i on  more  i n  t , ax  r evenues  ove r  l he  f i ve - yea r  pe r i od  1  986 -1  990 .
I ndeed ,  ve ry  l i t t l e  i n  Lhe  package  o the r  t han  t he  ra te
reduc t i ons ,  t he  d i v i dend -pa id  deduc t i on  r  ohd  t he  I owe r  r a te  on
cap i t a l  ga ins  can  be  gus t i f i ed  as  mak ing  s i gn i f i canb
con t r i bu t i ons  Lo  ach iev i ng  t , he  announced  goa l s  o f  t he  p roposed
Lax  re fo rm  s imp l i f i ca t i on ,  f a i r ness ,  and  economic  e f f i c i ency
and  g row th .  These  ob jec l i ves  a re  unques t i onab l y  l audab le ;  t he re
shou ld  be  no  rese rva t i ons  abou t  pu rsu ing  t hem w i t h  a I l  v i go r .  A t
i s sue  i s  whe ihe r  t he  t ax  re fo rm  p rog ram as  a  who le  i s  on  t he
r i gh t  L rack  o r  whe the r ,  w iLh  t he  excep t i ons  noLed  above '  i t ,  i s
no t  I i ke I y  t o  conL inue  t o  r eve rse  t he  cons t rucL i ve  Lh rus t  o f  t ax
re fo rm  i n i t , i a t ed  i n  t , he  Economic  Recove ry  Tax  AcL  (ERTA)  o f  1981  .

Reduc ing  marg ina l  t ax  r a tes  f o r  co rpo ra t i ons  r  no  I ess  t , han  f o r
i nd i v i dua l s ,  shou ld  t ake  p r i o r i Ly  second  t o  no  oLhe r  changes  i n
the  i ncome  tax  s t r ucLu re .  The  co r rec t  r a te  o f  t ax  on  co rpo raLe
income  i s  ze ro .  I n  t he  l i gh t  o f  a ] l  t h ree  o f  t he  P res iden t ' s  t ax
re fo rm  ob jec t i ves  - -  s imp l i c i t y ,  f a i r ness ,  and  economlc  g rowLh
the re  shou ld  be  no  l ncome  tax  I ev i ed  on  co rpo ra t l . ons .

rTh i s  Bu l l eL in  i s  based  on  a  speech  de l i ve red  by  No rman  B .  Tu re
to  the  H id -yea r  Execu t i ve  Con fe rence  o f  t he  Na t iona l  l Jho lesa le
Groce rs r  Assoc ia t i on ,  Sep tember  14 ,  1985 .

Note: Nothing written here is to be construed as necessarilv reflecting the views of
IRET or  as an at tempt to a id or  h lnder  the passage of  anv b i l l  before Congress.
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No  co rpo ra te  i ncome  tax  has  eve r  se rved  t he  ob jee f i ve  o f
s imp l i c i t , y .  Co rpo ra te  i ncome  taxes  a re  i nhe ren t l y  comp lex ,  and
as  co rpo ra te  ac t i v i t i e s  and  t he  economies  i n  wh i ch  co rpo ra t i ons
ope ra te  become  eve r  mo re  comp l i caLed ,  co rpo raLe  i ncome  taxes
become  eve r  mo re  a  sou rce  o f  Lax  comp lex i t y ,  noL  mere l y  f o r
co rpo ra te  t ax  execuL i ves  bu t  f o r  sha reho lde rs  I  os  we I I .
UnhapF i IV ,  bhe  changes  i n  ! he  co rpo ra te  i ncome  tax  p roposed  by
the  Admin i s t r a l i on ,  w i t h  t he  so le  excep t i on  o f  t he  ra te
reducL ions ,  wou ld  g rea t l y  i nc rease  t ax  comp lex i t y  f o r  mos t
co rpo ra t l ons .  ,

Fa i r ness ,  t oo ,  ca I I s  f o r  impos ing  no  i ncome  tax  on  co rpo ra t i ons ,
bu f  on l y  on  co rpo ra te  i nd i v i dua l  sha reho lde rs .  The  demagog i c
ca l l s  f o r  co rpo ra t , i ons  t o  bea r  t he i r r r f a i r f r sha re  o f  t he  f o ta l
t ax  bu rden ,  com ing  f r om [he  Admin i s t r a t j . on  as  we l l  as  f r om some
in  t he  Cong ress ,  a re  u t t e r l y  a t  odds  w iLh  rea l i t y .  The re  s imp l y
i s  no  mean ing fu l  o r  ope ra t i ona l  s t anda rd  o f  f a i r ness  t ha t  can  be
app l i ed  t o  co rpo ra t i ons  as  Laxpaye rs .  The  demand  t ha t
co rpo ra t i ons  pay  t he i r t r f a i r  sha re r t o f  t he  t ax  I oad  rea l l y  i s  a
demand  f o r  i nc reas ing  t he  amoun t  o f  t axes  I ev i ed  on  co rpo ra t i ons
wh i ch  comes  down  to  i nc reas ing  t axes  on  co rpo ra t i ons r  cus tomers ,
emp l  oy  ees  ,  and  sha reho lde rs .

Co rpo ra t i ons  do  no t  pay  t axes ;  ! hey  on l y  co l l ec t  t hem.  0n I y
rea I ,  I i v i ng  peop le  u l t ima te l y  pay  a I I  t axes ;  t hey  pay  t he  Laxes
Iev  i ed  on  co rpo ra t i ons  e i t he r  as  owne rs  o f  co rpo ra t i ons ,  ?s
co rpo ra te  emp loyees ,  as  cus tomers ,  o r  as  a I I  Lh ree .  No  one  knows
how co rpo ra te  i ncome  tax  l i ab i l i f i e s  a re  d i s t r i bu t , ed  among  rea l
peop le  i n  one  o r  ano t , he r  o f  t hese  ro Ies .  Co rpo ra te  execu t i ves
have  no  way  o f  know ing  who  among  t hese  t h ree  g roups  o f  r ea l
peop le  pay  t he  i ncome  tax  on  co rpo ra t i ons  o r  i n  wha t ,  p ropo rL ions .
Ne i t he r  do  t ax  po l  i c y  make rs  who  i ns i s t  on  i nc reas ing  t , he
agg rega te  amoun t  o f  i ncome  tax  I i ab i l i t i e s  f ha t  co rpo ra t i ons
shou ld  co l l ec t .

Even  i f  we  knew  how  co rpo ra t , e  i ncome  Lax  l i ab i l i l i e s  a re
d i s t r i bu led  among  i nd i v i dua l s  as  cus tomers ,  emp loyees ,  and /o r
sha reho lde rs ,  i t  wou ld  be  on l y  by  t , he  ra resL  chance  bha t  we  wou ld
deem fha t  d i s t r i bu t i on  bo  be  f a i r ,  t o  con fo rm  w i l h  any  c r i Le r i a
o f  f a i r ness  Lha t  we  wou ld  f i nd  accep t , ab le .  Once  we  recogn i ze
whaL  bo th  common  sense  and  r i go rous  economic  ana l ys i s  t e l l  us  r
! ha t  co rpo ra t i ons  don r t  pay  t axes  on l y  r ea l  peop le  do ,  and  we
don ' t  know  how  much  who  pays ,  i L  i s  ove rwhe lm ing l y  c l ea r  t , ha t
t he re  i s  no  way  t o  de te rm ine  t he f f f a i r  sha re I  o f  ! he  i ncome  tax
bu rden  Lha t ,  a I I  co rpo ra t i ons  o r  any  one  co rpo ra t i on  shou ld  bea r .
The re  s imp l y  i s  no  bas i s  f o r  de t , e rm in ing  how  much  o f  t he  t ax
l oad ,  a l l  o f  wh l ch  i s  u l t ima te l y  bo rne  by  i nd i v i dua l s  as  save rs t
wo rke rs ,  o r  consumers ,  shou ld  be  co l l ec ted  by  co rpo ra t i ons .

The  adve rse  e f f ec t s  o f  t , he  co rpo ra t i on  i ncome  tax  on  t he  economy
a l so  u rges  m in im i z i ng  re l i ance  on  t h i s  r evenue  sou rce ,  i f  we
can r t  ge t  r i d  o f  i t  en t i r e l y .  The  co rpo raL ion  i ncome  tax  i s  an
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inc remen ta l  l aye r  o f  t ax  on  t he  re tu rns  on  sav ing  unde r faken  by
ind i v i dua l s .  I t  t he re fo re  has  t he  e f f ec t  o f  r a i s i ng  t , he  cos t  o f
sav ing  and  o f  cap i t a l ,  t he  consequences  o f  wh i ch  a re  t , ha l  t he re
i s  I ess  cap i t a l  commi t t , ed  t o  co rpo ra te  en te rp r i ses  t han  t , he re
o the rw i se  wou ld  be .  As  a  resu l t ,  t he  capac i t y  o f  co rpo raL ions  t o
p roduce  goods  and  se rv i ces  i s  l ess  t han  i t  o t he rw i se  wou ld  be .
I n  add i t i on ,  by  v i r t ue  o f  t he  f ac t  t ha !  t he re  i s  I ess  cap i t a l  i n
t he  co rpo ra te  commun i t y  assoc ia ted  w i t h  l abo r  i n  t he  p roduc t i on
p rocess ,  l abo r r s  p roducL i v i t y ,  r ea l  wage  raLes ,  and  t o ta l
emp loymen t  a re  Lower  t , han  o the rw i se  i n  t he  co rpo ra te  sec to r .  Th i s
means ,  i n  t u rn ,  t haL  ! he re  i s  unemp loymenL  and  I owe r  agg regaLe
ou tpu t  and  an  uneconomica l  and  i ne f f i c i en t  sh i f t  o f  l abo r  and
cap i t a l  r esou rces  l n to  t he  nonco rpo ra te  sec to r .  The  ove ra l l
e f f ec t  on  t he  economy  as  a  who le  i s  a  I oss  o f  e f f i c i ency ,  a  l oss
o f  p roduc t i v i t y ,  a  I oss  o f  ouLpu t  capac i t y ,  a  I oss  o f  r ea l
i ncome ,  and  a  l oss  o f  emp loymen t .

The  s imp l i f i ca t i on r  €eu iLy ,  and  economic  g row th  and  e f f i c i ency
ob jec f i ves  o f  t ax  r e fo rm  ca l l  f o r  e l im ina t , i ng  t he  co rpo ra t i on
income  tax . The  ha rsh  po l i t i ca l  f ac t s  o f  l i f e  t , e l  I  us  t ha t ' s
mos t  imp robab le ,  a t  l eas t  a t  t h i s  t ime .  We  shou ld ,  t he re fo re ,
app laud  and  v i go rous l y  pu rsue  e f f o r t s  t o  r educe  co rpo ra te  t ax
raLes .  We  shou ld  no t ,  howeve r ,  a I I ow  co rpo ra te  s ta tu t , o r y  t ax  ra te
cu t s  t o  be  used  as  a  sc reen  f o r  eno rmous  i nc reases  i n  co rpo ra te
i ncome  tax  l r ab i l i t , i e s ,  necessa r i l y  imp l y i ng  i nc reases ,  h i dden
though  f hey  may  be ,  i n  f he  rea l  ma rg ina l  t , ax  r a tes  t haL  a  ve ry
Ia rge  number  and  p ropo r t i on  o f  co rpo ra t i ons  wou ld  have  t o  f ace .

Th i s  i s ,  r eg re t t ab l y ,  p rec i se l y  wha t  t he  P res iden t t s  t ax  package
w o u l d  d o . 0ve r  f he  f i ve  f i s ca l  yea rs  ,  19  86 -1  990 ,  co rpo ra te
i ncome  Lax  l i ab i l i t i e s  wou ld  f oLa l  a lmos t  $136  b i l l i on  more  t han
p roJecLed  unde r  p resen t  I aw  (  r e l y l ng  on  t he  T reasu ry r s  s ta t i c
revenue  es t ima tes ) .  Bu t  t h i s  t e I I s  on l y  a  sma I I  pa r t  o f  t he
s to r y .  The  p r i nc i pa l  co rpo ra te  t ax  changes  t ha l  wou ld  reduce  t ax
I i ab i l i t i e s  Lhe  ra te  r educ t i ons  and  d i v i dend -pa id  deduc t i on  - -
wou ld  save  co rpo raL ions  $157 .7  b l l l i on  ove r  t he  f i ve  f i s ca l
yea rs ;  o fhe r  t ax  sav ings  wou ld  come  to  abou t  $13 .0  b r l I i on ,  w i t h
the  t o ta l  o f  t he  f i ve - yea f  r educ t i ons  amoun t i ng  Lo  $170 .7
b i l l i on .  Aga ins t  t hese  t ax  reduc t i ons ,  a  l ong  t i s t  o f  changes
wou ld  i nc rease  co rpo ra te  i ncome  t , ax  l i ab i l l t i e s  $293  b i l t i on  ove r
t he  f i ve  yea rs . Abou t  two - l h i r ds  o f  t h i s  amoun t  $1  87  . 6
b t l l i on  wou ld  come  f r om repea l  o f  t he  i nves tmen t  t ax  c red i t ,
! he  so -ca l l ed  " r ecap tu re  o f  t he  raLe  d i f f e ren t i a l  on  acce l -e ra ted
dep recaL ion "  ( t he  i n famous  w ind fa l l  r ecap tu re  p roposa l ) ,  and  t he
rep lacemen t  o f  ! he  Acce le ra ted  Cos t  Recove ry  Sys lem (ACRS)  by  t he
Cap i f a l  Cos t  Recove ry  Sys tem (CCRS) . The  rema in i ng  $105 .4
b l I I i on  wou ld  be  ra i sed  by  a  l a rge  number  o f  changes  t ha t  wou ld
i nc rease  t , ax  l i ab i l i t i e s  i n  one  i ndus t r y  a f f e r  ano the r .  These
fac t s  a re  adaman t l y  a t  odds  w i t h  l he  l r l h i t e  House  asse r t i on  t ha t
t he  add i t , i ona ]  co rpo ra te  t ax  l i ab i l i t i e s  wou ld  f a I I  on l y  on
co rpo ra t t ons  t ha t  haven r t  been  pay ing  t he i r  r r f a i r  sha re . r r
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These  revenue  es t ima tes  t e I I  us  t ha t  t , he  p roposed  t ax  re fo rms
wou ld  i nc rease  t he  co rpo ra te  i ncome  tax  base  t o  a  f a r  g rea te r
ex ten t  f han  i t  wou ld  reduce  co rpo raLe  t ax  ra tes .  I n  f he  f i s ca l
yea r  1990 ,  f o r  examp le ,  t , he  es t ima ted  revenue  e f f ec t  sugges t s  a
T5  pe reen t  i nc rease  i n  Lhe  t ax  base  ove r  t he  p resen t  I aw  base  i n
t , ha t  yea r .  Th i s  base  i nc rease  i s  ove r  and  above  t ha t  an t i c i pa ted
unde r  p resen t  l aw  f r om expans ion  o f  t he  economy .

A t I  o f  t h i s  eno rmous  i nc rease  i n  r evenues  wou ld  be  ob ta i ned  f r om
Lax  changes  t ha t  wou ld  ac t  t o  i nc rease  l he  cos t  o f  cap i t a l  used
by  l he  a f f ec ted  co rpo ra t i ons .  By  a l l  odds ,  t he  ma jo r  adve rse
impacb  wouLd  be  on  cap i t a l - i n t ens i ve  compan ies ,  bu f  co rpo ra t i ons
in  cons t ruc t i on ,  r ea ]  es ta te ,  t he  f i nanc ia l  sec to r ,  m in i ng  and
and  na tu raL  resou rces ,  and  t hose  ope ra t i ng  subs id i a r i es  i n
f o re i gn  marke t s  wou ld  a l so  be  adve rse l y  a f f ec fed  by  cap i t a l  cos t -
i nc reas ing  t ax  changes  pa r t i cu l a r  t o  t he i r  ac t i v i t i e s  and
s i t uaL rons .

The re  a re ,  o f  cou rse ,  many  co rpo ra f i ons  f o r  wh i ch  t he  p roposed
reduc t i on  i n  t ax  r a tes  wou ld  ou twe lgh  t he  e f f ec t  o f  t he  so -ca I I ed
base -b roaden ing ,  t ax - i nc reas ing  changes . The  managemen t  s  o f
t hese  compan ies r  u t r de rs tandab l y ,  a re  I i ke l y  t o  oppose  e f f o r t s  on
beha l f  o f  Lhe  compan ies  bea r i ng  t he  b run t  o f  t he  base -b roaden ing
measu re  t o  de leLe  o r  mode ra te  one  o r  mo re  o f  t , he r r r e fo rms r r  LhaL
wou ld  i nc rease  l he  Lax  I i ab i l i t i e s  o f  t he  I a t t e r  compan ies .

The  i nc l i na t i on  o f  co rpo ra te  execu t i ves  Lo  assess  t he  p roposed
tax  re fo rm  package  on  t he  bas i s  o f  1 t s  e f f ec t  on  ! he1 r  boL tom
I i ne  i s  ce r t a i n l y  unde rs tandab le .  Fo r  t hem,  t axes  a re  ma t , t e r s  o f
rmmed iaLe  conce rn ,  no t  pub l i c  po l i c y  abs t rac t i ons .  Bu t  t he
rouLe  t o  I he  boL tom I i ne  beB ins  w i t h  t , he  t op  I i ne  g ross  sa les
o r  r evenues .  A  Lax  rev i s i on  p rog ram tha t  s l ows  t he  t r end  g row th
in  ou tpu f  and  i ncome  i n  ma jo r  sec to r s  o f  t he  economy  may  we I I
sh r i nk  t he  ! op  l i ne  more  Lhan  enough  t o  o f f se t  t he  e f f ec t  t ha f
revenue  l ose rs  i n  t he  ! ax  re fo rm  package  m igh t  o the rw i se  have  i n
imp rov ing  t he  bo t t om I i ne .

We  mus t  a l so  remember  t ha f  t he  s i ng le  l a rges t  sou rce  o f  sav ing  i n
ou r  economy  i s  t he  sum o f  co rpo ra te  re ta i ned  ea rn ings  and  cap i t a l
r ecove ry  a l l owances .  The  p roposed  neL  i nc reases  i n  co rpo ra te  t ax
I i ab i l i t i e s  a re  h i gh l y  I i ke I y  t o  r educe  co rpo ra te  sec to r  sav ing
a t  l eas t  do l l a r  f o r  do l l a r . I n  o the r  wo rds ,  t h i s  sav ing  wou ld
fa l l  o f f  by  c l ose  t o  $136  b i l l r on  ove r  t he  f i ve  f i s ca l  yea rs
1986 -1990 .  Some  o f  t h i s  l oss  o f  sav ing  by  co rpo ra t i ons  wou ld
p robab l y  be  o f f se t  by  i nc reases  i n  sav ing  by  i nd i v i dua l s  whose
income  tax  I i ab i l i t i e s  wou ld  go  down  i n  t he  agg rega te  by  rough l y
$147  b i l l i on  i n  Lha t  pe r i od .  Bu t  p rudence  d i c t , a tes  Lha t  we
p roceed  on  t he  assump t i on  t haL  t he  P res iden t  r s  p rog ram,  i f
imp le rnenLed ,  wou ld  cu l  i n t o  t , he  t o fa l  poo l  o f  g ross  p r i va te
sav ing  by  $70  b i l l i on  o r  mo re .  Th i s  dec l i ne  i n  sav ing ,  mo reove r ,
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i s  ma tched  do l ] a r  f o r  do l l a r  by  a  dec rease  i n  p r i va te  cap i t , a l
f o rma t i on ,  w i t h  obv ious  and  unhappy  imp l i ca t i ons  f o r  g row th  i n
the  economyrs  p roduc t i on  capab i l l t y .

We  mus t  a l so  keep  i n  m ind  t , ha t  ! he  $1  36  b i l l i on  i n  add i f i ona l
co rpo raLe  i ncome  Lax  I i ab i l i t i e s  r ea l l y  a re  add iL i ona l  t axes
bo rne  by  i nd i v i dua l s  as  co rpo ra te  cus tomers ,  emp loyees  ,  and /  o r
sha reho l  de rs  . I nd i v i dua l s  may  no t  be  consc ious  o f  t h i s
add i t i ona l  bu rden ,  because  i t s  impos i t , i on  on  co rpo ra t i ons  t ends
to  h i de  i t  f r om Lhose  who  u l t ima le l y  bea r  i t .  I t  i s  l he re  t o  be
bo rne  by  t hem,  none the less .

A  ve ry  I a rge  number  o f  peop le ,  no t  on l y  i n  t he i r  capac i f i es  as
co rpo ra te  cus tomers ,  emp loyees  r  dnd  owne rs ,  bu !  as  i nd i v i dua l
t axpaye rs  as  we I I ,  wou ld  be  ca I l ed  upon  t o  he lp  f i nance
ind i v i dua l  r a te  r educL ion ,  t he  i nc rease  i n  t he  ze ro  b racke t
amoun t ,  t he  i nc rease  i n  t he  pe rsona l  exemp t i on ,  and  a  hand fu l  o f
o the r  i nd i v i dua l  r evenue  l ose rs . A  ve rV  l ong  l i s t  o f  Lax
rev i s tons  wou ld  ra i se  i nd i v i dua l  t ax  I i ab i l i f i e s  r  co l cu la ted  a t
t he  reduced  i nd l v i dua l  t ax  r a tes ,  by  $380 .9  b i l l i on  ove r  t he  f i ve
yea rs  1986 -1990 ,  Lo  he lp  f i nance  t he  $528 .2  b i l l i on  o f  ( g ross )
reduc t i ons  i n  i nd i v i dua l  t axes .  By  no  s t r e t , ch  o f  t he  imag ina t i on
can  t h i s  huge ,  $380 .9  b i l l i on  base -b roaden ing  i nc rease  i n  t axes
be  deemed  Lo  be  con f i ned  t o  t ax  abuses  and  t ax  abuse rs .  I ndeed ,
t he  T reasu ry  i den t i f i e s  on l y  $1  i . 5  b i l l i on  o f  t h i s  amounL  as
com ing  f r om e l im ina l i ng  t ax  abuses  and  t , ax  she l t e r s .  0 f  t he
$380 .9  b i l l i on  rn  r evenue  ra i se rs ,  t he  ove rwhe lm ing  ma jo r i t y
wou ld  come  f r om i nd i v i dua l s  o f  modes t  means .  Fo r  examp le ,  $33 .1
b i l l i on  wou ld  be  ra i sed  by  t he  p roposed  repea l  o f  t he  second -
ea rne r  deduc f i on l  ano lhe r  $16 .7  b i l l i on  wou ld  come  f r om t r ea f i ng
a  po r t  i  on  o f  emp l  oy  e r -pa  i  d  hea l  t  h  i  ns  u r  ance  p r  em i ums  as
emp loyees r  cu r ren t  l axab le  i ncome .  By  f a r  bhe  s i ng le  I a rges !
revenue  ga ine r  i s  t  he  p roposed  repea l  o f  t he  deduc t i b i l i t y  o f
s ta te  and  l oca l  t axes .  Don 'L  l e f  anyone  t e l l  you  t ha t  t he  $166 .3
b i l l i on  o f  add i t i ona l  l ax  l i ab i l i L i es  f r om repea l  o f  l h i s
deduc t i on  wou ld  resL  on l y  on  h i gh -b racke t  i nd i v i dua l s  i n  h i gh - t ax
s ta tes ;  t h i s  p roposa l  wou ld  pun i sh  a  huge  number  o f  i nd i v i dua l s ,
i n  ] ow-  and  h i gh - t ax  j  u r i sd i cL ions ,  on l y  a  r e l a t i ve l y  sma l l
number  o f  whom a re  i n  uppe r  b racke t s .

Wha t  Lhe  t ax  re fo rm  p rog ram bo i l s  down  to ,  t he re fo re ,  i s  a  huge
sh i f t i ng  a round  o f  a  g i ven  amoun t  o f  t ax  bu rdens  among
ind i v i dua l s .  I f  t he  T reasu ry  I  s  r evenue  es t ima tes  a re  anywhe re
nea r  co r rec t ,  t he re  i s  no  J . i gh t , en ing  o f  t , he  t ax  l oad  f o r
i nd l v i dua l s  t aken  a l t oge the r ,  a l t , hough  some  w i l l  assume  more  o f
t he  l oad ,  some  l ess  t han  t hey  now  bea r .

The  Admin i sL ra t i on , s  l ax  r e fo rm  p rog ram wou ld  exac !  f a r  t oo  h i . gh
a  p r i ce  f o r  t he  bene f i t s  t ha t  wou ld  be  a f f o rded  by  I owe r  t ax
ra tes .  Those  bene f i t  s  a re  ve ry  subsLan t i  a l  ,  i ndeed ,  pa r t i cu l a r l y
i n  t he  case  o f  co rpo ra te  ! axpaye rs . Bu t  t  he  rou t  e  t he
Admin i s t r a t i on  wou ld  have  us  f o l l ow  t  o  ach ieve  t hose  bene f i t s
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wou ld  be  so  damag ing  t o  t he  economy  as  t o  o f f se t  - -  ve r y  I i ke l y ,
f a r  mo re  Lhan  o f f se t  f hese  bene f i t s .  Adm in i s t r a t i on  spokesmen
t r y  t o  d i sm iss  c r i t i c i sm  o f  t he  t ax  re fo rm  base  b roadene rs  as
mere l y  p l ead ing  by  g reedy  spec ia l  i n t e res t s .  Bu l  base  b roadene rs
tha l  wouLd  gene ra te  $293  b i l l i on  o f  add i t i ona l  co rpo ra te  t ax
l i ab i l i t i e s  and  $380 .9  b i l l i on  o f  add i t i ona l  i nd i v i dua l  t axes
ove r  a  f i ve - yea r  pe r i od  can  ha rd l y  be  seen  as  e rod ing  on l y  t he
tax  bene f i I s  en joyed  by  spec ia l  i n t e res t s .

The  ga ins  f r om reduc ing  t ax  ra tes  a re  f a r  t oo  g rea t  t o  a l l ow  ra te
cu t s  t o  be  he ld  hos tage  t o  unaccep tab le  base  b roadene rs .  Because
tax  re fo rm  fh i s  t ime  a round  mus t  con f ron t  ou f l and i sh l y  l a rge
fede ra l  budge I  de f l c i t s ,  t he  p rocess  o f  r ev i s i ng  t he  i ncome  t , ax
s t ruc tu re  mus t  be  se l f - f i nanc ing  revenue  neu t ra l ,  t o  use  t he
cu r ren t  exp ress ion .  0 f  cou rse ,  t he  revenue  e f f ec t  s  o f  each  o f
l he  p roposed  Lax  changes  a re  es t ima ted  i n  a  sLa t i c  sense ,  t ha t
i s ,  as  i f  no  one  reac t s  t o  t he  changes  i n  cos t s  and  i n  r ewa rds
Lhab  t ax  changes  necessa r i l y  i nvo l ve .  The  one  ce r t a i n  t h i ng  one
can  say  abou t  t , hese  revenue  es t ima tes  i s  t ha t ,  t hey  a re  ce rLa ln I y
wrong .  Be  t ha t  as  i t  f f i oV r  Lhese  a re  t he  revenue  es t imaLes  w i f h
wh i ch  t he  Cong ress  and  t he  Admin i s t r a t i on  i ns i s l  on  eva lua l i ng
tax  change  op t i ons .  Comb j . ned  w i t h  Lhe  i ns i s t ence  on  revenue
neu t ra l i t y ,  t hey  impose  Lhe  ha rsh  cons t , r a i n t  t ha t  f o r  eve ry
do I l a r  o f  r evenue -ga in i ng  base -b roaden ing  change  t ha t ,  i s
re j ec ted ,  t he re  musL  e i t , he r  be  a  new  revenue  ga ine r  l ha t  i s  added
o r  t he re  mus t ,  be  ] ess  o f  a  r a te  r educL ion  f o r  co rpo ra te  and /o r
i nd i v i dua l  l axpaye rs .  The re  a ren t t  many  revenue  ra i se rs  o f  any
momen t  t ha t  a re  no t  i n  t he  p resen t  p roposa l .  I f  h i s t o r y  i s  a
re l i ab le  gu ide ,  t he  dynam ics  o f  t he  t ax  I eg i s l a t  i ve  p rocess
a l "mos t  ce r t a i n l y  w i l  I  r esu l t  i n  subs t , an t i  a1  cu t  backs  i n  some  o f
t he  more  ob jecL ionab le  revenue  ra i se rs  I  t he  resu l t s  o f  t h i s
p rocess  a re  I i ke l y  t o  be  subs tan t , i a l l y  sma l l e r  r a te  r educL ions
fo r  h i gh  b racke t  i nd i v i dua l s  and  a  t op  co rpo ra te  ra te
s i gn i f i canL l y  h i ghe r  t han  33  pe rcen t .  We  m igh t  we l l  w ind  up  w i t h
Lhe  I ho rough l y  unsa f i s f ac to r y  ou t come  o f  much  t oo  modesL  ra te
reduc t i ons  comb ined  w i l h  f a r  t oo  ex tens i ve  and  f a r  t oo  pun i t i ve
base  b roadene rs .

We  need  a  d i f f e ren t  app roach  t o  f und ing  i nd i v i dua l  and  co rpo ra te
tax  ra te  cu t s  a t  l easL  as  subs tan t i a l  as  t hose  p roposed  by  t he
Pres iden t .  We  shou ld  I ook  Lo  an  a l t e rnaL i ve  Lax  sou rce  f o r  t he
revenues  needed  t o  make  up  t he  p r i nc i pa l  pa r t ,  a t  l asL r  o f  t he
revenue  l oss  f r om ra te  r educ l i ons .

0ne  such  a l t e rna t i ve  revenue  sou rce  wouLd  be  a  va lue  added  t ax .
On  seve ra l  occas ions  i n  t he  l as t  f ew  decades ,  se r i ous
cons ide ra t i on  has  been  g i ven  bo  subs t i t uL ing  a  va lue  added  t , ax
fo r  some  pa r t  o f  t he  i nd i v i dua l  and  co rpo ra te  i ncome  Laxes .  The
advan tages  o f  do ing  so  i n  t e rms  o f  eas ing  t ax  de t , e r ren t s  t o
economic  g row t ,h  and  reduc ing  t he  an t j - - sav ing  b i as  o f  t he  i ncome
tax  have  l ong  u rged  t h i s  subsL i t u t r on  as  a  ma jo r  f ea tu re  o f  a
consL ruc t i ve  t ax  re fo rm  p rog ram.  Added  u rgency  comes  t oday  f r om
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the  need  t o  f i nance  i nd i v i dua l  and  co rpo raLe  ra te  cu t s  w i t hou f
hav ing  Lo  reso r t  ! o  base  b roadene rs  t haL  eanno t  be  j us t i f i ed  on
the  g rounds  o f  f a i r ness ,  s imp l i f i caL ion r  oF  g row fh  bu l  t haL r  oo
Lhe  con t ra r y ,  a re  se r i ous l y  ou t  o f  keep ing  w1 !h  t hese  announced
ob jec t i ves  o f  t ax  r e fo rm .  The re  i s ,  t he re fo re ,  much  t o  be  sa id
i n  f avo r  o f  t he  subs t i t u t i on  on  t h i s  sco re  a l one .

I n  add iL i on ,  howeve r ,  f he  Un i t ed  SLa tes  i s  now  con f ron l i ng  one  o f
t he  mos t  se r i ous  p ro tec t i on i s t ,  t h rea t s  s i nce  Smoo t -Haw ley .
Un Iess  some th ing  i s  done  t o  b l un t  t h i s  d r i ve ,  P res iden t  Reagan  i s
go lng  t o  be  ve ry  busy  i n  t he  com ing  mon ths  ve to i ng  p ro tecL ion i s t
measu res  and  a t t , emp t i ng  t o  p reven t  ove r r i des  o f  t hose  ve toes .

The  i nc l us i on  o f  a  va lue  added  t ax ,  w i t h  i t s  bo rde r  t ax
ad jus tmen ts ,  as  pa r t  o f  an  ove ra l . I  t ax  r e fo rm  p rog ram wou ld  no t
on l y  p rov  i de  t he  means  o f  f i nanc ing  t he  cons t ruc t i ve  Lax  ra t , e
reduc t i ons  ! he  P res iden t  had  p roposed ,  i t  wou ld  a l so  a f f o rd  a
power fu l  means  f o r  e l im ina t i ng  I he  ex i s t i ng  t ax  b i as  aga ins t  U .  S .
bus iness  i n  bo th  t he  domes t i c  and  i n te rna t i ona l  ma rke t  p l aces .
No  t ax  change ,  i n  and  o f  i t se l f ,  i s  t , he  en t i r e  answer  t o  t he
p rob lem o f  r es to r i ng  Amer i can  compe t i t i veness  i n  t he  wo r l d
economy ,  buL  ! he  p roposed  subs t i t u t i on  wou ld  su re l y  make  an
rmpo r tan t  con t r i bu l i on  i n  t h i s  r espec t .

Th i s  con t r i bu t i on  wou ld  be  obLa ined  no t  me re l y  f r om the  VAT ' s
bo rde r  t ax  ad3usLmen ts  t haL  a re  no t  ava j . I ab le  unde r  co rpo raLe
rncome  tax  bu t  a l so  f r om !he  f a r  mo re  f avo rab le  t r ea tmen t  o f  a I l
k i nds  o f  bus iness  cap r ta l  unde r  a  VAT  than  unde r  t he  i ncome  tax .
The  bo rde r  t ax  adgus tmen ts  wou ld  a I l ow  ou r  expo r t s  t o  go  ab road
unbu rdened  by  f he  VAT ,  wh i l e  r equ r r i ng  impo r t s  i n t o  l he  U .  S .  Lo
bea r  t he  VAT  to  t he  same  deg ree  as  domes t i c  p roducL ion .  The
expens ing  o f  cap i t a l  ou t l ays  unde r  ! he  VAT  wou ld  p rov ide  neu t ra l
t ax  t r ea tmen t  o f  l he  uses  o f  ou r  p roducL ion  capab i l i Ly  and  i ncome
fo r  consumpL ion  o r  f o r  cap j . t a l  f o rma t i on  and  o f  t he  use  o f
cap i t a l  o r  l abo r  i npu l s  i n  t he  p roduc t i on  p rocess  t h roughou t  t he
p r i va te  sec to r  o f  t he  economy .  Mo reove r ,  t h i s  t r eaLmen t  a f f o rds
tax  neu t ra l  i t y  w l t h  r espec f  t o  d i f f e r i ng  k i nds  o f  cap i t a l .

Fo r  examp le ,  a  bus iness  wou ld  expense  i Ls  pu rchases  o f  ma te r i a l s
f o r  wo rk  i n  p rocess  and  f o r  add i t i ons  t o  i nven to r y  3us t  as  i t ,
wou ld  expense  i bs  pu rchases  o f  maeh ine ry  and  equ ipmen t ,  a I I  o f
i t s  ou t l ays  and  cos t s  i ncu r red  f o r  r esea rch  and  deve lopmen t ,  and
any  o the r  pu rchases  i t  wou ld  make  f r om o the r  f i rms .  Con t rasL  t he
obv ious  bene f i t , s  o f  t h i s  app roach  w i t h  t he  pun i t i ve  changes  i n
the  cap iLa l  r ecove ry  sys tem and  t he  repea l  o f  t , he  i nves fmen t  t ax
c red i t  i n  t he  Admln i s t r a t i on rs  t ax  re fo rm  package .

No  t ax  change  such  as  subs t i l u t i ng  a  va lue  added  t ax  f o r  t he
revenue  ra i se rs  r n  I he  Admin i s t r a t i on rs  t ax  re fo rm  p roposa ]  i s
cos t l ess .  A l t hough  a  VAT  i s  a  s imp le  t , ax ,  any  add i t i on  t o  t he
tax  sysLem adds  some  comp lex i t y .  The  add i t r on  o f  a  VAT  wou ld
undoub ted l y  r a i se  ob jec t i ons  by  s ta te  and  l oca l  gove rnmen t  heads ,
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who  m igh t  see  t he i  r  f i s ca l  t , u r f  i nvaded  by  t he  f ede ra l
gove rnmen t .  Th i s  ob jec t i on r  oh  t he  o the r  hand ,  m igh t  be  mu ted  i f
r e l y i ng  on  a  VAT  Lo  f i nance  ra te  cu t s  wou ld  e l im ina fe  t he  need
fo r  t he  p roposed  repea l  o f  t he  deduc l i b i l i t y  o f  s t a te  and  I oca I
t axes ,  one  o f  t he  p r i nc l pa l  r evenue - ra i s i ng  base -b roadene rs .  And
one  wou ld  have  t o  an t i c i pa te  ob jec t i ons  f r om those  who  i ns i s !  on
iden l i f y i ng  t he  VAT  as  a  reg ress i ve  t ax  on  consump t i on  ra the r
t han  a  t ax  on  bus inesses  based  on  t he i r  paymen ts  f o r  t he  use  o f
l abo r  and  cap i t a l  se r v i ces .  By  f a r  t he  mos t  se r i ous  ob jecL ion
wou ld  come  f r om those  who  f ea r  t ha t  add ing  so  e f f ec t i ve  a  r evenue
sou rce  Lo  t he  f ede ra l  t ax  sys tem wou ld  u l L ima te l y  l ead  t o  ano the r
exp los i on  i n  gove rnmen t  spend ing .  Tha t  ,  ve r y  I i ke I y  r  i  s  f he
Pres iden t t s  ch ie f  conce rn  abouL  us ing  a  VAT  to  f i nance  i ncome  tax
ra te  r educL ions .  Tha f  haza rd  t o  ou r  I ong - fe rm  f i s ca l  hea l t h  i s
i ndeed  embod ied  i n  adop t i ng  a  VAT ,  even  as  a  subs t i Lu te  f o r  t he
base  b roadene rs  i n  t , he  P res iden t t s  t ax  r e fo rm  p rog ram.

I t  i s  a  r i s k  wo r th  t ak i ng .  The  rewa rds  f o r  t he  economy  f r om
reduc ing  i ncome  tax  ra tes  a re  subs tan t i a l .  These  rewa rds  shou ld
no t  be  o f f se t  by  revenue - ra i s i ng ,  base -b roaden ing  measu res  t , ha t
wou ld  be  un fa i r ,  t ha t  wou ld  g rea t l y  i nc rease  comp l i ance  and
en fo rcemen t  cos t s ,  and  t ha t ,  wouLd  i n tens i f y  i ncome  tax
d l s i ncenL i ves  f o r  t , he  k i nds  o f  ac t i v i t i e s  upon  wh i ch  t he  na t i on t s
economic  p rog ress  c r i t i ca l l y  depends .  These  d i s i ncen t i ve  e f f ec t s
fo r  t he  economy  as  a  who le  m igh t ,  we l l  mo re  l han  o f f se t  t he
pos i t i ve  i ncen t , i ve  e f f ec t s  a f f o rded  by  s ta tu to r y  r a te  cu t s .  Tha t
r i s k  i s  no t  wo r th  t ak l ng .

We  needn r t  g i ve  up  on  t ax  ra te  cu t s  no r  l eave  t hem exposed  ! o  t he
ba rga in i ng  m ischances  o f  t he  t ax  l eg i s l a t i ve  p rocess .  The re  i s
an  a l t e rna t i ve  cou rse  o f  ac t i on  t , ha f  wou ld  ma te r i a l l y  enhance  t he
l i ke l i hood  o f  secu r i ng  t he  i ncome  tax  ra te  cu t , s ,  p rec lude  t he
need  f o r  damag ing  base -b roadene rs ,  and  imp rove  ou r  i n t e rna t i ona l
compe t i t i veness .  I t ,  w i l l  Lake  po l i t i ca l  cou rage  and  I eade rsh ip
o f  t he  h i ghes t  qua l i f y  t o  sh i f t  t o  t h l s  a l t e rna f i ve  rouLe .  Le t ,
us  hope  l ha i  t he  Cong ress  and  f he  P res iden t  w i I  1  show  l ha t
cou rage  and  p rov ide  t haL  I eade rsh lp .

D r .  No rman  B .  Tu re
Pr  es i  den t
IRET


