




ARTICLE
THE UNAMERICAN SPIRIT OF THE

FEDERAL INCOME TAX

SENATOR PETE V. DOMENICI*

In this Article, Senator Domenici makes a powerful case against the
"anti-saving, anti-growth" aspects of the current federal income tax and
proposes replacing it with a progressive consumption tax, or "savings-ex-
empt" income tax. Along with Senator Sam Nunn, Senator Domenici has
developed a proposed consumption tax, which he discusses in detail in this
Article, explaining the policy reasons behind the proposal and candidly
highlighting unresolved issues. Senator Nunn and Senator Domenici have
not reached final agreement on all topics discussed in this paper; this
Article represents Senator Domenici's current thoughts on these unre-
solved issues. Senators Nunn and Domenici plan to hold a series of
seminars and hearings about their proposal.

In 1984, with the publication of Treasury I, the movement for tax reform
began in earnest. Today, Senator Domenici's Article illustrates continued
Congressional pressure for tax reform and may provide a preview of the
road ahead.

The American entrepreneurial spirit of risk-taking and invest-
ing in the future has been shackled by the American tax code.
The tax code has become more a mechanism for redistributing
wealth than an engine and incentive for creating wealth.

In 1986, Congress attempted to restore the entrepreneurial
values of simplicity, fairness, and economic growth to the tax
code. For those who supported the 1986 reform, our proposal
completes the unfinished agenda of 1986. For those who thought
the 1986 reform went astray, this is our opportunity to correct
its fatal flaws. And for those who believe that the 1993 rate
increases repudiated the 1986 tax reform covenant of lower rates
in exchange for a broader base, we propose to begin the reform
movement again. We propose to abolish the entire income tax
system and replace it with a system that taxes only income that
is consumed.

The way a country taxes its people deeply influences its po-
tential for economic growth; therefore, reform is no small mat-
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Committee; the Select Committee on the Organization of Congress; the Senate Appro-
priations Subcommittee on Commerce, Justice, State, and the Judiciary; and the Senate
Energy and Natural Resources Subcommittee on Energy Research and Development.
He is also a member of the Senate Committee on Banking, Housing, and Urban Affairs.
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ter. Long ago, the Supreme Court recognized the power to tax
as the power to destroy.' As the federal income tax has grown
from affecting slightly less than one percent of the population
to affecting practically everyone and every productive endeavor,
its destructive power has become unamerican in spirit and wrong
in principle. As its top marginal tax rate has risen from the initial
one percent (with a surcharge of up to six percent) to today's
top rate of 39.6%,2 it has become an impediment to entrepreneur-
ship, industriousness, and thrift.

As Supreme Court Justice Potter Stewart noted nearly twenty
years ago, "our economy is 'tax relevant' in almost every de-
tail "'3 Today, taxes have become an increasingly important factor
in investment decisions as other barriers to international capital
flows have disappeared. As governments make unilateral, bilat-
eral, and multilateral trade policy decisions to reduce investment
restrictions and foreign exchange controls, differences in the
way countries tax capital income generally, and corporate profits
in particular, are among the few remaining barriers to efficient
international allocation of capital. Therefore, each country's tax
system is playing an increasingly prominent role in companies'
decisions about where to invest and where and whether to finance
investment with debt, new equity, or retained earnings.

The world economy has evolved, and in so doing, has changed
our domestic economy. While other countries provide substantial
tax deductions for savers, and even require citizens to save, 4 our
tax code penalizes savers. Though the national savings rate is
extremely important, most Americans do not understand the mul-
tifaceted role national savings plays in our economy or the dam-
age done by our low national savings rate. Most observers agree

IMcCulloch v. Maryland, 17 U.S. (4 Wheat.) 316, 431 (1819).
2 Compare Pub. L. 16 (1913), 38 Stat. 114, 166, with I.R.C. § 1 (West Supp. 1994).

In the early 1950s, the top marginal tax rate reached an all-time high of 91%. See Pub.
L. 83-591, 68A Stat. 5, I.R.C. § 1 (1954). Although the Tax Reform Act of 1986
[hereinafter TRA] cut the top marginal rate to 28%, see Pub. L. 99-514, 100 Stat. 2096
(1986), the 1993 Act reversed this trend, raising the top marginal rate (including
surtaxes) to 39.6%.
3 United States v. Bisceglia, 420 U.S. 141, 154 (1975) (dissenting).
4For example, Singapore, Japan, and Malaysia have well-developed mandatory

pension plans. Singapore's Central Provident Fund increased aggregate savings by
about four percent of gross domestic product (GDP) during the 1970s and 1980s. Japan,
Korea, Malaysia, Singapore, and the Republic of China (Taiwan) all have established
government-run postal savings systems to attract small savers. These countries grant
tax-exempt status to the interest income from these postal savings. See THE INTERNA-
TIONAL BANK FOR RECONSTRUCTION AND REDEVELOPMENT, THE EAST ASIAN MIR-
ACLE: ECONOMIC GROWTH AND PUBLIC POLICY 218-19 (1993) [hereinafter EAST ASIAN
MIRACLE].
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that if we could increase our savings rate we would benefit from
higher investment, higher productivity growth, and a higher fu-
ture standard of living. Unfortunately, our federal income tax
system has not kept up with the increasing integration of the
global economy or with the practices of our competitors.

Instead of changing to meet the global challenge, our tax code
has become weighted down with outdated jargon and legal fictions.
Left unchanged, it threatens our long-term economic growth and
prosperity. The tax code is as close as this country comes to an
enacted industrial policy, but most of our tax incentives encour-
age the wrong activities. The details of the federal income taxa-
tion system currently on the statute books are anti-growth, anti-
savings, anti-investment, and anti-job.

I. WHERE DID IT ALL BEGIN?

Prior to the enactment of the federal income tax in 1913, the
United States relied on a series of high tariffs and excise taxes
at the federal level and property taxes at the state and local
levels. By the end of the nineteenth century, this system had
drawn fire from several quarters. Citizens from agrarian states
felt they were paying more than their fair share of taxes in the
form of high commodity prices generated by protectionism. These
"invisible taxes" added their weight of misery to the plight of
the poor. Because the tariffs and excise taxes were regressive, a
poor man with a large family could pay more taxes than a rich
man with a small family. Representatives from western and south-
ern states called for a new income tax to mitigate that burden
and lower the cost of living for the working class. Furthermore,
during the 1880s, popular resentment of the swollen fortunes of
the Vanderbilts, Whitneys, Morgans, and Rockefellers helped to
stimulate egalitarian calls to "tax the rich." Finally, many be-
lieved that local property taxation was being evaded on a grand
scale.5

Based on these concerns, a growing number of constituencies
supported an income tax. The Taft Administration supported a
constitutional amendment to allow an income tax because it
wanted a secure revenue source adequate to finance a major war
should the need arise. Populists wanted to end the special privi-

5 See, e.g., 50 CONG. REC. 504 (1913) (statement of Rep. Hull).
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leges of the giant industries and to punish corporations and the
wealthy. The Progressives wanted government to do more, and
businessmen wanted predictability.6

After the Supreme Court's decision in Pollock v. Farmers Loan
and Trust Company7 foiled early attempts to enact a federal
income tax, ratification of the Sixteenth Amendment to the Con-
stitution on February 25, 1913, permitted the federal government
to tax income and removed the barriers to a federal income tax
on individuals.

On October 13, 1913, President Woodrow Wilson signed the
Underwood-Simmons tariff bill, enacting the first income tax
under the authority of the Sixteenth Amendment. Slightly more
than one percent of the population had incomes large enough to
be subject to the new tax. Since the average American worker
in 1913 made less than $1,000, and tax liability did not accrue
until taxable income reached $3,000, the New York Herald pre-
dicted that many new taxpayers would proudly display their
income tax receipt as evidence of their "value and standing in
the commercial world."8 In the beginning, it was a modest tax,
with a rate of one percent on incomes between $3,000 and
$20,000, less deductions and exemptions, and graduated surtaxes
of up to six percent on higher incomes. 9

The 1913 version of the 1040 form was four pages long,
including one page of instruction. Unmarried individuals were
allowed a deduction of $3,000 while married couples could de-
duct $4,000. Other authorized deductions included personal in-
terest paid, business losses, losses from "fires, storms, or ship-
wreck" not compensated by insurance, all other taxes paid, bad
debts, and "reasonable" depreciation of business property.

According to the Treasury Historical Association, when the
first income tax was due throngs of newly initiated taxpayers
crowded Internal Revenue Service offices to pay, and some of
them were glad to be there. 10 At that time, Representative Cornell

6
See CAROLYN WEBBER & AARON WILDAvSKY, A HISTORY OF TAXATION AND

EXPENDITURE IN THE WESTERN WORLD 419-21 (1986); SIDNEY RATNER, TAXATION
AND DEMOCRACY IN AMERICA 302 (1980).
7 157 U.S. 429 (1895). In Pollock, the Supreme Court held that taxing income violates

the Constitutional requirement of Art. I, § 9, cl. 4 that taxes be uniform and in direct
proportion to the census.

SNancy Shepherdson, The Firsi 1040, AMERICAN HERITAGE, Mar. 1989, at 101.
9 WEBBER & WILDAVSKY, supra note 6, at 421.
'0 See generally INTERNAL REVENUE SERVICE, I.R.S. HISTORICAL FACT BOOK: A

CHRONOLOGY 1646-1992 8 (for the first 25 years of the income tax, "income tax rates
remained at levels that affected only the very wealthy. Essentially, payment of income
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Hull, then chairman of the Ways and Means Committee, labeled
the income tax "the fairest, most equitable system of taxation
that has yet been devised."' 1 "[A]mazingly ... most Americans
actually welcomed the tax."'12

Perhaps those statements were true in 1913, but in 1994, they
no longer reflect reality.

H. WHERE DID IT ALL Go WRONG? AN INDICTMENT OF THE
CURRENT TAX CODE

The federal income tax code is unamerican in spirit and wrong
in principle. Because it levies a double tax on dividends and
taxes savings, it discourages risk-taking, entrepreneurship and
the creation of jobs. It is hostile to savings and investment and
tilted toward consumption. Savers are penalized and consumers
are not-the tax favors debt financing over equity and hampers
international competitiveness. Finally, it encourages corporate
management to neglect long-term investment in favor of focus-
ing on short term profits.

This lack of saving leads to a shortage of investment, which,
in turn, leads to insufficient growth, stagnating incomes, and the
loss of high-wage jobs. And the increased costs of capital cre-
ated by the current tax system often affect the initial decision to
invest, the decision to modernize, and the development of new
products.'

3

A. The Current Code Unfairly Increases the Cost of Capital

Our current tax code adds to the cost of capital. Professor
John B. Shoven of Stanford University estimates that taxes ac-
count for up to one-third of U.S. capital costs.' 4 When other
countries have lower costs of capital, investments can be made

taxes in the years preceding World War II was a sign of affluence. Some citizens
proudly reported that they had paid their taxes as evidence of their financial success.").

'lid. at 81.
12 Shepherdson, supra note 8, at 101.
13The cost of capital includes the costs of borrowing, depreciation expenses, infla-

tion, and taxes. Corporate and individual income taxes raise the cost of capital. This
increase in capital costs reduces capital formation in the United States by reducing the
number of investment projects that are potentially profitable and encourages investors
to invest in overseas markets where the cost of capital is lower.

'4 See JOHN B. SHOVEN, ALTERNATIVE TAX POLICIES TO LOWER THE U.S. COST OF

CAPITAL 13 (1990).
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there that would not be profitable in the United States. In 1990,
it was estimated that U.S. capital costs were approximately twice
those of Japan, 60% higher than those of the United Kingdom,
and 30% higher than those of the former West Germany. For a
typical piece of equipment financed with equity and with an
assumed five-year life, the cost of capital was 10.4% in the
United States in 1988 compared with 4.1% in Japan-the cost
of capital is 153% higher in the United States."5

The Tax Reform Act of 1986,16 (TRA), was aimed at "leveling
the playing field" on which alternative investments compete for
capital. However, only part of the playing field was actually
leveled by TRA. According to one prominent economist, "Elimi-
nating the Investment Tax Credit (ITC) and lengthening the de-
preciation period actually widened the distortion between invest-
ments in tangible business capital and other forms of spending,
thereby favoring spending on advertising, temporary price com-
petition to enlarge market shares, and household spending on
first and second homes and major consumer durables.' 7 Indeed,
some estimates indicate that repeal of the investment tax credit,
longer depreciation periods, the comparatively high capital gains
tax, and the stiff alternative minimum tax (AMT) make capital
acquired in the United States the most expensive in the world. 8

To make matters even worse, in 1986 Congress enacted a
second system of corporate taxation, the AMT.19 Under this new
system, taxpayers are required to pay the higher of the regular
tax or the AMT. The AMT is particularly harmful to companies
that do the "right stuff'-namely, investing for the long-term,
investing to modernize, and investing to compete. The more a
company invests in productivity-enhancing equipment and new
plants, the more likely it will get caught in the AMT tax trap.20

15Impact, Effectiveness, and Fairness of the Tax Reform Act of 1986: Hearings Before
the Committee on Ways and Means, 101st Cong., 2d Sess. (1990) (statement of Mark
Bloomfield, American Council for Capital Formation).

16Pub. L. 96-514, 100 Stat. 2096 (1986).
17 Competitiveness and Long-Term Tax Policy, 1992: Hearings Before the Subcom-

mittee on Taxation of the Senate Committee on Finance, 102d Cong., 2d Sess. 8 (1992)
[hereinafter 1992 Competitiveness Hearings) (statement of Martin Feldstein, President
and CEO, National Bureau of Economic Research).

'5 Alternative Minimum Tax, 1992; Hearings Before the Subcommittee on Taxation of
the Senate Committee on Finance, 102d Cong., 2d Sess. 33 (1992) [hereinafter AMT
Hearing] (statement of L.C. Heist, President and CEO, Champion International Corp.).

191.R.C. § 55 (West Supp. 1994).20See AMT Hearing, supra note 18, at 12 (statement of Andrew B. Lyon, Assistant
Professor of Economics, University of Maryland).

For an example of the punitive effects of the AMT, compare the tax bills of Live for
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Experience proves that the AMT is a perverse tax on capital
that gets progressively more punitive the longer the taxpayer
falls under it. Moreover, the AMT is most punitive when balance
sheets are weakest. For example, the AMT burden gets heavier
during recessionary periods, because as profits drop it is more
likely that previously made investments or investments in new
productive assets will trigger the AMT.

Investments in new productive assets increase the total dif-
ference between regular depreciation (MACRS) and depre-
ciation allowed under the AMT, thereby creating or aggravat-
ing the AMT liability. To relieve this situation and allow full
utilization of accumulating Minimum Tax Credits (MTCs)
corporations may have no choice but to reduce their level of
investment.2

1

The ramifications of such a perverse investment policy for our
world competitiveness are obvious and widespread. An esti-
mated 40 to 60% of the largest U.S. corporations are paying tax
under the AMT.22 This tax-driven pressure to reduce the level of
investment means that our economic recoveries will not be as
strong as they would be absent the AMT.

B. The Current Code Makes American Exports Less Competitive

While the current tax system discriminates among various
investment types and between regular and AMT-paying competi-

the Day, Inc., and Tortoise Growth Company. Each is a hypothetical firm with annual
gross revenues of $10 million and "ordinary" operating expenses of $8 million. Live
for the Day pays its executives large bonuses totaling $1.5 million, pushing, but not
exceeding, the bounds of "reasonable compensation." See I.R.C. § 162(a)(1) (West
Supp. 1994). In contrast, Tortoise Growth reinvests all but $500,000 of its surplus in
plant and equipment.

Under the current tax code, Live for the Day has $500,000 in taxable corporate
income and cannot be subject to the AMT because its bonuses to corporate officers are
not added back to the AMT tax base. It pays $175,000 in corporate income tax. See
I.R.C. § 11(b) (West Supp. 1994). Tortoise Growth may be less fortunate. If Tortoise
Growth's increased depreciation deductions on its new investments reduce its effective
tax rate to less than 20%, it will lose some of those deductions under the AMT
provisions. See, e.g., I.R.C. § 56(a)(1) and § 56(g)(4)(A) (West Supp. 1994). Thus,
after applying the AMT, its total tax bill could be as high as $400,000-more than
twice what Live for the Day pays.

21 Stephen R. Corrick & Gerald M. Godshaw, American Council for Capital Forma-
tion Center for Policy Research, Monograph Series on Tax and Environmental Policies
& U.S. Economic Growth: AMT Depreciation: How Bad is Bad? Economic Effects of
the Corporate Alternative Minimum Tax 4 (1991) (on file with the Harvard Journal on
Legislation).22AMT Hearing, supra note 18, at 12 (statement of Andrew B. Lyon, Assistant
Professor of Economics, University of Maryland at College Park).
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tors, it also hampers the ability of U.S. companies to sell abroad.
Many of our international competitors understand that most con-
sumption taxes are superior to income taxes for enhancing export
competitiveness. For example, former Japanese Prime Minister
Morihiro Hosokawa recently proposed reducing Japan's income
tax and raising its consumption tax from 3% to 7%.23

Japan is neither alone nor ahead in this trend toward a greater
reliance on consumption taxes. As we decide whether to change
our tax system, we should bear in mind our competitors' increas-
ing use of consumption taxes and, conversely, our greater reli-
ance on income taxes. For example, in 1993 Germany obtained
about 23% of its total revenues from consumption taxes. The
comparable figures are 28% for France, 31% for the United
Kingdom, and 17% for Japan. Only about 4% of our federal gov-
ernment's revenue comes from consumption taxes in the United
States, mainly in the form of selective excise taxes and tariffs.24

Unlike our current income tax system, a greater reliance on
consumption taxes would enhance our export competitiveness by
allowing a border adjustment for goods we export. Under the
General Agreement on Tariffs and Trade (GATT), a purchasing
country that levies consumption taxes may make border adjust-
ments so that the country where the product is purchased and
used taxes it. Likewise, the country producing the product is
allowed to make a border adjustment (usually in the form of a
tax rebate) relieving the exported goods of the producing coun-
try's tax burden. Most of our competitors have border-adjustable
tax systems. We do not. Such systems allow them to sell their
products in the global market unburdened by domestic tax costs,
while American exporters must pay domestic taxes before ship-
ping their products abroad, and they get no rebate.

C. The Current Code Penalizes Savings

Another disturbing result of our federal income tax system is
that our net domestic savings rate compares poorly with that of
our competitors. In international comparisons, a country's net
domestic savings rate correlates very strongly with that country's
economic growth. Many of the economies that demonstrate high

23 Mr. Hosakawa's Balancing Act, FIN. TIMES, Feb. 4, 1994, at 17.
24 INTERNATIONAL MONETARY FUND, GOVERNMENT FINANCE STATISTICS YEARBOOK:

VOLUME XVII 42 (1993).
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rates of net domestic savings have achieved higher rates of in-
vestment than those economies with low rates of domestic sav-
ings .25

Singapore has a domestic savings rate of over 42% of GDP;
Malaysia's is almost 30%.26 The World Bank has cited these
countries as the "East Asian Economic Miracles," recognizing
their extraordinary rates of economic growth.2 7 The experience
of these countries contrasts sharply with that of the United States,
which, in 1992, managed a rate of net household savings as a
percentage of disposable household income of 5%28 and a mod-
est economic growth rate of only 2.6%.29 Even the more mature
economies of Japan, Germany, Canada, and France have better
savings rates than the United States.30

"Productivity isn't everything, but in the long run it is almost
everything."31 Therefore, we must increase our savings or suffer
the consequences of low productivity growth.32 Our low savings
rate contributes to our relatively high cost of capital and our low
level of investment. In turn, this dearth of capital investment
dampens growth in productivity, incomes, and our standard of
living.

As a matter of personal finance, most Americans are out of
the savings habit and do not realize how financially "out of
shape" they are. In particular, most Americans do not know how
much they should be saving for their own retirement. A 1992
study commissioned by Merrill Lynch and prepared by Dr. B.
Douglas Bernheim of Princeton University concluded that the
oldest baby boomers-those born between 1946 and 1956-are
saving barely one-third of what they need to maintain their
pre-retirement lifestyle after they retire at age sixty-five. 33

25 Factors Affecting U.S. International Competitiveness, 1991: Hearings Before the

House Committee on Ways and Means, 102d Cong., 1st Sess. 518 (1991) [hereinafter
1991 Competitiveness Hearings] (statement of Kenneth Gideon, Dep't of Treasury,
Ass't Sec'y for Tax Policy).26 EAST ASIAN MIRACLE, supra note 4, at 210.

27See generally id.
28 Organization for Economic Development and Cooperation, OECD Economic Out-

look: December 1993 146.
2 9

DEPARTMENT OF COMMERCE, SURVEY OF CURRENT BUSINESS 50 (Sept. 1993).30 Germany has a rate of net household saving as a percentage of disposable
household income of 12.9%. The comparable rates for Canada and France are 10.8%
and 12.8% respectively. Id.

3 1 PAUL KRUGMAN, THE AGE OF DIMINISHED EXPECTATION, U.S. ECONOMIC POLICY
IN THE 1990S 15 (1990).

321992 Competitiveness Hearings, supra note 17, at 10 (statement of Martin Feld-
stein, President and CEO, National Bureau of Economic Research).

33 Retirement Income Security: Can the Baby Boomer Generation Afford to Retire?:
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Although many observers concur with Bernheim's view, 34 the
Congressional Budget Office (CBO) paints a different picture.

[B]aby boomers in general will have higher real retirement
incomes than older people today for a variety of reasons.
First, as long as real wage growth is positive on average
during the next 20 to 40 years, boomers will have higher real
preretirement earnings than today's older people had in their
working years. With current law, this growth will increase the
level of boomers' Social Security benefits. Pension benefits
will be higher as well, and higher earnings now will enable
boomers to save more for retirement. Second, increases in
women's participation in the labor force imply that more
boomers will have acquired additional years of work experi-
ences before retirement .... Third, boomers will be more
likely to receive income from pensions as a result of recent
changes in the pension system. Finally, baby boomers may
inherit substantial wealth from their parents.35

While CBO forecasts a potentially bright future for the well
educated, it also forecasts a "distinctly gloomy" picture for those
without many marketable skills. 6

To most of our citizenry, economic growth sounds like an
abstraction. But enhancing long-term economic growth is the
key to ensuring America's future, and increasing the saving rate
is the fundamental building block for achieving that growth.

Our highest priority must be to address the low level of
saving in America and improve the allocation of that saving
to its most productive uses. Until we do that, talk of [indus-

Hearing Before the Subcommittee on Social Security of the House Committee on Ways
and Means, 103d Cong. 1st Sess. 41 (1993) (statement of B. Douglas Bernheim,
Professor of Economics and Business Policy, Princeton University).34 See, e.g., id. at 126 (statement of Ray Crabtree, Senior Vice President for Pensions,
Principal Financial Group, on behalf of the American Council of Life Insurance), 92
(statement of Martha Priddy Patterson, Director, Employee Benefits Policy and Analy-
sis, KPMG Peat Marwick, Washington National Compensation and Benefits Practice).

35
CONGRESSIONAL BUDGET OFImcE, BABY BOOMERS IN RETIREMENT: AN EARLY

PERSPECTIVE, xii-xiii (1993). One should note the different standards of comparison
used by Bernheim and by CBO. Bernheim's study assumes that the benchmark for
retirement savings is maintaining the pre-retirement standard of living. Since most
private pension plans and Social Security pay benefits based on a fraction of pre-re-
tirement earnings, future retirees must save a substantial sum to bridge that gap.
Bernheim's conclusion that people do not save enough to bridge that gap matches
common intuitions. However, CBO's study assumes that the benchmark is the standard
of living of today's retirees. With its assumptions of real wage growth and the
continuation of the current Social Security benefit formula, CBO's conclusion that
future retirees will have a higher standard of living than today's retirees is unsurprising.

Reading the two studies together, one can conclude that while future boomer retirees
might be somewhat better off than current retirees, boomers are not saving enough to
maintain their pre-retirement standard of living after they retire.

361d. at xiii.
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trial policy] or even wider reforms is simply a waste of time
for the same reason that you don't worry about tacking in a
new direction if your sails are full of holes and the water is
over the gunwales. First things must always be first.37

D. The Current Code Imposes a Double Tax on Corporate
Earnings

Over the past twenty-five years, most of our trading partners
have integrated their corporate and shareholder taxes to mitigate
the impact of imposing two levels of tax on corporate profits
distributed as dividends. Most typically, this has been accom-
plished by providing the shareholder-taxpayer with a full or
partial credit for taxes paid at the corporate level. 38 Unlike our
competitors, we continue the dividend double taxation habit.

Moreover, we seem unable to muster the political will to provide
a meaningful capital gains differential which would enhance new
investment by freeing up $1 trillion in currently locked-in in-
vestment. Although we have created a "back-door" capital gains
differential by raising the top personal income tax rate to 39.6%,
that differential is still subpar when compared to our competi-
tors.

To understand why the U.S. treatment of capital gains is in-
adequate when compared to that of our competitors, consider
their policies. Three of the ten foreign industrialized countries-
Belgium, Italy, and the Netherlands-do not tax capital gains at
all. In addition, Germany does not tax capital gains on assets
held longer than six months. Canada, France, Japan, and Sweden
tax capital gains at rates ranging from 16 to 20%. Hong Kong
and four Pacific Basin countries-Malaysia, Singapore, South
Korea, and Taiwan-do not tax capital gains. Given these poli-
cies, some economists suggest that the most efficient capital
gains tax rate for the United States would be about 18%. 39

3 7 CENTER FOR STRATEGIC AND INTERNATIONAL STUDIES, THE CSIS STRENGTHEN-
ING OF AMERICA COMMISSION FIRST REPORT 83-84 (1992) [hereinafter COMMISSION

REPORT] (quoting Barry Rogstad, President, American Business Conference).
38DEPARTMENT OF TREASURY, INTEGRATION OF THE INDIVIDUAL AND CORPORATE

TAX SYSTEMS 12 (1992). [hereinafter TREASURY INTEGRATION STUDY]
39 SPICER & OPPENHEIM, INTERNATIONAL TAX COMPARISONS: TAXATION OF CAPITAL

GAINS, DIVIDENDS AND INTEREST ON SECURITIES INVESTMENTS ON INDIVIDUALS IN
THE UNITED STATES AND SIXTEEN FOREIGN COUNTRIES 6-8 (1989).
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E. The Current Code Suffers from Mind-Boggling Complexity
Yet Still Fails to Collect $127 Billion Each Year in Owed Taxes

Some observers have predicted that our tax system may die of
its own complexity. Section 61 of the code defines the tax base,
and answers the fundamental question: "What is income?"40 Hun-
dreds of sections set forth the exceptions and preferences. In
1953, Albert Einstein commented that "the hardest thing in the
world to understand is the income tax. '41 Imagine how Einstein
would have reacted to the enactment of the increasingly complex
tax bills of the 1960s, 1970s, 1980s, and early 1990s.

The tax code's complexity costs Americans over $50 billion
annually in compliance costs. 42 This is more than the GDPs of
Iceland and Ireland combined.43 And it appears that compliance
costs are growing. For individual filers, "[t]he average real ex-
penditure on fees to advisors rose by 47 percent between 1982
and 1989."44

Despite the tax code's complexity and far-reaching nature, the
Internal Revenue Service calculates that up to $127 billion in
owed taxes goes uncollected each year.45 This growing tax gap
is another count in the indictment against our current tax code.

F. Summary of Indictment

If we are to perform well in the competition among nations,
we need to address our federal tax system's shortcomings. In
40I.R.C. § 61 (West 1988).
41 THE MACMILLAN BOOK OF BUSINESS AND ECONOMIC QUOTATIONS 195 (Michael

Jackman ed., 1984).
42For descriptions of the size of the tax industry, see JAMES PAINE, COSTLY RETURNS

(1993); Marsha Blumenthal & Joel Slemrod, The Compliance Cost of the U.S. Individ-
ual Income Tax System: A Second Look After Tax Reform, 45 NAT'L TAX J. 185-88
(1992) [hereinafter Compliance Cost]; Arthur D. Little, Final Report to the Dcp't of
Treasury, Development of Methodology for Estimating the Taxpayer Paperwork Burden
(June 1988); JOEL SLEMROD & MARSHA BLUMENTHAL, THE TAX FOUNDATION, THE
INCOME TAX COMPLIANCE COST OF BIG BUSINESS (1993); TAX EXECUTIVE INSTITUTE,
THE STRUCTURE AND SIZE OF THE CORPORATE TAX DEPARTMENT: AN EMPIRICAL
ANALYSIS (1993); CHARLES ADAMS, FOR GOOD AND EVIL: THE IMPACT OF TAXES ON
THE COURSE OF CIVILIZATION (1993).

"[ihe total bill for merely coping with the U.S. tax code tops $50 billion a year.
That's nearly one percent of the nation's total output of goods and services ...." Rob
Norton, Our Screwed Up Tax Code, FORTUNE, Sept. 16, 1993, at 35.

43Iceland's GDP in 1992 was $4.5 billion. Ireland's was $42.4 billion. CENTRAL
INTELLIGENCE AGENCY, THE WORLD FACTBOOK 179, 190 (1993).

"Blumenthal & Slemrod, Compliance Cost, supra note 42, at 188.45 NTERNAL REVENUE SERVICE, PUB. No. 1415, INCOME TAX COMPLIANCE RE-
SEARCH: NET TAX GAP AND REMITTANCE GAP ESTIMATES 2 (1990).
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1913, when America adopted an income tax system, we followed
the lead of fifty-two of our most significant competitors. How-
ever, our competitors have long since abandoned their heavy
reliance on income taxes in favor of consumption taxes.

Before we enact another round of taxes to pay for health care
reform, cobbling new taxes onto the old, anti-saving, loophole-
encrusted system, Congress should engage in a little intellectual
introspection to address the basic problems inherent in the in-
come tax. Senator Nunn and I engaged in such an exercise when
we agreed to co-chair the Strengthening of America Commis-
sion.46 The Commission undertook a three-year assignment un-
der the auspices of the Center for Strategic and International
Studies (CSIS) to determine the right steps to put our fiscal
house in order. Our commissioners, and the experts we con-
sulted, were asked to put aside their individual agendas and act
as statesmen, so that the Commission would adopt bipartisan
recommendations that best serve the nation's long-term eco-
nomic interest.

Commissions are not usually the forum for-bold or unequivo-
cating statements. However, one of the Commission's key rec-
ommendations was to "[a]bolish the current income tax system
in favor of a new system that would stimulate greater savings,
investment and jobs . . . [and create a] consumption-based in-
come tax system that will gear the economy for growth and be
both progressive and fair in its impact. '47 In reaching our rec-
ommendation to abolish the current income tax system we rec-
ognized that it must be replaced with something better; in doing
so, we parted company with those who would repeal the federal
income tax without replacing it.41

Over the years we have learned that the method of taxation is
as important as the rate of taxation. As Henry George once
observed, "As a small burden badly placed may distress a horse

46 For a summary of the Commission's work, see COMMISSION REPORT, supra note

37, at 14.
47 1d. at 14.
48Some income tax critics have proposed repealing the Sixteenth Amendment by

passing the "Liberty Amendment" to the Constitution. This proposal would preclude
Congress from levying taxes on persons, incomes, estates, or gifts. The Liberty
Amendment has been introduced several times over the past forty years. At one point,
as many as 32 states had enacted resolutions calling for various versions of such an
amendment. See JOINT ECONOMIC COMMITTEE, THE PROPOSED 23D AMENDMENT TO
THE CONSTITUTION TO REPEAL THE 16TH AMENDMENT TO THE CONSTITUTION WHICH
PROVIDES THAT CONGRESS SHALL HAVE THE POWER TO COLLECT TAXES ON INCOMES,
S. Doc. No. 5, 87th Cong., 1st Sess. 1-9 (1961).
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that could carry with ease a much larger one properly adjusted,
so a people may be impoverished and their power of producing
wealth destroyed by taxation, which if levied another way, could
be borne with ease. '49

Over the last eighty years, our tax system has become that
"burden badly placed," diminishing, if not yet destroying, our
power to produce wealth. It has evolved into everything an effi-
cient tax system should not be. It is complicated, laden with
excessive recordkeeping, internationally anti-competitive, and gen-
erally misguided.

Senator Nunn and I have a better idea. We believe taxing
income that is consumed rather than income that is earned would
produce a better-placed tax burden.

III. THE NUNN-DOMENICI PROPOSAL FOR A

"SAVINGS-EXEMPT" TAX SYSTEM

We believe that it is more efficient and more equitable to tax
income that is consumed than it is to tax income simply because
it is earned. Consumed income is a good index of a citizen's
ability to pay taxes as measured by what a person withdraws
from society. What a citizen consumes provides prima facie
evidence of well-being; in contrast, what is received as income
ignores the citizen's contribution to society through his or her
labor and investment choices. A person's ability to consume is
a sophisticated and multi-faceted indication of his or her ability
to pay taxes because it is determined by income, net worth, and
prospects for the future, depending on whether earnings are ex-
pected to remain constant and secure or irregular and uncertain.
At best, income provides only circumstantial evidence of well-
being. Income is a one-dimensional, rough measure of what a
person contributes to society through work and investment
choices. Using that contribution as the tax base penalizes hard
work and is wrong in principle.

In reasserting the equities of taxing consumption rather than
income, we dispute traditional thinking that income is the best
measure of a citizen's ability to pay taxes. Our assertion revives

491 HENRY GEORGE, THE COMPLETE WORKS OF HENRY GEORGE, PROGRESS AND
POVERTY 407 (AMS Press ed. 1973).
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the consumption tax theory that first developed in the seven-
teenth century writings of Thomas Hobbes.50

Senator Nunn and I want a tax code that encourages the crea-
tion of greater wealth, not just the redistribution of existing
wealth. Under the current income tax code, the most straightfor-
ward approach to tax minimization is simply to "consume lei-
sure" rather than earned income. Non-economists might recognize
this phenomenon as "slacking off." We think this is unamerican
in spirit, yet it is the only audit-proof escape route from the
basic philosophy of "ability to pay" based on what is earned.
Our current system reduces the incenties to work, save, and
invest. It is difficult to explain why we keep it on the books.
Under the Nunn-Domenici proposal, the Congressionally
blessed and IRS-approved method to minimize tax liability
would be to save and invest more. Our proposal recognizes that
savings and investment are at least as productive and useful to
our society as paying taxes to the federal government.

The guiding principle behind our reform is that all income
should be taxed once and only once. Under this proposal, no
income would escape taxation permanently. To achieve this goal,
the tax system could either tax the capitalized value of an in-
come stream (seed capital) without taxing the income stream
itself, or not tax the initial investment but tax all subsequent
earnings and returns of capital. The former corresponds to what
is sometimes called an "unlimited back-ended Individual Retire-
ment Account (IRA)," while the latter corresponds to the front-
loaded IRA available to some taxpayers under current law.5 1

Regardless of the path taken, we want to create a tax code that
is neutral and does not favor consumption over investment. Our
goal is to eliminate all of the biases contained in the current
Federal income tax law.

Senator Nunn and I could achieve our fundamental objective
of taxing all income once by exempting savings and repealing
either the individual or the corporate income tax. But we believe
it would be difficult politically to raise all the revenue at the
individual level and impossible to place the entire tax burden at
the corporate level. The current corporate income tax raises only

5OSee THOMAS HOBBES, LEVIATHAN OR MATTER, FORME AND POWER OF A COMMON-

WEALTH ECCLESIASTICAL (Michael Oakeshott ed., 1946).
51 1.R.C. § 219 (West Supp. 1994) allows qualified individuals to invest up to $2,250

each year into an Individual Retirement Account (IRA) and to deduct the amount
invested in the IRA from gross income.



Harvard Journal on Legislation [Vol. 31:273

$100 billion per year, one-fifth of the revenues generated by the
individual income tax. Putting the entire tax burden on corpora-
tions would be too radical a shift. Moreover, without two tiers,
individuals could accumulate income in corporations in a virtu-
ally tax-free fashion for indefinite periods of time.

Since under the Nunn-Domenici proposal the tax system will
continue to collect taxes in two tiers, the spotlight should be kept
on our guiding principle-all income is always taxed once and
no income escapes taxation. The business portion of our tax can
be characterized as prepayment of individual income tax. Our
proposal would abolish the current federal income tax code,
which has long floundered in inefficiency and complexity. In its
place, the Nunn-Domenici proposal would enact a progressive
consumption-based income tax for individuals to replace the
current personal income tax and alternative minimum tax (AMT),
and a cash-flow tax for businesses to replace the current corpo-
rate tax, the corporate AMT, and the foreign tax code provi-
sions.5

2

Our proposal is designed to maintain the distribution of the
tax burden as currently shared between businesses and individu-
als, with individuals shouldering $5.50 for every dollar paid by
corporations. It would maintain the progressivity of the current
code, as measured by the distribution of tax burden among in-
come quintiles. Some people within a quintile would pay more
and some would pay less than they would under current law, but
as a group, the quintile would pay the same amount under the
current code and the proposal. Finally, it would be revenue-neu-
tral, as compared to the current system.

A. Features of the New "Savings-Exempt" Income Tax for
Individuals

The new system would have some familiar key concepts: gross
income, adjustments to gross income, adjusted gross income,
deductions, and a few tax credits, including the earned income
tax credit. With respect to these durable features, the Nunn-
Domenici proposal resembles the traditional income tax system.
However, the proposed tax system is actually based on an indi-

52For a more complete description of the proposed progressive consumption tax for
individuals, see part III.A., infra notes 53-93. For a complete description of the
proposed business tax, see part ILI.B., infra notes 94-129.
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