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Chairman Tiberi and Ranking Member Neal, thank you for the opportunity to submit comments
for the record on the discussion draft. We will leave it to others to critique the specific
provisions of the discussion draft, as there are foundational questions that must first be
addressed.

We believe that a reform of this magnitude should be part of a more comprehensive tax reform
program. Recent proposals to cut corporate taxes in the short term, in advance of any reform of
personal income taxes or the expiration of favorable rates for this income seem to us to be an
attempt to cash in for the short term gain of our wealthiest citizens at the expense of everyone
else. Coordinating reform so that any revenue losses due to international rules changes are offset
by returning personal dividend taxation to normal income rates will allay these suspicions.

Many nations do not tax repatriated income at all; however these nations often also have
consumption tax regimes. Under a consumption tax regime, there would be no separate levy on
profit. Value added taxes (VAT) are already paid in the country where the product is sold and
these taxes include both the contributions of labor and capital. For the purposes of businesses,
profit should not be taxed again when repatriated, except to the extent that this profit results from
value added in the United States. Use of VAT exemptions must not be allowed as a tax
avoidance scheme. Products with parts that have been produced or developed in the United
States, then sent elsewhere for assembly, must reacquire any obligation to pay that was shed at
the border. Not providing for this contingency opens the door for a great deal of abuse.

The source nation of dividend income, meanwhile, must be irrelevant for purposes of collection
of the proposed high income and inheritance surtax. The subject of this tax is not the income of
the business, which has been shifted to the NBRT for individual filers, but the income of
households for personal consumption and savings. The existence of this tax takes into account
the decreased likelihood that this income will be spent and therefore taxed under NBRT and
VAT regimes and to safeguard savings opportunities for the non-wealthy, who would otherwise
be priced out of the market for investments by higher income individuals who, because they have
greater opportunities to save, garner greater and greater shares of America’s wealth. The
proposed surtax is an attempt to level the playing field so that everyone can invest.



Let us now turn to the question of comprehensive tax reform. As you know, the Center for
Fiscal Equity has a four part proposal for long term tax and health care reform. The key
elements are

e a Value Added Tax (VAT) that everyone pays, except exporters,

e a VAT-like Net Business Receipts Tax (NBRT) that is paid by employers but, because it
has offsets for providing health care, education benefits and family support, does not
show up on the receipt and is not avoidable at the border,

e apayroll tax to for Old Age and Survivors Insurance (OASI) (unless, of course, we move
from an income based contribution to an equal contribution for all seniors), and

e anincome and inheritance surtax on high income individuals so that in the short term
they are not paying less of a tax burden because they are more likely to save than spend —
and thus avoid the VAT and indirect payment of the NBRT.

A Value Added Tax (VAT) is suggested because of its difficulty to evade, because it can be as
visible to the ultimate consumer as a retail sales tax and because it can be zero rated at the border
for exports and collected fully for imports. As such, it is superior to proposals for a FairTax or
9% National Sales Tax. As many others, particularly Michael Graetz, have pointed out, resorting
to a VAT rather than imposing trade sanctions has the effect of imposing higher costs on imports
and lower costs on exports, without provoking retaliation from our trading partners — mostly
because our trading partners already use such a regime. By not adopting a similar tax structure,
we essentially tie the hands of our exporters in the fight for international market share. There
can be no retaliation when using VAT is already the international standard. In short, if the U.S.
adopted a VAT, China would have no countermove as the use of VAT is part of global trade
structures.

It is also important is to exercise care in delineating what is funded by a VAT. We believe that
VAT funding should be confined to funding domestic discretionary military and civilian
spending. Zero rating a tax supporting such spending is totally appropriate, as foreign consumers
gain no benefit from these expenditures. Likewise, making imports fully taxable for this
spending correctly burdens the consumers who fully benefit from these services. As importantly,
making such a tax visible provides an incentive to taxpayers to demand less of such spending.

The NBRT would not be border adjustable because it is designed to pay for entitlement costs
which benefit employees and their families directly, so that it is appropriate for the foreign
beneficiaries of their labor to fund these costs. Additionally, the ultimate goal of enacting the
NBRT is to include tax expenditures to encourage employers to fund activities now provided by
the government — from subsidies for children to retiree health care to education to support for
adult literacy. Allowing this tax to be zero-rated at the border removes the incentive to use these
subsidies, keeping government services in business and requiring higher taxation to support the
governmental infrastructure to arrange these services — like the Committee on Ways and Means.



If the NBRT is enacted in this way, the United States should seek modification to our trade
agreements to require that similar expenditures not be funded with taxes that are zero rated at the
border. As foreign consumers benefit from subsidies for American families, American
consumers benefit from services provided to overseas workers and their families. This benefit
should be recognized in international tax and trade policy and American workers should not be
penalized when other nations refuse to distribute the cost of benefits to foreign workers to the
American consumers who receive the benefit of these services. If our trading partners do not
match this initiative, some items of spending could be shifted from NBRT funding to VAT
funding, so that we are not making unilateral concessions in this area.

Separation of Old Age and Survivors Insurance Payroll taxes from the NBRT is necessary unless
the employee contribution is to be totally eliminated with a uniform benefit or uniform. A
separate payroll contribution is required as long as benefit levels are set according to income. If a
uniform benefit is desired, then payroll taxes can be discontinued and the NBRT expanded.
Employee contributions could not be zero rated at the border. If employer contributions are
equalized and contributed to a public system, however, they could be incorporated into a VAT
rather than an NBRT. This allows the Social Security system to benefit from foreign labor where
outsourcing has occurred. Indeed, it would be an essential expansion of the tax base if
globalization is to continue unabated.

In the long term, the explosion of the debt comes from the aging of society and the funding of
their health care costs. Some thought should be given to ways to reverse a demographic
imbalance that produces too few children while life expectancy of the elderly increases.

Unassisted labor markets work against population growth. Given a choice between hiring
parents with children and recent college graduates, the smart decision will always be to hire the
new graduates, as they will demand less money — especially in the technology area where recent
training is often valued over experience.

Separating out pay for families allows society to reverse that trend, with a significant driver to
that separation being a more generous tax credit for children. Such a credit could be “paid

for” by ending the Mortgage Interest Deduction (MID) without hurting the housing sector, as

housing is the biggest area of cost growth when children are added.

While lobbyists for lenders and realtors would prefer gridlock on reducing the MID, if forced to
chose between transferring this deduction to families and using it for deficit reduction (as both
Bowles-Simpson and Rivlin-Domenici suggest), we suspect that they would chose the former
over the latter if forced to make a choice. The religious community could also see such a
development as a “pro-life” vote, especially among religious liberals.

Enactment of such a credit meets both our nation’s short term needs for consumer liquidity and
our long term need for population growth. Adding this issue to the pro-life agenda, at least in
some quarters, makes this proposal a win for everyone.



The expansion of the Child Tax Credit is what makes tax reform worthwhile. Adding it to the
employer levy rather than retaining it under personal income taxes saves families the cost of
going to a tax preparer to fully take advantage of the credit and allows the credit to be distributed
throughout the year with payroll. The only tax reconciliation required would be for the employer
to send each beneficiary a statement of how much tax was paid, which would be shared with the
government. The government would then transmit this information to each recipient family with
the instruction to notify the IRS if their employer short-changes them. This also helps prevent
payments to non-existent payees.

Assistance at this level, especially if matched by state governments may very well trigger
another baby boom, especially since adding children will add the additional income now added
by buying a bigger house. Such a baby boom is the only real long term solution to the
demographic problems facing Social Security, Medicare and Medicaid, which are more
demographic than fiscal. Fixing that problem in the right way definitely adds value to tax reform.

The fourth proposal is a surtax on high incomes from inheritance, wages, dividends and capital
gains (essentially all income with the exception of sales to a qualified ESOP). It would fund
overseas military operations, which are often debt financed, and net interest and debt repayment.

Explicitly identifying the high income surtax with net interest payments highlights the need to
raise these taxes as a means of dealing with our long term indebtedness, especially in regard to
debt held by other nations. While consumers have benefited from the outsourcing of American
jobs, it is ultimately high income investors which have reaped the lion’s share of rewards. The
loss of American jobs has led to the need for foreign borrowing to offset our trade deficit.
Without the tax cuts for the wealthiest Americans, such outsourcing would not have been
possible, including the creation of Chinese industry designed to sell to Americans. Indeed, there
would have been any incentive to break unions and bargain down wages if income taxes were
still at pre-1981 or pre-1964 levels. The middle class would have shared more fully in the gains
from technical productivity and the artificial productivity of exploiting foreign labor would not
have occurred at all. Increasing taxes will ultimately provide less of an incentive to outsource
American jobs and will lead to lower interest costs overall

Thank you again for the opportunity to present our comments. We are always available to
discuss them further with members, staff and the general public.
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