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INAUGURAL DISTINGUISHED
JURIST-IN-RESIDENCE ADDRESS

Introduction of The Honorable
Deanell Reece Tacha

Craig Anthony (Tony) Arnold*

Today, we launch one of the most important programs a
young law school can initiate: a distinguished jurist-in-residence
program. Traditionally, law schools invite distinguished judges to
participate for a few days in the intellectual life and educational
mission of their school. A jurist in residence will teach classes,
give a school-wide presentation, meet with members of the local
judiciary and bar association, and converse with faculty. As a re-
sult, the law school community gains access to invaluable insights
from those who are shaping the law and providing leadership to
our legal institutions. Today, Chapman University School of Law
joins this long-standing tradition of merging legal education and
judicial wisdom.

Layered on top of the law school tradition is a tradition
unique to Chapman University. The University has long identi-
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fied certain “guiding spirits,” distinguished role models such as Al-
bert Schweitzer and Martin Luther King, Jr., whose ideals and
achievements are models for students, faculty, staff, and alumni.
However, the advent of both a law school at Chapman and a dis-
tinguished jurist-in-residence program gives us a new opportunity
to identify and learn from living role models: judges who grapple
daily with what it means to live out the principles of justice, truth,
and integrity. The prophet Micah identified one of the three pri-
mary characteristics of the good life is to “do justly.”” We at Chap-
man University School of Law seek to honor and learn from those
who actively apply the principles of justice in their professional
and personal lives.

We are honored today by the presence of our first such role
model, the Honorable Deanell Reece Tacha, Circuit Judge of the
United States Court of Appeals for the Tenth Judicial Circuit.
With her distinguished record of public service, her commitment
to the integrity of the judicial role, and her warm and winsome
manner, Judge Tacha is the ideal choice to inaugurate our distin-
guished jurist-in-residence program.

In 1985, then-President Ronald Reagan appointed Deanell
Tacha to a newly-created Tenth Circuit judgeship when she was
only 39 years old. Despite her youth, Judge Tacha had already
established an impressive record of academic and professional
success. Having grown up in a small Kansas town, she attended
the University of Kansas, received her Bachelor of Arts degree in
American Studies with Honors in 1968, and was elected to Phi
Beta Kappa. She received her Juris Doctor degree from the Uni-
versity of Michigan in 1971. She was selected for a prestigious
White House Fellowship following graduation from law school,
through which she was assigned as a Special Assistant to the Sec-
retary of Labor. Following her year as a White House Fellow,
Judge Tacha was in private practice in Washington, D.C., and
Kansas. In the fall of 1974, she was appointed to the faculty of the
University of Kansas School of Law, eventually becoming Associ-
ate Dean of the Law School and, in 1981, the University’s Vice
Chancellor for Academic Affairs. As a former legal educator and
university administrator, Judge Tacha values the role that insti-
tutions of higher education play in improving the institutions of
justice and preparing the future leaders of the legal profession. In
addition to teaching in jurist-in-residence programs at numerous
law schools, she has continued to publish articles in a variety of
law reviews.? Her scholarly writings include thoughtful reflec-

1 Micah 6:8 (King James).

2 See, e.g., Deanell Reece Tacha, Judges and Legislators: Renewing the Relationship,
52 Omnro St. L.J. 279 (1991) [hereinafter, Tacha, Renewing]; Deanell Reece Tacha, Tenth
Circuit Procedure and Expectations, 33 WasusURN L.J. 43 (1993); Deanell Reece Tacha,
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tions on the role of the judiciary and the ethical commitments of
lawyers and judges.

Judge Tacha is one of the most influential federal appellate
judges in the United States for two reasons. First, she served
from 1994 to 1998 as a member of the United States Sentencing
Commission, which is responsible for the mandatory guidelines
governing federal criminal sentencing. Second, Judge Tacha was
a key voice of the federal judiciary, before Congress, the legal pro-
fession, and the public, at a time when the courts faced crucial
needs to fill vacant judgeships and add judgeships under bur-
geoning case loads, to adequately staff and fund the judicial
branch, and to reform procedures and standards.? She chaired the
United States Judicial Conference Committee on the Judicial
Branch from 1990 to 1994, and the Judicial Administration Divi-
sion of the American Bar Association from 1995 to 1996. In these
roles, she was a leader of the long-range planning efforts of the
federal judiciary. She was also a strong advocate for both judicial
independence and enhanced cooperation between Congress and
the federal courts. Her work and her writings have been shaped
by an understanding of the legal system as an essential element of
our democratic system of governance, requiring dialogue with the
executive and legislative branches. Simultaneously, the legal sys-
tem is a guardian of individual rights and the rule of law, requir-
ing impartiality and freedom from even the appearance of
impropriety.* Judge Tacha’s personal political skills and unques-
tionable integrity model the necessary balance between the polit-
ical and apolitical aspects of the courts.

Judges and Legislators: Enhancing the Relationship, 44 Am. U. L. Rev. 15637 (1995) [here-
inafter, Tacha, Enhancing]; Deanell Reece Tacha, Independence of the Judiciary for the
Third Century, 46 MERCER L. REv. 645 (1995) [hereinafter, Tacha, Independence]; Deanell
Reece Tacha, The “C” Word: On Collegiality, 56 Ouio St. L.J. 585 (1995) [hereinafter,
Tacha, Collegiality]; Deanell Reece Tacha, James K. Logan: Colleague, Mentor, Friend, Ju-
rist, Scholar, Teacher, Small-Town Kansas Kid, 43 U. Kan. L. REv. 493 (1995) [hereinafter,
Tacha, Logan]; Deanell Reece Tacha, “W” Stories: Women in Leadership Positions in the
Judiciary, 97 W. Va. L. REv. 683 (1995) [hereinafter, Tacha, Women]; Deanell Reece Tacha,
Serving This Time: Examining the Federal Sentencing Guidelines After a Decade of Experi-
ence, 62 Mo. L. Rev. 471 (1997).

3 See, e.g., Hearings on H.R. 4357 Before the Subcomm. on Intellectual Property and
Judicial Administration of the House Comm. on the Judiciary, 103d Cong. (1994) (state-
ment of the Honorable Deanell Reece Tacha on behalf of the Judicial Conference Commit-
tee on the Judicial Branch, concerning the Federal Courts Improvement Act of 1994).

4 See generally Tacha, Renewing, supra note 2 (calling for enhanced dialogue between
judicial and legislative branches to advance common sense notions of the common good);
Tacha, Enhancing, supra note 2 (discussing ways of enhancing communication between
judicial and legislative branches and highlighting the impact of politics on the necessarily
apolitical federal courts); Tacha, Independence, supra note 2 (exploring the contours of judi-
cial independence). See also Professional Responsibility: Comments on Recusal, 73 Den. U.
L. Rev. 919, 920 (1996) (interview comments of Judge Tacha discussing the standard for
recusal as avoidance of the appearance of impropriety).
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Judge Tacha’s published opinions on the Tenth Circuit reflect
a legal pragmatism like that advanced by Justice Oliver Wendell
Holmes, Jr.* To Judge Tacha, the law is not a test of fidelity to
abstract theory or rigid logic. Instead, the law is practical and
functional. Application of legal principles depends very much on
the social and factual context of the case.®! Nevertheless, this
pragmatism is bounded by Judge Tacha’s clear and strong belief
that the role of the courts is to adjudicate disputes, not to make
policy.” The practical insights of judges like Judge Tacha help law
schools bridge the gap between legal education and the legal
profession.®

Judge Tacha also models public service. She is serving or has
served on over 30 boards or committees related to the legal profes-
sion, the status of women in the legal profession, community and
social needs, educational institutions, the arts and humanities,
and her church.

Finally, Judge Tacha is ideal to initiate our distinguished ju-
rist-in-residence program because she simply cares so much about
people. This quality corresponds to Chapman’s commitment to
personalized education and ethical lawyering. Judge Tacha has
frequently urged lawyers not to become so enthralled with high-

5 OLivEr WENDELL HoLMmES, JR., THE Common Law 1-2 (1923). See also Thomas C.
Grey, Holmes and Legal Pragmatism, 41 Stan. L. Rev. 787 (1989). For examples of Judge
Tacha’s pragmatism, see Tome v. United States, 3 F.3d 342, 350-51 (10th Cir. 1993) (deter-
mining the relevance of a prior consistent statement under a balancing approach focused
on factual context and practical concerns about the propensity to lie), rev'd, 513 U.S. 150
(1995); United States v. Soto-Cervantes, 138 F.3d 1319, 1322-23 (10th Cir. 1998) (holding
that several factors, each individually insufficient to justify detention of a suspect, may be
considered together as reasonable law enforcement suspicion legitimizing investigative
stop of suspect); Penry v. Federal Home Loan Bank of Topeka, 155 F.3d 1257, 1262-63
(applying common sense totality-of-circumstances test to review the evidence of hostile
work environment, instead of a mechanical approach to reviewing the evidence). See also
David E. Rovella, Pleas: Justice or Bribery? 10th Circuit Hears Arguments on Whether to
Outlaw Federal Plea Bargains that Require Testimony, NaT'L L.J., Nov. 30, 1998, at Al
(quoting oral argument questons of Judge Tacha indicating that federal bribery statute’s
application to plea bargaining must be considered in light of practical and historical need of
government to have freedom in charging).

6 For discussions of the contextualism and intrumentalism of pragmatic legal
thought, see Thomas C. Grey, Freestanding Legal Pragmatism, 18 Carpozo L. Rev. 21, 24-
26 (1996); Steven D. Smith, The Pursuit of Pragmatism, 100 YALE L.J. 409, 411, 448 (1990).

7 See United States v. Nichols, 841 F.2d 1485, 1491-92 (10th Cir. 1988) (discussing
judicial restraint in statutory interpretation and review for constitutionality). Trujillo v.
Grand Junction Reg’l Ctr., 928 F.2d 973, 975-76 (10th Cir. 1991) (refusing to recognize new
remedy under 42 U.S.C. § 1981 for discriminatory discharge cognizable under Title VII);
Sac and Fox Nation v. Hanson, 47 F.3d 1061, 1063 n.3 (10th Cir. 1995) (refusing to aban-
don precedent). For a synthesis of pragmatism and judicial restraint, see Strickland Tower
Maint., Inc. v. AT&T Communications, 128 F.3d 1422, 1426 (10th Cir. 1997) (viewing the
economic-duress doctrine as a functional application of business ethics to market transac-
tions, limited by historical practice, the economic value of hard bargaining, and judicial
self-restraint).

8 Cf. Harry T. Edwards, The Growing Disjunction Between Legal Education and the
Legal Profession, 91 MicH. L. Rev. 34 (1992).
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power law practice that they forget the everyday people whom
lawyers and legal institutions are supposed to serve.®

More importantly, Judge Tacha gives of herself to others. She
has written that she regretted not having strong women role mod-
els in the legal profession when she was an undergraduate consid-
ering law school in the late 1960s.° She has also written that she
valued the mentorship of the Dean of the University of Kansas
Law School, James Logan, later her colleague on the Tenth Cir-
cuit, as he encouraged and supported her decision to attend the
University of Michigan Law School.!! These experiences shaped
her strong commitment to being a mentor, role model, and friend
to students, lawyers, fellow judges, and law clerks. I have been
privileged that Judge Tacha has greatly influenced me for the past
16 years, ever since I was a freshman at the University of Kansas.
I worked with her on academic issues at KU, and worshipped with
her and her family at church. She has given me wise counsel, and
inspired and encouraged me to pursue a career in law and legal
education, and even successfully nominated me for a national
honor from Time magazine. When I was a Stanford law student,
she offered me a judicial clerkship. I turned it down in favor of an
offer from her Kansas colleague on the Tenth Circuit, Judge Lo-
gan, who had been her mentor. I did so for one simple and com-
pletely selfish reason; if I clerked for Judge Logan, I could have
the benefits of both Judge Logan’s and Judge Tacha’s guidance.
Despite my decision, Judge Tacha, with grace and understanding,
has remained my mentor, role model, and friend. It is a testament
to her giving nature.

Over the next three days, Judge Tacha will have a similarly
tremendous influence on many at Chapman University School of
Law. In a moment, she will share keen insights about the future of
the federal courts in the 21st century, but the greatest insights
will come from learning how she lives out the principles of justice
as a federal judge and member of the legal profession. For these
reasons, we welcome and honor Judge Deanell Reece Tacha as our
inaugural Distinguished Jurist in Residence.

9 E.g., Deanell Reece Tacha, The Tale of Widget and P: A Story of the Legal Profes-
sion, Kan. J.L. & Pus. PoL’y, Spring 1993, at 127. Judge Tacha has also urged judges to
become involved in educating the citizenry about the judiciary and constitutional princi-
ples. See Deanell Reece Tacha, The Community of Courts: The Compleat Appellate Judge,
J. Kan. Bar Ass'N., May 1996, at 4.

10 Tacha, Women, supra note 2, at 683-85.
11 Tacha, Logan, supra note 2, at 493-94.






The Federal Courts in the 21st Century

Deanell Reece Tacha*

Good evening. It is a pleasure to be with you at this lively,
relatively new law school. I want you to know that it is truly an
honor to serve as the inaugural Chapman University School of
Law Jurist in Residence. I share your enthusiasm for the poten-
tial that inherently resides in a new law school. Although you face
all the challenges of a new endeavor, you have the great strength
of a fresh beginning. Most law schools throughout this country
are strengthened by their history and traditions, but they are also
hampered by the same. They find it difficult to break from old
ways of doing things, established teaching methods and the long
ingrained norms of the profession. The Chapman University
School of Law, on the other hand, has begun its own traditions
with a focused eye to the future. A simple look through your
course book, a scan of the faculty profiles, and a quick glance at
your student body are enough to get a strong sense of your com-
mitment to educating for a stronger legal profession in the future.
I applaud you and I thank you for this opportunity to be with you.

I assume that it is because of this eye toward the future that
you have asked me to address tonight the federal courts in the
next century. Over the coming year, almost everyone will be, in
one forum or another, pulling out their crystal balls and making
predictions about just what it will be like in the next century and
indeed in the new millennium. Now, I need to say that I have
noticed two kinds of people in this millennial furor. The one kind
are those that made reservations months ago for Rio or London or
Times Square to ensure they are very much a part of the history-
making change of the millennium—thus, seeing the occasion in
millennial terms. The other kind recognizes that it is but a one-
minute change in the hourglass of time, and that grand efforts to
philosophize, theorize, and predict are no more than speculation
indulging the ongoing curiosity of the human race. I fall in the
first category, and my husband is in the latter. I am in what I call
the “cataclysm class”—that is, those who cannot resist the urge to
feel like the turn of this century is an extraordinary moment in
history in which I am so lucky to participate. My husband, on the

* Circuit Judge, United States Court of Appeals for the 10th Circuit. B.A., University
of Kansas, 1968; J.D., University of Michigan, 1971.
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other hand, is in quite the other category. He refuses to make
reservations anywhere and would prefer to be at home with our
children, worrying whether they are driving appropriately and do-
ing all of the other rather tradition-laden things that have been a
part of our household every New Year’s Eve. As I reflect on these
two classes of people, I realize that, in some ways, we both reflect
what it will take to go bravely into the new century. So it is with
the legal profession. This rather stark contrast in the millennial
moods has caused me to reflect somewhat more seriously on how
the legal profession should approach the next century. I have
come to understand that we must see it both as a rare opportu-
nity—an important moment in history—and as a tiny point in an
ever-evolving history and tradition that we must preserve. To see
the turn of the century, for the law and for the courts, exclusively
as a cataclysmic event or exclusively as a nonevent, is a mistake.
Instead, it is, just as in my household, a time to reflect on the im-
portance of both perspectives. For, after all, is that not the heart
and soul of the common law—gradual change that sometimes has
cataclysmic effects? If I were to put my predictions about the fu-
ture of the federal courts into one phrase, it would be that: grad-
ual change, sometimes with cataclysmic effects.

You have asked me to look into a magic mirror of sorts and
consider what the federal courts might be like in the next century:
with what cases they will deal, how they will function, and who
will constitute the judges, lawyers, and litigants. I wish I had that
all-knowing magic mirror that would reflect back to me some
images from the future. I do not have such a valuable object. I
have only law books of the past, a constitutional republic that has
lasted over 200 years, and the bright hopes of new generations of
Americans. That is the future of the federal courts. For as you
look in the Federal Reporters 1st, 2d, and 3d, you see a reflection
of that history and those hopes. It will be no different in the next
century. Although, I daresay, it will not be in books. It will in-
stead be in a far smaller reporting system.

Thus, tonight, instead of trying to look into some magic mir-
ror, I would like to identify what I consider some predictors of the
next century for the federal courts, and talk about how those
predictors may give us a glimpse of the substance of the federal
courts’ work in the next century and how we will conduct that
work. Envisioning where the courts will be in the 21st century
necessarily entails looking at the past and the present, and then
gauging the future by examining current demographic trends. I'll
address each in turn.

For my first predictor of the future, I look back. The federal
courts, along with the other two branches of the federal govern-
ment and their counterparts in the several states, have stood the
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test of time as the institutional guardians of our constitutional
system. Little could those men in Philadelphia in 1787 have
known of the challenges that this system of government would
confront and survive. When I reflect upon the dynamics that are
so much a part of the Constitution and our system of government
as it is lived out at the turn of this century, I stand in awe of the
idealism, sheer patriotism, and faith in the people of this nation
that must have pervaded that Constitutional Convention. That
idealism, patriotism, and faith in the people must persist and
guide us—their millennial counterparts. Whether one reads the
notes from the Constitutional Convention, or any of the historical
materials of that day, one is reminded of the robust debate about
forms of government and about protection of freedoms. We can be
no less robust in our own consideration. Thus, as a predictor of
the federal courts in the 21st century, I think we must begin with
“first principles.” The Chief Justice recently reminded us, in his
opinion in United States v. Lopez,! that we base our entire scheme
of government on a set of first principles. They are simple in the
saying and enormously complex in the carrying out. They are
those basic principles upon which this government was founded.

First and foremost, the sovereignty that is not specifically
given to governments resides in the people.? Those resounding
words that introduce the Constitution, “We the People . . . ,” can-
not become the hollow beginnings to a historical document. They
must instead continue to underlie every action that every branch
of government at the federal level and in all the states takes. We
must continue to give them meaning in a society where it would be
so easy to succumb to the rhetoric that individuals make very lit-
tle difference. Individual sovereignty is not just an appealing
phrase; it is the bedrock of our system of government and a
weighty responsibility of the federal courts. It is one of those first
principles that we cannot ignore, and one deserving re-emphasis
in the clamor and bustle of a technological world.

Another first principle that will play a part in the federal
courts is the careful protection of a federalist system®—a system
where the sovereign states have vibrant, important roles to play
in this republic: a place where the demarcations between state
and federal action are clearer than I think they are today; a place
where we understand that though regionalism may not be a neces-
sity in the modern world, federalism is. Never, in my judgment,
has it been more important for some part of government to be
close to the people. Much of our population feels disenfranchised,
anonymous, and certainly distanced from seats of power. In the

1 United States v. Lopez, 514 U.S. 549, 557 (1995).
2 See id. at 552.
3 See id.
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face of these fears and perceptions, it would be exactly the wrong
direction to retreat from the principles of federalism that were so
carefully crafted by the Framers of the Constitution. It is no less
true today than it was 200 years ago that some things are best
done by the federal government and some are best reserved to the
states. I worry that we have lost our collective understanding of
what falls into which category.

The third first principle that will require vigilant attention is
maintaining carefully the boundary lines among legislative, exec-
utive, and judicial powers.* In those carefully constructed first
three articles of the Constitution lie a strength that no other na-
tion in the world enjoys. By making the conscious choice to reject
a parliamentary form of government, the Founders of this Consti-
tution somehow had the prescience to know that an independent
judiciary was necessary to an ordered government where the indi-
vidual enjoys many of the accoutrements of sovereignty. I do not
here exaggerate the role of the federal courts. Instead, I ask that
each of the branches of government understand and carefully pro-
tect those time-tested limitations on each other’s powers. As Con-
gress has moved into more and more complex legislation-setting
policy, it has become very difficult to legislate with precision on
everything that is the subject matter of federal statutes. I think
the same is true in the states. The result is that much is dele-
gated to the executive branch, and the interstices are filled by the
courts. The courts cannot fill those interstices unless there exists
a case or controversy.® Agencies cannot act within statutes unless
there is some directive.® Ascribing the best motives to executive
agencies, they, along with the courts, inevitably become policy-
makers. Somehow, the next century will require that we take a
hard look at that first principle of the limitations on the powers of
each of the three branches of government.

I add another first principle to this constitutionally based list.
I add an educated citizenry—knowledgeable to undertake their
citizenship responsibilities—to my list of first principles. I cannot
help but think that the men in Philadelphia who crafted this gov-
ernment premised the entire government on what was then, and
is now, a very idealistic belief that the citizenry would be both
equipped to govern themselves and educated to govern themselves
wisely. The anecdotal evidence that Americans are ill-informed,
do not understand the courts or any other branch of government,

4 See id.

5 See, e.g., Allen v. Wright, 468 U.S. 737, 750 (1984) (“Article III of the Constitution
confines the federal courts to adjudicating actual ‘cases’ and ‘controversies.’”).

6 See, e.g., 1 KENNETH CuLP Davis & RICHARD J. PIERCE, JR., ADMINISTRATIVE Law
TreAsTISE § 3.1 (1994) (“Every agency decision must be anchored in the language of one or
more statutes the agency is charged to implement.”).
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and, worst of all, do not care, deeply troubles me. You all know of
current examples—I will not recite them. In an information age,
however, when those same voters will see only snippets and sound
bytes of their government at work, I think we in the courts, and all
of us as citizens, bear a special responsibility to reassert a first
principle that the responsibilities of an educated citizenry are the
responsibilities of each of us. We cannot hope to have respect for
the courts, the rule of law, or government itself, if the people do
not understand it nor participate in it. Thus, undergirding the
constitutional principles is the guiding belief that the people are
their own masters and the government will be only as vigorous as
the level of education, interest, and commitment of the citizenry
allows.

Let’s look now at how these principles might impact the fed-
eral courts in the 21st century. The notion of individual sover-
eignty will be tested sorely in a highly populated and evermore
complex society in the 21st century. The effort, for example, to
meet the important needs of law enforcement in a sophisticated
criminal culture, in which technology makes possible a host of in-
vestigative techniques, without trammeling the Fourth Amend-
ment rights of individuals, will result in a challenge of the first
order for the courts. Already, in the war against drugs, guns, ter-
rorists, and other organized criminal activity, the federal courts
struggle mightily with protecting those important interests of be-
ing safe in our homes and also free from unreasonable governmen-
tal intrusions. As you look through the Federal Reporters, you
will see literally thousands of pages of federal judges struggling
with the factual questions that try to draw these important lines
between appropriate government activity and protection of indi-
vidual rights.

In another arena, the glut of information made possible by the
communication and technology age will require the courts to try to
understand the freedoms of speech, press, and assembly protected
in the First Amendment without totally obfuscating the individual
sovereignty that resides in the people of this nation. More infor-
mation means less privacy, which inevitably results in some cir-
cumscription of lawful individual activity. “We the People” is both
a collective and an individual concept. It will no doubt be left to
the courts to try to guard vigilantly that which is reserved individ-
ually to each of us as a sovereign person and those activities which
are collectively within the realm of lawful federal or state govern-
ment activity.

I also predict that the federal courts in the 21st century will
engage in a century-long debate regarding the proper role of states
in a mobile society, in which our economic life knows no state
boundaries. Many scholarly debates have occurred in this century
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over whether states are an anachronism. I think not. In my judg-
ment, the Founders got it just right. Political subdivisions, in our
case states, form the mainstay of a stable national government.
To the extent that the activities of the national government render
impotent the work of state governments, we will have removed
some of the vibrancy from our system of government. I think,
therefore, that states, the courts, and the federal government will
look increasingly at rational ways to refocus on the role of the
states in a federal system and to draw more clearly the lines be-
tween the reserved powers of the states and enumerated powers of
the federal government.

From the beginning of the administrative state during the
New Deal era, through the rest of this century with an ever-ex-
panding reliance upon the Commerce Clause as a vehicle for fed-
eral action,’ the federal government has moved in unprecedented
ways in areas that were once understood to be within the reserved
powers of the states. Let me give you an example from the crimi-
nal law. Until the past few decades, there were relatively few fed-
eral crimes on the books. As we developed a USA Today and CNN
mentality that let us know instantly the crimes occurring across
the nation, Congress began to make criminal, as a matter of fed-
eral law, many things that prior to that time had been matters of
state law. There are now over 3000 federal crimes, many of which
were added in the last two decades.?

The most distinctive feature of recent crime legislation is that
the new federal crimes duplicate, to a large extent, offenses al-
ready illegal under state and local statutes. Some of that is appro-
priate. I remind you that, even at the time of the republic’s
founding, such things as treason on the high seas, piracy, and
crimes against national security were matters of federal criminal
law.® Perhaps large scale trafficking in guns and drugs are their
contemporary analogue. The Constitution, however, very specifi-
cally reserves the police powers, the public health, safety, and wel-
fare, to the states.’® With the emerging concurrent jurisdiction of

7 See generally 1 Davis & PIERCE, supra note 6, §§ 1.4-.7 (tracing the development of
federal agencies).

8 See Sara Sun Beale, Federalizing Crime: Assessing the Impact on the Federal
Courts, 543 ANnaLs AM. Acap. PoL. & Soc. Sci. 39, 44 (1996); see also Task Force oN
FEDERALIZATION OF CRIMINAL Law, AMERICAN BAR AssocIATION, REPORT ON THE FEDERALI-
ZATION oF CRIMINAL Law 7 n.9 (James A. Strazzella rep., 1998) (stating that “[m}ore than
40% of the federal criminal provisions enacted since the Civil War have been enacted since
1970,” and more than a quarter of such enactments have occurred since 1980).

9 See THE FEDERALIST No. 42 (James Madison) (articulating his view that the federal
government should handle only such limited classes of crimes where state laws were
impracticable).

10 See U.S. ConsT. amend. X (“The powers not delegated to the United States, nor
prohibited by it to the States, are reserved to the States respectively, or to the people.”); see
also U.S. Consr. art. I, § 8 (enumerating the powers of Congress).
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the federal government, particularly in the area of drug enforce-
ment, the role of the states is little different from the role of the
federal government. Both the federal and state governments have
statutes that allow prosecution of exactly the same defendants for
exactly the same crimes in many cases, inevitably obfuscating the
lines between those powers reserved to the states and those ap-
propriately enumerated as federal powers. It is time to take a
hard look at drawing rather clear lines between what is federal
responsibility and what is state responsibility in law enforcement
and criminal prosecution.

Both philosophically and pragmatically this line drawing is
essential. The federal courts simply cannot adjudicate, nor can
the federal criminal justice system handle, the escalating number
of federal defendants and prisoners. That is the pragmatic prob-
lem. The more important philosophical issue, however, is that lo-
cal law enforcement is often far more knowledgeable, more
efficient, and better equipped to handle local criminal activity.
Low level possession of drugs, petty crimes of all kinds, and even
violence related to children are often far better handled in local
settings by local professionals than when jettisoned to a faraway
sovereign.

We have begun in the latter part of this century to witness a
renewed focus on the role of states. In the Lopez decision, it ap-
pears that there may, in fact, be limits to the reach of the Com-
merce Clause as a threshold for federal activity.!! Additionally, a
recent series of Supreme Court decisions, including New York v.
United States,'? Printz v. United States,'* Seminole Tribe of Flor-
ida v. Florida," and Idaho v. Coeur d’Alene Tribe of Idaho,*®* shows
renewed attention to the Tenth and Eleventh Amendments. Fur-
ther, the vibrancy of state constitutions has become a source of
considerable scholarly interest in the law.’®* Many state constitu-

11 See Unites States v. Lopez, 514 U.S. 549, 567-68 (1995) (striking down federal
statute making it illegal to possess a firearm in a school zone because it exceeded Congress’
power under the Commerce Clause).

12 New York v. United States, 505 U.S. 144, 177-88 (1992) (invalidating a provision of
federal statute requiring states to “take title” to low level radioactive waste or regulate
according to Congress’ instructions because that provision went outside Congress’ enumer-
ated powers and was inconsistent with the Tenth Amendment).

13 Printz v. United States, 117 S. Ct. 2365, 2384 (1997) (finding the Brady Act’s in-
terim provision commanding local enforcement officers to conduct background checks on
prospective handgun purchasers unconstitutional).

14 Seminole Tribe of Fla. v. Florida, 517 U.S. 44, 72 (1996) (holding that Eleventh
Amendment prevents Congress from authorizing suits against States by Indian tribes to
enforce legislation promulgated under the Indian Commerce Clause).

15 Idaho v. Coeur d’Alene Tribe of Idaho, 117 S. Ct. 2028, 2043 (1997) (holding, in a
highly fractured decision, that an action that was the functional equivalent of a quiet title
action did not come within the Ex Parte Young doctrine and was barred by the Eleventh
Amendment).

16 See, e.g., Nina Morrison, Note, Curing “Constitutional Amnesia”: Criminal Proce-
dure Under State Constitutions, 73 N.Y.U. L. Rev. 880 (1998); Neil Coleman McCabe, State
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tions provide protections that are not found within the federal
constitution,” which was exactly the plan of the Founding Fa-
thers. We should allow it to flourish, and we should encourage the
laboratories of state governments as variations on the theme of
federalism. Even in political rhetoric, we are hearing much about
the vitality of state governments and their experiments that in-
form many public policy issues. No doubt, therefore, the federal
courts in the next century will continue to scrutinize carefully the
relationships among the various reservation clauses in the Consti-
tution, the Bill of Rights, and the enumerated powers of the fed-
eral government.

The offspring of Marbury v. Madison constitute one of the
first principles that will spawn a constant stream of litigation in
the next century, requiring the federal courts to police the bounda-
ries among the three branches of government. Complex society
means complex legislation. Complex legislation means much dele-
gation and much court interpretation. There is evidence today
that the courts are beginning to ask whether we have effectively
carried out our role in the area of agency review. Chevron' analy-
sis, which, even to the least knowledgeable attorney, is known as
a moniker for deference to agency interpretation, has governed
the last decade and a half. For all the right reasons, Chevron re-
quires that courts defer to agency interpretation when a statute is
ambiguous, or does not give specific mandates and leaves to
agency discretion the carrying out of the legislative directive.?
Since the demise of the old nondelegation doctrine?! and the rise of
the deference doctrine, few have questioned how far is too far in
deferring to agency expertise. In the last decade, one sporadically
sees Supreme Court and other federal court decisions that pay
particular attention to the precise statutory language and require
agency constraints that are faithful to that basic statutory lan-
guage.’? Sometimes the courts have proved the maxim that one
judge’s certainty is the next judge’s ambiguity. Inherent in this

Constitutions and Substantive Criminal Law, 71 TEmp. L. Rev. 521 (1998); G. Alan Tarr
and Robert F. Williams, Foreword: Western State Constitutions in the American Constitu-
tional Tradition, 28 N.M. L. Rev. 191 (1998). .

17 See, e.g., William J. Brennan, Jr., State Constitutions and the Protection of Individ-
ual Rights, 90 Harv. L. Rev. 489 (1977).

18 Marbury v. Madison, 5 U.S. (1 Cranch) 137 (1803).

19 Chevron v. Natural Resources Defense Council, 467 U.S. 837 (1984).

20 See id. at 842-43; see also, e.g., 1 Davis & PiERCE, supra note 6, § 1.7.

21 See generally 1 Davis & PEIRCE, supra note 6, § 2.6 (discussing the history of the
nondelegation doctrine).

22 See, e.g., City of Chicago v. Environmental Defense Fund, 511 U.S. 328, 334, 339
(1994) (finding municipal solid waste incinerator facility was excluded from hazardous
waste regulations, but ash generated by facility was not); Public Employees Retirement
System of Ohio v. Betts, 492 U.S. 158, 170-72 (1989) (rejecting agency interpretation of
term in Age Discrimination in Employment Act because the interpretation conflicted with
term’s plain meaning).
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renewed attention to agency review lies the question of what is
really a subject of agency expertise and what is simply statutory
language of common understanding. Recently I have been em-
broiled in a collegial battle over two different statutes, one of
which requires defining “grazing”® and one of which requires de-
fining “coal.”* Both of them, I argue in written opinions, are
terms very common to any elected legislator and, therefore, not
the kind of term Congress intended to leave to agency definition.?
Those cases are simply in the “stay tuned” category, but they pre-
sage a concern that I see woven through many recent cases about
clarifying the breadth of the Chevron doctrine. I think this whole
area of judicial review of agency action will, no doubt, constitute a
lively source of litigation in the next century, as agencies become
more and more specialized on more and more technical topics.

A constraint on the federal courts in this area will be their
sheer capacity to understand and effectively review some of the
issues that come before them. Appropriately, the federal courts
have been courts of generalist judges. I firmly believe they should
remain so. We have rarely, until very recently, even used special
masters or magistrates to try to sort out complex issues. In
agency review, as well as in complex civil litigation, the highly
technical nature of the issues that judges must decide will present
a special challenge to the federal courts. We began to feel these
problems in the latter half of this century, as we confronted the
effects of asbestos,?® the ravages of tobacco,” and the pricing
mechanisms in the deregulation of the energy industry.?® Those
problems will look like very simple fact patterns when compared
with the ever-increasing sophistication of the technology that will
come to us in the 21st century. For example, Judge Thomas
Penfield Jackson, who is hearing the Microsoft antitrust case in
the District of Columbia, has had to learn volumes about com-
puter operating systems and software programming and develop-
ment. That case is just a beginning. Somehow, the federal courts

23 See Public Lands Council v. Babbitt, __ F.3d ___, 1999 WL 64802 (10th Cir. Feb. 8,
1999).

24 See Southern Ute Indian Tribe v. Amoco Prod. Co., 151 F.3d 1251 (10th Cir. 1998),
rev'd, __U.S. __, 191 S. Ct. 1719 (1999).

25 See Public Lands Council, 1999 WL 64802, at *24, 31-33 (Tacha, J., dissenting);
Southern Ute Indian Tribe, 151 F.3d at 1267 (en banc) (Tacha, J., dissenting).

26 See, e.g., Amchem Prods. Inc. v. Windsor, 521 U.S. 591 (1997), affg 83 F.3d 610 (3d
Cir. 1996).

27 See generally Jamey Pregon, Casualties of the War on Tobacco: Can Farmers Sur-
vive the Anti-Tobacco Onslaught?, 3 DRAKE J. AGric. L. 465 (1998) (summarizing the his-
tory of tobacco litigation); Richard A. Daynard & Graham E. Kelder, Jr., The Many Virtues
of Tobacco Litigation, TriaL, Nov, 1998, at 34.

28 See Robert J. Michaels & Arthur S. DeVany, Market-Based Rates for Interstate Gas
Pipelines: The Relevant Market and the Real Market, 16 ENgrcY L.J. 299 (1995).
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will have to be equipped to review very complex cases in a mean-
ingful and constitutionally appropriate way.

My final constitutionally based principle is that of an edu-
cated citizenry capable of governing itself. Here, although all of us
have a role to play, I believe that the courts, and judges particu-
larly, have an especially important one. Although I have not been,
and still am not, an advocate of allowing cameras in federal court-
rooms, I am a zealot for judges and lawyers taking on a renewed
role as advocates for the rule of law. In my view, in the last cen-
tury, lawyers, for important and correct reasons, became so preoc-
cupied with the financial imperatives of the profession that, to
some extent, we retreated from the public lives of our communi-
ties. At the turn of this century, and up until World War II, law-
yers dotted school boards, city councils, and civic groups of all
kinds. It is my belief that, since that time, the numbers of lawyers
in active volunteer and elected public service has plummeted. The
profession is simply not as active in the civic life of our communi-
ties, nor in the lives of our young people, as we once were. Judges
share the blame. In the crush of ever-increasing caseloads, and
out of a concern for conflicts of interest or appearances of impro-
priety, we judges have retreated into our courtrooms, and off the
highways and byways of the nation. Who better than the lawyers
and the judges, who are trained in the law, to begin to re-infuse
into the national conscience both an understanding of and a re-
spect for this rule of law and this system of government that has
served us so well? We are the best equipped for this public educa-
tion process. Indeed, many of the Constitution’s Framers and first
advocates were themselves lawyers,? and they made their case for
the Constitution in a public manner, through the publication of
the Federalist Papers. We each must be a millennial Publius.

We need to get back in the schools, back in the Boy Scout and
Girl Scout Troops, at the Boys’ Clubs and Girls’ Clubs, in the Ro-
tary Clubs—everywhere we can be—articulating the basic princi-
ples that underlie the important guardians of our system. How
many of you have been at cocktail parties or other adult gather-
ings in which someone voiced the popular view, “How can they let
the criminals go?” How many of you articulated the basic princi-
ples that underlie Fourth Amendment protections or Sixth
Amendment protections or the myriad of constitutional protec-
tions that are so important to our freedoms, and yet often entirely
unknown or misunderstood by the general population? Similarly,
in the wake of highly celebrated trials during which commentators

29 Over 30 of the 55 participants at the Constitutional Convention were lawyers. See
Irah Donner, The Copyright Clause of the U.S. Constitution: Why did the Framers Include
It with Unanimous Approval?, 36 Am. J. LEcAL Hist. 361, 374 (1992); ForrEST McDONALD,
Novus Orpo SeEcLoruM 220 (1985).
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questioned the jury system, how many of us have been in the civic
clubs and in the classrooms describing why we have a jury system
and what its values are? Our jury system was designed to help
guard individual sovereignty. As a nation, we cannot afford to for-
get the checks and balances built into our system. An educated
citizenry has little to do with individual cases, but everything to
do with whether the courts and the rule of law can persist through
the 21st century. We must see ourselves as civic educators. I say
we have a massive undertaking on our hands.*

Those first principles were a set of heady historical and con-
stitutional predictors. My next set of predictors derives from the
nature of the courts themselves. Courts move at a slow and delib-
erate pace. Cataclysmic change is rare in the third branch of gov-
ernment. Instead, on a case by case, statute by statute, litigant by
litigant basis, the courts have moved the law forward in a gradual,
ever-evolving way. Once in a long while this gradual evolution
results in cataclysmic change. To get from Plessy v. Ferguson®' to
Brown v. Board of Education® took more than a half a century.
We cannot know today precisely what opinions of the latter 20th
century will form the beginning steps in an inexorable march to
some similar monumental change in our understanding of the
law. I am certain, however, that the deliberative pace of change in
the judicial branch will not alter greatly in the next century. The
work of the courts inevitably follows the work of the other two
branches of government, and continues to play out many years af-
ter the executive or legislative branches have acted. The 21st cen-
tury will be no different. Similarly, the personnel in the executive
and legislative branches changes rather dramatically every four
or eight years. Not so in the courts, for within the judicial branch
of the federal government is a check and balance system of its
own. Due to lifetime appointments and the political forces in the
appointment process, courts are composed of judges appointed by
several administrations and confirmed by several different Senate
majorities. Often, the leadership in the judiciary was appointed
by a President of a different political party than the one currently
occupying the office. Thus, a part of the largely invisible vitality of
the judiciary is the interplay among different kinds of individuals
with different backgrounds who continue to interact in the judicial
branch long after those who put them there have disappeared
from the political scene—in a sense, keeping the leaders of the
recent past in constant, robust conversation with those of the
present.

30 See generally Deanell Reece Tacha, Renewing Our Civic Commitment: Lawyers and
Judges as Painters of the the “Big Picture,” 41 U. Kan. L. Rev. 481 (1993).

31 Plessy v. Ferguson, 163 U.S. 537 (1896).

32 Brown v. Board of Educ., 347 U.S. 483 (1954).



18 Chapman Law Review [Vol. 2:7

Although this situation is a result of politics, it is also a coun-
terbalance against prevailing political pressures, and one of the
hidden geniuses behind our system of government. The long ten-
ure of most federal judges, particularly as we live longer and
longer, gives a continuity and a balance to the third branch of gov-
ernment that rarely moves far off a gradual centrist approach to
decisionmaking. Another way of saying it is that the judiciary, by
its very nature, is a correction built into the system to calm polit-
ical winds that might otherwise develop into destructive storms.
Some describe the courts as an anchor. De Tocqueville noted that
lawyers in the common law system tend to be a stabilizing force;*
the judiciary serves a similar function for our government. I see
no evidence that there is likely to be any change in the basic struc-
ture of our judicial branch of government. Thus, we can continue
to expect, just as we have for 200 years, that the federal courts
will, in their plodding, deliberative way, keep on the same path
that was begun with the Constitution and the Judiciary Act of
178934

Courts will continue to change at a very gradual pace, but we
will change. Here I look at the way that we do business. I do not
have to tell you that the caseload in the federal courts, and in
every state court in this nation, is escalating at an almost aston-
ishing rate, without a concomitant rise in the numbers of judges.
The political, and even fiscal, ability of the federal Congress and
the state legislatures will never be able to add judges, courtrooms,
and staff on any formula that is consistent with the growth of the
caseload into the next century. Although there will be a gradual
increase, as public budgets allow, of these emblems of the judicial
branch, the caseload will continue to escalate at an ever-increas-
ing pace, requiring dramatic changes in our methods of operating.
Some attempts have been made in this century to begin to address
this explosion of litigation. In 1938, reforms in the Federal Rules
of Civil Procedure encouraged open communication of evidence
and early settlement based on better predictability of trials.?* The
notion of judicial case management began to emerge around
1970.%¢ The whole explosion in privatized case management, me-
diation, arbitration, and alternative dispute resolution of the lat-
ter part of this century has been a response to delay and heavy
caseloads. Congress passed the Civil Justice Reform Act in 1990

33 See ALExis DE TocQUEVILLE, DEMOCRACY IN AMERICA 267-70 (J.P. Mayer ed. &
George Lawrence trans., Harper & Row, 1st Perennial Library ed. 1988).

34 Act of Sept. 24, 1789, 1 Stat. 73 (1789).

35 See Paul D. Carrington, Virtual Civil Litigation: A Visit to John Bunyan’s Celestial
City, 98 Corum. L. Rev. 1516, 1518 (1998).

36 See id. at 1519.
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in an attempt to address the problems of delay in civil litigation.®”
Videotaped depositions began to be used in federal court in 1993.38

Just this last year, my court, the Tenth Circuit, began to ex-
periment with videotaped oral arguments. In a recent law review
article, Professor Paul Carrington of the Duke Law School talks
about “virtual civil litigation,” and speculates that there may come
a time when both trial and appellate courts are “virtual court-
rooms,” where everyone is electronically connected and very little
is done on a face-to-face, personal basis.?® I have great respect for
Professor Carrington, but I do not think that our justice system
will ever go that far. I know that we will increasingly use technol-
ogy to try to cut delays, speed the caseload, and minimize costs.
After just a few opportunities to be involved in videotaped argu-
ments, I am absolutely certain that the entirely electronic court-
room, where no one actually appears in person, will not be the
prevailing model, even throughout the 21st century. That model
will, of course, have its place. Videotapes will be commonplace.
Faxed and electronically transmitted information, filings, and doc-
uments will be the norm. Good litigation skills will be defined
quite differently in the 21st century than they are today. In place
of the archetypal vigorous advocate before a jury, or analytical
and thoughtful argument in an appellate court, the premium will
be on precise and focused communication, facility with electronic
devices of all kinds, and the use of technology as an advocacy and
analytical tool. I am skeptical, however, that technology can ever
adequately replace face-to-face contact with juries and judges, for
it is in the nature of credibility that we be there at the trial. It is
in the nature of an appellate argument that we converse with each
other. We can do some of that with videotape. My experience
thus far is that videotape is not as informative for the judge, nor
as effective for the advocate, as an oral argument presented per-
sonally. I also worry about the collegial relationships among ap-
pellate judges who are distanced and connected only by three or
nine video hookups. In my opinion, collegiality is also an impor-
tant qualitative factor in our work.

Focusing specifically on appellate courts for a moment, you
are no doubt aware that the Commission on Structural Alterna-
tives for the Federal Courts of Appeals, which was appointed by
Congress a couple of years ago, and chaired by Justice White, re-

37 Civil Justice Reform Act of 1990, Pub. L. No. 101-650, 104 Stat. 5089 (1990) (codi-
fied as amended at 28 U.S.C. §§ 471-482 (1994)) (requiring each federal district court to
develop and implement a civil justice expense and delay reduction plan for the purposes of
improving case management, reducing litigation costs, and promoting efficiency).

38 See Carrington, supra note 35, at 1521.

39 See generally id. at 1524-37.
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cently submitted its report.*® Concerns about the size of the Ninth
Circuit spurred much of this report, but the Commission studied
all of the circuit courts in the nation. The recommendations con-
tained in that report underscore my gradual change theory. The
Commission recommends no specific changes in the geographic
boundaries of circuits,*' thus confirming my predictor that change
in the federal courts will take place gradually. The Commission
does, however, recommend that the circuit courts look at new
ways of handling en banc proceedings and summary disposi-
tions.*? All of the recommendations go to more flexibility and
more capacity in the federal courts of appeals, without losing the
qualitative benefits of collegial courts.

My final set of predictors is much more demographic, much
more obvious, and no less compelling. They relate to who we are
and how we will live in the 21st century. I have said that the
Federal Reporters are filled with the history of the people of this
nation, and if one looks carefully at the stories in those cases, one
sees a mirror image of life on the highways and byways of
America. So we need to look as a predictor at those highways and
byways of America in the 21st century. What will we be like? 1
will not bore you with all the statistics, but I will tell you what you
already know. The first is that we will live closer and closer to-
gether. It is estimated that by the year 2025, 59% of the world’s
population will live in urban areas compared with 32% in 1955.4
The number of mega-cities, that is, populations exceeding 10 mil-
lion, will increase from one in 1955, to 20 or 30 within the next 15
years.** In my part of the country, the number of farms is decreas-
ing at an ever more rapid rate. Thus, we’ll rub elbows and shoul-
ders, be in traffic, confront the sanitation problems, and suffer the
effects of a growing world population in ways unknown in the 20th
century. This forecast has implications for immigration, employ-
ment, schools, every aspect of our economy, and how we live
together.

Second, information and communication technology will give
us the increasing ability to do technologically those things that
were unimaginable in this century. That technology will have its
extraordinary positive effects and its debilitating negative effects.
Federal courts will have to be right there with that development of
technology—a challenge we have only begun to face.

40 COMMISSION ON STRUCTURAL ALTERNATIVES FOR THE FEDERAL COURTS OF APPEALS,
FinaL ReEporT (1998).

41 See id. at 59-62.

42 See id. at 62-64.

43 See World Health Organization, Health Futures: Creating a Healthier Future Now,
Fururist, Jan. 1999, at 64.

44 See id.
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The health issues of this population will change enormously.
For example, the World Health Organization expects that tobacco
will kill 10 million per year by the year 2025.45 In industrialized
countries, heart disease, stroke, and cancer will remain the lead-
ing causes of death, although the long-term total deaths from
heart disease and stroke will decline while deaths from some can-
cers, no doubt spurred by carcinogens, will increase. The growing
threat of emerging infectious diseases, such as HIV, AIDS, and
Hepatitis C, likely will continue to escalate because of antibiotic
resistence and changes in human behavior. Technology will dra-
matically affect issues relating to life’s beginning and life’s end.
Additionally, environmental issues, some of which are known and
many of which are not known, will emerge as critical policymak-
ing issues for the future. The continuing deterioration of the envi-
ronment, along with a lack of adequate water for the world’s
population and a lack of renewable energy resources, will increas-
ingly drive foreign policy and public decisionmaking generally.

In each of these demographic facts lie legal dilemmas that
will be foisted upon the federal courts. The boundaries between
ethical choices and scientific decisionmaking will become more
and more blurred with the resulting ambiguities in our under-
standing of that which is right and that which is destructive.
Thus, courts will be thrust into the chasm of those ambiguities to
try to help society make some of its most difficult decisions.

The inescapable demographic fact is that we will be very di-
verse. Now, here in Southern California diversity may be the
norm already, but in most of the nation and, I think it is true, in
many of the power bases of the nation, diversity has not become a
reality. Learning to live and govern together in such a heteroge-
neous society may constitute the greatest challenge of the next
century, and we’ll see its reflections in the courts. Just as Brown
v. Board of Education changed the landscape in this century,
there will be decisions in the not so distant future that will have a
similar millennial cataclysmic effect on the way we live out our
national ideals together.

Finally, the days of nations that live their economic lives
within their boundaries are over for good. The 20th century has
taught us that we could not live within our boundaries in carrying
out our relationships with the rest of the world. Instead, we en-
gaged in two world wars, the Korean war, the Vietnam conflict,
and hundreds of unnamed skirmishes in the name of freedom and
national integrity. Freedom and national integrity will be no less
important in the next century, but we will be forced to seek new

45 See Lucien J. Dhooge, Smoke Across the Waters: Tobacco Production and Exporta-
tion as International Human Rights Violations, 22 Forpuam INT'L L.J. 355, 358 (1998).
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ways to relate with each other in an international economic and
social culture, while still preserving the integrity of our national
systems of government. It is clear from current world events that
this will be a challenge indeed. Again, the courts of this nation
will feel the effects. Today, in the onslaught of immigration and
political asylum cases, we are increasingly feeling the reverbera-
tions of unstable economies and governments around the world.

Now let me speculate a bit on what effects these demographic
factors will have on the federal courts. Some are so obvious as to
seem elementary. We will live in a very crowded society. The ef-
fects of crowding alone will have a massive impact on the federal
courts. In a crowded society, crime is more prevalent, particularly
when that society has an ever-increasing gap between the haves
and have nots. Thus, I see no evidence that there will be a tailing
off in the 21st century of attention to law enforcement and the
consequent adjudication of criminal cases. Today, approximately
a quarter of the federal court caseload is devoted to criminal cases
and cases brought by prisoners.*® The proportion of the load of the
federal courts devoted to these cases has increased dramatically
during the last 20 years. That trend shows no sign of abating
significantly.

The effects of crowding are far more expansive than criminal
activity. Individuals will seek to vindicate their rights against the
government and against each other at an ever-increasing rate. In
the last decades of this century, actions are being brought under
42 U.S.C. § 1983 for violations of constitutional rights at an un-
precedented rate.*” In these cases, citizens are alleging that the
government, in a myriad of ways, is trampling upon their individ-
ual sovereignty. They are claiming constitutional rights, some
meritorious and some not, but almost all the result of closer
proximity.

We will also be brought closer together with people very dif-
ferent from ourselves, with the resultant ugly side of discrimina-
tion, harassment, and intolerance. Through federal anti-
discrimination laws, beginning with those famous Reconstruction-
era civil rights acts*® and continuing through the Civil Rights Act

46 See Nature and Number of Civil Suits Filed in the Federal Courts in 1995 (chart),
Nat'L LJ., Aug. 26, 1996, at A5 (reporting 63,550 prisoner petitions out of 248,335 civil
actions filed in federal courts in 1995); see also Daniel J. Juceam, Privatizing Section 1983
Immunity: The Prison Guard’s Dilemma After Richardson v. McKnight, 117 S. Ct. 2100
(1997), 21 Harv. J.L. & Pus. PoL'y 251, 264 n.85 (1997) (noting that in some U.S. district
courts, up to 34% of the caseload consists of prisoner lawsuits).

47 Indeed, in 1966, the number of prisoner cases filed was only 218, see William Ben-
nett Turner, When Prisoners Sue: A Study of Prisoner Section 1983 Suits in the Federal
Courts, 92 Harv. L. Rev. 610, 611 (1979) (noting that federal courts did not report this
statistic until 1966), compared with 63,550 in 1995, see supra note 46, a 2910% increase.

48 See The Civil Rights Act of 1866, ch. 31, 14 Stat. 27 (1866) (codified as amended at
42 U.S.C. §§ 1981-1982, 1987-1989 (1994)); The Enforcement Act of 1870, ch. 114, 16 Stat.
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of 1964*° and the Americans With Disabilities Act of 1990,%° Con-
gress has been active in trying to provide redress for acts of dis-
crimination and harassment. No doubt those statutes and others
will continue to be central in the litigation of the federal courts in
the next century as we live and work more and more closely with
people who are evermore different from each other in language,
ethnicity, and personal characteristics.

Perhaps nothing will affect the federal courts more than the
explosion of the technological age and the specialization it spawns.
From patent and trademark to antitrust, and from securities
transactions to tax questions, technology will bring into the court-
room and into appellate records complex factual considerations
that will tax the abilities of the federal courts to continue to make
informed decisions. The use of experts has become commonplace
and will increasingly be a staple of the 21st century courtroom.
Drawing lines between the appropriate and inappropriate use of
experts, and, at the same time, minimizing the costs of litigation,
will be challenges of their own. The Supreme Court’s Daubert®
case, which most recently addressed the gatekeeper function of
the federal courts in qualifying experts, forms just the beginning
of a long and torturous process of attempting to ensure that the
decisionmakers receive adequate information for fair and impar-
tial decisionmaking, without escalating the cost and complexity of
litigation beyond the capacity of litigants, judges, and juries.*®
Again, the lawyer of the future will necessarily have a new set of
skills. She will be one who can simplify explanations, diagram
problems, and clarify complex fact situations. For legal education,
this new model of the successful lawyer suggests very new educa-
tional approaches.

There is a bright light in all of this. One of the reasons I love
being a judge, and the reason I hear cited most often by my col-
leagues, is that we never get bored. Well, the 21st century will
present us with such new concepts, facts, and legal situations that
it is quite clear that we will never get bored. I think the federal

140 (1870) (repealed 1894); The Civil Rights Acts of 1871, ch. 22, 17 Stat. 13 (1871) (codified
as amended at 42 U.S.C. §§ 1983, 1985-1986 (1994)); and The Civil Rights Acts of 1875, ch.
114, 18 Stat. 335 (1875) (declared unconstitutional in The Civil Rights Cases, 109 U.S. 3
(1883)).

49 Civil Rights Act of 1964, Pub. L. No. 88-352, 78 Stat. 241 (1964) (codified in scat-
tered sections of 5 U.S.C., 28 U.S.C. & 42 U.S.C.).

50 Americans with Disabilities Act of 1990, Pub. L. No. 101-336, 104 Stat. 327 (1990)
(codified as amended at 42 U.S.C. §§ 12101-12189, 12201-12213 (1994)).

51 Daubert v. Merrell Dow Pharm., Inc., 509 U.S. 579 (1993).

52 The Supreme Court recently held that the gatekeeping function served by the trial
judge under Fed. R. Evid. 702 applies to testimony based on technical and other specialized
knowledge as well as scientific knowledge. See Kumho Tire Co. v. Carmichael, ___U.S.__,
1999 WL 152455 (Mar. 23, 1999). Thus, trial judges have the discretion to consider one or
more of the Daubert factors, and any other appropriate conmderatlons, in determining the
reliability of expert testimony.



24 Chapman Law Review [Vol. 2:7

judiciary is up to the challenge, but it will be a challenge indeed to
keep up with subject matter of litigation.

Similar to technological challenges, the health issues of the
21st century will have a predominant place in litigation in the fed-
eral courts. We have, in this century, been intimately involved
with every development in medical science and research. From
reviewing approval procedures in agencies, to determining disabil-
ities, to valuing the catastrophic effects of new procedures gone
wrong, the federal courts have been thrust into the middle of the
medical and health advances of this century. That trend will only
escalate in the 21st century. The spread of new infectious dis-
eases will raise the specter of the injection of government and gov-
ernment agencies into more and more regulation, sanitation, and
environmental factor cases.

This century, we dealt with all of the CERCLA® and environ-
mental clean-up issues that were the result of our lack of knowl-
edge about the potent dangers of dumping various hazardous
substances. The environmental challenges of the next century
will make CERCLA cases look easy. The threat of ozone deterio-
ration, climate change, lack of water, loss of species, and rampant
carcinogens will be at the forefront of federal court litigation in
the next century.

Also related to the health issues will be the inevitable human
decisions stemming from advances in technology. Federal courts
in this century were the cauldrons in which the questions of abor-
tion®* and right-to-die boiled.>® In the next century, those will be
but a few of the volumes of new decisions that must be made. Who
gets organ transplants, who will make the decisions with respect
to genetic selection, what rights does the government have in
making choices about drugs, therapies, technologies, and the like
will all have to be decided. The implications of cloning and genetic
engineering are only beginning to infuse our consciousness. Those
decisions will no doubt pervade the lives of the federal courts over
the next century. Within the last year, major national conferences
were held that brought together scientists from the Human Gen-
ome Project and federal and state judges to try to begin to think
about the legal principles that might help us to guide the law and
the courts into this new world of medical and scientific break-
throughs.’ At the end of those conferences, I wish you could have

53 Comprehensive Environmental Response, Compensation, and Liability Act (CER-
CLA), 42 U.S.C. §§ 9601-9675 (1994).

54 See, e.g., Roe v. Wade, 410 U.S. 113 (1973); Planned Parenthood v. Casey, 505 U.S.
833 (1992).

55 See, e.g., Cruzan v. Director, Mo. Dep’t of Health, 497 U.S. 261 (1990); Washington
v. Glucksberg, 521 U.S. 702 (1997).

56 These conferences include: The Human Genome Project: Science, Law, and Social
Change in the Twenty-first Century, held on April 23, 1998, in Cambridge, Massachusetts,
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seen both the excitement and the sheer terror of both the judges
and the scientists as they thought of the implications for humane
society that the decisions in this area will have. Indeed, just as
science threatens to outrun our ethics, it threatens to outrun the
law.

The globalization of the world economy means the 21st cen-
tury will be the century in which the federal courts finally have to
learn international law. As you are no doubt aware, the United
States has not been a signatory to many of the major international
compacts. Even where we were signatories, these international
compacts barely affected the work of the federal courts. Once in a
while, we have seen a forum non conveniens case or an interna-
tional contract. Rarely have we seen the principles of interna-
tional law, and even more rarely have we applied them. In my
view, it is inevitable that just as the Euro has burst upon the Eu-
ropean market, international law will burst upon the world. Com-
panies have become multinational and business is globalizing.
Though I doubt that we will ever transform totally toward a civil
law model, we have gradually done so over this century, moving
more and more towards statutory causes of actions and away from
the common law model. The infusion of international compacts,
treaties, and agreements will no doubt move us even further in
that direction. For example, the Vienna Sales Convention of
1980,%” which the United States has signed, replaces the Uniform
Commercial Code in many international business transactions.
Whether or not the United States becomes signatory to additional
significant international compacts, there is absolutely no doubt
that regulatory issues, contracts, and technological exchange will
propel even the federal courts of the United States into the world
market of ideas and legal principles.

The Internet is a powerful reminder of the international sig-
nificance of legal principles uniquely national in character. The
Internet knows no national boundaries and renders everyone with
net access a speaker and a publisher. The leafleting of the consti-
tutional era are the web pages of today. The application of the
First Amendment, so sacrosanct in American history, will neces-
sarily impinge upon the people and sovereign powers of nations
far beyond our borders. The values related to respect for national
integrity will be challenged mightily by the worldwide flow of
information.

Finally, to how the federal courts will do this work! One pre-
diction I feel reasonably safe in making is that the first few years

and Courts and the Challenge of Genetic Testing, held on Oct. 21-24, 1998, in Snowbird,
Utah.

57 United Nations Convention on Contracts for the International Sale of Goods, Apr.
11, 1980, U.N. Doc. A/CONF. 97/18, Annex I, reprinted in 19 1.L.M. 668.
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of the 21st century, and perhaps the entire century, will be con-
sumed in large measure with trying to promulgate and adopt new
rules for electronic courtrooms, virtual trials, and all of the ramifi-
cations of technology for the operation of the courts. I am also
reasonably certain that, just as the need for big libraries with
books will be gone, so will the need for big courtrooms and court-
houses. But what a treasure civilization will have lost if we allow
ourselves to be captured wholesale by the enticements of a com-
plete transformation to a technological way of doing things. Just
as the rare scrolls of long ago have been so important in informing
us, so will our books and courtrooms be emblems of this century,
of the achievements of civilized society for the future. The courts,
I suspect, as they always have been, will be foot draggers—plod-
dingly, glacially moving into the 21st century in a way that does
not produce many cataclysms, but allows the hours to tick forward
case-by-case, building upon 200 years of history. That is how we
have operated; that is how I predict we will operate. We will, in
some ways, be an appropriate drag on the system as we attempt to
balance our reliance upon the past with the protection of the
dreams of the future.

So who will we be, the judges, the lawyers, and the litigants of
the 21st century? We will be the people that Thomas Jefferson,
Benjamin Franklin, John Adams, and Abigail Adams, placed their
faith in over 200 years ago. We will be the millennial patriots.
We will need to recognize that the millennium represents two
equally important points in time: the cataclysmic change of a
thousand years and the single tick of a minute. The federal courts
will be there doing both.

I leave you with an important admonition: we in the federal
courts will be able to carry out our historic function only if you will
join with us in a profession-wide effort to reinvigorate our national
understanding of the “first principles” that have preserved the leg-
acy of freedom that has been ours to enjoy in this century. Some
years ago I wrote a poor imitation of a Dr. Seuss poem about the
legal profession. In that poem, after reflecting on the evolution of
his legal career, the wise old senior partner of a prosperous large
law firm flings open the door of his office and regales the young
associate with the admonition that I leave you with tonight to
take us into the 21st century:

You lawyers are the keepers of the dreams of the world
You've watched as repressions and dictators swirled
You know that the freedoms that served you so well
Are the words of the story that you now must tell.®®

58 See Deanell Reece Tacha, The Tale of Widget and P: A Story of the Legal Profession,
Kan. J.L. & Pus. PoL'y, Spring 1993, at 127, 130 (1993).



SYMPOSIUM:
FEDERAL TAX POLICY IN THE
NEW MILLENNIUM

Introduction

Frank J. Doti*

Our federal income tax law is under the strongest attack since
the Sixteenth Amendment was ratified in 1913. The most vocal
assaults began during the 1996 presidential campaign, most nota-
bly with candidate Steve Forbes’ call for a flat tax to replace the
current structure.! Voters were told that under a flat tax most
taxpayers would be able to file a postcard size tax return each
year.? The calls for reform peaked when the House of Representa-
tives passed the Tax Code Termination Act of 1998.> The Act
called for repeal of the tax code by December 31, 2002, provided
that an alternative system was in place by July 4, 2002. Although
the vote was fairly close at 219-202, and the bill was passed dur-
ing a congressional election year, the Act is symbolic of the frus-
trations of Congress with the current federal income tax system.

The federal income tax had a very humble beginning in 1913.
The entire law consisted of only 14 pages,* and the first individual
income tax return (Form 1040) was a mere three pages with one

* Professor of Law and Director, Tax Law Institute, Chapman University School of
Law.

1 See Ernest Tollerson, Bowing Out: Forbes Quits and Offers His Support to Dole,
N.Y. TiMes, Mar. 15, 1996, at A26 (recapping Steve Forbes’ campaign for the presidency).

2 See RoBERT E. HALL & ALVIN RaBusHKA, THE FLAT Tax 52 (2d ed. 1995) (the flat tax
proposals of both Steve Forbes and Congressman Armey were based on the Hall and
Rabushka proposal).

3 Tax Code Termination Act of 1998, H.R. 3097, 105th Cong. (1998).

4 Tariff of 1913, ch. 16, § II, 38 Stat. 114, 166-81 (1913).
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page of instructions.®? Now there are more than 2,700 pages in the
Internal Revenue Code and about 400 schedules and forms.® Ob-
viously much has changed since 1913, with the federal govern-
ment’s appetite for revenue significantly enhanced by two world
wars, military defense, Social Security and welfare programs, and
interest on the public debt from deficit spending.

Since Congress recodified the Internal Revenue Code in
1986,” there have been significant amendments in 1990,% 1993,°
1996,° 1997, and 1998."% Congress has been extremely active,
with major income tax law changes in every year since the 1996
campaign debates about tax reform. Curiously, instead of adopt-
ing a revolutionary new tax scheme, Congress has refined the
present system and added to its complexity. The system has be-
come so complex that some political pundits have speculated that
it is all a ploy by Republican congressional leaders to scuttle the
whole system by causing complete exasperation within the
populace.’®

As evidenced by the Tax Code Termination Act of 1998, the
political winds of change are in the air as we get closer to the new
millennium. Although calls for tax reform have subsided since the
November 1998 congressional elections and the preoccupation of
Congress with the impeachment process in early 1999, there is
little doubt that tax reform will again be a battle cry of politicians
during the presidential campaign in the year 2000.

Chapman University School of Law has a mission to develop a
tax law concentration of distinction. To that end, Chapman offers
a tax law emphasis program as an integral part of the J.D. curric-
ulum. Chapman is also the only law school in California, and one
of only 12 American Bar Association-approved law schools in the
nation, that participates in the United States Tax Court clinical

5 See Sharon C. Nantell, A Cultural Perspective on American Tax Policy, 2 Cuap. L.
REev. 33, 90-93 (1999) (Appendix reproducing 1913 Form 1040).

6 See U.S. GENERAL AccounTING OFFICE, REPORT No. GGD-98-37, TaAXx ADMINISTRA-
TION: POTENTIAL IMPACT OF ALTERNATIVE Taxts oN TAXPAYERS AND ADMINISTRATORS 39-40
(1998).

7 Tax Reform Act of 1986, Pub. L. No. 99-514, 100 Stat. 2085 (1986).

8 Omnibus Budget Reconciliation Act of 1990, Pub. L. No. 101-508, 104 Stat. 1388
(1990).

9 Omnibus Budget Reconciliation Act of 1993, Pub. L. No. 103-66, 107 Stat. 312
(1993).

10 Small Business Job Protection Act of 1996, Pub. L. No. 104-188, 110 Stat. 1755
(1996).

11 Taxpayer Relief Act of 1997, Pub. L. No. 105-34, 111 Stat. 788 (1997).

12 IRS Restructuring and Reform Act of 1998, Pub. L. No. 105-206, 112 Stat. 685
(1998).

13 See Jonathan Chait, The Flat Tax Scam: What Dick Armey Doesn’t Want You to
Know, NEw ReruBLIC, Dec. 15, 1997, at 24.

14 See supra note 3.
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education program. Our law students handle actual cases dock-
eted with the court on a pro bono basis.

For a law school with taxation law as a component of its mis-
sion statement and curriculum, we accordingly focus this issue of
the Chapman Law Review on a critical examination of our present
federal income tax system and possible alternatives. Chapman is
proud to have sponsored the Second Annual Tax Law Institute on
November 12-13, 1998. On November 13, 1998, the topic was
“Federal Tax Policy in the New Millennium.” Distinguished tax
law policymakers, professors and scholars from around the coun-
try came together to present their ideas, research and analyses
with respect to federal tax reform. The participants included
Jonathan Talisman, Deputy Assistant Secretary for Tax Policy,
Department of the Treasury; Professor Sharon C. Nantell, Chap-
man University School of Law; Professor Barbara H. Fried, Stan-
ford University Law School; Professor Jonathan Barry Forman,
University of Oklahoma College of Law; Professor Edward J. Mc-
Caffery, University of Southern California Law Center; Professor
Alan Schenk, Wayne State University Law School; and Professor
Lawrence Zelenak, University of North Carolina School of Law.

Chapman is pleased to have these respected educators and
scholars present their in-depth legal and economic analyses in
this law review. We are confident that readers will find these
works to be at the cutting-edge of a philosophical and critical
study of the alternatives to the most significant tax law in the his-
tory of mankind.

Although the scholars may differ on some issues, they all
agree that the Congress should carefully explore alternative
schemes before scrapping our current income tax law. Our cur-
rent law is primarily a byproduct of the 1954 Internal Revenue
Code, with an inordinate number of refinements since then. Even
House Majority Leader Richard Armey, one of the leading advo-
cates of a flat tax, does not support a new tax plan that is entirely
free of loopholes.?® Also, many of his colleagues are critical of any
plan to end the deductions for home mortgage interest and chari-
table contributions.®* These inconsistencies are just the tip of the
iceberg when one tries to sort out the drawbacks of revolutionary
tax reform.

15 H.R. 2060, 104th Cong. (1995) (Congressman Armey’s flat tax proposal, excluding
investment income from the tax base, and providing for substantial personal and depen-
dent standard deductions).

16 See, e.g., The National Commission on Economic Growth and Tax Reform, Un-
leashing America’s Potential: A Pro-Growth, Pro-Family Tax System for the 21st Century,
reprinted in 70 Tax NoTes 413 (1996) (commonly referred to as the “Kemp Commission
Report”).
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Further confusing the colloquy is a commonly held belief that
high income taxpayers are able to shelter much of their income
from taxation. In truth, the current income tax law is remarkably
efficient in taxing the rich. On December 14, 1998, the nonparti-
san Congressional Joint Committee on Taxation released a report
showing that individual taxpayers with incomes over $100,000,
less than 10% of the total population, are projected to pay 62.4% of
the total income tax burden in 1998." The ability of high income
taxpayers to shelter their incomes diminished to a great extent as
a result of the Tax Reform Act of 1986, followed by further in-
creases in the burden on the wealthy in the 1990 and 1993 tax
acts.'

Nevertheless, along the way the federal income tax has be-
come a very complex law.?® Even the experts who make a living
interpreting and applying tax law for their clients have voiced
frustrations at the inordinate complexities. The American Bar As-
sociation and American Institute of Certified Public Accountants
have called on Congress on numerous occasions to simplify the in-
come tax law.?!

Consequently, as we enter a new millennium, we urge the
policymakers to study the works in this law review. The current
tax law is fundamentally sound in my view, but we need a compre-
hensive overhaul to eliminate the complexity.?? Much of the con-
voluted state of the law is due to tinkering by Congress to placate
powerful lobbying groups and satisfy purely partisan political
goals. We can only hope that the Congress can at last overcome
the pressures of lobbyists and partisanship and erase from the In-
ternal Revenue Code all of the needless complexity.

17 JoiNT CoMmMITTEE ON TAXATION, ESTIMATES OF FEDERAL TAXx EXPENDITURES FOR Fis-
cAL YEARs 1999-2003, at 25 tbl.2 (JCS-7-98 1998).

18 Tax Reform Act of 1986, Pub. L. No. 99-514, 100 Stat. 2085 (1986) (major changes
included the repeal of income averaging and the regular investment tax credit, new limita-
tions on tax shelters, limitations on the deductibility of nonbusiness interest, and the addi-
tion of a new generation skipping transfer tax).

19 Omnibus Budget Reconciliation Act of 1990, Pub. L. No. 101-508, § 11101, 104
Stat.1388, 1388-403 to 1388-405 (1990) (increasing the highest individual tax rate to 31%);
Omnibus Budget Reconciliation Act of 1993, Pub. L. No. 103-66, §§ 13201-13202, 107 Stat.
312, 457-61 (1993) (increasing the highest individual tax rate to 39.6%).

20 See, e.g., Deborah L. Paul, The Sources of Tax Complexity: How Much Simplicity
Can Fundamental Tax Reform Achieve?, 76 N.C. L. Rev. 151 (1997).

21 See, e.g., Michael C. Durst, Report of the Second Invitational Conference on Income
Tax Compliance, 42 Tax Law. 705, 728-30 (1989) (discussing the impact of complexity in
fostering noncompliance, and advocating a pilot project with other professional groups to
advise Congress of potential problems with complexity of pending tax legislation); Impact
of Complexity in the Tax Code on Individual Taxpayers and Small Businesses: Hearing
Before the Subcomm. on Quersight of the House Comm. on Ways and Means, 105th Cong. 31
(1998) (statement of Michael Mares on behalf of the American Institute of Certified Public
Accountants); AICPA Submits Tax Simplification Recommendations, Tax Notes Tobpay,
May 15, 1997, at 25.

22 For a contrary view, see William W. Oliver, Why We Should Abolish the Income
Tax, Tax Notes Tobay, Feb. 3, 1997, at 70.
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Although it is a cliche, this symposium has truly been a col-
laborative effort, and there are many people to thank for making
this law review a reality. We appreciate the support, encourage-
ment and leadership of Dean Parham Williams and Professor De-
nis Binder, faculty advisor to the law review. We are very grateful
to all the dedicated editors and staff of the Chapman Law Review
who worked so hard to put the symposium and law review to-
gether. A very special thank you should go to Editor-in-Chief Di-
ana Hoffman for putting the project together and keeping it on
track. And, of course, we are forever grateful to and honored by
the fine contributors to this work.






A Cultural Perspective
on American Tax Policy

Sharon C. Nantell*

I view the role of this article as that of a “warm-up act.” The
subsequent articles in this journal either raise issues regarding
revising the current tax code, or present arguments for or against
alternative forms of federal taxation in the new millennium.
However, in order to fully appreciate these proposed revisions and
alternatives, I believe we need to truly understand and appreciate
our current federal income tax system, and, as importantly, how
we arrived at where we are today.

I have always been a firm believer in the fact that we cannot
truly understand where we are going if we do not understand and
appreciate how we got where we are today. A cultural perspective
will tell us more than “just the facts.” Hopefully, it will illuminate
some of the “whys” behind the current federal income tax system.
That analysis, in turn, will assist us in determining what paths to
take in the future.

I. InTRODUCTION: A PERSONAL PERSPECTIVE

Let me begin with a story. It was 1978. I was 27 years old
and had just been accepted into the Masters of Law in Taxation
program at Georgetown University Law Center. Washington,
D.C., was a new experience for me. Viewing the constant stream
of busses to the Capitol, however, I realized that I was apparently
the only living person who had never taken a grade school or high
school field trip to D.C. So, at 27, I set out to see the sights.

Before I describe what I did on my first self-directed sightsee-
ing trip, I must inform you of my personal historical perspective.
By the age of 27, I had already worked for the Internal Revenue
Service for three years while attending law school in Cleveland,
Ohio.’ T had also worked in corporate America, in the tax depart-

* Professor of Law, Chapman University School of Law. B.A., Cleveland State Uni-
versity (1973); J.D., Cleveland-Marshall College of Law (1976); LL.M., Taxation, Ge-
orgetown University Law Center (1979). The author wishes to acknowledge the research
assistance of Cindy Adams, Class of 1999, Chapman University School of Law.

1 My three-year stint with the Internal Revenue Service while I attended law school
has forever earned me the Scarlet Letter “I” in the eyes of my law students (despite more
than two decades of service in the name of the taxpayer).
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ment of the Sherwin-Williams Company at the corporate head-
quarters office. Tax was basically my life. Much to my mother’s
dismay, I was leaving my Fortune 500 job for the life of a poor law
student, to steep myself in the intricacies of the Internal Revenue
Code, and I was actually excited about it!

So, where did I go? Not to the Washington Monument, nor the
Lincoln Memorial, nor the Capitol Building. Instead, I drove
through the nightmarish D.C. traffic to the main Internal Reve-
nue Service Building, not motivated by a belief in the IRS as an
institution, but rather by intrigue for the role that taxes played in
our American society. Perhaps still flush with some idealism left
over from the 1960s, I hoped to make the world a better place, and
the tax system a better system. Thus, I was impressed with, and
inspired by, the large words inscribed in stone over the entrance
to the building:

Taxes are what we pay for civilized society.?
—Oliver Wendell Holmes

I believed that statement then and, 20 years later, I tenuously
continue to hold on to that belief.

I am now an aging tax professor. I am teaching students who
were toddlers when I was at Georgetown in 1978. When I recently
read the Holmes quote to one of my classes, the students laughed.
I was startled by their response, but mostly I was troubled. What
had gone wrong? Or perhaps, more accurately, was it ever right to
begin with? If it was, what had changed to so damage or destroy
our underlying belief in our federal tax system?

Beliefs and values are the focus of this article, since a cultural
perspective on American tax policy necessitates an examination of
culture itself. Culture is defined as the integrated pattern of
human knowledge, belief, and behavior that depends upon man’s
capacity for learning and transmitting knowledge to succeeding
generations.®? A college course in cultural anthropology nearly 30
years ago opened my eyes to human cultures throughout the
world, and throughout the ages, with respect to social structures,
language, law, politics, religion, art, and technology. For example,
no matter whether sophisticated or remote, I discovered that
every societal group throughout the world had developed religion
as an integral part of its culture—a belief in some being or force
greater than themselves. Whenever groups of people live to-
gether, they develop rules to govern behavior: to encourage certain
actions and to discourage other actions. Our choices of language,

2 Compania General de Tabacos de Filipinas v. Collector of Internal Revenue, 275
U.S. 87, 100 (1927) (Holmes, J., dissenting).
3 See WEBSTER'S NINTH NEW COLLEGIATE DicTioNarY 314 (1985).
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law, politics, and religion are reflections of what our society values
and believes.

Why do we choose to live in societal groups? There are simply
some things that a group can provide for us that we cannot pro-
vide for ourselves. The tangible benefit of protection, for example,
and the intangible benefit of social interaction immediately come
to mind. The group benefits come to us at some cost; e.g., we must
share physical resources and individual skills in order to provide
protection for the group.

Thus, a society’s choice of a system of taxation speaks
volumes about what that society values and believes.* In societal
groups, humans share. How a particular society chooses to share
its resources or revenues among villagers or throughout a nation
is reflective of what that society holds dear in its culture. There is
both a cost and a benefit to this sharing. The societal objective is
to make the benefit outweigh the cost, as perceived by the values
and beliefs of that particular society. According to Justice
Holmes, in the society of the United States in 1927, the cost of
taxes bought the benefit of civilization in the form of goods and
services provided by the government.®

We tax ourselves as the price for living in a particular civi-
lized society. If a group in a village goes off to hunt or fish and is
expected to share its “catch of the day” with others in the village
upon its return, then that sharing is, in effect, a tax upon their
catch.® If we, as a society, choose to tax income at the federal level
rather than the transfer of goods and services, through, for exam-
ple, a national sales tax, then that conscious choice says some-
thing about what we believe. The choices we make within the tax
system, and continue to make, also reflect the evolving values of
our culture.

When we examine our American tax policy from this perspec-
tive, what values and beliefs do we find? What do we hold near
and dear to our hearts? Have our values changed over the years or

4 “Ultimately, decisions as to how a polity should finance its public spending reveal
as much about the character of the regime as how it chooses to spend the revenue.” Shel-
don D. Pollack, Tax Reform: The 1980s in Perspective, 46 Tax L. REv. 489, 496 (1991).
Professor Alice Abreu concludes that our choice of an income tax is not accidental: “tax
systems are products of human creation. They exist because they serve human objectives,
reflecting the values of their designers. A tax system’s design can reveal much about those
values.” Alice G. Abreu, Taxes, Power, and Personal Autonomy, 33 San Dieco L. Rev. 1, 16
(1996).

5 See Compania General de Tabacos de Filipinas, 275 U.S. at 100.

6 A society in which members are expected to share the proceeds of a hunt with
others is, in effect, imposing a tax on that hunt. . . . In the most basic of senses,
then, I heartily agree with Justice Holmes that taxes are the price we pay for
civilization [citation omitted]. Indeed, I might go even further and say that taxa-
tion, that is, the means by which we share resources, is an essential part of
civilization.

Abreu, supra note 4, at 16 n.34.
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are some fundamental, unshakable values still reflected in the tax
code today? What behavior is encouraged or discouraged? What
“tax culture” are we passing on from one generation to the next?
With these questions in mind, our journey begins.

What I will ultimately conclude is that imposing a tax—any
tax—is both powerful and manipulative. The focus of our Ameri-
can tax system, from excise taxes and tariff duties in the early
years of the nation to the current federal income tax, never has
been upon distributive justice, or any kind of justice, for that mat-
ter. Since 1789, those with the least power have borne the heavi-
est burden of taxation in the United States. By 1917, Congress
had discovered that very slight changes in the structure of the
new federal income tax could reap great quantities of revenue.
Deductions, capital gains preferences, and rate changes started
early and have occurred often.

Taxes may be the price we pay for civilization, but how civi-
lized is our tax system itself? What values and beliefs are repre-
sented in our current structure? Our historical review leads us to
an appreciation that, as a society, we may not really believe that
the wealthy should pay more, despite our allegedly progressive
tax rate schedule. We begrudgingly tax the wealthy at a slightly
higher rate mainly because it is both easy and lucrative to do so,
and because it makes good political sense from the point of view of
a legislator. We are not motivated, and have never been moti-
vated, however, to do so out of some basic sense of justice.

II. Our FepeErAL Tax SysTEM: HisTORY, VALUES, AND BEHAVIOR

The first ingredient to be examined in our cultural tax per-
spective is knowledge. We must be knowledgeable about our fed-
eral system of taxation. The significance of this factor is twofold:
(1) knowledge of our tax system itself; and (2) knowledge of our
tax history.

With its current complexity, it is all but impossible to “know”
the entire Internal Revenue Code. Even alleged tax “experts” will
likely admit that they are current in their knowledge of only cer-
tain areas of the Code. So, if the experts cannot master the entire
Code, what chance do average taxpayers have? The complexity of
the Internal Revenue Code has been the topic of discussion of tax
reform for many years. No matter how much discussion takes
place, however, the Code just keeps growing. In the 1997 revenue
act, for example, 825 Code sections were revised and 285 new sec-
tions were added to the Code.” Taxpayers are overwhelmed and
fearful that, without assistance, they will miss tax deductions and

7 See Early Spring Anxiety, PROVIDENCE J.-BULL., Apr. 25, 1998, at A12. There were
also 271 new IRS regulations in 1997. See id.
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credits otherwise available to them. Thus, in 1996, more than 60
million taxpayers, representing one-half of all those filing, paid
preparers to fill out their tax returns.®

An important fact not to be overlooked here is that whatever
knowledge Americans possess about the federal income tax is
passed on to succeeding generations. Even if the information we
possess is not correct, our perceptions get passed on to our family
members. My students come to my federal income tax class, for
example, as relative novices to the federal tax system. In fact, it is
ironic to teach tax to a group of people who have only liabilities
(from their student loans) and no income! Yet, invariably, they al-
ready have very definite attitudes toward the federal tax system.
Fully 90% of them are fearful of a tax system that impacts their
lives and the lives of their soon-to-be clients. The knowledge ob-
tained in the course, however, empowers even the most fearful,
even though it barely scratches the surface of the Internal Reve-
nue Code.

The fundamental problem regarding knowledge and the In-
terna] Revenue Code is the amazingly steep tax learning curve.
Our students might even call it a slippery slope. As taxpayers, we
feel driven to “know what the rich people know.” If Code sections
are available to us that we do not know about, we feel stupid and
taken. We have defaulted money to the federal government that
is rightfully ours to keep. Thus, tax planning, tax preparation,
and the computer technology associated with self-preparation
have become driving forces in our current tax culture.

A final observation regarding knowledge is the difficult task of
appreciating the hidden aspects of taxation. We are aware, of
course, of the taxes we pay outright, but what about the so-called
hidden taxes: the excise taxes on gasoline, cigarettes, and alcohol
built into the cost of the goods; the corporate income tax passed
along into the economy to be paid by others; and the employer’s
portion of the Social Security tax?®* No matter what the tax,
whether it is a sales tax, an income tax, a corporate tax, an em-
ployment tax, or a tax upon trusts, people, not entities, pay
taxes.’® An in-depth analysis of the issues surrounding the size

8 In 1996, 60,858,000 individual income tax returns were filed with paid preparer
signatures. See INTERNAL REVENUE SERVICE, INDIVIDUAL INCOME TAX RETURNS, STATISTICS
oF INcoME BULLETIN, Summer 1998, at 177 tbl.22 [hereinafter StaTisTics OoF INCOME]. A
total of 120,351,208 returns were filed. See id. at 150 tbl.3.

9 See Edward J. McCaffery, Cognitive Theory and Tax, 41 UCLA L. Rev. 1861, 1874-
86 (1994).

10 Keep in mind that taxes are borne by people . . .. All taxes ultimately translate
into changes in individuals’ purchasing power. . .. We speak of the ‘nominal inci-
dence’ of a tax as the measured payments of tax by individuals or institutions. The
‘real 1incidence,’ or economic incidence, is the true burden, which can fall only on
people.

Davip F. BRADFORD, UNTANGLING THE INcOME Tax 133-34 (1986).
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and complexity of our tax law is beyond the scope of this article,
but these issues impact every aspect of our analysis as we ex-
amine knowledge, beliefs, and behavior in our cultural perspective
on the Internal Revenue Code.

The second primary aspect of knowledge is historical perspec-
tive. It is, in my estimation, critical to an understanding of the
federal system of individual income taxation that we adequately
reflect upon its evolution over the years. How did we originally
fund the activities of our early, central federal government? Who
in the population bore the primary burden of federal taxation? It
was not until 1913, fully 124 years after the Constitutional Con-
vention of 1789, that Congress enacted a relatively straightfor-
ward tax upon “income from whatever source derived,”' after
struggling with the concept in previous decades. The enactment
of this federal system of income taxation was made possible only
by the passage of the 16th Amendment in February 1913. Thus,
the questions become: how and why did we arrive upon “income”
as our tax base, what values were reflected in a federal system
that taxed income, and what was considered “income” in 1913?

My initial goal is to briefly bring to light the amazing history
of the federal system of taxation. This article attempts to illumi-
nate not just the facts, but also the values and beliefs reflected in
our tax history, the choices Congress made along the way, and
who historically bore the major burden of the federal taxes. Our
discovery will be that the road to the federal taxation of income
was one of “War and Panic.”

A. Knowledge: The Evolution of the Federal Tax System

History, of course, can influence us only if we actually know,
understand, and appreciate what happened. Otherwise, our per-
ceptions about history, right or wrong, will dictate our future.
What we believe to be true about the evolution of the federal tax
system and what actually occurred may be accurate—or not.
Noted scholars and historians previously have detailed the history
of the federal income tax.'? My intention in this section is to em-
phasize cultural perspectives and observations throughout the
factual, historical summary.

11 Section 22 of the Internal Revenue Code of 1913 (now LR.C. § 61 (1994)).

12 See, most notably, RanpoLPH E. PauL, TaxaTioN IN THE UNITED StaTes (1954);
JonnN F. Wrrte, THE PoLrtics AND DEVELOPMENT OF THE FEDERAL INcOME Tax (1985); and
RoBERT STANLEY, DIMENSIONS OF LAw IN THE SERVICE OF ORDER: ORIGINS OF THE FEDERAL
INncoME Tax 1861-1913 (1993). These authors are extensively cited throughout this section
of the article.
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1. The Early Federal System: Excise Taxes and Tariffs

When our Republic was formed, the primary societal concern
was the preservation of the states. The states were reluctant to
relinquish any taxing power to the national government. The col-
onies had no national system of taxation, and none was estab-
lished for the national government under the Articles of
Confederation.’* No national tariff could be levied without an
amendment to the Articles of Confederation, which required
unanimous consent of the states.!* The new federal government
had to rely upon a process of requisitioning the states for revenue
in proportion to the value of their lands and improvements.!® The
states viewed these requests as voluntary contributions, which
were not paid, and the new government, thoroughly bankrupt, ul-
timately defaulted on its considerable debt.'®

The new Constitution adopted in 1789 addressed these finan-
cial concerns. In Article I, the Constitution gave Congress the
“Power To lay and collect Taxes, Duties, Imposts and Excises, to
pay the Debts and provide for the common Defence and general
Welfare of the United States” and specified that “all Duties, Im-
posts and Excises shall be uniform throughout the United
States.””” In addition, Article I prohibited a direct tax “unless in
Proportion to the Census or Enumeration™® and prohibited the
federal government from imposing a tax or duty “on Articles ex-
ported from any State.”®

Thus was born a federal tariff* and an elaborate and unpopu-
lar federal system of excise taxes. Between 1789 and 1800, the
initial tax-of-choice of the new centralized federal government was
the excise tax. Taxes were imposed on carriages, the sale of cer-
tain liquor, the manufacture of snuff, the refining of sugar, auction
sales, legal investments and bonds.?* Congress adopted a stamp
tax upon legal instruments as well as “a direct tax upon dwelling
houses, land, and slaves, which was apportioned among the states
on the basis of population.”? Open rebellion against the excise tax
on whiskey ensued in western Pennsylvania in 1794; federal ex-
cise officials were attacked, and President Washington was com-

13 See PauL, supra note 12, at 4.

14 Arts. oF CONFED. arts. VIII, XIII.

15 Id. art. VIIL

16 See PAuL, supra note 12, at 5.

17 U.S. Const., art. I, § 8, cl. 1.

181d.§9,cl 4.

19 Id. §9, cl. 5.

20 The Madison bill, the first American tariff act, became law in 1789. See PauL,
supra note 12, at 7.

21 See PauL, supra note 12, at 5-6.

22 Id. at 6.
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pelled to send 15,000 federal troops to restore the authority of the
federal government.?®

The Whiskey Rebellion was not an auspicious beginning for
the federal taxing power. What cultural observations are we enti-
tled to at this point? Colonial Americans did not react well to a
new system of federal taxation. The idea of a centralized govern-
ment itself was a hard-fought issue among the states, and funding
its operation was to be another. It appears that hostilities erupted
because the change was simply too much too soon. Resentment
arose as a consequence of rapid imposition of excise taxes upon so
many items and at rates that were exceedingly high.** Early
resistance to providing the federal government with any source of
revenue at all already existed. A heavy federal tax hand was not
reflective of this new collective society of colonies. It seems plausi-
ble that there were few believers among the general public in the
benefits to be derived from this new, abstract, and remote federal
government.?

The Jefferson administration (1801-1809) relied upon the
tariff as the federal government’s primary source of revenue and
abolished most of the early system of excise taxes.?® The need for
revenue during the War of 1812, however, brought back both ex-
cise taxes and direct but apportioned taxes upon dwelling houses,
lands, and slaves.?” After the war, when heavy trade with England
threatened to ruin American manufacturers, the emphasis in
tariff planning turned, for the first time, from revenue production
to the protection of American industry.?®

By the 1850s, the federal tax system drew 92% of its total rev-
enue from import duties.”® Tariff schedules included manufac-
tures, from machine tools to luxury items, raw materials such as
mining and agricultural products, and a free list of varying size.?°
Importers initially paid the taxes but passed the cost along to the
ultimate consumers by raising the prices on these imported goods.
This system was thought to provide a competitive price edge to

23 See STEPHEN B. PRESSER & JAMIL S. ZAINALDIN, LAW AND JURISPRUDENCE IN AMERI-
caN History: Cases AND MaTERIALS 151 (3d ed. 1995).

24 See PauL, supra note 12, at 6. A gallon of whiskey in the early 1790s cost 50 cents;
while the maximum whiskey excise tax was 30 cents per gallon. Id.

25 It is always dangerous to make generalizations about a society as diverse as the
original 13 colonies, just as it is difficult to make generalizations about our current popula-
tion of more than 270 million Americans. However, throughout this cultural perspective, it
will be the questions that we ask and the observations that we make that will inform our
discussion.

26 The tariff was a consumption tax initially imposed upon imported luxury items, but
ultimately imposed upon hundreds of basic items. See PauL, supra note 12, at 6.

27 See id.

28 See id. at 7.

29 See STANLEY, supra note 12, at 25.

30 See STANLEY, supra note 12, at 26 n.38 (citing FrRaNnk W. Taussig, THE TArIFF IN
Unrtep States HisTory (8th ed. 1967)).



1999] A Cultural Perspective 41

similar goods produced domestically. Thus, the so-called “protec-
tive tariffs” were not just a source of federal revenue. These taxes
initially reflected attitudes of making the rich pay more than the
poor through tariffs on luxury items, with the added benefit that
the tariff could, supposedly, stimulate domestic economic
growth.®

To tax the rich on luxury items may have been the initial ra-
tionale for the tariff system. Its base broadened tremendously
over the years, however, evolving into a regressive tax system
borne heavily by the laboring masses, taxing every imported item
from the food they put on the table to the clothes on their backs. It
has been convincingly argued that, during this period of tremen-
dous growth, a conscious decision was made to subsidize economic
development?®? through the legal system rather than the tax sys-
tem.* Thus, a disproportionate share of the burden of economic
growth fell upon the least empowered members of society.

Throughout the 1800s, state governments depended primarily
upon the property tax, supplemented by excise taxes on slaves,

31 See id. at 25-26.

32 Indeed, the law of negligence became a leading means by which the dynamic
and growing forces in American society were able to challenge and eventually
overwhelm the weak and relatively powerless segments of the American economy.
After 1840 the principle that one could not be held liable for socially useful activity
exercised with due care became a commonplace of American law. In the process,
the conception of property gradually changed from the eighteenth century view
that dominion over land above all conferred the power to prevent others from in-
terfering with one’s quiet enjoyment of property to the nineteenth century as-
sumption that the essential attribute of property ownership was the power to
develop one’s property regardless of the injurious consequences to others.

MorTtoN J. Horwrrz, THE TRANSFORMATION OF AMERICAN Law: 1780-1860, at 99 (1977).
33 One of the most striking aspects of legal change during the antebellum period
is the extent to which common law doctrines were transformed to create immuni-
ties from legal liability and thereby to provide substantial subsidies for those who
undertook schemes of economic development. . . . What factors led antebellum
statesmen generally to turn to subsidization through the legal, rather than the
tax, system? One explanation seems fairly clear. Change brought about through
technical legal doctrine can more easily disguise underlying political choices. Sub-
sidy through the tax system, by contrast, inevitably involves greater dangers of
political conflict. . . . Nevertheless, it does seem fairly clear that the tendency of
subsidy through legal change during this period was dramatically to throw the
burden of economic development on the weakest and least active elements in the
population. . . . There is reason to suppose, therefore, that the choice of subsidiza-
tion through the legal system was not simply an abstract effort to avoid political
contention but that it entailed more conscious decisions about who would bear the
burdens of economic growth. It does seem likely, moreover, that regardless of the
actual distributional effects of resorting to the existing tax system, a more general
fear of the redistributional potential of taxation played an important role in deter-
mining the view that encouragement of economic growth should occur not through
the tax system, but through the legal system. . . . Thus, whether or not legal subsi-
dies to enterprise were optimally efficient or instead encouraged overinvestment
in technology, it does seem quite likely that they did contribute to an increase in
inequality by throwing a disproportionate share of the burdens of economic growth
on the weakest and least organized groups in American society.

Id. at 99-101.
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carriages, and personal property in general.> Local governments
relied primarily upon the property tax as well. In 1890, the prop-
erty tax produced 72% of state revenues and 92% of local reve-
nues.* In the early 1800s, more than 80% of the populace lived in
rural areas; thus a tax levied on the value of land impacted most
of the population and had the effect of taxing the holders of the
most valuable land most heavily, effectuating an ability-to-pay
philosophy.3¢

What does the developing system of taxation in the states tell
us about our cultural values and beliefs? First, hard money was
scarce, and the voting public was not accustomed to the idea that
it should pay any appreciable chunk of their income or wealth to
the state.®” Second, early in the 1800s, wealth was defined in
terms of property. As the century progressed, however, dramatic
societal changes occurred. New kinds of wealth, in the form of
commercial paper, stocks, and other evidences of debt, were ex-
panding but were not being reached by the property tax system.*
The property tax system also was not reaching salaries. The in-
crease in both mercantile and manufacturing activity brought
large new populations to the cities, and these populations de-
pended on salaries for their livelihood.*® It was more than just co-
incidence that when the federal government needed more revenue
to fund the cost of the Civil War, it turned to the new rising source
of wealth: income.

2. The Civil War and the First Federal Income Tax

Robert Stanley provides the following perspective on wealth
in the United States just before the Civil War:

[olf the adult males living in the ten largest urban counties in
1860, over half owned no property whatsoever, and nearly 60
percent had under $100 worth. Moreover, wealth was more un-
equally held in the cities than in rural areas. Nevertheless,
across the rural/urban dimension the corpus of wealth remained
in astonishingly few hands. Nationwide, the top 10 percent of
the families owned approximately 72 percent of the gross na-
tional wealth in 1860, and the trend was toward greater ine-
quality by 1900.%°

34 See LAWRENCE M. Frie»pMAN, A History OF AMERICAN Law 185 (2d ed. 1985).

35 See id. at 567.

36 See STANLEY, supra note 12, at 25.

37 See FRIEDMAN, supra note 34, at 567.

38 See STANLEY, supra note 12, at 25.

39 See id.

40 Id. at 23 n.32. General observations concerning the Civil War and wealth in 1860
would not be complete without reference to slavery. Any cultural perspective of America,
whether tax policy or otherwise, must address our 200-year history of slavery and its lin-
gering societal aftermath.
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Congress was desperately in need of revenue to fund the Civil
War. In 1861 and 1862, Congress enacted the first income tax leg-
islation. The federal government, however, was still primarily
funded through the tariff system on imports, although the sale of
federal war bonds provided a substantial surge in federal revenue.
Professor Stanley observes that:

[tlhe result of the fiscal decisions made during the early war
years was a war effort almost completely dependent upon the
investments of private financiers, and the creation of a revenue
structure designed to establish credit, to fund ordinary opera-
tions including debt maintenance, and to draw taxes through a
system acknowledged to be thoroughly regressive and consump-
tion-oriented. Only income taxation seemed to promise that the
burdens of the war would not ultimately fall, in the words of
John ﬁherman, “entirely” on the shoulders of “the poorer
class.”

The basic structure of exemptions, graduated tax rates, and
deductions introduced in the income tax law of 1862 still persists
in the Internal Revenue Code as we know it today. The $600 ex-
emption level reflected the intention to reach only a tiny, wealthy
fraction of the population.?? The very low and slightly graduated
rates—from 3 to 5% on incomes over $600 and $10,000, respec-
tively—reflected the concerns of a leadership reluctant to use the
power of the law to affect the wealthiest portions of the population
substantially, while at the same time affirming the principle of
“ability to pay.”*® Deductions of federal, state and local taxes were

The American style of black-white relations can be traced far back into the colonial
past. . . . The exact legal origins of slavery are obscure; but clearly it was develop-
ing custom that guided the lawmaker’s hand. Slavery did not exist in the mother
country. Early references to slaves and slavery have a certain vagueness and am-
biguity. Yet before the end of the 17th century, slavery had become a definite legal
status in both the North and the South; it is peculiarly associated with blacks; it
had become a terrible, timeless condition, inherited by children from their
mothers. The legal status of the slave, as it took shape in statute books, reflected
and ratified social discrimination and race. [citation omitted] . . . Once the funda-
mental lines of the law were set, the colonies, particularly in the South, carried the
logic of slavery to its grim outer limits. The slave was property, a capital asset of
his master. He passed by will, was bought and sold, could be seized for his
master’s debts, and was taxed like other property. . . . Slavery was a coiled spring.
In the end, it was a trap for whites as well. The whites, of course, had the upper
hand; but even they paid the price in the long run. Slavery was one of the irritants
that brought on a great civil war. Hundreds of thousands died, victims in a sense
of the South’s “peculiar institution.”

FriEDMAN, supra note 34, at 85-86, 229. An in-depth analysis of slavery is beyond the scope
of this article. For an enlightening collection of works and cases on the subject, see
PRESSER & ZAINALDIN, supra note 23, at 376-442.

41 Stanley, supra note 12, at 32.

42 See PauL, supra note 12, at 10. A caghier on the Commissioner of Internal Reve-
nue’s staff earned an annual salary of only $1600, for example, while collecting $37 million
of taxes in six months. See id.

43 See STANLEY, supra note 12, at 30.



44 Chapman Law Review [Vol. 2:33

allowed under the 1862 Act.** The 1862 Act also imposed an inher-
itance tax of .75% to 5% on personalty in excess of $1000, depend-
ing on the relationship of the heirs.*

The income tax was increased in 1864, doubling the top rate
to 10%*® and authorizing deductions of mortgage interest, repairs,
and losses from the sale of lands.*” Income taxes were reduced in
1867, and again in 1870 when the inheritance tax was repealed.*®
By 1869, the yield from the federal inheritance tax had reached
more than $3 million, with the greater part of the taxes being col-
lected at the lowest rates.*® About 55% of the inheritance taxes
collected came from New York, Massachusetts, and
Pennsylvania.®

From 1862 to 1866, no more than 1.3% of the American people
ever paid federal income tax.?® The use of income as the basis of
taxation, coupled with high exemption levels, “had the effect of
targeting a group drawn primarily from the most heavily urban
states and regions of the country, just as opponents of the tax
would charge, and gave to the protectionists the ‘victims’ they
sought to hold up before the eyes of the poor, rural, and Western
constituents.”? In 1864, 61.3% of the revenue from the income tax
came from taxpayers in just three states (New York, Massachu-
setts, and Pennsylvania), and together the Northeast yielded
about 76% of all income tax revenue.?® The Civil War income taxes
made no attempt to levy a tax upon capital gains, other than capi-
tal gains arising from real estate held for a short period.*

The federal income tax was allowed to expire in 1872 when
the federal government was enjoying large budget surpluses.®® At
the same time, Congress sent additional good news to constituents
in the form of the Tariff Act of 1872.°¢ The Tariff Act placed popu-
lar items such as coffee and tea on the free list, adopted a 10%
reduction on major protected items, and expanded the free list
slightly with some minor items used by manufacturers.®’

44 See PauL, supra note 12, at 13.

45 See id. at 10.

46 See MicHAEL J.GRAETZ AND DEBORAH H. ScHENK, FEDERAL INCcOME TaxaTiON: PRIN-
cIPLES AND PoLiciks 6 (3d ed. 1995).

47 See PauL, supra note 12, at 13.

48 See GRAETZ & SCHENK, supra note 46, at 6.

49 See PauL, supra note 12, at 17.

50 See id.

51 See STANLEY, supra note 12, at 39-40.

52 Id. at 40.

53 See id. at 40-41.

54 See PauL, supra note 12, at 13.

55 See GRAETZ & SCHENK, supra note 46, at 6-7.

56 See STANLEY, supra note 12, at 55.

57 See id.
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Thus Congress abandoned income and returned to consump-
tion as its major source of tax revenue. The year 1872 was not the
first time, and certainly would not be the last, that Congress acted
to reduce taxes when faced with a strong economy and fiscal
surplus.

3. A Tumultuous Time: 1873-1900

Just one year later, the Panic of 1873 caused 5,000 businesses
to fail, and 10,478 closed before the country turned a corner in
1879.5%8 The Panic of 1873 was “essentially the result of years of
over-trading, over-production, over-speculation, over-issues of pa-
per money and inflated prices.”® Thirty-seven banks and broker-
age houses closed on September 18, 1873.%° Two days later, the
Stock Exchange closed for an unprecedented 10 days.®* Railroads
and additional banks were soon forced to shut down, which af-
fected the fortunes of thousands of merchants and farmers.?

After the Panic of 1873, the country witnessed a very long
struggle against the tariff system of taxation. Between 1873 and
1879, congressmen from the Middle West and the South intro-
duced 14 different income tax bills.®® In the meantime, the high
tariff piled up huge and embarrassing Treasury surpluses. In
1875, a Republican Congress repealed the 10% reduction made in
1872 as a concession to tariff reformers.®* A Tariff Commission
was authorized by Congress in 1882; tariffs, however, remained a
protective device to help American business, much to the disap-
pointment of the rest of the world and in spite of the enormous
costs to farmers and laborers.®®

An 1883 act raised duties even higher on protected articles
imported in large volume. Grover Cleveland, the Democratic
President elected in 1884,% called the tariff “ruthless extortion,”
and unsuccessfully urged tariff reduction.®” In 1888 Harrison de-
feated Cleveland, and, with the Republicans back in power elected
on a protectionist platform, Congress passed the McKinley Tariff

58 See THE ALMANAC OF AMERICAN HisTORY 325 (Arthur M. Schlesinger, Jr. et al. eds.,
1993) [hereinafter ALMANAC].

59 Id.

60 See id. at 324-25.

61 See id. at 325.

62 See id.

63 See PauL, supra note 12, at 30.

64 See id. at 31.

65 See ALMANAC, supra note 58, at 349. President Arthur appointed nine members to
the Tariff Commission. John L. Hayes, the Secretary of the National Association of Wool
Manufacturers and not exactly a disinterested party, was named chairman. See id.

66 See id. at 356. Cleveland was the first Democratic President to be elected since
James Buchanan, who served from 1857-1861. See id.

87 See PauL, supra note 12, at 31. The Democratic House was united in support of
Cleveland. The Republicans in control of the Senate, however, prevented any action. See
id.
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Act of October 1, 1890, increasing the average rate imposed upon
dutiable imports to 48%.% According to tax historian Randolph
Paul, “[t]his legislation as much as any one fact led to a rout of the
Republicans in the 1890 election.™®

What cultural observations are we entitled to at this point?
The political process we choose to govern ourselves is, of course,
an integral component of our culture. We are not the world’s only
democratic society, but our three-part system of executive, legisla-
tive, and judicial branches, with its intricate interrelationships, is
unique to our American system of government. So how did gov-
ernmental process respond to the dire poverty, labor unrest, and
general economic crisis of this tumultuous period? The historical
party system of Democrats and Republicans apparently did not
respond well in the eyes of the American people. Farmers™ and
laborers™ were pitted against merchants and bankers. The Mid-
west, South, and the West battled with wealthy Eastern capital-
ists. Noted historian Arthur M. Schlesinger, Jr. offers this sad
observation for the year 1880:

Maborer, farmer, city dweller, politician flounder in paradoxes
presented to them by new needs. Cherished values and protec-
tions of free men are being lost just when a promised better
world seems within grasp. Now, when the nation could have
profited from vigorous public debate, Congress is dominated by
rascally, small-minded men.”

Interestingly, the people responded with a number of novel
ideas such as new political parties and labor unions. The Green-
back Labor Party and the Antimonopoly Party, which supported a
graduated income tax, merged to become the relatively influential
Populist Party.” The Prohibitionist Party held its fourth national
convention that same year and nominated a candidate for presi-
dent.” The American Federation of Labor grew out of a national
gathering of unions in 1881, fought for the right to collective bar-
gaining and, by the turn of the century, had half a million mem-
bers.”™ So, although the formal national government seemed mired
in a stalemate, much was transpiring at the populist level.

68 See id.

69 Id. _

70 See ALMANAC, supra note 58, at 342. As of April 1880, “[tlhe farmers’ plight has
taken on the proportions of catastrophe in the face of high tariffs, flood and drought, unfair
railroad rates and high interest on loans and mortgages.” Id.

71 Railroad labor strikes as well as strikes in the mining industry were common in the
late 1870s and severe strikes engulfed the iron and steel industries in the early 1880s. See
id. at 336, 349.

72 Id. at 343.

73 See id. at 353-54.

74 See id. at 355.

756 See id. at 359.
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Democrat Grover Cleveland regained the Presidency in 1892.
He faced a strong movement in both the Democratic and Populist
parties favoring income taxation.” Once again, a panic ensued.
The Panic of 1893 witnessed the crash of the New York stock mar-
ket and a massive financial crisis.”” Unemployment and labor un-
rest were widespread.™

Finally, in August 1894, Congress returned to the income tax
as a source of federal revenue when it enacted the Wilson-Gorman
Tariff Act.” The 1894 federal income tax was directed at taxing
only those with vast accumulations of wealth.®® “Census statistics
showed that over 90 percent of the twelve million families of the
country owned less than 30 percent of the national wealth,”®
while the other 10% of the families owned more than 70% of the
national wealth. The Act imposed a rate of 2% on incomes in ex-
cess of $4000, was scheduled to expire in five years, included gifts
and inheritances as well as the proceeds therefrom as income, and
imposed a separate tax upon corporations, with major categories
of exempt associations.®

The 1894 income tax was cut short by the fascinating decision
of the U.S. Supreme Court in Pollock v. Farmers’ Loan & Trust
Co.® Pollock challenged the constitutionality of the 1894 income
tax by instituting a representative stockholder suit against the
Farmers’ Loan and Trust Company, seeking to enjoin the bank
from paying the tax upon his income and the income of various
trusts administered by it.®* The Supreme Court permitted a direct
appeal and heard arguments for five days.*® Historian Lawrence
Friedman notes that the eight sitting justices '

held the tax unconstitutional, but only as it applied to income
derived from real estate. On the big question, whether the
whole law was unconstitutional as a “direct Tax,” the Court was
evenly divided, four against four. The ninth judge, Jackson, was
sick. The case was then reargued—with Jackson present—and
this time the Court declared the whole law void, by a bare ma-
jority, 5-4.56

76 See PauUL, supra note 12, at 34.

77 See ALMANAC, supra note 58, at 376. The Silver Purchase Act had badly drained
gold reserves. See id.

78 See id. at 376-78.

79 See id. at 379.

80 The 1880s and 1890s witnessed massive accumulations of wealth in oil, copper,
steel, tobacco, and sugar trusts. See id. at 350.

81 PauL, supra note 12, at 39.

82 See STANLEY, supra note 12, at 132.

83 Pollock v. Farmers’ Loan & Trust Co., 157 U.S. 429 (1895); Pollock v. Farmers’ Loan
& Trust Co., 158 U.S. 601 (1895).

84 See PAUL, supra note 12, at 40. Pollock owned only 10 shares of stock. See id.

85 See id. at 40-41.

86 FRIEDMAN, supra note 34, at 566.
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It is important to note that, during the 40-year period from
1860 to 1900, 14 million immigrants came to the United States.?’
The face of America was changing dramatically, and urbanization
was in full swing. In addition, the antics of the Republicans and
the Democrats a century ago seem painfully reminiscent of the
political polarization of today. While the Republicans insisted
upon the continuance of the tariff system, severely penalizing the
poor for consumption of basic goods, massive wealth accumulated
in a small percentage of the population. The distance between
economic classes of citizens became even greater. Professor Stan-
ley summarizes this period as follows:

[ilncome taxation had existed as a symbol of the taxation of ac-
cumulated wealth, offering the illusion of a significant contribu-
tion toward the overall revenues, and thereby of the potential
easing of the cost of living through reductions made possible in
the consumption schedules of the tariff. It spoke powerfully to
the ability of the Congress to reach especially the pockets of
those whose income was not “earned,” but existed in invest-
ments. The Fuller opinion had specifically prohibited the unap-
portioned taxation of the most visible, most powerful, most
“unearned” income in the nation, thereby wholly compromising
the claims to tapping wealth which the Congress might make
and ending the law’s utility as a pacifier of class animosity.
Worse, the Court had happily permitted, as the dissenters
pointed out, the unapportioned taxation of “earned” income,
that from salaries, professions, and other employments. This
was the income of precisely the groups toward whom the sym-
bolism of income taxation was directed: the groups who most
needed assurance that the system was, indeed, a fair one.®®

4. The Early 1900s

In the wake of the Panic of 1907, caused by a shortage of cur-
rency from reckless over-capitalization of new enterprises,® Con-
gress was forced to make a choice. In 1909, President Taft offered
a compromise solution to the congressional debate over new

When the Court is evenly divided, by custom it does not reveal who voted on which

side. When the case was reargued, Jackson, the missing judge, voted to uphold

the act. This should have given the law a 5-4 majority; in fact it lost by 5-4. There

is a minor historical mystery here, since one of the other four judges in the major-

ity must have changed his mind between the time of the two votes. No one is quite

sure which judge is the guilty one.

Id. at n.81. See also PauL, supra note 12, at 214-17.

87 See ALMANAC, supra note 58, at 351.

88 STANLEY, supra note 12, at 177.

89 See ALMANAC, supra note 58, at 414. Professor Stanley observes about the Panic of
1907: “In terms of severity, the depression ranks sixth of fifteen depressions and recessions
measured by the average percentage decrease in indexes including imports, clearings, pig-
iron production, cotton consumption, railway revenue, and coal production.” STANLEY,
supra note 12, at 184 n.6.
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sources of federal revenue. The President made two proposals
that ultimately were accepted by Congress: first, an amendment
to the Constitution regarding a federal income tax to be submitted
to the States; and second, a 2% excise tax on net corporate
income.*

Between 1909 and 1913, 42 of the 48 states approved the 16th
Amendment to the U.S. Constitution.?® On February 25, 1913, the
16th Amendment to the U.S. Constitution became law:*?

[tlhe Congress shall have power to lay and collect taxes on in-
comes, from whatever source derived, without apportionment
among the several States, and without regard to any census or
enumeration.

As Professor Stanley points out, the states had little reason to
oppose the Amendment. Most of the states already had turned to
either the inheritance tax or the income tax at the state level, tax-
ing accumulated wealth by the use of low progressive rates and
high exemptions. Thus adoption of the measure addressed “class
anxiety.”

In addition, the states were possibly operating under their
own paradigm when it came to the income tax. Although the
Amendment clearly stated that Congress would have the power to
tax “income, from whatever source derived,” it is doubtful that any
of the state legislators ever envisioned the imposition of the in-
come tax upon more than 1% of the population—the “excessively
wealthy”’—since that is the only population that had ever been
taxed in the past. As we are all painfully aware, that is not how
the Amendment unfolded over time.

5. The Early Years of the Internal Revenue Code:
1913-1930s

Just one week after the adoption of the 16th Amendment, the
first Democratic President since Grover Cleveland, Woodrow Wil-
son, was inaugurated.®* Committed in the campaign of 1912 to
tariff reform, the incoming Democratic leadership, the first with
majorities in the House and the Senate as well as the presidency

90 See PauL, supra note 12, at 94. The amendment to the Constitution proposal was
overwhelmingly approved by the Senate (77-0) and by the House (318-14, 55 not voting).
See id. at 97. The Payne-Aldrich Bill, authorizing the 2% excise tax on net corporate in-
come, was narrowly approved by both the Senate (47-31) and the House (195-183). See id.
at 96.

91 See STANLEY, supra note 12, at 178. This 88% approval by the States was six states
in excess of the constitutionally required minimum. Of 39 ratifying States for which com-
plete information is available, the mean margin of support in the houses was 94.9% and in
the senates was 89.4%. See id. at 212.

92 See ALMANAC, supra note 58, at 422.

93 See STANLEY, supra note 12, at 178-79.

94 See ALMANAC, supra note 58, at 422-23.
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in 20 years,” moved quickly to establish its reformist credentials
in the Underwood-Simmons Tariff Act of 1913.°¢ President Wilson
set about reforming the hitherto intractable tariff and banking
systems.’

On October 3, 1913, Congress enacted the Underwood-Sim-
mons Tariff Act, the first tariff reform since the Civil War.®® The
Act brought down tariff duties on 958 items, including foodstuffs,
clothing and raw material; rates on cotton were cut 50%; and rates
on woolens were cut by more than 50%.% The Act also introduced
the first post-Amendment federal income tax.'® The tax applied to
the income of individuals and corporations, removed the existing
$5000 exemption for corporate taxpayers, applied a $3000 exemp-
tion to the incomes of individuals, and established two rate scales:
a “normal” rate of 1% on taxable income, and an additional tax or

surcharge ranging from 1% to 6% on amounts in excess of
$20,000.1*

Contemporary estimates indicated that fewer than 4% of
American families received as much as $3000 in income in 1910.1%2
Since the tax was imposed upon “taxable income,” after taking
certain deductions into account,'®® only 1% of the American public
was actually subject to the tax. Notwithstanding the small pro-
portion of taxpayers, $71 million was collected from this income
tax in 1914, and the amount rose to $80 million in 1915.1% A copy
of the 1913 Federal Income Tax Return is included in the Appen-
dix to this article.

In 1916, the Supreme Court upheld the constitutionality of
the new federal income tax.’®® A unanimous Court concluded that
the Amendment granted no new taxing power since none had ever
been taken away; rather, it removed the necessity of subjecting

95 “Democrats outnumbered Republicans by 291 to 128 in the House (with 15 Progres-
sives and an Independent), and 51 to 44 in the Senate (with one Progressive).” WITTE,
supra note 12, at 76.

96 See STANLEY, supra note 12, at 226.

97 See ALMANAC, supra note 58, at 423.

98 See id. at 424.

99 See id.

100 “At the time the tax was accepted as a natural and inevitable culmination of the
constitutional amendment. It was not deemed as important as the tariff bill itself. The
income tax section occupied only 8 pages of an 814-page report.” WITTE, supra note 12, at
717.

101 See STANLEY, supra note 12, at 226-27.

102 See id. at 227, n.155.

103 The 1913 Form 1040 Tax Form indicates that six general deductions were available
from gross income: 1) business expenses; 2) interest paid on personal indebtedness (thus
the home mortgage interest deduction was available from the start); 3) national, state,
county, school, and municipal taxes; 4) uncompensated casualty losses; 5) worthless debts;
and 6) depreciation deductions. See Appendix, infra, at 90-93.

104 See STANLEY, supra note 12, at 227.

105 Brushaber v. Union Pacific Ry. Co., 240 U.S. 1 (1916).
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taxes on income to a threshold inquiry into sources, as in Pollock,
prior to application of the rule of apportionment.'*

Also in 1916, in yet another search for revenue in the face of a
budget deficit of $177 million,'*” Congress increased the maximum
income surtax rate from 6% to 13% and enacted a federal estate
tax.'®® By 1917, the estate tax rates ranged from .5% on estates
above $50,000 to 10% on estates over $10 million.!®® The enact-
ment of a federal estate tax was the culmination of a grassroots
effort. The ideas of Theodore Roosevelt and a growing class-con-
sciousness persisted in the early 20th century.'’® Income and
wealth disparity was a growing source of social and economic anx-
iety. The federal income tax system, as revised by Congress, of-
fered little to counter this imbalance.

The congressional trend of increasing tax rates had an early
beginning. By 1917, with U.S. involvement in World War I, the
top income tax rate (normal and surcharge combined) reached
67%.''! Just one year later, the top combined rate was increased
to 77%.1'2 The Revenue Act of 1917 “marked the shift of the fi-
nances of the United States from a base of customs and excises to
one of income taxes.”** As tax historian John Witte notes:

World War I was a shock to government finances that dramati-
cally and permanently affected the internal revenue system in
the United States. What began as a modest income tax with a
very large exemption, a maximum tax rate of 7 percent, and a
negligible share of revenue expanded in four years to a tax ac-
counting for close to 60 percent of all revenue and having a max-
imum rate of 77 percent.!!*

The decade of the 1920s brought an interesting array of tax
legislation to the table. In 1920, there were only 5.5 million taxa-
ble returns for a population of 106 million and an estimated labor
force of 41.7 million.'*® The Revenue Act of 1921 limited the tax on

106 See STANLEY, supra note 12, at 228.
107 See WrTTE, supra note 12, at 81.
108 See PAUL, supra note 12, at 107-08. The estate tax was imposed on estates in excess
of $50,000 at rates ranging from 1% to 10% on amounts above $5 million. See id. at 108.
109 See WrTTE, supra note 12, at 84-85.
110 See PauL, supra note 12, at 108.
In 1915 Basil M. Manly, Research Director of the Commission of Industrial Rela-
tions, had given as a cause of industrial unrest the unjust distribution of wealth
and income as represented by the fact that forty-four families in the country pos-
sessed income of at least $50 million a year while the majority of adult, male work-
ers in factories and mines received meager wages of from $10 to $20 a week.
Manly urged an inheritance tax as a check upon the industrial feudalism created
by the fortunes of the Rockefellers, Morgans, Vanderbilts, and Astors.
Id.
111 See id. at 114,
112 See id. at 118.
113 WITTE, supra note 12, at 84.
114 Id. at 87.
115 See id. at 86.
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net capital gains (on capital assets held for more than two years)
to 12.5%"'¢ but did not provide for any limitation upon the deduc-
tion of capital losses.''” The Fordney-McCumber flexible tariff act
became law in September 1922, materially increasing rates."® The
1924 Revenue Act placed the first limitation upon capital losses.'*®
By 1925, with the heavy influence of then-Secretary of the Treas-
ury Andrew Mellon, the top income tax rate was dramatically re-
duced to 25%, where it remained until 1932.1%°

During the decade of the 1920s, it can be said generally that
the country witnessed a low level of taxation and a period of peace
and prosperity. However, such a statement is deceiving. The low
level of taxation primarily benefited the wealthy since, under the
Mellon Plan approved by Congress, the top rates dropped from
50% to 25%, while the lowest-income taxpayers saw their rates
lowered from 4% to 3%.'2* Historian Howard Zinn carefully notes
that prosperity was not experienced equally throughout the
United States:

[ulnemployment was down, from 4,270,000 in 1921 to a little
over 2 million in 1927. The general level of wages for workers
rose . . . But prosperity was concentrated at the top. While from
1922 to 1929 real wages in manufacturing went up per capita
1.4 percent a year, the holders of common stocks gained 16.4
percent a year. Six million families (42 percent of the total)
made less than $1,000 a year. One-tenth of 1 percent of the
families at the top received as much income as 42 percent of the
families at the bottom, according to a report of the Brookings
Institution. Every year in the 1920s, about 25,000 workers were
killed on the job and 100,000 permanently disabled. Two mil-
lion people in New York City lived in tenements condemned as
firetraps.!?2

The stock market crash of 1929 is generally attributed to wild
speculation. People were buying securities blindly, with little if

116 “It was believed that this provision would stimulate profit-taking transactions, and
give relief from the hardship involved in a bunching of income where a gain represented an
increase in value accruing over a long period of years.” PauL, supra note 12, at 129. Thus
the preferential treatment for capital gain income has been an integral part of the Code
since 1921. The preference was actually eliminated for a short while by the 1986 Tax Re-
form Act (when overall rates were also drastically reduced to just two brackets of 15% and
28%) but was almost immediately reintroduced in 1990 and retained in 1993 when the top
rate on ordinary income increased to 31%, and again to 36% and 39.6% while the rate of
capital gain income remained at 28%. In 1997, the preference became even more enhanced,
generally dropping the capital gain tax rate to 20%. See infra Part ILA.8.

117 See J. MARTIN BURKE AND MicHAEL K. FrikEL, TAXATION OF INDIVIDUAL INCOME 643,
645 (5th ed. 1998).

118 See PAUL, supra note 12, at 130.

119 See BURKE & FRrikL, supra note 117, at 646.

120 See GRAETZ & SCHENK, supra note 46, at 8.

121 See Howarp ZINN, A PeorLE’s HisTORY OF THE UNITED STATES: 1492-PRESENT 375
(1995).

122 Id. at 373-74.
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any disclosure. The crash marked the beginning of the Great De-
pression, bringing the entire economy to its knees. Unemploy-
ment reached a peak of 13 million by the end of 1932, and total
wages declined by 60% from their 1929 levels.'?® Again, historian
Howard Zinn notes:

[blut, as John Galbraith says in his study of that event (The
Great Crash), behind that speculation was the fact that “the
economy was fundamentally unsound.” He points to very un-
healthy corporate and banking structures, an unsound foreign
trade, much economic misinformation and the “bad distribution
of income” (the highest 5 percent of the population received
about one-third of all personal income).'?*

In the 1930s, Congress increased income tax rates, exacerbat-
ing the Great Depression. In addition, with passage of the Smoot-
Hawley Tariff Act of 1930, Congress reinstituted high tariffs,
prompted both by a nostalgic desire to return to the tariff as the
principal source of federal revenue and by an isolationist reaction
to the fallout from World War 1.1%* By 1932, the Republican major-
ity in Congress, so dominant in the previous decade, was gone.'?¢
Faced with a mounting federal deficit,'?” Congress increased cor-
porate income tax rates to 14% and upped the surcharge on indi-
viduals to 55%.'%® By 1932, there were 2 million taxable federal
income tax returns.'” Beginning with the Revenue Act of 1934,
capital losses could generally only be deducted to the extent of
capital gains, although up to $2000 of any excess capital losses
over gains also could be deducted.® In 1935, the top individual
income tax rate was increased from 59% to 75% on incomes over
$500,000, and the corporate income tax was graduated, with rates
ranging from 12.5% to 15%.'*! In addition, taxes on inheritances
and gifts were also increased.’* The most significant tax legisla-
tion of this decade was the enactment of the Social Security Act of
1935 and its 1939 amendment, created to provide a federal retire-
ment, disability, and unemployment insurance system.'?

123 See ALMANAC, supra note 58, at 460.

124 ZINN, supra note 121, at 377.

125 See PaUL, supra note 12, at 163. “The effect of the high tariffs enacted was to make
it impossible for foreign countries to pay their World War I debts and almost completely to
stifle foreign trade.” Id.

126 See WITTE, supra note 12, at 97.

127 The deficit was $2.7 billion for 1932. See WITTE, supra note 12, at 96.

128 See id. at 97.

129 See PAUL, supra note 12, at 319.

130 See BURKE & FRIEL, supra note 117, at 646.

131 See WITTE, supra note 12, at 101.

132 See ALMANAC, supra note 58, at 469.

133 See GRAETZ & SCHENK, supra note 46, at 9.

Originally, the Social Security tax rate was set at 1 percent of wages to grow to 5
percent, split evenly between employees and their employers. Today the combined
tax rate on employers and employees exceeds 15 percent and an additional tax of
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Considering the depth of the Depression, it is interesting to
note that neither Congress nor the Roosevelt administration
turned heavily to the federal income tax for a revenue fix.!** Mean-
while, labor continued to clamor to be heard and to be seriously
addressed. A million and a half workers in different industries
went on strike in 1934.1% In 1936, there were 48 sit-down strikes;
in 1937, there were 477.1% The Fair Labor Standards Act of 1938,
which established the 40-hour week and outlawed child labor, ad-
dressed some of the workers’ concerns, although the minimum
wage was set at a low twenty-five cents an hour the first year.'®”
Given these statistics, it may not be surprising that, by 1939, only
5% of the population was subject to the federal income tax.'®

6. The “Taxing of the Masses™ The Internal Revenue Code
from the 1940s to the Korean War

Revenue Acts in 1941 and 1942 to finance military expendi-
tures during World War II turned the federal income tax into a
mass tax. The 1942 Act carried the total number of income tax
returns to 37 million, of which almost 28 million reflected a tax
liability.'®® Including a Victory Tax,'*® the top income tax rate in-
creased to 90% and the number of taxpayers increased to 50 mil-
lion.’*! Tax revenues were expected to increase by $9 billion.'*? Of
crucial significance, the 1942 Act provided that only 50% of long-
term capital gain and loss was to be taken into account in comput-
ing net income.'® The top corporate tax rate rose from 31% to
40%.1*

The Current Tax Payment Act of 1943 put wage and salary
earners on a withholding basis of tax collection.’*® The Revenue
Act of 1944 was vetoed by President Roosevelt in February

nearly 3 percent of wages is imposed to pay for hospital insurance under Medicare.

The share of federal revenues supplied by these payroll taxes has grown substan-

tially over time, and they now account for nearly 40 percent of federal revenues.
Id.

134 Several early pieces of New Deal legislation had tax implications. The Agricul-

ture Adjustment Act, for example, included taxes on food processing, and, more

important, the National Industrial Recovery Act levied a 5 percent tax on divi-

dends and revived the wartime excess profits tax at a modest level.
WITTE, supra note 12, at 98.

135 See ZINN, supra note 121, at 386.

136 See id. at 391.

137 See id. at 393-94.

138 See TiMOTHY J. CONLAN ET AL., Taxing CHolcEs: THE Porrtics oF Tax REForm 19
(1990).

139 See PauL, supra note 12, at 319.

140 The Victory Tax was a 5% tax on all income over $624, to be levied until the war
ended. See ALMANAC, supra note 58, at 490.

141 See PauL, supra note 12, at 319.

142 See ALMANAC, supra note 58, at 490.

143 See BURKE & FRIEL, supra note 117, at 644.

144 See PauL, supra note 12, at 319-20.

145 See id. at 348; ALmaNAc, supra note 58, at 493.
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1944, but Congress overrode the veto later that same month.'*’
The Act reduced the Victory Tax rate from 5% to 3%, introduced
several new deductions and exclusions from gross income, pro-
vided numerous benefits for industry, and sent many excise taxes
to new high levels.'* The Individual Income Tax Act of 1944 sim-
plified the income tax for persons with small or moderate in-
comes.!*® The government raised $380 billion between June 30,
1940, and the end of 1945; of this amount, $153 billion, or about
40%, came from income taxes.'®® At the conclusion of World War
I1, the Revenue Act of 1945 reduced the income tax burden consid-
erably—12 million taxpayers were removed from the tax rolls,
revenue from individuals dropped $3.8 billion, and corporations
received a $5.2 billion tax reduction.'®

The net impact of these wartime tax acts was dramatic. It
may best be summarized as follows:

[tthe number of personal income tax returns filed almost
doubled between 1940 and 1941, nearly doubled again by 1942,
and then again by 1945. Although marginal rates were raised
to as much as 94 percent in the highest brackets, people of more
modest means bore most of the cost of the new “warfare state.”
In 1939 taxpayers with incomes under $3,000 had paid just 10
perc?glzt of all income tax revenue. By 1948 they were paying
half.

By 1947, the feared post-war recession had not occurred, and
the federal government actually experienced a surplus.’®® The
quality of life in America, both social and economic, had improved
dramatically in the years between 1939 and 1948.'* The Revenue

146 See PAUL, supra note 12, at 371. “This was the first veto of a tax bill in American
history.” Id.

147 See id. at 375.

148 See id. at 375-79. The changed excise tax rates alone accounted for an increased
revenue of more than one billion dollars. See id. at 378.

149 See id. at 384-86.

150 See id. at 394.

151 See id. at 420.

152 CONLAN ET AL., supra note 138, at 18.

153 See PAuUL, supra note 12, at 479.

Except for stock market apathy, the year had been a banner year. Industrial pro-
duction, supported by a record money supply, had risen to a peacetime peak.
There had been a boom in exports, a drop in strikes, record corporate profits and
dividends, record farm, professional, and proprietors’ income, record wage and sal-
ary income, record employment, and few business failures. Most extraordinary of
all things, there had been at long last a government surplus.

Id.
154 From the middle of 1939 to the middle of 1948 employment had increased 28
percent; the consumer price index for all items more than 70 percent and for food
129 percent; wholesale price indexes 112 percent with agricultural prices in the
vanguard of the advance; weekly earnings in manufacturing 118 percent; the gross
national product in current dollars about 173 percent; manufacturing sales 231
percent; corporate profits after taxes 272 percent.

Id. at 522.
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Act of 1948, enacted over President Truman’s veto, provided post-
war tax reductions.’® It reduced individual income tax rates at all
levels,' increased exemption levels,'® and instituted the joint in-
come tax return for married couples.’®® In addition, the Act intro-
duced the marital deduction into the estate and gift tax system.s®

Congress increased the individual income tax to finance the
Korean War.’®® By 1950, as much as 59% of the population was
subject to the individual income tax and 45% of all federal receipts
were from the individual income tax.!®! In 1951, 90 million federal
income tax returns were filed.*? The Revenue Act of 1951 trans-
formed the preference for capital gains into a deduction from gross
income equal to 50% of the net capital gain for the taxable year.'%®

7. The 32-Year Reign of the 1954 Code

The Eisenhower administration was effective in shepherding
the passage of the Internal Revenue Code of 1954.** The new
Code extended the 52% corporate income tax rate and enacted nu-
merous revenue-losing provisions that provided benefits to a wide

155 See id. at 493-94. According to Randolph Paul, the breakdown of federal estimated
primary sources of revenue in 1948 was:

Revenue
Individual income tax $18.4 billion 46%
Corporate taxes $8.2 billion 21%
Excise taxes (50) $6 billion 15%
Estate & gift taxes $730 million 1.8%
Customs $517 million 1.3%

Id. at 437.

156 “Before its enactment the actual tax rate started at 19 percent for taxable incomes
under $2,000 and increased to 86.5 percent for incomes over $200,000. Under the 1948 act
the actual rates ranged from 16.6 percent to 82.1 percent with a maximum effective rate
limitation of 77 percent.” Id. at 494.

157 See id.

158 See id. at 496.

159 See id. at 497.

160 The 1950 tax legislation increased individual and corporate tax rates, closed some
tax avoidance opportunities in the area of capital gains, and amended estate and gift tax
provisions. See id. at 567-70. The 1951 tax legislation slightly increased the capital gains
tax rate from 25% to 26%; allowed the gain from the sale or exchange of a personal resi-
dence to be offset by the cost of purchase or construction of a replacement residence; and
raised corporate income taxes to a new high. See id. at 622-23. Regarding the 1951 tax
legislation, John Witte observes: “Most important, however, a veritable landslide of special
provisions were enacted aiding a wide range of groups.” WITTE, supra note 12, at 142,

161 See CONLAN ET AL., supra note 138, at 19,

162 See PauL, supra note 12, at 319.

163 See BUrRkE & FRitL, supra note 117, at 644.

164 See WITTE, supra note 12, at 146.

[Sltaff members from Treasury, the Joint Committee on Taxation, the House Of-

fice of Legislative Counsel, and the Office of the Chief Counsel of the Internal Rev-

enue Service . . . were given the responsibility for proposing technical and policy

changes and were in constant contact with executive agencies, outside groups, and

the staffs of Ways and Means and Finance.

Id.
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range of groups and individuals.'®® Eight years passed before an-
other significant piece of tax legislation became law. Revisions en-
acted in the Revenue Act of 1962'% and the Revenue Act of 1964
significantly reduced taxes and “both the rhetoric and the results
were extremely favorable to capital formation and business. The
1969 Tax Reform Act reversed this bias.”'¢®

President Johnson’s Great Society and the Vietnam War?%®
combined to influence the 1969 tax legislation, “the most liberal
peacetime tax bill ever enacted.”’ Revenue-gaining provisions ex-
ceeded revenue loss provisions for both individual income taxpay-
ers and corporations.’™ However, despite its “reform” label, the
legislation did little to simplify or streamline the basic structure of
the income tax system.'”? As Professor Witte shrewdly observes:

[flinally, even though the Tax Reform Act of 1969 was the only
major postwar tax bill that increased revenue (at least in its
first year), it still provides evidence for the bias of tax politics in
favor of tax reduction. The country was in the middle of a war,
deficits had been persistent for years, inflation was becoming a
continuous concern, and the political mood favored closing loop-
holes and tax shelters and taxing corporations and the wealthy.
And it still took three years of planning and pressure and finally
a well-publicized attack on a few people able to avoid taxation
completely to stimulate the enactment of reforms. Even then,
the provisions were mostly patchwork rules that did nothing to
alter the underlying laws that served as a foundation for abuse.
At the same time, five new tax expenditure provisions were cre-
ated to further politically acceptable goals of the time. In the

165 Id.

166 The Revenue Act of 1962 instituted the investment tax credit, revised depreciation
schedules, and imposed restrictions upon certain business deductions. See WirTE, supra
note 12, at 156-58.

167 Rates were reduced, particularly for the income groups below $5000; new provi-
sions were added such as moving expense deductions, income averaging, minimum stan-
dard deduction, and capital gains exclusion on the sale of a residence by the elderly; and
many more provisions were liberalized. See id. at 165. “As finally enacted, the legislation
offered a 20 percent tax reduction for individuals and corporations, bringing the top per-
sonal income bracket down from 91 percent to 70 percent and lowering the bottom rate
from 20 percent to 14 percent.” CONLAN ET AL., supra note 138, at 21-22.

168 WITTE, supra note 12, at 172,

169 President Johnson’s Great Society and War on Poverty policies were implemented
through the creation of the Office of Economic Opportunity and the successful push for
enactment of the Civil Rights Act, the Voting Rights Act, Medicare, and the Water Quality
Act. However, the President’s continued support of U.S. involvement in Vietnam and the
heavy financial demands of the war diverted funds away from these domestic goals. See
ArLMANAC, supra note 58, at 568.

170 WITTE, supra note 12, at 173.

171 See id. at 171 tbl.8.2.

172 In a section entitled “Lessons of the 1969 Tax Reform Act,” John Witte observes:
“Rather than decisive, definitive action to eliminate or curtail basic provisions that erode
the tax base, tax reform, true to the incremental approach, often becomes a matter of ad-
justment and counteradjustment in a cat and mouse game played between clever govern-
ment experts and tax lawyers.” Id. at 173.
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end, only a strong threat of veto and Treasury’s careful monitor-
ing of Conference Committee actions prevented a bill that would
have meant substantial tax reduction.”®

By 1970, 81% of the population was subject to the individual
income tax.'”™ Inflation was the driving force behind enactment of
the Tax Reduction Act of 1971. Upon enactment, the bill was pre-
dicted to reduce revenue by $25.9 billion over three years and its
major provisions strongly favored business by reinstating the in-
vestment tax credit and initiating a more rapid system of depreci-
ation known as Asset Depreciation Range (ADR).1">

The 1970s were tumultuous years. Just a smattering of
events are referenced to provide a cultural perspective for this
time. In just the first few years of the decade, for example, the
last U.S. ground forces were withdrawn from Vietnam in 1972 but
bombings continued;'”® busing to achieve school integration was a
divisive issue;'”” the 1973 landmark decision of Roe v. Wade held
all state laws that prohibit voluntary abortions before the third
month unconstitutional;'”® and the Watergate break-in and ensu-
ing cover-up led to the conviction of six defendants in 1973, plus,
in 1974, the unprecedented resignation of a President and the con-
viction of many of his White House staff members.”® Voters were
registering general disillusionment.*®

By 1975, the country was in the grips of a steep reces-
sion.'As historian Howard Zinn notes:

[tlhe Census Bureau reported that from 1974 to 1975 the
number of Americans “legally” poor (that is, below an income of
$5,500) had risen 10 percent and was now 25.9 million people.
Also, the unemployment rate, which had been 5.6 percent in
1974, had risen to 8.3 percent in 1975, and the number of people
who exhausted their unemployment benefits increased from 2
million in 1974 to 4.3 million in 1975.182

173 Id. at 174-75.

174 See CONLAN ET AL., supra note 138, at 19.

175 See WITTE, supra note 12, at 176-79.

176 See ALMANAC, supra note 58, at 592-93.

177 In 1972 George Wallace ran an impressive race for the Democratic nomination,
in part, because of the stress he placed on the busing issue . . . Boston, Massachu-
setts (1974) and Louisville, Kentucky (1975) were the scenes of bloody confronta-
tions when busing plans were implemented in those cities. . . . By 1976 17,216
white students had left the Boston public schools either for the suburbs or for pri-
vate schools.

Id. at 588.

178 Roe v. Wade, 410 U.S. 113 (1973).

179 See ALMANAC, supra note 58, at 597-99.

180 In 1960, 63% of those eligible to vote voted in the presidential election. By 19786,
this figure had dropped to 53%. See ZINN, supra note 121, at 551. Some of this decline may
be attributable to the passage of the 26th Amendment in 1971.

181 See WITTE, supra note 12, at 183.

182 ZINN, supra note 121, at 545-46.
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Amazingly, the next four years, 1975 through 1978, witnessed
annual enactments of tax reduction legislation. Income taxes
were again reduced to stimulate a lagging economy with minor
Code changes in the Tax Reduction Act of 1975' and massive
changes in the Tax Reform Act of 1976.'* Most of the 1976 reve-
nue-gaining provisions (30 changes) affected primarily high-in-
come groups while the revenue-losing provisions (20 changes),
with the major exception of the extension of the investment credit,
primarily benefited those in the lower-income category.'®®

The 1977 Tax Reduction and Simplification Act did reduce
taxes'® but accomplished little to simplify the growing complexity
of the Code.®” The 1978 Revenue Act reduced taxes across all in-
come levels, but the highest-income taxpayers benefited the
most.'*® Thus the 1978 tax legislation marked the beginning of a
congressional trend to shift the overall burden of the income tax
from the wealthy to the poor, at a time when the skewed distribu-
tion of wealth in the country had reached startling proportions.'#?

183 See WITTE, supra note 12, at 182-87. One new provision in the 1975 tax-reduction
legislation that turned out to be quite significant was the earned income credit. Primarily
enacted to provide low-income taxpayers with relief from the growing, regressive effect of
Social Security taxes, I.R.C. § 32 has been amended over the years (in 1978, 1980, 1984,
1986, 1990, 1993, and 1996) to now serve as a substantial mechanism for assistance to the
poor. See Michael J. Caballero, The Earned Income Credit: The Poverty Program That Is
Too Popular, 48 Tax Law. 435 (1995); George K. Yin et al., Improving the Delivery of Bene-
fits to the Working Poor: Proposals to Reform the Earned Income Tax Credit Program, 11
AMm. J. Tax PoL'y 225 (1994); and Sharon C. Nantell, The Tax Paradigm of Child Care:
Shifting Attitudes Toward a Private/ Parental/ Public Alliance, 80 Marq. L. Rev. 879, 962-
64 (1997).

184 See WITTE, supra note 12, at 195. “[Rleduction was estimated at $15.7 billion for
fiscal year 1977 and $11.6 billion for 1978. Of that amount, most came from the extension
of the general tax credit and the lowered standard deduction.” Id.

185 See id. at 196.

186 “[Tlhe estimated reduction in the bill was approximately $11 billion in fiscal year
1978.” Id. at 202.

187 The New Jobs Tax Credit instituted in this legislation was intended to accomplish a
simple purpose: to provide a wage tax credit to induce new employment. Ironically, its
language was exceedingly and intentionally complicated, to prevent unfair advantages by
either particular businesses or tax conscious employers in general. See id. at 203-04.

188 Compared with existing law, the largest cuts in terms of percentages went to
those with incomes under $10,000 (since they initially paid very low taxes). How-
ever, unlike earlier tax cuts, this one gave all income groups above that level a cut
close to the same percentage (around 6.8 percent), with those above $20,000 actu-
ally receiving higher percentage reductions than those between $10,000 and
$20,000. In absolute dollar terms those in the higher-income groups received
much more. Of the total cut, 67 percent went to the 21 percent of the taxpayers
who had incomes over $20,000.

Id. at 213.

189 The fundamental facts of maldistribution of wealth in America were clearly not
going to be affected by Carter’s policies, any more than by previous administra-
tions, whether conservative or liberal. According to Andrew Zimbalist, an Ameri-
can economist writing in Le Monde Diplomatigue in 1977, the top 10 percent of the
American population had an income thirty times that of the bottom tenth; the top
1 percent of the nation owned 33 percent of the wealth. The richest 5§ percent
owned 83 percent of the personally owned corporate stock. The one hundred larg-
est corporations (despite the graduated income tax that misled people into think-
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In addition, the 50% deduction from gross income for net capital
gains was increased to 60% and remained at that level until
1986.%° It must be noted that, during this extended period of “tax
reduction,” Congress did not actually need to enact new tax legis-
lation to increase federal revenue since steadily rising incomes
moved individuals and families into higher tax brackets.'*

No less than six major tax bills were enacted during the
1980s. Championed by President Reagan and Republican Senator
Roth (Del.) and Representative Kemp (N.Y.),’*? the Economic Re-
covery Tax Act of 1981 provided the largest tax reduction in the
nation’s history.'®® It reduced the top marginal tax rate for individ-
uals from 70% to 50%, added eight new tax expenditure items,
and reduced the projected share of federal revenue from corpora-
tions from approximately 13% in 1981 to less than 7% by 1986.%**
However, the drastic tax reduction caused the federal deficit to
climb from $79 billion in 1981 to $128 billion in 1982, and up to
nearly $208 billion in 1983.1%

In addition to the deficit woes, the statistics for 1982 were
alarming: Census Bureau statistics revealed the U.S. poverty rate
to be at 14%, the highest rate since 1967 and a 7.4% increase over
1980; the Labor Department reported a projected 6% rise in the
cost of living over a 12-month period, based upon a .5% increase in
October; and Federal Reserve Board figures indicated that the na-
tion’s factories were operating at 67.8% capacity, the lowest since
1948, when the Bureau first began to compile such records.? Con-
gress responded to this fiscal calamity in 1982 with the Tax Eq-

ing the very rich paid at least 50 percent in taxes) paid an average of 26.9 percent
in taxes, and the leading oil companies paid 5.8 percent in taxes (Internal Revenue
Service figures for 1974). Indeed, 244 individuals who earned over $200,000 paid
no taxes.

Zmn, supra note 121, at 558-59.

190 See BUrRkE & FRIEL, supra note 117, at 644.

191 In 1965 a family earning the median income was in the 17 percent marginal

tax bracket. . . . By 1980 a similarly situated family found itself paying income
taxes at the 24 percent rate. For better-off families, those with twice the median
income, the increase was even more pronounced. Their tax rate nearly doubled,
between 22 to 43 percent from 1965 to 1980.
CONLAN ET AL., supra note 138, at 19 (citing JoserH J. MINARIK, MakiNG Tax CHoICES 37
tbl.4 (1985)).

192 These three espoused a new tax philosophy, believing that existing marginal tax
rates had greatly depressed incentives to work, save, and invest. These “supply-siders”
argued that high marginal personal income tax rates were the main cause of America’s low
productivity growth, economic stagnation, and high inflation. According to their theory, if
tax rates were reduced, real growth would ensue which, in turn, might make the tax reduc-
tion self-financing. Although Congress pursued their theory, recession, not growth, was to
be the consequence. See Marvin A. Chirelstein, Back From the Dead: How President Rea-
gan Saved the Income Tax, 14 Fra. St. U.L. Rev. 207, 218-22 (1986); and CoNLAN ET AL.,
supra note 138, at 30-35.

193 See CONLAN ET AL., supra note 138, at 33.

194 See WITTE, supra note 12, at 228-35.

195 See CONLAN ET AL., supra note 138, at 34.

196 See ALMANAC, supra note 58, at 614.
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uity and Fiscal Responsibility Act, the largest peacetime tax
increase in the nation’s history (until 1993), and with another in-
crease in the Deficit Reduction Act of 1984, restoring annual
amounts of $27 billion and $23 billion, respectively, to the Treas-
ury.'?® By 1985, 73% of all federal receipts were from the individ-
ual income tax.'*°

8. The Internal Revenue Code of 1986 and Its Aftermath

The 1986 overhaul of the Internal Revenue Code?*® reflected
several major and significant shifts in federal tax policy. First,
Congress retreated from the age-old graduated rate structure,
which had grown to 15 brackets ranging from 11% to 50%, to just
two low tax brackets of 15% and 28% by 1988.2°! At the same time,
numerous exemptions, credits, and deductions were eliminated,
thus broadening the tax base.?*® With the significant reduction in
tax rates, Congress decided that the long-standing preferential
treatment for capital gain income could be repealed; thus net capi-
tal gains were now fully included in gross income.?*® Elimination
of the investment tax credit, long favorable to corporations, as
well as a new corporate minimum tax, caused projected revenue
from the corporate income tax to increase by $120 billion by
1991.2°* The irony of the Tax Reform Act of 1986, so close on the
heels of the 1981 Act, was not lost upon historian John Witte:

[ilt is also important to note that the least reform-minded bill in
history was the Economic Recovery Tax Act of 1981, which
opened seven new tax expenditures, expanded the benefits of
thirty others, and only tightened up two provisions. Thus, sepa-
rated by only five years, the same president and the same insti-
tutional arrangements produced the historic extremes of tax
reform and anti-reform legislation.?%

Congress, in the new decade of the 1990s, was faced with a
considerable tax legacy.?”® In addition, in 1989, President Bush
had vetoed legislation that would have increased the minimum

197 See GRAETZ & SCHENK, supra note 46, at 9.

198 See CONLAN ET AL., supra note 138, at 34.

199 See id. at 19.

200 “The 900-page document altered most provisions of U.S. tax law, creating what is
now rightly named the Internal Revenue Code of 1986.” Id. at 1.

201 See id. at 2. The top marginal rate of 28% was an astonishing drop from the top
rate of 70% when President Reagan took office in 1981. See id. at 3.

202 See id. For a detailed listing of the items that were reduced, increased, repealed,
limited or modified, and retained, see id. at 4-5 tbl.1-1.

203 See BURKE & FRIEL, supra note 117, at 644-45.

204 See CONLAN ET AL., supra note 138, at 6.

205 John F. Witte, Congress and Tax Policy: Problems and Reforms in a Historical Con-
text, 10 Am. J. Tax PoL'y 107, 113 (1992).

206 “As a result of all the tax bills from 1978 to 1990, the net worth of the “Forbes 400,”
chosen as the richest in the country by Forbes Magazine (advertising itself as a “capitalist
tool”), was tripled. About $70 billion a year was lost in government revenue, so that in
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wage from $3.35 to $4.55 per hour, but a few months later signed
a compromise bill that increased the minimum wage to $4.25 per
hour by 1991.2°" Tax increases continued in 1990, with the top rate
increased to 31%, and in 1993, with a new top rate of 39.6%,?* to
combat large federal deficits; however, net capital gains were still
preferentially taxed at only 28%.2° In 1992, 83% of all of the fed-
eral income tax returns filed reflected adjusted gross income below
$50,000.2°

The transformation of the federal system of taxation from a
tariff and excise tax based system to an income and employment
tax system was startlingly complete. In 1993, the gross collection
of internal revenues by source were:*!!

In Billions Percentage

Individual income taxes $586 49.7
Employment taxes 412 35.0
Corporate income tax 132 11.2
Excise taxes 35 3.0
Estate & gift taxes 13 1.1

Effective October 1, 1997, the minimum wage was increased
50 cents per hour, to $4.75, and was automatically increased to
$5.15 per hour effective September 1998.2?2 The Taxpayer Relief
Act of 1997 established a new preferential treatment structure for
net capital gain, providing a 20% maximum rate on certain long-
term capital gains,?*® and introduced several new provisions into
the Code.?** The IRS Restructuring and Reform Act of 1998 ad-
dressed concerns with the Internal Revenue Service enforcement

those thirteen years the wealthiest 1 percent of the country gained a trillion dollars.” ZINN,
supra note 121, at 568.

207 See ALMANAC, supra note 58, at 629-30. Workers 16-19 years old would be paid only
$3.35 per hour during their training period. See id. at 630.

208 See BURKE & FRIEL, supra note 117, at 645.

209 See id.

210 See Bureau oF THE CENsus, EcoN. AND Stamistics Apmm., U.S. DEP'T or Com-
MERCE, STATISTICAL ABSTRACT OF THE UNITED STATES 346 tbl.534 (115th ed. 1995) [herein-
after STATISTICAL ABSTRACT.

211 See id. at 344 tbl.532.

212 See Small Business Job Protection Act of 1996, Pub. L. No. 104-188, 110 Stat. 1755
(1996). See also Paul Richter & James Gerstenzang, Clinton Signs Minimum Wage Hike,
L.A. TmMEs, Aug. 21, 1996, at Al. Prior to the increase, the minimum wage, adjusted for
inflation, had been at its lowest value in 40 years. See id. It had not been raised since
1991. See supra note 207.

213 See BURKE & FRIEL, supra note 117, at 645.

214 Two new provisions were of notable consequence. New Section 121 provided an
exclusion from gross income of up to $500,000 for married taxpayers realizing gain upon
sale of a personal residence. See id. at 99-106. The new Roth IRA provided for nondeduct-
ible contributions with tax-free qualifying distributions. See id. at 132-33.
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policies and procedures.?”® Congress and President Clinton are
presently grappling with a phenomenon new to politics in the last
30 years—a projected federal surplus—with Republicans and
Democrats facing off with respective rhetoric of tax reduction or
shoring up the Social Security system.?'¢

B. Values and Beliefs: Historical and Cultural Observations

Our cultural perspective of the federal income tax commenced
with the first element: knowledge. Armed with a basic knowledge
of our tax history, some attention must now be paid to the second
fundamental aspect of culture: values and beliefs. What have we
learned from our quick historical tour? Remember, the premise of
this piece is that how a society chooses to tax itself says something
significant about that society.

The importance of cultural beliefs, as opposed to the primary
focus upon economics, in the development and acceptance of a tax
by a society must be examined. What cultural perspectives do we
employ when assessing the viability of our current federal income
tax, or any alternative tax system? What is our “tax culture?”
This analysis necessitates some reflection upon our values and be-
liefs, as reflected, or perhaps more significantly, as not accurately
reflected, in our current tax code. What follows is a brief and
sometimes unsettling assortment of cultural observations and
conclusions.

1. The Federal Income Tax: Not an Overnight Event

First, and most significantly, our historical review reveals
that the shift from federal reliance upon excise taxes and tariff
duties to the individual income tax as the major source of revenue
was not a wholesale, overnight event. It required nearly a century
for the federal income tax, first imposed upon the wealthiest 1% of
the population in 1913, to evolve into a system of taxation upon us
all. As the need for revenue increased for a multitude of reasons
over the years, Congress gradually shifted away from excise taxes
and tariffs to the income-based system of today.

This observation becomes a crucial factor to consider as we
evaluate proposed alternatives to the current income tax struc-
ture. Too drastic or rapid a change to an alternative federal taxa-
tion system could easily meet with fear, resistance, and distrust in
the general population®’—a sense of culture shock. How funda-

215 See generally CCH, 1998 Tax LEGISLATION: Law, EXPLANATION AND ANaLysis: IRS
REsTRUCTURING AND REFORM AcT OF 1998 (1998).

216 See Alissa J. Rubin, Clinton to Propose Tax Breaks to Aid Domestic Agenda. L.A.
TmMES, Jan. 19, 1999, at Al.

217 Remember the Whiskey Rebellion of 1794. See supra notes 23-25 and accompany-
ing text.
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mental a change the American public will tolerate is unknown.
Our historical perspective indicates, however, that an overnight
overhaul of the federal income tax system to a consumption-based
system of taxation, for example, would not be a likely event.

2. The Legacy of Tax Laws by and for Wealthy
White Males

Our tax system, much like the rest of our law, was created by
mostly wealthy, mostly male, mostly white individuals. Just a few
examples and statistics adequately support this observation.

Most of us are aware of the fact that the early Framers of the
Constitution were wealthy, white male landowners.?’® More than
100 years later, wealthy white males were still a dominant force
in shaping law in the United States. In 1909, for example, 23 of
the 80 U.S. Senators were millionaires.?”® This was at the time
when Congress could not agree upon an income tax (as then pro-
posed, to be imposed only upon the wealthiest 1% of the popula-
tion) and President Taft ultimately had to recommend that a
constitutional amendment be submitted to the States.??® It was
also at the time when fewer than 4% of American families received
as much as $3000 per year in income.?*' Another notable example
of the influence of wealth upon the creation of our tax laws is the
fact that, during the presidencies of Harding and Coolidge, An-
drew Mellon, one of the richest men in America, served as the Sec-
retary of the Treasury.?”? Noted . historian Morton J. Horwitz
contends that, as far back as 1895, poignantly illustrated by the

218 Historian Howard Zinn notes several observations made in the early 20th century
by historian Charles Beard (in CHARLES A. BEARD, AN EcONOMIC INTERPRETATION OF THE
ConsTiTUTION (1935)):

In short, Beard said, the rich must, in their own interest, either control the gov-
ernment directly or control the laws by which government operates. Beard applied
this general idea to the Constitution, by studying the economic backgrounds and
political ideas of the fifty-five men who gathered in Philadelphia in 1787 to draw
up the Constitution. He found that a majority of them were lawyers by profession,
that most of them were men of wealth, in land, slaves, manufacturing, or shipping,
that half of them had money loaned out at interest, and that forty of the fifty-five
held government bonds, according to the records of the Treasury Department.
Thus, Beard found that most of the makers of the Constitution had some direct
economic interest in establishing a strong federal government: the manufacturers
needed protective tariffs; the moneylenders wanted to stop the use of paper money
to pay off debts; the land speculators wanted protection as they invaded Indian
lands; slaveowners needed federal security against slave revolts and runaways;
bondholders wanted a government able to raise money by nationwide taxation, to
pay off those bonds. Four groups, Beard noted, were not represented in the Consti-
tutional Convention: slaves, indentured servants, women, men without property.
And so the Constitution did not reflect the interests of those groups.
ZINN, supra note 121, at 89-90.

219 See PauL, supra note 12, at 94.

220 See supra Part I1.A.4.

221 See supra note 102 and accompanying text.

222 See ZINN, supra note 120-121, at 375. For a discussion of the Mellon Plan adopted
by Congress in 1925, see supra footnotes 121-22 and accompanying text.
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Supreme Court’s decision in Pollock,?*® the country was committed
“to a neutral, non-redistributive state.”??*

No woman served in the House of Representatives until Jea-
nette Rankin of Montana was elected in November 1916.2% In the
105th Congress (1997-1998), only nine of the 100 Senators and
only 54 of the 435 Representatives (12.4%) were women.??¢ Of the
63 women serving in Congress in 1998, 17 (27%) were women of
color.??” Seven states have never sent a woman to either the Sen-
ate or the House.??® Jennifer Dunn (R-Wash.) is only the fifth wo-
man ever to serve on the Ways and Means Committee of the
House of Representatives.??®

The historical statistics for the U.S. Supreme Court and the
presidency are dismal for both female and minority representa-
tion. Of the 113 Supreme Court Justices who have interpreted
our laws for the past two centuries, only two have been women
and two racial minorities.?®® No woman or minority has ever
served as either President or Vice President in our nation’s
history.?!

The data confirm that wealthy, white males have dominated
the creation and interpretation of our laws, including our tax
laws. The question becomes, is this bad per se? The answer is
“yes,” for not all of their assumptions about American values and
behavior are necessarily reflective of a primarily middle- and
lower-class, two-gender, multi-ethnic society. Our historical sur-
vey has revealed that we have, over the years, selected a shifting
balance and mixture of tariffs, excise taxes, corporate taxes, indi-
vidual income taxes, and estate and gift taxes. This mixture has
reflected a general “tax the lower classes” attitude—first evident
with the Federalist excise taxes, then continued with over a cen-
tury of oppressive tariff duties, and finally reflected today in our
income tax system. Such an observation is undoubtedly not

223 Pollock v. Farmers’ Loan & Trust Co., 158 U.S. 601 (1895). See supra Part 11.A.3.
for a discussion of this case.

224 MorToN J. HorwriTz, THE TRANSFORMATION OF AMERICAN Law: 1870-1960, at 16
(1992). For a thoughtful discussion of the case and its legacy, see id. at 19-27.

225 See ALMANAC, supra note 58, at 431,

226 See CENTER FOR THE AMERICAN WoMAN AND PoLitics (CAWP), NATIONAL INFORMA-
TION Bank oN WoMEN IN PuBLic OFFICE, EacLETON INSTITUTE oF PoLrtics, RurgErs UNr-
VERSITY, WOMEN WHO WILL SERVE IN THE 106TH CONGRESS (1998).

227 See id. One African American woman served in the Senate, while eleven African
American women, one Asian American/Pacific Islander, and four Latinas served in the
House. See id.

228 Alaska, Delaware, Iowa, Mississippi, New Hampshire, Vermont, and Wisconsin.
See id.

229 See Robert A. Rosenblatt, Securing the Future for Women, L.A. TiMEs, Jan. 27,
1999, at E1.

230 Sandra Day O’Connor was appointed to the Court in 1981, Ruth Bader Ginsburg in
1993, Thurgood Marshall in 1967, and Clarence Thomas in 1991. Tue WORLD ALMANAC
AND Book oF Facts 1998, at 89 (1997).

231 See id. at 479-80.
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unique to societies today, but it is a sad observation for our demo-
cratic society.

Our differentiation of income as either “earned” and
“unearned” reflects our conflicting attitude toward how wealth is
obtained. Income is clearly a matter of what is valued in the mar-
ket—in our society. The professional athlete, for example, earns
far more than the professional teacher.?®® That fact alone says
something about us as a society. Labor has, historically, been un-
dervalued in our society. We espouse to a strong work ethic, but
employees are generally paid as little as the market will bear. As
Professor Kornhauser observes:

American attitudes about money, spending, and wealth are
complicated because money and wealth are not mere commodi-
ties. They also signify deep-seated, complex values and beliefs
about morality, equality, and the American system of govern-
ment. The basic traditions of the United States extol individual-
ism and the sacred right to property while simultaneously
proclaiming the equality of man and government by and for
equals. The former concepts inevitably result in unequal accu-
mulations of wealth, while the latter argue for a more equal
distribution.?*3

What could be added to the debate with more representative
governmental participants in the decision-making process? A fem-
inist vision of humanity, for example, would contend that “a sense
of connectedness with and obligation to others is an intrinsic part
of the nature of the individual. Such a view of humanity naturally
supports a redistributive progressive income tax.””* Gender bias
throughout the Code has marginalized women and negatively im-
pacted the family.?®> However, commentators over the last 25
years have been largely unsuccessful in effectuating any signifi-
cant change in the Code due primarily, in my opinion, to the fact

232 “People rarely appreciate the degree to which wealth is a psychological phenome-
non. The value of assets depends on what we believe is going to happen in the future. . . .
Because wealth is a phenomenon of expectations and beliefs, it is also a function of infor-
mation.” Bradford, supra note 10, at 22.

233 Marjorie E. Kornhauser, The Morality of Money: American Attitudes Toward
Wealth and the Income Tax, 70 Inp. L.J. 119, 120 (1994).

234 Marjorie E. Kornhauser, The Rhetoric of the Anti-Progressive Income Tax Move-
ment: A Typical Male Reaction, 86 MicH. L. Rev. 465, 506 (1987).

235 See, for example, EDWARD J. McCAFFERY, Taxing WOMEN (1997); Alice Kessler-Har-
ris, “A Principle of Law but not of Justice”: Men, Women and Income Taxes in the United
States 1913-1948, 6 S. CaL. Rev. L. & WoMEN’s StuD. 331 (1997); Edward J. McCaffery,
Taxation and the Family: A Fresh Look at Behavioral Gender Biases in the Code, 40 UCLA
L. Rev. 983 (1993); Nancy E. Dowd, Work and Family: Restructuring the Workplace, 32
Ariz. L. Rev. 431 (1990); Pamela B. Gann, Abandoning Marital Status as a Factor in Allo-
cating Income Tax Burdens, 59 Tex. L. Rev. 1 (1980); Michael J. McIntyre & Oliver Old-
man, Taxation of the Family in a Comprehensive and Simplified Income Tax, 90 Harv. L.
REev. 1573 (1977); Boris 1. Bittker, Federal Income Taxation and the Family, 27 Stan. L.
REv. 1389 (1975); and Grace Blumberg, Sexism in the Code: A Comparative Study of In-
come Taxation of Working Wives and Mothers, 21 Burr. L. Rev. 49 (1972).
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that male legislators have little motivation to revise the laws
against their interest.

The most glaring consequence of a system of tax laws created
by and for wealthy, white males, however, is the exacerbation of “a
growing gap in the relative economic positions between rich and
poor, the latter disproportionately represented by women, chil-
dren and people of color.”?®*® Tax provisions such as the home mort-
gage interest deduction and the preferential tax treatment for
capital gains primarily benefit taxpayers in the upper-income
brackets. As Professor Shurtz notes:

ftlhe disparity in property ownership between white and black
people, in concert with numerous tax provisions granting
favorable treatment to property owners, such as the untaxed
gains on appreciated (but unrealized) assets such as stocks, or
on inherited property that acquires a step up in basis but is un-
taxed, I.LR.C. §1014 (1994), has underscored an unwritten but
real class and race bias embedded in our tax laws.?”

To support the contention that we are, after 200 years of
struggle, very much a society of rich and poor, I offer data regard-
ing the top 1% of the population by income class. From 1977 to
1989, the income of the top 1% increased by 80.3%, while the in-
come of all families increased by only 15.5%; the income of the
lowest 40% of American families actually decreased during this
period.?®® In 1992, the top 1% of federal returns included 1.1 mil-
lion filers earning above $181,713 and, although they paid 27.4%
of all taxes, this small group also earned 14.2% of all income.?*
Interestingly, the tax rate for these high-income earners actually
declined between 1982 and 1992, from a top rate of 50% to a top
rate of 31%, respectively, but their share of taxes paid increased
substantially, from 19.0% to 27.4%.2*° This seemingly incongruous
result came about because high-income taxpayers still reported a
disproportionate share of the total adjusted gross income. While
the top 1% of taxpayers earned 8.9% of income in 1982, they
earned 14.2% of all income in 1992.24! In addition, the reported
income of the top 10% of all income earners rose from 32.3% of the
total in 1982 to 39.2% of the total in 1992.242 Thus, in 1992, 90% of

236 Nancy E. Shurtz, Gender Equity and Tax Policy: The Theory of “Taxing Men,” 6 S.
CaL. Rev. L. & WoMEN’s Stub. 485, 528 (and accompanying footnotes) (1997).

237 Id. at 528 n.198.

238 See Martin J. McMahon, Jr., Individual Tax Reform for Fairness and Simplicity:
Let Economic Growth Fend for Itself, 50 WasH. & LEE L. Rev. 459, 462-63 (citing House
Comm. on Ways and Means, 1992 Overview of Entitlement Programs 1454, at 1511 tbl.15,
1513 tbl.16 (Comm. Print 1992)).

239 See Chris R. Edwards, Wko Pays Federal Income Taxes?, 66 Tax Nores 105 (1995).

240 See id.

241 See id. at 107.

242 See id.
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the taxpaying public was receiving 60% of all income, while 10% of
the taxpaying public was receiving nearly 40% of the income.

Due to the sharp decline in the progressivity of the tax rates
and the plethora of tax expenditure items available to upper-in-
come taxpayers,?* the lower- and middle-classes®® in America still
bear a substantial portion of the federal income tax burden. In
1996, nearly 22% of the total federal income tax revenue was col-
lected from those taxpayers with adjusted gross incomes below
$50,000.2¢ Nearly 49% of the total federal income tax revenue was
collected from those taxpayers reporting adjusted gross incomes
below $100,000. Add into this equation the impact of the Social
Security tax, collected on gross wages up to $62,700, and the bur-
den of taxation upon the working class in America is again quite
evident. Taxpayers reporting adjusted gross income of $500,000
or more paid slightly more than 21% of the total federal income
tax burden in 1996.2*" These figures lead us directly to the next
observation: the tax expenditure phenomenon.

243

3. The Tax Expenditure Phenomenon

Since 1913, within the evolving structure of the federal in-
come tax, and beyond the obvious issues of tax rates, we have
made continuous and crucial decisions regarding exemptions, ex-
clusions, capital gains and losses, deductions, and credits. For the
last 30 years, the primary tax policy focus has been upon “tax ex-
penditures”—reductions in individual or corporate income tax lia-
bilities that result from special tax provisions or regulations that
provide tax benefits to particular taxpayers.?*® Tax expenditures

243 See supra Part ILA7. & 8.

244 See infra Part I1.B.3.

245 How we define “middle-income” or “middle-class” is problematic, The higher our
income, the greater our tendency to stretch the definition of middle-income to include our
own income. See WITTE, supra note 12, at 340-43.

246 For 1996, $142 billion of the total revenue of $658.2 billion was collected from tax-
payers reporting adjusted gross incomes (AGI) under $50,000. Percentages of total tax col-
lected and total number of returns, by AGI, for 1992 and 1996 are:

1992 1992 1996 1996

% of Total % of Total % of Total % of Total
Adjusted Gross Income Tax Collected Returns Tax Collected Returns
0-$49,999 30.4% 82.80% 21.6% 78.18%
$50,000-$99,999 29.4% 13.89% 27.1% 16.72%
$100,000-$199,999 14.1% 2.47% 16.7% 3.83%
$200,000-$499,999 10.9% .66% 13.3% 1.00%
$500,000-$999,999 5.2% .12% 6.6% 18%
$1,000,000 or more 10.0% .06% 14.7% .09%
See StaTisTics OF INCOME, supra note 8, at 150 tbl.3.

247 See id.

248 Defined in the Congressional Budget and Impoundment Control Act of 1974. See
GRAETZ & SCHENK, supra note 46, at 44. The “top 10 tax expenditures” of 1995 as esti-
mated by the Staff of the Joint Committee on Taxation were:
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purportedly facilitate congressional pursuit of a strong “stimulate
the economy” approach to the Code and tax legislation, encourag-
ing and discouraging specific types of behavior through its coer-
cive and manipulative taxing power. Congress has emphasized
more politically palatable tax subsidies (i.e., tax expenditures)
rather than politically deadly direct subsidies (i.e., welfare).?*®

The final result is an excessively complex and brutally unfair
.system of taxation. As Marvin Chirelstein observes:

[tlax preferences have grown phenomenally since World War II,
and it is not possible today to regard our national tax system as
anything but unfair and unequal in its application. The Inter-
nal Revenue Code contains a multitude of special interest provi-
sions. Some are “industry specific” concessions to big businesses
like extractive industries, defense contractors, and bank and in-
surance companies, while others benefit investors and high-sal-
aried individuals through reduced tax rates on capital gains,
and travel and entertainment expense deductions for executives
and professionals. The ideal of a comprehensive tax base—a tax
on “all income from whatever source derived”—now really ap-
plies only to middle- and lower-income taxpayers who have few
opportunities to exploit the preferences which the Code affords
to others.?

We, as a society, appear to value the importance of choice and,
as the federal income tax became a tax upon us all, the importance
of individual choice emerged as a prominent aspect of the system.
However, as Professor Chirelstein indicates, the matter of choice
to exploit tax preference items in the Code is mostly an illusion for
individual taxpayers.?®' Not all tax systems empower; the extent
to which a tax system empowers reflects and implements impor-
tant values.?2 Our current tax system generally grants choices to

In Billions
1. Pensions + IRAs/Keoghs 85.5
2. Mortgage Interest + Property Taxes (homes) 713
3. Medical Insurance 50.4
4. Accelerated Depreciation 31.2
5. Charitable Deduction 29.5
6. State & Local Tax Deduction 26.2
7. Social Security (the non-taxable portion of benefits) 24.1
8. Deferral of Gain & Exclusion on Homes 20.4
9. Life Insurance 17.7
10. Medicare 15.3
Id. at 46-47.

249 “[T)ax expenditures make it possible for Congress to give financial aid to specific
groups or industries that could never obtain direct appropriations from the government
because of the public outery that would arise. Most people, however, do not recognize tax
expenditures as subsidies.” THoMas J. REEsSE, THE Pouitics oF TaxaTioN xi (1980).

250 Chirelstein, supra note 192, at 210, and accompanying footnotes.

251 More than 78% of all returns filed in 1996 reflected adjusted gross income below
$50,000. See supra note 246.

252 See Abreu, supra note 4, at 6.
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people who possess material wealth, and it distributes those
choices progressively.?® Professor Chirelstein adds the following
sobering observation:

the investor class, whether by reason of the tax deferral permit-
ted to real estate owners, or by reason of the capital gain prefer-
ence allowed to security speculators, pays tax at much lower
rates on investment income than do those who receive income
from personal services. From the standpoint of income tax fair-
ness, not the slightest justification can be offered.?**

If we are to remain with income as our basic tax structure,
then we must return to a broadened income tax base. This goal is,
obviously, more easily stated than achieved. The primary diffi-
culty now is that we, as a society, have been conditioned into be-
lieving that the Internal Revenue Code, through specific tax
provisions, can be the cure-all for nearly every imaginable social
and economic ill.?*® Every candidate for political office, from city
council to President, includes a tax agenda in his or her platform.
Politicians have now maneuvered themselves into a corner. The
elimination of tax preference items would be politically controver-
sial, to say the least, and would undermine the alleged basis for
their very existence: the stimulation of the economy.

4. Americans: A Source of Frustration to Economists

There is much that can be said about American irrationality.
We are an amazing source of contradictory beliefs and irrational
behavior—an economist’s nightmare. We loan money to our rela-
tives (with a high probability that we will never see the money
again). We give money to our children with little control over how
they will spend it. We buy items we don’t need on the Home Shop-
ping Network®, on credit no less. Sometimes, we even spend
more than we earn.?®® Even the renowned tax expert, Boris Bitt-
ker, observes: “I will pursue the road of rationality as far as I can
trace its tracks; but for me, the final destination is not attained
without wandering in the wilderness with only one’s soul for
guidance.”?’

Despite the core principle of raising revenue, however, view-
ing our federal income tax system from a purely economic point of
view results in major flaws in our analysis, for the economist “only

253 See id. at 9.

254 Chirelstein, supra note 192, at 211,

255 See infra Part I1.B.6.

256 “For the first time since the Great Depression, Americans spent more money in a
single month than they earned, driving the personal savings rate into the negative zone.”
Jonathan Peterson and Stephen Gregory, Personal Savings Rate in Red, 1st Time Since
‘30s, L.A. TmmEs, Nov. 3, 1998, at Al.

257 CHARLES O. GarLvin AnND Boris 1. Brrrker, THE INcoME Tax: How PROGRESSIVE
SHouLp It BE? 28 (1969).
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claims to show us how the world works apart from idiosyncrasies
of time, place, and individual personality.”?® We need to recognize
and appreciate cultural as well as economic factors and influences
in our tax Code.?® One consequence of professional economists
holding the high road in tax theory is a general acceptance among
them:

of a certain view of human well being, which translates into as-
sumptions about distributive fairness. Another [consequence] is
the indifference of most tax theory to the admittedly unique as-
pects of the political process through which each country’s pecu-
liar tax system is created. This indifference is no doubt a direct
reflection of the way in which economists view their discipline
as a whole. They typically aspire to produce simple, elegant,
strongly explanatory, and in brief, highly general theories of the
phenomenon with which they deal. But a corollary is that cul-
tural, partisan, and irrational elements in actual tax systems
seem to the economist uninteresting and irrelevant. As a result
much of the best work on taxation, done by economists, seems to
pay no attention to how tax policy is made in real life. People
find this apparent lack of realism puzzling.2%°

Much has been done to the Internal Revenue Code in the
name of economics. The rapid-fire, massive changes to the Code in
the early 1980s, for example, were prompted by erroneous eco-
nomic theory.?® Our historical survey has repeatedly revealed
congressional tax action to either increase revenue or to reduce
inflation, the federal deficit, or both. Thus, the next observation
must, by necessity, address the political process through which
our country’s peculiar tax system is created.

5. The Not-So-Pretty Political Process and the
Congressional Tax Ritual

The political process is not a pretty picture in the context of
tax legislation. Thomas J. Reese observed in 1980 (prior to the
Tax Reform Act of 1986 but still applicable today) that:

258 STEPHEN G. Urz, Tax PoLicy: AN INTRODUCTION AND SURVEY OF THE PRINCIPAL DE-
BATES 73 (1993).

259 My sense is that it is probably better to recognize the legitimacy of cultural
factors in tax policy than to treat them as some sort of alien invasion of the econo-
mist’s territory. This admission need not lead to an academic retreat, nor to an
easy acceptance of tax subsidies. Because a factor is nonquantifiable does not
mean that it cannot be evaluated. If the cultural value behind a given tax provi-
sion can be identified, the importance of that value can be assessed as well as the
effectiveness of the provision in advancing that value. This process should by no
means replace the economist’s art, but it is a vital addition.

Michael Livingston, Risky Business: Economics, Culture and the Taxation of High-Risk Ac-
tivities, 48 Tax L. Rev. 163, 229-30 (1993).

260 Utz, supra note 258, at 71.

261 See supra footnotes 192-95, and accompanying text.
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{tlax reformers would prefer to replace this system of high tax
rates and loopholes with a system of lower rates and fewer tax
expenditures. Although the reformers’ position is economically
logical, the current system is politically attractive. Politicians
can defend the tax system to poor people by pointing to the
highly progressive rates. At the same time, wealthy and power-
ful interests are not upset because there are loopholes to protect
them.?62

The dynamics of tax policy-making have changed dramati-
cally in the last 20 years. The political reality is that congres-
sional and presidential candidates are elected by an ever-
decreasing percentage of the population willing to vote.?®® Those
willing to participate in the election process thus, by default, wield
a significant amount of power. In addition, policy entrepreneurs,
tax experts,?®* journalists,?®® the media, policy promoters in Wash-
ington think tanks,?®® and public interest groups®’ recently have
been added to the traditional mix of congressional tax committees
in formulating tax policy.?®® Corporate lobbyists, long a political
reality in Washington, are now more organized, and obvious.?®®
Additionally, the American two-party political system is at risk of
collapse.?”® As Professor Pollack notes:

262 REESE, supra note 249, at xi.

263 For example, only 44.6% of the more than 190 million Americans eligible to vote in
the 1994 congressional elections actually voted. See STATISTICAL ABSTRACT, supra note 210,
at 289 tbl.459.

264 While a generation ago, it was judicial gloss upon the barebone statutes that

added the real substance to the Code, tax laws now are given their substance by
the tax experts in the Treasury Department and Service who issue the regulations
and other published authority that guides the actual practice of tax law.

Sheldon D. Pollack, A New Dynamics of Tax Policy?, 12 Am. J. Tax Pov’y 61, 72-73 (1995).

265 See, e.g., DoNALD L. BARTLETT & JAMES B. STEELE, AMERICA: WHAT WENT WRONG?
(1992). The authors, journalists with the Philadelphia Enquirer, wrote this book as an
expanded version of their nine-part newspaper series originally published in 1991. The
book was a best seller.

266 See, e.g., JAMES ALLEN SMITH, THE IDEA BROKERS: THINK TANKS AND THE RISE OF
THE NEW PoLicy ELITE (1991). The author notes that: “there is something troubling about
the relationship among experts, leaders, and citizens that tends to make American politics
more polarized, short-sighted, and fragmented—and often less intelligent—than it should
be.” Id. at xxi. See also Davip M. Ricci, THE TRANSFORMATION OF AMERICAN PovLitics: THE
NEw WASHINGTON AND THE Rise oF TNk Tanks (1993).

267 See, e.g., JEFFREY M. BERrY, LoBBYING FOR THE PEOPLE: THE PoLITICAL BEHAVIOR
oF PusLic INTEREST GrOUPS (1977).

268 See Pollack, supra note 264.

269 See, e.g., JEFFREY H. BirnBauM, THE LoBByists: How INFLUENCE PEDDLERS GET
THEIR WAY IN WasHINGTON (1992). The author, a reporter for the Wall Street Journal,
recounts the intense activities of the more than 80,000 corporate lobbyists in Washington
D.C. in the years 1989-1990.

270 Perhaps my prediction of “collapse” is overly influenced by the recent, dishearten-
ing, partisan activity in President Clinton’s impeachment proceedings in both the House
and the Senate. However, the general decline in the U.S. political party system has previ-
ously been addressed in JAMES L. SUNDQUIsT, DYNAMICS OF THE PARTY SYSTEM: ALIGNMENT
AND REALIGNMENT OF PoLITICAL PARTIES IN THE UNITED STATES (1973). See also Davip S.
BroODER, THE PARTY’S OVER: THE FAILURE oF Povritics IN AMERICA (1971). The Washington
Post correspondent analyzes the polarization of the party system in the two-decade period
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[t]he proliferation of tax policy entrepreneurs and public inter-
est groups reflects the decline of the party hierarchy in Congress
and the weaknesses of the American party system. . .. In other
words, the erratic course of tax policy during the 1980s was a
product of the continued deterioration in the political process
through which tax policy is made. The unstable political frame-
work and the lack of consensus over tax policy resulted in an
unusually turbulent decade of tax politics. This unstable poli-
tics could produce tax legislation such as Reagan tax cuts in one
year and a tax reform bill such as the 1986 Act only five years
later. Events in the 1990s already suggest that much the same
turbulence continues to haunt federal tax policy.2"!

John Witte’s concerns regarding the course of tax policy after
the Tax Reform Act of 1986, expressed in 1992, hold true today:

[rlegardless of how one evaluates the politics of TRA [Tax Re-
form Act of 1986], two long-standing historical problems with
income tax policy persist despite the changes enacted in 1986.
The first is the continuing possibility that tax expenditures will
again begin to increase, thus narrowing the tax base, increasing
specialized benefits, and further complicating the tax code. De-
spite the landmark nature of the 1986 Act, which eliminated 14
tax expenditures and reduced benefits in 72 other provisions, a
vast array of tax expenditures remain. And since 1986 the only
serious tax proposals have been to restore benefits curtailed by
TRA, e.g., capital gains, IRAs, earned income credit, child care.
In part, the current pressure to expand tax expenditures may be
a cyclical reaction to the severity of the changes enacted in
1986.272

As previously noted, Congress has, as feared, recently expanded
tax expenditures by enacting a 20% tax rate preference for capital
gains, creating a new Roth IRA, and adding other tax expenditure
provisions to the Code.?™

Although our history reveals that the congressional ritual of
considering new tax legislation is not a recent phenomenon, it has
accelerated in the past three decades to a nearly annual event.
Thus, the public has grown to expect a tax policy position from
every candidate running for public office. Our cultural expecta-
tions now include an annual dose of tax “reform,” “reduction,” “re-
lief,” “recovery,” “simplification,” “technical correction,” or
“restructuring” from an ever more remote, frustrating, and bla-
tantly political process. This reality leads us to a final
observation.

from Eisenhower to Nixon. However, see LARRY J. SABATO, THE PARTY’s JusST BEGUN: SHAP-
ING PoLrTicaL PARTIES FOR AMERICA’S FUTURE (1988), which provides historical background
and then presents a hopeful agenda for party renewal.

271 Pollack, supra note 264, at 62.

272 Witte, supra note 205, at 113.

273 See supra Part IL.A.8. and, in particular, footnote 214 and accompanying text.
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6. The Allegedly All-Purpose, Cure-All Tax Code

History has established that it is often exceedingly difficult
for the political animal that is Congress to accept a major new
concept such as the federal income tax or the Social Security tax.
However, once the idea morphs through the political process and
is finally “put into play” as enacted law, constant congressional
tinkering is the norm. As previously discussed,? Congress has
modified tax rates, exemption levels, and deductions, and added or
revised a plethora of tax preference provisions to address both
good times and bad, to stimulate the economy or to slow it down,
and to encourage business, investment, home ownership and sav-
ings. The frightening reality of this “reform,” “reduction,” “relief,”
and “recovery” cycle is that no one really knows whether any of the
tax legislative proposals are capable of remedying the perceived
economic or social crisis of the day. Identifying the parameters of
the current economic or social dilemma, agreeing upon a politi-
cally palatable solution, and predicting the future behavior of 270
million Americans are tasks likely beyond the capabilities of any
group of individuals. The drive to “fix it,” however, whatever “it”
might be, through the tax Code is now an innate political instinct
comparable to “survival of the fittest.”

The result is that the accelerated rate of recent tax legislation
is nothing short of mind-boggling. For example, the Tax Reform
Act of 1969, which was the first major overhaul of the 1954 Code,
affected only 271 Internal Revenue Code subsections.?”® In com-
parison, the six major tax bills enacted between 1976 and 1984
affected 5815 subsections.?’”® And, as previously noted, the recent
Taxpayer Relief Act of 1997 alone revised 825 code sections and
added 285 new sections to the Code.?””

I remain unconvinced that the solution to all social and eco-
nomic ills lies in the Internal Revenue Code. Professor Martin J.
McMahon, Jr. observes that:

[tiraditional tax policy analysis focuses on whether the system
(1) raises adequate revenue, (2) in an equitable manner, (3)
without undue complexity, and (4) without undue interference
with the economic system. Since 1981, however, the dominant
characteristic of tax policy debate in the political arena has been
the effect of the current rules and proposed changes on economic
behavior. When tax reform is considered, the focus rarely is on
the tax system as a source of revenues the effectiveness and fair-

274 See supra Part ILA.

275 See Richard L. Doernberg & Fred S. McChesney, On the Accelerating Rate and De-
creasing Durability of Tax Reform, 71 MInN. L. REv. 913, 922 (1987) (citing Harold Apolin-
sky, The Changes Just Cost Money, WasH. PosT, Apr. 6, 1986, at C8).

276 See id.

277 See supra note 7, and accompanying text.
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ness of which should be measured against the full range of
traditional criteria of tax policy. Nor is the redistributive func-
tion of taxation considered in a balanced manner. Use of the tax
system to redistribute the social product has been decried. In-
stead, tax policy analysis has been dominated by demands for
either investment neutrality or investment incentives, with
pseudo-economists somewhat amazingly demanding both simul-
taneously. Advocates of changing the tax system to encourage
economic growth do not seem to view the tax system as a vehicle
to collect adequate revenues fairly or to soften the harsh distri-
butional results that capitalism sometimes produces. They
evaluate the tax system solely as a tool for managing economic
activity, both on a macroeconomic and microeconomic scale. In
other words, much of what passes for “tax policy” in the political
arena today is in reality “tax expenditure policy.”?®

Is the tax Code tail wagging the economic dog, or vice-versa?
It is exceedingly difficult to tell whether Congress believes that
the economy wags the Internal Revenue Code or the Internal Rev-
enue Code wags the economy. Those on the lower end of the in-
come spectrum are shaking, nonetheless.

C. The Behavior Factor

The third cultural factor to examine in our income tax per-
spective is behavior: how the tax system in obvious as well as hid-
den ways attempts to modify our economic, as well as our
personal, behavior. Volumes could be written about this cultural
and psychological phenomenon, but my discussion shall be re-
stricted to just a few observations.

The first observation of critical significance is that our tax
payments are removed from the behavior that generates the tax
liability and “[t]his behavioral, or functional, separation leads us
to perceive tax payments as punishment for having succeeded fi-
nancially.”® We engage in productive activity that is rewarding
and apparently valued by society and yet, at the same time, we
are “punished,” through taxes, the more successful we become.
Thus, observes Professor Rosenberg:

[ulnfortunately, the imposition of occasional punishment in re-
sponse to behavior that is generally positively reinforced has
been shown not only to generate hostility, but also to literally to
[sic] drive subjects crazy. Those who feel they are being pun-
ished tend to retaliate by punishing back, and the one at whom
they tend to direct their punishment is the one they perceive to

278 McMabhon, supra note 238, at 461 (and accompanying footnotes).
279 Joshua D. Rosenberg, The Psychology of Taxes: Why They Drive Us Crazy, and How
We Can Make Them Sane, 16 Va. Tax Rev. 155, 183 (1996).
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be punishing them; in this case, the perceived punisher[s] are
the Service and taxes in general.?®°

Congress fed into this general hostility toward the Internal
Revenue Service with substantial taxpayer testimony relating in-
stances of IRS taxpayer abuse prior to passage of the 1998 IRS
Restructuring and Reform Act. The irony of this scenario is that
much of the taxpayer hostility was misplaced. Congress creates
the tax laws that punish us and drive us crazy; the IRS is merely
the visible enforcer. How convenient for Congress that a “fall-guy”
was available to receive the taxpayers’ wrath.

The second observation is that congressional efforts to alter,
encourage or discourage our behavior through the tax code have
enjoyed varying degrees of success and failure. As Sheldon D. Pol-
lack observes: “[t]he tax laws have a peculiar impact upon private
behavior insofar as they do not strictly prohibit particular private
action or conduct, but rather establish a broad framework of in-
centives and disincentives through which private activity is subtly
altered.”®! The following four examples illustrate this point.

The first example is savings. Economists generally are in
agreement that Americans need to save more. Changing our in-
come tax system to a consumption tax system, it is argued, would
encourage savings behavior because the funds saved during the
year would not be subject to tax. However, this argument as-
sumes that Americans are at present not saving because the cur-
rent income tax system does not strongly encourage it. Other
than tax-deferred contributions to pension plans, income from
savings is taxed at normal tax rates. However, it might just as
easily be plausible that Americans are not saving because they
can’t afford to save—most need their annual incomes just to make
ends meet.?®? As previously noted, 78% of all tax returns filed in
1996 reflected AGI of $50,000 or below.?® Taking into account the
federal as well as state income taxes plus the Social Security tax,
this statistic indicates that the majority of Americans are not gen-
erating sufficient income to accommodate savings. The issue is
not so much the income tax as the ability to generate income.

280 Id. at 185-86 and accompanying footnotes.
281 Sheldon D. Pollack, Tax Complexity, Reform, and the Illusions of Tax Simplifica-
tion, 2 GEo. MasoN INDEPENDENT L. REv. 319, 357 (1994).

282 [M]ost Americans would have difficulty recognizing the consumption tax as su-
perior in fairness and equity to a broad-based income tax. The reason for this is
that people do not regard saving as an act of self-denial where high-income tax-
payers are concerned, or as mere postponed consumption. In our day at least, sav-
ing generally appears to take place only after all reasonable consumption
preferences have been fully satisfied, and hence sometimes appears to be the ulti-
mate luxury.

Chirelstein, supra note 192, 217-18.
283 See supra note 246.
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The second example is the filing of returns. Filing individual
income tax returns gives us a sense of control, although most of us
need some assistance in completing our returns.?* There is a
sense of accountability and control that seems important to us.
The cultural phenomenon of filing our returns at midnight on
April 15th is, in my opinion, more than a media event; rather, it
represents a demonstration of individual control over a perceived
tax system gone awry. A negative behavioral consequence of our
self-reporting process, however, is its inherent unreliability.?®

A third example is the deadweight loss factor. We spend an
inordinate amount of time, energy, and money attempting to avoid
the imposition of the tax burden. As David Bradford observes:

tax rules impose two sorts of burden. One is the transfer of
purchasing power from the individual to the government; the
other is the effective waste of purchasing power owing to the
distorting effects arising from the effort to avoid tax. The latter
burden, called by economists the “deadweight loss” due to the
tax, represents a gain to no one—neither to other individuals
nor to the government.?%®

For illustration purposes, let’s examine the situation of a spouse
(the wife, for purposes of this example) who would like to go to
work to supplement the family’s income. Due primarily to the So-
cial Security tax and the fact that the wife’s income will be added
on top of her husband’s income, her additional work income could
actually result in less overall income for the family.?®” Numerous
devastating social consequences flow from the spouse’s decision
not to work in order to avoid the cascading impact of the taxes:

(1) the loss to the workplace and the community of the skills of
the woman who intelligently decides not to enter the
workforce;

(2) the loss to the woman of her opportunity to pursue her
career;

(3) the loss to the father of time with his family since he must
increase his workplace hours rather than have his wife work
outside the home;

(4) the loss to the children of the father who has less time to
share in their growing up;

(5) the loss to the children of the mother (whether married or
single) who would rather work only part-time but is econom-
ically compelled to work full-time; and

284 See supra note 8.

285 See Rosenberg, supra note 279, at 191. “Self-reporting suffers from an unconscious,
and therefore almost inescapable bias, even in the absence of any deliberate effort by the
taxpayer to cheat or under-report.” Id.

286 BRADFORD, supra note 10, at 135.

287 See Nantell, supra note 183, at 894-97.
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(6) the stigma placed upon a poor single parent who intelli-
gently decides to accept welfare rather than a minimum
wage job which cannot provide her and her children with
sufficient resources to cover the necessities of life, including
medical and child care costs.?%®

Thus, prudent tax avoidance behavior on the part of a taxpayer
results in a multitude of wasted purchasing power—a deadweight
loss.

The final example is home purchases and sales. Nowhere is
the behavioral impact of the tax code more evident than in the
purchase and sale of homes. We often buy homes because we are
motivated to take advantage of the home mortgage interest and
real estate taxes deductions.?®® Prior to the 1997 tax Code
changes, most taxpayers felt compelled under the Code to buy a
home more expensive than the one they sold in order to avoid rec-
ognition of realized gain upon the sale.?*°

An inherent flaw in the behavior modification aspect of this
Code section was magnified by experiences in the early 1990s. As
the economy in California declined, many Californians sold their
homes at high prices and moved to states with traditionally lower
home prices such as Colorado®* and Utah.?? The Californians, not
wanting to recognize the gain upon the sale of their California
residences, built and bought expensive homes in their new states,
thus rapidly, and falsely, inflating the value of homes in those
states. By 1995 in Colorado, for example, heavy in-migration to
the state spurred luxury home construction out of a five-year
slump.?®® In Utah, the average home sold for $77,788 in the first
quarter of 1991, the second year that the state began seeing heavy

288 Id. at 896.

289 See I.R.C. §§ 163 and 164 (1994), respectively. These two benefits combined to a
total of $71.3 billion in 1995, thus ranking as the #2 tax expenditure on the “top ten list” for
the year. See supra note 248.

290 See former I.R.C. § 1034 (repealed by the 1997 Taxpayers Relief Act). The impact of
§ 1034 was to defer the reporting of realized gain on the sale of a residence by reducing the
basis of the newly purchased residence. However, in order to qualify for this deferral, the
section mandated that the taxpayer “buy-up”—that is, buy a home more expensive than the
home he or she sold. The deferral of gain upon sale of a personal residence totaled $20.4
billion in 1995, thus ranking it the #8 tax expenditure on the “top ten list” for the year. See
supra note 248.

291 See Guy Kelly, State’s Explosive Growth Tapering Off, Rocky MouNTAIN NEws, Jan.
29, 1996, at 4A.

292 “At least 37,000 Californians parked their moving vans at Utah’s curbs in the first
three years of this decade, according to the best estimates, and they brought more than
their belongings.” Colleen Diskin, California Influx Changing the Pace in Laid-Back Utah,
DENVER PosrT, Jun. 18, 1995, at C7.

293 See Michelle Mahoney, Invasion of the Monster Mansions, DENVER Post, Aug. 2,
1995, at F1. The managing broker for Devonshire Co. stated: “the home you could buy two
years ago for $500,000 is now $750,000.” Id.
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migration from California; but in the first quarter of 1995, the av-
erage house statewide sold for $119,653, a nearly 54% increase.?*

Old section 1034 influenced more than just the inflation of
home prices in many states. It also encouraged individuals to in-
vest the gain from the sale of their residences in ever-more-expen-
sive residences, rather than in more productive investments such
as retirement savings, insurance, securities, or bonds.?® The per-
sonal, psychological, social, and economic consequences of these
“misplaced” funds over five decades can hardly be estimated.

Now, the new exclusion from gross income of gain from the
sale of a personal residence, $250,000 for single taxpayers and
$500,000 for married taxpayers,?* is beginning to change property
owners’ behavior. It has been estimated that the new tax exclu-
sion could have influenced anywhere from 100,000 to 500,000 of
1998’s record 4.8 million resales.?’

The end result of a tax policy comprised of motivation-ori-
ented, behavior-altering provisions is an exceedingly complex set
of statutes. Political scientist John Witte observes that “[w]hen it
comes to fitting the incentive to a precise type of behavior and pop-
ulation, while at the same time trying to anticipate and thwart
the legal maneuvers of those attempting to exploit the provision,
what may be simple conceptually becomes unmercifully complex
in practice.””® Drafting tax statutes for 270 million Americans,
with the intent of encouraging very specific behavior, is thus
doomed to a fate of intricacies and exceptions—our present, un-
pleasant predicament. Given the fact that no one is actually capa-
ble of predicting the exact behavioral consequences of any one,
specific tax statute, the existence of our current melange of tax
Code provisions is truly frightening.

III. SuiFrine THE INncOME Tax PArRADIGM

When the 16th Amendment to the Constitution was approved
by Delaware, the 32nd state, on February 25, 1913, my father was
13 days old. We tend to think that the adoption of the federal
income tax is “ancient history” but, in my family, it is only two
generations old.

294 See Diskin, supra note 292,

295 See Lee A. Sheppard, Should Sales of Personal Residences Be Exempt From Tax?,
50 Tax Notes 1433 (1991).

296 See LR.C. § 121 (West 1988 & Supp. 1999).

297 See Kenneth R. Harney, Tax Law Change Gives Boost to Home Sales, L.A. TIMES,
Jan. 24, 1999, at K1 (Orange County ed.). “The actual cost, at least as measured in new
estimates by the congressional Joint Tax Committee, turns out to be substantial: About $31
billion over the next five years. For home sellers, at least, that’s a bipartisan $6 billion a
year they'd never be able to pocket if they paid capital gains taxes on their profits.” Id.

298 WITTE, supra note 12, at 204.
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I believe this observation is important for several reasons.
First, my parents’ generation, and every person born after 1913,
has primarily known an income tax system at the federal level.
One would need to talk to centenarians in order to record personal
reflections regarding the prior, longstanding federal tariff
structure.

Second, I believe this observation is important in looking back
on the development of the federal income tax system. Those
men®”® who created and changed the federal tax Code in the subse-
quent decades of the ’20s, ’30s, and ’40s, in particular, were cer-
tainly influenced by the economies and events of their times.
However, they also possessed a personal frame of reference, a per-
sonal historical perspective, of a very different tax structure and
system.

Third, this observation becomes important because our own
personal experiences, our individual historical perspectives, in-
struct, shape, dictate, and, often, constrain our future decisions to
amend or not to amend a system of laws, any laws, whether they
be tax or otherwise.

Nearly every individual living in the United States today has
only known a system of income taxation at the federal level.3® It is
an accepted part of our lives and an integral aspect of our culture.
When I ask my Federal Income Tax students why we have an in-
come tax system as opposed to a national sales tax system, for
example, they look at me as if I am from Mars (or is it Venus?).3%
In their personal historical experiences, sales taxes are the do-
main of state and local governments, as are property taxes. The
income tax system is the only federal tax system they have ever
known. It is their paradigm, and too drastic a change is simply
not trusted as legitimate.

Yet, “Why a federal income tax system?” is the threshold, fun-
damental question to answer if we are to engage in a meaningful
discussion of tax policy. As I have stated, all of our legal rules are
reflections of our values and beliefs,°? and this statement is cer-
tainly true in our choice of a tax system.?®® As Professor Pollack
observes:

299 The term “men” is used intentionally. See supra Part I1.B.2,

300 Certainly immigrants bring their own cultural perspectives regarding taxation
with them. However, once here in the United States, the income and employment tax sys-
tems are the primary federal tax systems they will encounter, and they will encounter
them immediately, with their first paychecks.

301 My apologies to JoHN Gray, MEN ARE From Mars, WoMEN AR From VENUS
(1992).

302 See generally STEVEN J. BURTON, AN INTRODUCTION TO Law AND LEGAL REASONING
(2d ed. 1995).

303 “[T]ax systems are products of human creation. They exist because they serve
human objectives, reflecting the values of their designers. A tax system’s design can reveal
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[t]he abandonment of the tariff and the political battle culminat-
ing in the adoption of the federal income tax in 1913 as the new
(and soon-to-be primary) source of revenue proved to be a water-
shed event in the development of public finance, as well as a
milestone in the development of the national political party
system.304

This observation leads us to the problem of paradigms. If
things have always been done a certain way—if income has al-
ways been taxed in our personal experiences—then it is so. The
questioning and rationality are often lost in the inevitability of the
answer.? This paradigm phenomenon occurs within tax policy
analysis as well. For example, one of the longstanding tenets of
American tax policy is the supposed necessity of a tax system to
achieve both horizontal and vertical equity.?*® Under the premise
of horizontal equity, taxpayers with equal incomes should pay an
equal amount of taxes. Lack of horizontal equity is a major criti-
cism of our current tax system. For example, if Taxpayer A has
$50,000 of adjusted gross income and owns a home, then she will
receive the benefits of the home mortgage interest deduction and
the real estate tax deduction in computing her federal income tax
liability. If Taxpayer B has $50,000 of adjusted gross income and
pays rent, however, then she will pay more income tax, since she
will only be able to utilize the lower standard deduction to shelter
her income.

Horizontal equity as an objective of a tax system may have
some fundamental flaws.?°” For example, in our previous example,
is all $50,000 of adjusted gross income created equal? Assume that
Taxpayer A’s income came solely from interest and dividends on
investments gifted to her by her grandparents, and then assume
that Taxpayer B’s income came from working 60-hour workweeks
at two different jobs. Should the objective of the tax system be to
tax them the same?

Vertical equity necessitates that those taxpayers with more
income should pay a greater share of the tax burden. The theory
is that every added dollar of income means less to a rich person
than to a poor person. These concepts of equity have come to be
an accepted tax policy paradigm of a supposedly neutral system of

much about those values. In other words, our choice of an income tax over a head tax as a
mechanism for raising revenue is not accidental.” Abreu, supra note 4, at 16.

304 Pollack, supra note 4, at 496 and accompanying footnotes.

305 The phenomenon reminds me of the old (somewhat sexist) joke about the young
woman who always cut off the end of the roast before putting it in the oven. When her
husband asked her why she did this, she responded, “That is what my mother always did.”
The young women then asked her mother why she always cut off the end of the roast before
cooking. Her answer: “Because my pan was too small.”

306 See generally GRAETZ & SCHENK, supra note 46; see also CONLAN ET AL., supra note
138, at 26 n.21.

307 See BRADFORD, supra note 10, at 151.



82 Chapman Law Review [Vol. 2:33

taxation. However, at their core, such concepts presuppose that
all Americans agree that horizontal and vertical equity in a tax
system epitomize “fairness” and that all of us are in agreement as
to what constitutes “fairness.”®’® Furthermore, why must horizon-
tal and vertical equity be fundamental goals of fairness of the fed-
eral income tax, but not other tax systems such as the sales tax or
Social Security tax?

David F. Bradford concludes that “there is no single measure
of fairness. At bottom, an individual value judgment is involved,
and it is not realistic to hope for complete consensus on a particu-
lar standard. But there is room for reasoned argument on the
subject.”®® What specific criteria should we employ to determine
when two individuals have equal circumstances? What judgments
should we make as to which circumstances are better and which
worse, and, further, the degree to which burdens should differ in
the different circumstances?®*° Bradford again concludes that “tax
burdens should be related to the quality of individuals’ opportuni-
ties. Those with better opportunities than others should be ex-
pected to bear relatively more of the tax burden.”"

We sometimes are successful in making significant changes in
our cultural paradigms. For example, a fundamental tenet of our
society is outright ownership of property. The condominium con-
cept, however, has gradually taken root and gained acceptance,
where individuals do not actually own the structure itself—a com-
munity or association of individual homeowners owns the struc-
ture. The trade-off for nonownership is that the “community” pays
for outside improvements, landscaping, and general maintenance.
There is, apparently, enough of a trade-off to make condominium
ownership an acceptable American choice, and choice becomes the
key ingredient here. For some, the benefit of condominium living
will outweigh the benefit of outright ownership, but, in the end, it
is a matter of choice.

An example of a cultural shift that is not working well, in my
estimation, due to lack of choice, is the health care HMOs. Oper-
ating on the premise of efficient cost management, we are offered
only HMOs as our health care choice. Within the HMO, there is
little choice, and sometimes, limited benefit. Our personal, histor-
ical perspectives tell us that freedom of choice of our physicians
and hospitals is of primary importance. Our HMO experience is to

308 For a critical analysis of horizontal and vertical equity, see WITTE, supra note 12, at
56-58. See also Pollack, supra note 4, at 500-02. For a thoughtful discussion of equity in
general in the context of our federal income tax system, see Joseph T. Sneed, The Criteria
of Federal Income Tax Policy, 17 Stan. L. Rev. 567, 574-80 (1965).

309 BRADFORD, supra note 10, at 148.

310 See id. at 151-52.

311 Id. at 148.
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the contrary. Thus, resistance and friction are the norm in the
managed health care field.?*?

Choice is a matter of “weighing and balancing.” What we are
willing to adjust to that deviates from our personal, historical per-
spectives is largely a matter of weighing and balancing the bene-
fits: what will we gain in exchange for what we have to give up?

Is not this weighing and balancing really the basis of all law?
Are we not willing to drive the speed limit and stop at stop signs
because we believe that the benefits of these rules outweigh the
restrictions upon our individual freedom? Are we not willing to
line up at airports to have our luggage, as well as our bodies,
searched because we believe that the benefit of deterring terror-
ism is worth this amazing amount of infringement upon our pri-
vacy? Our laws reflect our beliefs, and our beliefs are an integral
part of our culture.

One of the problems with weighing and balancing the costs
and benefits of the federal income tax is that the benefits, at least
on a day-to-day basis, are largely invisible to us. In the area of
traffic regulations and airport security, we see and experience the
benefits obtained when we agree to the personal freedom restric-
tions. The income tax system, however, is unique, for its benefits
are removed, both physically and temporally, from its burdens.?*?
Who or what is benefiting when, for example, an individual has to
pay up to 40% of his or her gross income every month just to fulfill
the obligations of federal and state income tax withholding and
the Social Security and Medicare taxes? Where is all of that
money going?

The larger the community, the more difficult it is to answer
that question. Our community now consists of over 270 million
people.®'* Amazingly, 54% of the entire population resides in only
20% of the states.?® How do we see or experience the benefits of

312 My own personal, historical perspectives may be coming out here. After all, I re-
member when our family doctor, James P. Corrigan, M.D., came to the house on a regular
basis to care for my two sisters and me.

313 See Rosenberg, supra note 279, at 179-83.

Unlike the costs of other laws, the costs of tax payments are neither physically nor
temporally contiguous with any benefit, service or product. While our taxes may
bring us goods and services throughout the year, no one good or service is either
large enough or close enough in time or place to the moment we fill out our tax
returns (or become frustrated with the size of our withholding payments) to hold
our attention. . . . When we make our tax payments, there is simply no contempo-
raneous or physically proximate governmental benefit with which to associate
those payments.

Id. at 181-82

314 The U.S. population on November 12, 1998 at 4:13:15 A.M. Eastern Time was
270,993,467. U.S. Census Bureau, THE OrFFiciaL StaTisTIicS (1998).

315 In 1994, the top 10 states in terms of population were: 1) California—31,431,000; 2)
Texas—18,378,000; 3) New York—18,169,000; 4) Florida—13,953,000; 5) Pennsylvania—
12,052,000; 6) Ilinois—11,752,000; 7) Ohio—11,102,000; 8) Michigan—9,496,000; 9) New
Jersey—7,904,000; and 10) North Carolina—7,070,000. These states totaled 141,307,000
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defense expenditures, Social Security and Medicare costs, and in-
terest payments on the national debt? Yet, 83% of our annual fed-
eral budget outlay is for these three benefits alone.®® Other
benefits such as highway costs over 50 states, agriculture and en-
ergy regulation, the cost of the federal executive, legislative, and
judiciary structures, social welfare costs, and the regulation of the
insurance, food and drug, and security industries are only slightly
more visible.

These are just the tangible benefits; the benefits that an econ-
omist would conclude to be benefits of a tax system. There are,
however, numerous cultural, intangible benefits as well: the sense
of sharing,®” the sense that the community is protecting itself
against possible harm, the sense that we are providing for our eld-
erly and disabled, and the sense that we are making good on our
debts throughout the world. In addition, we have cultural benefits
of choice. We are free to make choices of our sources of income—to
work or to invest—and to pay the consequences of taxation. We
are free to make choices regarding how we spend our money, and
whether the cost will be deductible or not. These are also benefits
that should not be underestimated in evaluating a tax system.*®

Is the perception of who or what is benefiting the same as the
reality? The reason that the answer to this question is so impor-
tant is due to the fact that, even if the perception is wrong, the
perception becomes part of our cultural paradigm. The percep-
tions that tax loopholes keep many rich taxpayers from paying
any taxes at all, or that welfare payments are only to individual
poor people, are part of our belief system. Stating the fact that
very few of the wealthy actually pay no federal income tax, or that
corporate welfare far exceeds individual welfare, does little to al-

of the total population of 260,341,000. See STATISTICAL ABSTRACT, supra note 210, at 28
tbl.27.

316 “Out of the total budget dollar about forty-seven percent is expended for social se-
curity, twenty-two percent is for national defense, and fourteen percent is for interest.”
Charles O. Galvin, Past, Present, and Future, 49 SMU L. Rev. 83, 93 (1995) (citing the
Economic Report of the President, H.R. Doc. No. 103-178, at 361 (1994)).

317 The creation of a tax system is an imperative of group (i.e., societal) living.
Although tax systems as we now know them did not exist in aboriginal societies,
systems of communal sharing did. Members of numerically small societies share
food, protection from the elements, and defense against predators. The existence
of an organized society implies, by its very definition, the existence of different
roles for different members of it, and the existence of different roles necessitates
sharing. A society in which members are expected to share the proceeds of a hunt
with others is, in effect, imposing a tax upon that hunt. . . . In the most basic of
senses, then, I heartily agree with Justice Holmes that taxes are the price we pay
for civilization. [citation omitted] Indeed, I might go even further and say that
taxation, that is, the means by which we share resources, is an essential part of
civilization.

Abreu, supra note 4, at 14-16 n.34.

318 “The decision to adopt a tax system that provides opportunities for taxpayers to
exercise choice, and thus allows them to determine their own tax liability, reflects defer-
ence to the value of personal autonomy.” Id. at 16.
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ter or erode the paradigm. What we believe to be true influences
our reality.

In America, what are our benefit expectations from our gov-
ernment? What do we expect to pay for our civilized society? The
answer to these questions may, in fact, vary depending upon our
individual historical perspectives.®*®

Anyone 70 years old or older in America today, for example,
will have a very different personal, historical and cultural per-
spective than members of younger generations. These individuals
lived through the depths of the Great Depression as youngsters
and experienced first hand the implementation of the New Deal.
Sacrifice, hunger, and hard work were nothing new to them. They
witnessed the horrors of no federal unemployment insurance pro-
tection and no federal regulation of pensions, as well as destitu-
tion among injured family members who had no access to state or
federal disability assistance. In addition, these individuals were
witnesses to and participants in a world war fought from both
shores. They suffered the loss of nearly 300,000 lives at sea and
on foreign soil, and nearly 700,000 of them came home
wounded.??° They endured the mania of Hitler and the decimation
of six million Jews. And all of this became a part of their individ-
ual, historical perspectives before they were out of their 20s! Obvi-
ously, these experiences shaped their attitudes toward
government, benefit expectations, and the price that needed to be
paid for public welfare and protection.

The next generation, the so-called Baby Boom generation,
generally had a better life thanks to the sacrifice and hard work of
those who had gone before. Economic depression and world war
did not shape the beliefs of the Baby Boomers. They generally ex-
perienced less hardship and sacrifice, were the beneficiaries of
more government benefits and protections, enjoyed the idealism of
the Kennedy era, and suffered through the disillusion of the Viet-
nam War, assassinations, and Watergate. Now they are heading
toward retirement, expecting that the generation immediately be-
hind them will provide for them as they have provided for their
parents.

What is the strength of belief of those in their 20s and 30s
toward their responsibility for the welfare of the Baby Boomers
through the tax system? For the small percentage of the popula-

319 It is always dangerous to attempt to summarize attributes of entire generations of
people. For example, the media term “Generation X” has been used to describe an entire
generation of people roughly between the ages of 18 and 38, and yet 28-year old author
Michele Mitchell detests this term. See MicHELE MiTcHELL, A NEwW KIND oF PARTY ANIMAL:
How THE YouNG ARE TEARING Up THE AMERICAN PoLITICAL LANDSCAPE (1998); Dennis Mc-
Lellan, New Kids in the Bloc, L.A. TiMEs, Sept. 30, 1998, at E1 (Orange County ed.). I will
attempt to avoid overly broad statements in my generational observations.

320 See STATISTICAL ABSTRACT, supra note 210, at 366 thl.569.
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tion today who falls into this age bracket, the responsibility must
seem daunting.??! This generation was bussed to school in order to
effectuate integration, or their families moved to the suburbs to
avoid the issue. Before they were 20, they experienced America
putting a man on the moon, the end of the Vietnam War with
neither victory nor defeat, and the only resignation of a President
that America has ever known. In their 30s, they witnessed tax
reform which, when coupled with the continuation of major fed-
eral expenditures, resulted in the ballooning of the federal deficit
to its peak of $290.4 billion in 1992.3% Governmental expectations
became entrenched institutions of education and welfare.

What about those under the age of 20 today? They have
known only three Presidents—Reagan, Bush, and Clinton. In
many respects, this generation is a study in contrasts. For exam-
ple, a recent survey of our teens indicates that they are dramati-
cally lacking in knowledge of their government and their legal
system. Only 41% could name the three branches of government;
only 21% knew how many members were in the Senate; and only
2% knew the name of the Chief Justice of the U.S. Supreme
Court.?”® These are the same children who have never known a
typewriter, and who receive vast amounts of information daily
through computers and the Internet.??* These children have exper-
ienced dramatic changes in the stock market and the general re-
surgence of a vital economy; yet 20% of all children living in
America today live in poverty.” Nowhere is the line between the
“haves” and “have nots” greater than in this age group.3?® The
changing concept of family is also dramatically in evidence in this
age group. Three out of every 10 children under the age of 18 in
America today are being raised in a single-parent household; this
figure was just 1.3 out of 10 in 1970.3%

321 There are approximately 76 million Baby Boomers. See Carolyn Lochhead, Clash of
the Titans: Collision Between Baby Boom Generation and the New Deal, REasoN, Mar.
1997, at 42. See also Robert A. Rosenblatt, Securing the Future for Women, L.A. TiMEs,
Jan. 27, 1999, at E1 (Orange County ed.). “The big debate deals with keeping Social Secur-
ity solvent so baby boomers can get their checks. The crisis year is 2032, when Social
Security will have consumed its surplus, and payroll taxes will be sufficient to pay only 75%
of benefits promised under current law.” Id.

322 See Economic REPORT oF THE PRESIDENT 373 tbl.B-78 (1998).

323 See Teens Know of DiCaprio but Not Rehnquist, L. A. TiMes, Sept. 3, 1998, at A17.

324 “[T]hree-quarters of young people aged between 15 and 24 are familiar with com-
puters.” Spotlight: Personal Computers, Mxt. WEEK, Feb. 19, 1998, at 38.

325 Poverty rates for all children in 1997 were at 19.9%. See JosEPH DALAKER & Mary
NaireH, POVERTY IN THE UNITED STATES 1997, at vi (Bureau of the Census Current Popula-
tion Reports No. P60-201, 1998).

326 “[Clhildren continued to represent a large share of the poor population (40 percent)
even though they were only about one-fourth of the total population.” Id.

327 Only 69% of these children are being raised in two-parent households; 31% are be-
ing raised in single-parent households. See STATISTICAL ABSTRACT, supra note 210, at 61
tbl.71. These figures contrast with 1970 figures of 87% of children living in two-parent
households and 13% in single-parent households. Id.
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What does all of this mean for the issue at hand—that of fed-
eral tax policy? I believe it means that we cannot and should not
make sweeping generalizations about what Americans want or
need when it comes to a federal tax system. We, as tax commenta-
tors, need to “keep perspective.” We must remain ever vigilant
that economics does not so dominate our analysis that we forget
we are talking about people and not economic charts and models.
We must be ever sensitive to our cultural perspectives—our indi-
vidual histories, beliefs, and values and our perceptions about
those beliefs—when proposing and discussing federal tax policy
for the new millennium.

Most importantly, we must be ever vigilant to the fact that
wealth, no matter how defined—whether in terms of property or
income—equates into opportunity. We tax the wealthy at a
greater rate not necessarily because the wealthy derive more gov-
ernmental benefits, but rather because their wealth affords them
so much cultural opportunity.?”® Professors Blum and Kalven ob-
serve that:

the gravest source of inequality of opportunity in our society is
not economic but rather what is called cultural inheritance for
lack of a better term. Under modern conditions the opportuni-
ties for formal education, healthful diet and medical attention to
some extent can be equalized by economic means without too
greatly disrupting the family. However, it still remains true
that even today much of the transmission of culture, in the nar-
row sense, occurs through the family, and no system of public
education and training can completely neutralize this form of
inheritance. Here it is the economic investment in the parents

328 We also must maintain a minimal, less burdensome connectedness to the non-
proximate stranger. At this minimal level of care, I need make no great sacrifices
to help the unmet others. Moreover, I need respond only to those others’ most
urgent and basic demands. The basic needs of any person go beyond those of bare
survival to include attainment of the preconditions of liberty that allow us to be
free, voluntary agents working towards self-fulfillment. These conditions include
education and some level of personal safety and comfort. Only when a person has
these basics is she able to work towards her potential and self-fulfillment. The
minimal level of care, then, requires that I help others attain these basics so that
they have an opportunity to achieve self-fulfillment just as I do. Because it in-
volves a minimal level of responsibility, my obligation to help others attain this
state of opportunity does not require that I give up my own opportunity, nor even
that I constrain it very much. It does require that as my discretionary income
grows, I contribute money at a greater rate than previously to help others. This is
not an unduly burdensome obligation. It denies me no freedom of action. I can
still choose when, where, and how much to work. I am still rewarded for my ef-
forts. The income contribution required of me will not be so large as to unduly
handicap my own attempts at self-fulfillment. As my income grows, it is easier for
me to contribute more without impinging on my ability to reach my own goals. My
minimal obligation to others requires that I contribute that nonintrusive amount.
Thus, a progressive income tax rate satisfies my obligation to myself and others.
It is not a redistribution of wealth, merely a paying off of my ‘just debts” to others.

Kornhauser, supra note 234, at 510-11.
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and the grandparents, irrevocably in the past, which produces
differential opportunities for the children.’?

IV. CoNcLusioN

Our initial inquiry may be wrong. We should not be analyz-
ing the tax side of the federal income tax as much as the income
side of the equation. For me, the problem is not so much with the
federal income tax and its distributional effects, but rather with
the issue of income—who has it and who does not, as well as who
has an opportunity to have it and who does not. The issue is not so
much a matter that Americans need less taxes; rather, they need
more income.

This conclusion brings us back to our historical and cultural
perspective. Historically, Americans were taxed through a con-
sumption-based system of excise taxes and tariffs imposed upon
the purchase of goods. These taxes were perceived to be unfair
because very few Americans had any income of which to speak.
Before the days of government regulation and unions, men, wo-
men, and children of all ages slaved in jobs for exceedingly long
hours, and under gruesome conditions, and for very little pay.
The burden of excise taxes and tariffs fell disproportionately upon
the working class. These hardworking Americans were not em-
powered; they often lacked education, suffered from racial and
ethnic discrimination, and initially lacked organization. Most im-
portantly, the burdens of economic development were intention-
ally thrust upon the unempowered poor.

Thus the problem is, historically, what it has always been: the
gross disparity in the distribution of income throughout the U.S.
population. This article has repeatedly highlighted the ever-pres-
ent income disparity throughout our history. Depressingly, the in-
come disparities of today are painfully reminiscent of the statistics
of 1860, 1890, and 1920. Our “evolved” Internal Revenue Code
does little to remedy this income disparity, but rather exacerbates
it with a plethora of tax preference items favoring wealthy owners
of capital. At a minimum, Congress needs to return the Code to
its original constitutional mandate of taxing “income from
whatever source derived,” broadening the tax base by eliminating
many of the tax preference items that disproportionately favor the
wealthy in the name of “stimulating the economy.”

Our cultural perspective reveals that we will likely not em-
brace a wholesale substitution for our current income tax system,
that the wealthy, predominantly male politicians will continue to
perpetuate their self-preservationist agenda through the tax sys-

329 Walter J. Blum & Harry Kalven, Jr., The Uneasy Case for Progressive Taxation, 19
U. CHL L. Rev. 417, 504 (1952).



1999] A Cultural Perspective 89

tem, that tax expenditure items have severely enhanced the dis-
proportionality of income distribution throughout the United
States, that a rational, economic solution may not address our ba-
sically irrational economic nature, that fundamental reform is not
likely to survive the harsh reality of the American political pro-
cess, and that we have been cajoled into believing that the Inter-
nal Revenue Code can cure all social and economic ills. Not an
optimistic, uplifting summation, I realize, but a culturally and his-
torically accurate one nonetheless.

Perhaps our system of taxation is not as civilized as we would
like because our society is not as civilized as it could be. After all,
our system of taxation can only be as civilized as our society. If
taxes are, in fact, the price we pay for a civilized society, we are
not getting our money’s worth under the current federal income
tax system.
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(800 Instroctions 3aRd 19) v.cvcveemcmcaaanciieanaaes

Total deductions and exemptions. (Items 4, 5,and 6)........] $

1. Taxanin Ixeon on which the cormal tax of 1 per cent is to be ealculated. (Bes Instruction 8).1 §....._ ... ___ | ...

8. When the net income shown above o line 3 exceeds $20,000, the additional tax thereon must be calculated as per schedule below:

IXOOME. TAX.

1 per cent on amount over $20,000 azd not exceeding $50,000....[ § $

| I “ 50,000 " 75,000

3 * " 75,000 " “ 100,000

4 i “ 100,000 o ol 250,000

] “ " 250,000 " o 500,000 .

e & i §00,000 o nnv caevoeammonmnnmmne ovomnnlamammmsencfe e e e e e —
Total 2dditional OF FUPET tAX ceveennccncaccccccaccstosne anons $
Total pormal tax (1 per cent of amount entered on line 7)..... | J, KU S S —
Total tax Hability
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QROSS8S INOOME.

This statement magt show in the proper spaces the extire emoxnt of gains, profils, sad income received by or accrued to the indixidual
Jrom all sowrces during the year specified on page 1.

A, [
DESCRIPTION OF INCOME. moust of Inecass oo which Amownt
O & tdu-- u:lnl— Ao dhu-.---lﬁ.‘u‘!h:-m
1. Total derived £ "::S”“"‘,"
personal service of whatever kind and in wh form peid.| $ 3
2. Total amognt derived from prof ! bast
hlda. commerce, or sales of dealings in property, whether real
,growingouto!thsovnmhigoormo(orhw
in rul or persooal property, including boads, stocks, etc.
3. 'l‘ohl amount derived from renta and from interest on notes,
d > and securities (other than reported on lines §
ans
4. Total smoant of gains and profits derived from pertoershi
business, whether the same be divided and di: or m-,:
6. Total amount of fixed and detenninabh ann 2
and d from hzin.;.dpm '.'
pgunrdeodj.o{trwt,crotbunmnuo
P or
i payabl y or nufwmr
or longer p
6. Toﬂmomtolhmmodmvodﬁommpou. arbilb
of or in pay apon
i foret countries and o j mortgages or lihobup-
tions (not yuble in tha Umud States), and also from con-
cbecn ar bills of exchange for or in payment of any
i end-npon the stock or lnterstgpon !.heobl.lnﬂouol
poapi in basiness in foreign i -
7. Total of & ived from fidociaries...........
8. Total smount ol lnme dzrived from 'n;}.y source whatever,
on (Nie pAge ccnecacacann
9. T OTALS. oo oo aaea o] $ 3
MOTE.—Extar total of Colums A on Sae § of trmt page.
10. A6618GATE ToTALS OF COLUMNE A AND B cen oo $....... ———
Tohl amount of income derived from dxvidmdson the stock or fram the net earnings of corpo-
rations, joint-stock P p subject to like tax 3
(‘hln-n-ddhuld et poge.)
12. Torar “Gross Income " (to be entered on line 1 of firet page) memmcetcmceecsnaenneas] ]
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8
QENERAL DEDUCTIONS.

1. The of P urryl on business, bat not includii
busi of pat hi mdndp‘m - livicg, or family exp 8 s

2. All interest paid within the year on p ! indebted Of tAXpRYeX. oot s
3. All national, State, county, u:hool and municipal taxes paid within the {not including those
assesved lgli benefi e yewr o8

nst local L O S

4, Immw!ymsm.neddnnngm" (ncumdintndeornrimgirvmﬂm storms, or
p , and oot therwiee .- oocon ool

5. Debh due which have been actually ascertained to be worthless and which have been dn.rged
off within the year...

6. Amount

7. Totat * 4 ' (tobe d on line ¢ of irst page) .eceeennriiaiianionnnnn.

AFFIDAVIT TO BE EXECUTED BY INDIVIDUAL MAKING HIS OWN RETURN.

I solemaly swear {or afiirm) that the foregoing return, to the best of myknowlzdgendbeﬂel tains & true and P
statement of sl gains, profits, and lnmme received by or acerued to me dnnngthn yesr for which the retarn is made, and that Iam
titled to all the deductions and p tered or claimed therein, under the Federal Income-taz Law of October 8, 1913,

Sworn to and subecribed before me this ... ...,

(Bignatare of tadividwnl )

day of 191

TaKING
AFFIDAVIT.

(URciat capmchy.)

AFFIDAVIT TO BE EXECUTED BY DULY AUTHORIZED AGENT MAKING RETURN FOR INDIVIDUAL.

I solemnly swear (or affirm) that I have sufficient knowledge of the afthirs and property of
to ensble me to make s full and complete return thereof, and that the loregoing return, to the best of my knowledge and beliet, contains
s true and complets statement of all gaina, profits, and income received by orjaccrued to mid individaal during the year for which the
retarn is nude, snd that the enid h:dxndnnl ia entitled, under the Federal Inrome-tax Law of October 3, 1013, to all the deductions

1 Inimed th

and P or
Sworn to and subscribed before me this
{#ignature of agemt.)
day of 191
ADDRESS
o oruLL
SEAL OF
OFFICER
AFFIDAVIT,
(Ofictal capactty.)

€333 [SEE INSTRUCTIONS ON BACK OF THIS PAGE.)
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INSTRUCTIONS.

1. This return shall be made by every citizen of the United
States, whether residing st bome or abroed, and by every person
residing in the United States, though not s citizen thereof, having
s net income of $3,000 or over far the taxable year, and also by
every nonrerident alien deriving income from property owned
;ndbudnen,tnde,orpmlm’ carried on in the United States
y him.

ZW'henmindavﬁuﬂbymd inority, sickness or

neither shall he be required to include mich estl d reatal of
his bome 24 income.

11. The {armer, hwmpuungth-uthumemhnhmh
his annual return, sball inck d for prod

and animals sold, lndbrlhsmlmdhxdeloluﬁndlw
tered, provided euch wool and hides are sold, and he shall deduct
therefrom the sums sctually paid as purchsse mouney for the

other dismbility, or abeence from the United Shtu, is unable to
make his own return, it may be made for him by his duly cuthor-
tzed representative.

3. The normal tar of 1 per cent ahall be amsessed on the total
vet income lem the specific exemption of $3,000 ar $4,000 as the
csse may be. (For the yesr 1913, the specific exemption allow-
sble is $2,500 or $3,333.33, s the case may be.) (If, however,
the normal tax has been deducted and withheld on any part of
the income at the source, of if say part of the income is received
aa dividends upon the stock or from the net earnings of sy car-
poration, ew., vhichuunble upon ita pet income, such income
shall be deducted from the individual’s total net income for the
pmo(ulaxhnngthommvﬂmomm'hicbmhdip
vidual is liable for the normal tax of 1 per cent by virtue of this
return. (See page 1, line 7.)

4. The Mwulormpammudcuhﬁd-mmdon
page 1.

5. This return shall be filed with the Oollector of Internal
Revenue for the district in which the individual resides if be has
1o other place of buziness, otherwise in the district in which he
has hia principal place of business; of in case the person resides in
& foreign country, then with the collector for the district in
which his principsl businem is carried on in the United States.

6. This returc must be filed on or before the first day of March
mcceeding the close of the calendar year for which return is made.

7. The penalty for failure to file the return within the fime speci.
fied by law is $20 to $1,000. In case of refum! ar neglect to render
the return within the required time (except in cases of sickness
or absence), 50 per cenc shall be added to amount of tax assessed.
In case of false or fraudulent return, 100 per cent shall be added to
such tax, and any person required by iaw to make, render, sign,
or verify any return who makes any false or fraudulent mumor
statement with intent to defeat or evade the

ls w0ld or el d during the year.

‘When animals were raised by the owner and sre sold or slaugh-
medhalh:nmtdzductthekvﬂueuoxpmmwb-. K.
may deduct the of money y paid sa
producing any farm products, live nock, etc. In dedm:dng
expenses for repairs on farm prop ded d must
not excoed thnmnt-eﬁxﬂlyupcadedhmehnpundut-
ing the year for which the retar is made. (Beopqu item 6.)
The cost of replacing tools or machinery is s
to the extent that the cost of the new articles does not exceed
the value of the oid.

12 hahﬂs&ng!ma,oﬂynwhbﬂumhnben

d and the of which has been definitely
sacertained during the yesr covered by thereturn can bc deducced

13. Persons iving fees or 1
other services, umthamolphyncunlarhvyus, nheuld
include all actual receipts for services rendered in the year for
which return is made, together with all unpaid sccounts, charges
for services, or contingent income due for that year, if good and
collectible.

14. Debts which were contracted during the year for which
return is made, but found in sid year to be worthlem, may be
deducted from grom income for mid yesr, but such debts can
not be regarded as worthless until sfter legal proceedings to
recover the same have proved fruitless, or it clearly sppears that
the debtor is insolvent. 1f debts contracted prior to the year
for which return is made were included as income in return for
year in which said debts were contracted, sad such debts shall
subsequently prove to be worthless, they may be deducted under
the bead of losoes in the return for the year in which such debta
were ¢harged off 58 worthless.

15.°A due or d to the i idual bers of &
pummhip from f.he net earnings of the partnenlnp. whether

and d

by this section to be made shall- begmltyoi:mndmor and
shall be fined not ding $2,000 or be i d not exceed-
ing one yeas, or both, at the discretion of the coust, with the costs
of prosecution.

8. When tberemmianot ﬁledvu.hnthareqmndumeby
teason of sickness or of the indi
time, nozexcndmgsnd.ny-!nmllucbl,hr.hmvhchwﬁls
such return, may be graated by the collector, provided an appli-
cation therefor is made by the individual within the period for
which such extension is desired.

9. This retura properly filled out must be made under cath
or affirmation. Affdavits may be made before any officer
authorized by law W sdminister oaths. If before s justice of the
Ppence or magistrate, not using a seal, o certificate of the clerk of the
court as to the authority of mich afficer to administer caths should
be attached to the return.

10. Fxpense for medical d store family

livs, wages of domestic servants, cost of board, room, or
house rent for family or personal use, are not expenses that can be
deducted from gross income. 1a case sn individusl owus his own
residence be can not deduct the estimated value of his rent,

ibuted or pot, shall be included in the
mnu-l return of the individual.

16. ;United States pensions shall be included as income.

17, 'Estizated advance in value of real estate is not required
to be reported as income, unless the increased value is taken up
on the books of the individual as an increase of amets.

18. Costa of suita and other legal proceedings arising from ordi-
pary business may be treated as an expense of such business, and
may be deducted from gross income for the year jp which euch
costs were paid.

19. An ynmarried individual ors mrned mdxv:du,nl not Living
with wife or busband shall be an of $3,000.
When busbsnd and wife live together they shall be aliowed
jointly a total exemption of only $4,000 on their aggregate income.
They may make & joint return, both subscribing thereto, or it
they have separate incomes, they msy make eeparate returns;
but in no casc shall they jointly claim more than $4,000 exemp-
tion on their aggregate income.

0. In computing ret income there shall be excluded the
compensation of sll officers and employees of & State or sny
political subdivision thereof, except when such compensation is
paid by the Ugited States Government. € 2-7367







Universal Pensions

Jonathan Barry Forman*

I. INTRODUCTION

Most Americans are not saving enough for their retirement.
According to U.S. Department of Labor Secretary Alexis M. Her-
man, the average worker should save at least $6444 per year for
retirement.! Yet, 20% of American workers have saved absolutely
nothing toward retirement, and 13% of those who have started
saving for retirement have less than $9000 put aside.?

Financial planners usually say that an individual needs a re-
tirement income equal to about 60% to 80% of pre-retirement
earnings.? Achieving that goal depends on building a proverbial
three-legged stool consisting of Social Security, private pensions,
and private savings. Unfortunately, all three of those “legs” are in
trouble today.*

First, Social Security is in financial trouble. According to the
actuaries, the Social Security trust fund will be depleted by 2032,
and the annual tax income of the then-depleted trust fund will
only cover about 75% of the cost of benefits payable.® As a result,
the federal government will need to either raise Social Security
taxes or cut benefits, and nobody seems very interested in raising
taxes.

Second, private pension coverage has stagnated. More than
50 million Americans—about half of the workforce—have no pri-
vate pension coverage at all, whether through an employer-pro-

* Professor of Law, University of Oklahoma; B.A. 1973, Northwestern University;
M.A. (Psychology) 1975, University of Iowa; J.D. 1978, University of Michigan; M.A. (Eco-
nomics) 1983, George Washington University. Delegate to the 1998 National Summit on
Retirement Savings. Research assistance was provided by Melissa French.

1 Alexis M. Herman, Uncle Sam Wants You . . . to Save Your Money for Retirement,
WasH. Post NaTL WEEKLY ED., June 1, 1998, at S1 (Advertising Supp.).
2 See id.

3 See CHRISTOPHER CONTE, AGENDA BACKGROUND MATERIALS FOR THE NATIONAL SuMm-
MIT ON RETIREMENT Savings: JUNE 4-5, 1998, at 6 (1998).

4 See U.S. DEPT. oF LABOR, FINAL REPORT ON THE NATIONAL SUMMIT ON RETIREMENT
Savings (1998). See also Christopher T. Kelley, Note, Uncertainty in the Golden Years: The
Growing Demands Upon the American Retirement Security System, 2 ELper L.J. 225
(1994).

5 See SociaL SECURITY AND MEDICARE BoOARDS OF TRUSTEES, STATUS OF THE SOCIAL
SECURITY AND MEDICARE PROGRAMS: A SUMMARY OF THE 1998 ANNUAL REPORTS 7-8 (1998).
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vided plan or through individual retirement accounts (IRAs).®
Workers in small businesses are particularly hard-hit: only about
25% of the workers in these companies are covered by some kind
of pension plan.”

Third, private savings have also fallen. Americans are saving
just 3.8% of their disposable incomes, down from 9.2% in 1946.°

Yet, because American workers are living longer and retiring
earlier, they will need more savings than ever. For example, a boy
born in 1940 had a life expectancy of just 61.4 years, but a boy
born in the year 2000 can expect to live 73.2 years.® Moreover, a
man reaching age 65 in 1940 could expect to live just 11.9 years,
but a man reaching 65 in the year 2000 can expect to live another
15.8 years.®

Despite these increased life expectancies, Americans are re-
tiring earlier and earlier. The average age at which workers begin
receiving Social Security has fallen from 68.7 years old in 1940 to
63.6 in 1995.1' Also, in 1996, only 16.9% of men and 8.6% of wo-
men aged 65 or older were still working.'?

Of course, it is great that we are living longer, and it is won-
derful that we can expect to have long and leisurely retirements,
but these developments have led to the current financing
problems for Social Security, and compound the shortfalls in pri-
vate pensions and private savings. By 2020, there will be more
than 53 million Americans age 65 and older,'® but many will not
be able to afford to retire.

The time has come to admit that America’s current retire-
ment policies are failing. Only then can a new comprehensive re-
tirement policy be developed. The nation needs a retirement
system that actually will ensure that all Americans have adequate
incomes throughout their retirement years. In short, the country
needs a universal pension system that works.

At the outset, Part II of this article provides an overview of
the current retirement system, and Part III discusses the need for
a universal pension system. Part IV then considers three ap-

6 See Newt Gingrich, 50 Million American Workers Have No Retirement Coverage,
WasH. PosT NAT'L WEEKLY ED., June 1, 1998, at S1 (Advertising Supp.).

7 See id.

8 See CONTE, supra note 3, at 10-11.

9 See Starr oF THE House CommM. oN Wayvs aND MEaNs, 105TH Cong., 1998 GREEN
Book: BACKGROUND MATERIAL AND DATA ON PROGRAMS WITHIN THE JURISDICTION OF THE
CoMMITTEE ON WAYS AND MEANS 1031 tbl.A-2 (Comm. Print 1998) [hereinafter 1998 GREEN
Boox].

10 See id.

11 See id. at 21 tbl.1-2

12 See id. at 1032.

13 See Frank B. Hoees wiTH BoNNIE L. DANNON, 65+ IN THE UNITED StATES 5-7 (Cur-
rent Population Reports Special Study No. P23-190, 1996) [hereinafter 65+ N THE UNITED
StaTES].
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proaches for providing a pension system that would ensure that
all Americans have adequate incomes throughout their retirement
years. Specifically, Part IV considers how a voluntary and univer-
sal individual retirement savings account system might work, how
an expanded Social Security system might work, and how a
mandatory universal private pension system might work. Finally,
Part V considers which of these universal pensions approaches
shows the most promise, and Part VI considers some issues that
are common to all universal pension systems.

II. AN OvErRVIEW OF THE CURRENT RETIREMENT SYSTEM
A. Social Security

The Social Security system includes three programs that pro-
vide monthly cash benefits to workers and their families. The
Old-Age and Survivors Insurance (OASI) program provides
monthly cash benefits to retired workers and their dependents
and to survivors of insured workers, and the Disability Insurance
(DI) program provides monthly cash benefits for disabled workers
under age 65 and their dependents.** A worker builds protection
under these programs by working in employment that is covered
by Social Security and paying the applicable payroll taxes. At
present, about 96% of the work force are in covered employment.*®
At retirement, disability, or death, monthly Social Security bene-
fits are paid to insured workers and to their eligible dependents
and survivors. In addition, Supplemental Security Income pro-
vides monthly cash benefits to low-income elderly Americans.*

The OASI program is, by far, the largest of these programs,
and it is usually what people mean when they talk about Social
Security. In 1997, for example, the OASI program paid more than
$316 billion in benefits to almost 38 million Americans, with the
average benefit paid to a retired worker being about $765 per
month.” Consequently, for the remainder of this article, the term
“Social Security” will refer to OASI taxes, and the terms “Social
Security benefits” will refer to OASI benefits.

14 See generally Social Security Act, Pub. L. No. 74-271, 49 Stat. 620 (1935) (codified
as amended at 42 U.S.C. §§ 301-1397f); see also 1998 GREEN BooK, supra note 9, at 1-99;
Soc. SEc. AbMIN., Soc. SeEc. HanpBook (13th ed. 1997); and Soc. Sec. Apmin., Soc. Skc.
BuLL., ANN. StaT. Supp. (1997).

15 See 1998 GREEN BoOK, supra note 9, at 10 tbl.1-4.

16 See id. at 261-326. In 1997, for example, the maximum federal benefit for an indi-
vidual was $484 per month, and the maximum federal benefit for couples was $726 per
month; however, some states provided small additional supplements. See id. at 277.

17 Current Operating Statistics: List of Tables, Soc. SEc. BuLL., No. 2, 1988, at 43, 45,
47, 48.
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1. Social Security Taxes

Social Security benefits are overwhelmingly financed through
payroll taxes imposed on individuals working in covered employ-
ment or self-employment.’®* For 1999, employees and employers
each pay a tax of 5.35% on up to $72,600 of wages earned in cov-
ered employment, for a combined OASI rate of 10.7%.° Self-em-
ployed workers pay an equivalent OASI tax of 10.7% on up to
$72,600 of net earnings.?

2. Social Security Benefits

Workers over age 62 generally are entitled to OASI benefits if
they have worked in covered employment for at least 10 years.
Benefits are based on a measure of the worker’s earnings history
in covered employment, known as the average indexed monthly
earnings (AIME). Basically, the AIME measures the worker’s ca-
reer-average monthly earnings in covered employment.

The AIME is linked by a formula to the monthly retirement
benefit payable to the worker at normal retirement age, a benefit
known as the primary insurance amount (PIA). For a worker
turning 62 in 1999, the PIA is equal to 90% of the first $505 of the
worker’s AIME, plus 32% of the AIME over $505 and through
$3043 (if any), plus 15% of the AIME over $3043 (if any).?! It is
worth noting that, on its face, the benefit formula is progressive,
meaning that it is designed to favor workers with relatively low
career-average earnings.

Dependents and survivors of the worker may also receive ad-
ditional monthly benefits. These so-called auxiliary benefit
amounts are also based on the worker’s PIA. For example, a 65
year-old wife or husband of a retired worker is entitled to a
monthly spousal benefit equal to 50% of the worker’s PIA, and the
widow or widower of the worker is entitled to a monthly surviving
spouse benefit equal to 100% of the worker’s PIA.

18 In addition, as much as 85% of a taxpayer’s Social Security benefits is subject to
income taxation. The actual amount to be included is determined by applying a compli-
cated two-tier formula. See L.R.C. § 86 (1994 & Supp. II 1996). Basically, single taxpayers
with incomes over $25,000, and married couples with incomes over $32,000, must include
as much as half of their Social Security benefits in income, while single taxpayers with
incomes over $34,000, and married couples with incomes over $44,000, must include as
much as 85% of their Social Security benefits in income.

19 The OASI rate represents the lion’s share of the total rate of 15.3% that is collected
for OASI, disability insurance, and Medicare. See 1999 Cost-of-Living Increase and Other
Determinations, 63 Fed. Reg. 58,446 (1998) [hereinafter 1999 Social Security COLA
Determinations].

20 See id.

21 See id.
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B. Private Retirement Plans
1. ERISA-Covered Plans

Most private retirement plans are governed by the Employee
Retirement Income Security Act of 1974 (ERISA).?> These plans
generally fall into two broad categories based on the nature of the
benefits provided: defined benefit plans and defined contribution
plans.

These private retirement plans typically qualify for favorable
tax treatment. Basically, an employer’s contributions to a tax-
qualified pension plan on behalf of an employee is not taxable to
the employee.?? Nevertheless, the employer is allowed a current
deduction for these contributions (within limits).2* Moreover, the
pension fund’s earnings on these contributions are tax-exempt.?
Workers pay tax only when they receive distributions of their pen-
sion benefits,?® and, at that point, the usual rules for taxing annui-
ties apply.”

a. Defined benefit plans

Defined benefit plans typically provide each worker with a
specific annual retirement benefit that is tied to the worker’s final
average compensation and number of years of service. For exam-
ple, a plan might provide that a worker’s annual retirement bene-
fit (B) is equal to 2% times years of service (yos) times final
average compensation (fac) (B = 2% x yos x fac). Under this
formula, a typical worker with 30 years of service would receive a
retirement benefit equal to 60% of her preretirement earnings (B
= 60% x fac = 2% x 30 yos x fac). Final average compensation is
typically computed by averaging the worker’s salary over the
three years immediately prior to retirement.

b. Defined contribution plans

Under a typical defined contribution plan, the employer sim-
ply contributes a specified percentage of the worker’s compensa-
tion to an individual investment account for the worker. For
example, contributions might be set at 10% of annual compensa-

22 Employee Retirement Income Security Act of 1974, Pub. L. No. 93-406, 88 Stat. 829
(1974) (codified as amended in scattered sections of Titles 26 and 29 of the United States
Code); see generally Joint ComMrTTEE ON TaxaTiON, 105TH CONG., OVERVIEW OF PRESENT-
Law Tax RULES RELATING TO QUALIFIED PENSION PLANS SCHEDULED FOR A HEARING BEFORE
THE SUBCOMMITTEE ON OVERSIGHT OF THE House COMMITTEE ON WaYs aND MEANS ON May
5, 1998 (Comm. Print JCX-30-98, 1998).

23 LR.C. § 402 (1994 & Supp. III 1997).

24 LR.C. § 404 (1994 & Supp. III 1997).

25 LR.C. § 501(a) (1994).

26 LR.C. § 402.

27 LR.C. § 72 (1994 & Supp. III 1997).
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tion. Under such a plan, a worker who earned $30,000 in a given
year would have $3000 contributed to an individual investment
account for her. Her benefit at retirement would be based on all
such contributions plus investment earnings thereon. There are a
variety of different types of defined contribution plans, including
money purchase pension plans, target benefit plans, profit-sharing
plans, stock bonus plans, and employee stock ownership plans
(ESOPs).

Profit-sharing and stock bonus plans may include a 401(k)
feature which allows workers to choose between receiving cash
currently or deferring taxation by placing the money in a retire-
ment account.?® Consequently, they are sometimes called cash or
deferred arrangements (CODAs). The maximum annual amount
of elective deferrals that can be made by an individual in 1999 is
$10,000.* Elective contributions are subject to payroll taxation,
however.?°

c. Coverage

As of 1993, about 43% of private-sector workers were covered
by at least one pension plan.®® Defined contribution plans com-
prised 88% of these plans, up from 67% in 1975.22 Moreover, 42%
of the active participants in those private-sector plans had a de-
fined contribution plan as their primary plan, up from just 13% in
197528 Similarly, in 1993, 88% of private employers with only one
retirement plan sponsored only a defined contribution plan, up
from 68% in 1984.** Also of note, 401(k) plans are the fastest
growing part of the defined contribution world. Their share of pri-
vate retirement plans grew from 3% to 14% from 1984 to 1990.%
At the same time, their share of employer-sponsored retirement
plan participants grew from 19% to 46%.%

2. IRAs and Roth IRAs

Favorable tax rules are also available for certain individual
retirement accounts (IRAs).?” Under the current IRA rules, al-

28 LR.C. § 401(k) (1994 & Supp. 111 1997).

29 See IRS News Release No. IR-98-63 (Oct. 23, 1998), reprinted at 25 BNA PensioN &
BenEeFITS REP. 2501 (1998).

30 See, e.g., LR.C. § 3121(a)(5) (1994 & Supp. IIT 1997).

31 See EMPLOYEE BENEFIT RESEARCH INSTITUTE, EBRI DATABOOK ON EMPLOYEE BENE-
FITs 81 (4th ed. 1997).

32 See id.

33 See id.

34 See U.S. GeEN. AccounTING OFFICE, MosT EMPLOYERS THAT OrrFER PENsIONs Use
DeFINED CoONTRIBUTION PLANS 4 (Report No. GAO/GGD-97-1, 1996).

35 See U.S. GEN. AccoUNTING OFFICE, IMPLICATIONS OF DEMOGRAPHIC TRENDS FOR S0-
CIAL SECURITY AND PENsION REForRM 46 (Report No. GAO/HEHS-97-81, 1997).

36 See id.

37 See LR.C. §§ 219, 408 (1994 & Supp. III 1997).
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most any worker can set up an IRA account with a bank or other
financial institution and contribute up to $2000 (or, if less, 100%
of compensation) each year to that account. Workers who are not
covered by another retirement plan may deduct their IRA contri-
butions. If the worker is covered by another retirement plan, how-
ever, the deduction may be reduced or eliminated if the worker’s
income exceeds $31,000 (in 1999) for a single taxpayer or $51,000
for married taxpayers.* Like private pensions, IRA earnings are
tax-exempt, and distributions are taxable.

Also, since 1998, individuals have been allowed to set up so-
called Roth IRAs.®*® Unlike regular IRAs, contributions to Roth
IRAs are not deductible. Instead, withdrawals are tax-free. Like
regular IRAs, however, the earnings of these Roth IRAs are tax-
exempt.

III. THE NEED FOR A UNIVERSAL PENSION SYSTEM
A. The Need for Adequate Retirement Incomes

Because Americans are living longer and retiring earlier, they
will need more retirement savings than ever to ensure that they
will have adequate retirement incomes. At the outset, Appendix 1
shows how life expectancies have increased since the turn of the
century.* Appendix 1 shows, for example, that a boy born in 1940
had a life expectancy of just 61.4 years, but a boy born in the year
2000 can expect to live 73.2 years. A man reaching age 65 in 1940
could expect to live just 11.9 years, but a man reaching 65 in the
year 2000 can- expect to live another 15.8 years.

Moreover, as the years go by, an increasing percentage of
Americans will survive to old age. For example, Appendix 2 shows
that just 53.9% of men born in 1875 survived from age 21 to age 65
in 1940.* On the other hand, 82.7% of men born in 1985 are ex-
pected to survive from age 21 to age 65 in 2050.

Yet, even though life expectancies have increased throughout
the century, there has been a trend toward earlier and earlier re-
tirement. For example, Appendix 3 shows that the average age at
which workers begin receiving their Social Security retirement
benefits has fallen from 68.7 years old in 1940 to 63.6 years old in
1995.42

Not surprisingly, a number of analysts have expressed con-
cern about the financial prospects of the elderly retirees in the

38 See LR.C. § 219(g) (1994 & Supp. III 1997).

39 L.R.C. § 408A (West Supp. 1999).

40 See 1998 GreEEN Book, supra note 9, at 1031 tbl.A-2.

41 See C. EUGENE STEUERLE & JoN M. Bakisa, RETOOLING SocIAL SECURITY FOR THE
21st CENTURY: RIGHT & WRONG APPROACHES TO REFORM 41 (1994).

42 See 1998 GREEN BoOK, supra note 9, at 21 tbl.1-12.
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21st century.*® In that regard, it is worth noting that the United
States already has around 35 million residents who are age 65
and over, and around four million who are age 85 and over.*
Moreover, by the year 2020, the United States will have more
than 53 million residents age 65 and over, and almost seven mil-
lion age 85 and over.*

The economic problems of these elderly citizens will be of
paramount importance to the nation in the 21st century. In that
regard, it is worth considering what it will cost to support the re-
tired population. According to Lawrence Thompson, a senior fel-
low at the Urban Institute, the economic cost of supporting the
elderly is best understood in terms of the fraction of society’s goods
and services that are consumed by the retired.*® Specifically, “the
cost of supporting the retired is simply the product of three differ-
ent economic and demographic ratios:

(1) the aggregate consumption ratio, which is the fraction of
total economic activity devoted to producing consumer goods and
services;

(2) the retiree dependency ratio, which is the fraction of the
population that is retired (which is going to be very similar to the
aged dependency ratio); and

(3) the living standards ratio, which is the ratio of the average
consumption of a retired person to the average consumption of all
persons.”’

This formulation can be used to illustrate the rather direct
and simple relationships between the ratios and the cost of sup-
porting the elderly.*® For example, a 10% increase in the fraction
of the population that is retired will result in a 10% increase in the

43 See, e.g., Daniel B. Radner, The Retirement Prospects of the Baby Boom Generation,
Soc. Sec. BuLL., No. 1, 1998, at 3; CongrEssioNAL BubnGeTr OrFicE, BaBy BooMERs IN RE-
TIREMENT: AN EARLY PERSPECTIVE (1993); ComMITTEE FOR EcoNoMic DEVELOPMENT, WHO
WiLL Pay For Your ReETIREMENT?: THE Looming Crisis (1995); RETIREMENT IN THE 21°"
CENTURY . . . READY OR Nor . . . (Dallas L. Salisbury & Nora Super Jones eds., 1994); THE
Furure oF Pensions IN THE UNITED StateEs (Ray Schmitt ed., 1993); HENRY J. AARON ET
AL., CAN AMERICA AFFORD TO GROW OLD?: PAYING FOR SociAL SECURITY (1989); NaTIONAL
CommMissioN oN RETIREMENT Povricy, CaN AMERICA AFFORD TO RETIRE? THE RETIREMENT
SeEcURITY CHALLENGE FAcING YOoUu AND THE NATION (1998).

44 See 65+ IN THE UNITED STATES, supra note 13, at 2-3, thl.2-1.

45 See id.

46 LAwreENCE THOMPSON, OLDER & WIisErR: THE EcoNomics oF PuBLic PEnsions 40
(1998).

47 Id. In terms of mathematical formula, the basic formula is: Cost of Supporting the
Retired = Consumption of the Retired + Total National Production. The expanded formula
is: Cost of Supporting the Retired = ((Total Consumption + Total National Produc-
tion)(Number of Retirees + Total Population)(Average Consumption of Retirees + Average
Consumption of Total Population)). In summary, the cost of supporting the retired is simply
the product of: the aggregate consumption ratio; the retiree dependency ratio; and the living
standards ratio. Id.

48 See id. at 41.
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cost of supporting the retired.* In that regard, only about 12.8%
of the U.S. population consists of persons age 65 or over today, but
by 2020, 15.7% of the population will be 65 or older.”® That’s al-
most a 23% increase (122.66% = 15.7% / 12.8%).

Reducing the problem of how to support the elderly to mathe-
matical formulae enabled Thompson to develop a model that can
be used to estimate how much must be contributed to pensions in
order to assure adequate incomes for the retired population.®? At
the outset, Thompson’s simple model assumes that all workers
enter the labor force at age 22, work exactly 43 years, retire on
their 65th birthday, and die exactly 17 years later on their 82nd
birthday. His simple model also assumes that while working,
each earns the average wage and that in retirement, each receives
a benefit equal to one-half the average wage (indexed to average
wage levels).

Using his simple model, Thompson was able to estimate the
annual contributions that would be needed to fund the proposed
pension benefits (one-half of wages). Specifically, he found that
annual contributions of 19.8% of payroll would be needed to pro-
vide pension benefits equal to one-half of the average wage.’> Of
particular note, in his simple model, contributions of 19.8% of
wages would be required regardless of whether these pensions are
provided through an individual savings account arrangement (like
IRAs), a pay-as-you-go group pension plan (like Social Security),
or an advance funded group pension plan (like traditional
pensions).*?

Of course, the real world is much more complex. A variety of
demographic and economic factors can have an impact on the re-
quired contribution rate. For example, in the real world not
everyone lives to retirement age, let alone to age 82. Incorporat-
ing more realistic mortality patterns reduces the contribution rate
to 17.4% for a simple pay-as-you-go group pension plan.®* On the
other hand, because assets accumulated in a worker’s individual
savings account become a part of the worker’s estate at death,
there would be no such savings for an individual savings account
arrangement.

Also, real world pension systems have administrative ex-
penses that necessitate increasing the contribution rate—for ex-
ample, back up to 17.8% for a simple pay-as-you-go system, but all

49 See id.

50 See 65+ IN THE UNITED STATES, supra note 13, at 5-4. Similarly, by 2020, fully 2.1%
of the U.S. population will consist of persons age 85 and over, up from 1.6% in the year
2000. Id.

51 THOMPSON, supra note 46, at 97-113.

52 Id. at 99.

53 See id. at 107. See Appendix 4.

54 See id. at 105.
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the way up to 28.03% for an individual savings arrangement.5®
Moreover, while pay-as-you-go plans typically provide benefits in
the form of an annuity, individual savers must pay an extra pre-
mium to acquire private annuities that will drive up the contribu-
tion rate for an individual savings plan. On the other hand, an
increase in the rate of return (interest rates) can reduce the con-
tribution rate for individual retirement savings plans, but such a
change would have no effect on pay-as-you-go plans. Finally,
changes in the birth rate, life expectancy, the inflation rate, or the
rate of growth of wages also could have significant impacts on the
contribution rates required under the various funding approaches.

Thompson’s research shows that the “optimal” contribution
rate will vary depending upon the pension funding mechanism
chosen, and upon a host of demographic and economic factors that
only can be estimated. Reasonable minds might well differ as to
what the optimal contribution rate should be, but Thompson’s re-
search makes it crystal clear that the meager contribution rate
required by the present Social Security system, a combined indi-
vidual-employer rate of just 10.7% of the first $72,600 of compen-
sation, cannot possibly fund adequate incomes for the retired
population.

B. The Failure of the Current System
1. The Failure of Social Security

The success of the Social Security system is that, since its cre-
ation in 1935, poverty rates for the elderly have fallen from an
estimated 50% in 1935, to around 11% today.*® At the same time,
however, the failure of Social Security is that it has not solved the
problem of poverty among the elderly. Social Security alone can-
not provide adequate income for retirees, yet it is virtually the
only source of income for the poorest 40% of American retirees.’

In particular, women over the age of 65 continue to face a
much higher risk than men of poverty in old age.’® In that regard,
it is worth noting that women tend to live longer than men, and
that men tend to marry younger women.*® The typical couple will
spend about 15 years together in retirement, and the wife will live

55 See id. at 107.

56 See U.S. GEN. ACCOUNTING OFFICE, SOCIAL SECURITY: DIFFERENT APPROACHES FOR
ADDRESSING PrROGRAM SOLVENCY 2 (Report No. GAO/HEHS-98-33, 1998) [hereinafter So-
CIAL SECURITY SOLVENCY].

57 See CONTE, supra note 3, at 4.

58 See NaTioNaL Economic CoUNcIL INTERAGENCY WORKING GROUP ON SOCIAL SECUR-
rrY, WOMEN AND RETIREMENT SECURITY 5 (1998).

59 For example, the average life expectancy for women age 65 is about 19 years, ver-
sus about 15 years for 65-year-old men. See 1998 GrEeN Book, supra note 9, at 1031
thl.A-3.
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another six years as a widow.®® Indeed, women are five times
more likely to become widowed,** and many of these women will
find themselves living below the poverty level.®? Similarly, elderly
divorced women are particularly at risk. They tend to have an
exceptionally high incidence of poverty (around 30%), an unusu-
ally high incidence of serious health problems, and low Social Se-
curity benefits.®

2. The Failure of the Private Pension System

The private pension system has failed to pick up the slack left
by our inadequate Social Security system. Less than 60% of work-
ers in the private sector are covered by pension plans, and only
about 40% are covered by defined benefit plans.®* Workers in
small businesses are particularly hard-hit, with only about 25% of
the workers in these companies covered by any type of pension
plan.®® In general, pension coverage tends to decrease as age, job
tenure, firm size, and annual earnings decrease, and some indus-
tries and sectors are more likely to cover their workers than
others.®® Too many employees have no tax-favored savings vehicle
to supplement Social Security beyond do-it yourself $2000-a-year
IRAs.%

Also, despite their longer life expectancies and consequently
greater need for retirement income, women have not found much
support in the private retirement system.® Indeed, there is a par-
ticularly large gender gap concerning private pension income.*®

60 See Howard M. Iams & Stephen J. Sandell, Cost-Neutral Policies to Increase Social
Security Benefits for Widows: A Simulation for 1992, Soc. SEc. BuLL., No. 1, 1998, at 34,
37.

61 See Camilla E. Watson, The Pension Game: Age- and Gender-based Inequities in the
Retirement System, 25 Ga. L. Rev. 1, 31 (1990).

62 See David E. Ott, Survivor Income Benefits Provided by Employers, MONTHLY LaB.
REv., June 1991, at 13; David A. Weaver, The Economic Well-Being of Social Security Bene-
ficiaries, with an Emphasis on Divorced Beneficiaries, Soc. SEc. BuLL., No. 4, 1997, at 3.

63 See Weaver, supra note 62; Donald T. Ferron, Social Security Benefits for Women
Aged 62 or Older, Soc. Sec. BuLL., No. 4, 1997, at 32.

64 See William J. Wiatrowski, On the Disparity Between Private and Public Pensions,
MonTHLY LAB. REV., Apr. 1994, at 3, 4.

65 See Gingrich, supra note 6.

66 See EMPLOYEE BENEFIT RESEARCH INSTITUTE, supra note 31, at 82; Donald O. Par-
sons, Recent Trends in Pension Coverage Rates, in PENSION AND WELFARE BENEFITS ADMIN.,
U.S. Dep'r Lag., PENsiON COVERAGE IssUES FOR THE ‘90s, at 39 (1994); Mary Ellen Bene-
dict & Kathryn Shaw, The Impact of Pension Benefits on the Distribution of Earned Income,
48 Inpus. & LaB. REL. REv. 740, 746 (1995) (The empirical evidence shows that “high-wage
workers are more likely to have pensions than are lower-wage workers; the probability of
pension coverage is greater for workers in large firms, for men, for unionized workers, for
high-tenure workers, and for highly educated workers.”).

67 See Richard J. Kovach, A Critique of SIMPLE—Yet Another Tax-Favored Retire-
ment Plan, 32 New Eng. L. Rev. 401, 408 (1998).

68 See Watson, supra note 61.

69 There are many reasons for this gender gap in retirement income. In particular,
women tend to earn less than men. Also, women tend to work for smaller companies that
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While 46.5% of men over age 65 in 1995 received pension and/or
annuity income, averaging $11,460 per year, only 26.4% of women
over age 65 received a pension or annuity, and these averaged just
$6684 per year.” Moreover, women age 50 or over are more likely
to receive a pension benefit through their husbands (as spouses or
survivors) than through their own savings or employment.”™

C. Some Recent Efforts to Expand the Retirement System

Concerns about the adequacy of retirement incomes have led
to a number of expansions in recent years. These expansions in-
clude the introduction of IRAs, Roth IRAs, SIMPLE retirement
plans, simplified employee pensions, expanded 401(k) plan eligi-
bility, and simplifications to ERISA.

1. IRAs and Roth IRAs

As retirement savings vehicles go, IRAs, themselves, are a
relatively new phenomenon, and almost 80% of taxpayers are eli-
gible to make tax-deductible contributions to them.” Moreover,
Congress recently increased the amount that could be contributed
to so-called spousal IRAs.”” In addition, since 1998, individuals
have been allowed to set up so-called Roth IRAs.™

2. SIMPLE Retirement Plans

In an effort to encourage more small employers to adopt re-
tirement plans, the Small Business Job Protection Act of 1996 au-
thorized employers with less than 100 employees to establish
SIMPLE plans (savings incentive match plan for employees).”
SIMPLE plans can be set up either as IRAs or 401(k) plans, and
avoid many of the complex rules usually applicable to tax-quali-
fied plans.

are less likely to have a retirement plan. Women also tend to spend more time away from
the workplace to raise a family or care for an aging relative. It has been found that there is
a strong association between marital and fertility decisions and pension coverage. On the
other hand, because younger women today spend more time in the work force and at more
equal salaries, the financial security of women is likely to improve somewhat over time.
See, e.g., William E. Even & David A. Macpherson, Gender Difference in Pensions, 29 J.
Hum. Resources 555 (1994); Robin L. Lumsdaine et al., Pension Plan Provisions and Re-
tirement: Men and Women, Medicare, and Models, in STUDIES IN THE EcoNoMmics OF AGING,
183 (David A. Wise ed., 1994); Sophie M. Korcyzk, Are Women’s Jobs Getting Better, or Are
Women Getting Better Jobs? in PENSION AND WELFARE BENEFITS ADMIN., supra note 66, at
61.

70 See EMPLOYEE BENEFIT RESEARCH INSTITUTE, supra note 31, at 63.

71 See id.

72 Paul Yakoboski, IRA Eligibility and Usage, EBRI NortEes, Apr. 1995, at 5, 6 tbl.1.

73 See Kathy Stokes Murray & Paul Yakoboski, Congress Considers IRA Expansion,
EBRI Nortks, Apr. 1995, at 1, 2; LR.C. § 219(c) (1994 & Supp. III 1997).

74 See LR.C. § 408A (West Supp. 1999).

75 LR.C. § 408(p) (West Supp. 1999) (added by Small Business Job Protection Act of
1996, Pub. L. No. 104-188, § 1421(a), 110 Stat. 1755, 1792 (1996)).
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A SIMPLE plan allows employees to make elective contribu-
tions of up to $6000 per year, as long as the employer satisfies one
of two contribution formulas. Under the matching contribution
formula, the employer generally is required to match employee
elective contributions on a dollar-for-dollar basis up to 3% of the
employee’s compensation. Alternatively, the employer can instead
make a 2% of compensation nonelective contribution on behalf of
each eligible employee. The usual tax rules apply (i.e., the em-
ployer deducts and the employee excludes), and all contributions
to an employee’s SIMPLE account must vest immediately.

3. Simplified Employee Pensions

Simplified employee pensions (SEPs) were added to the Code
to provide small businesses with an easy-to-use retirement plan.™
SEPs have minimal paperwork because they rely on IRAs. To
qualify, the employer must make a contribution on behalf of each
employee who is at least 21 years old, has performed service for
the employer during at least three of the immediately preceding
five years, and received at least $400 in compensation from the
employer for the year. Employer contributions are limited to the
lesser of 15% of compensation or $30,000, and cannot discriminate
in favor of highly compensated employees.

4. Expanding Eligibility for 401(k) Plans

Two recent changes have also helped to expand the universe
of employees participating in 401(k) plans. First, the Small Busi-
ness Job Protection Act of 1996 authorized tax-exempt organiza-
tions to adopt 401(k) plans.” Second, a recent ruling authorizes
plan sponsors to automatically include employees in their 401(k)
plans unless the employees affirmatively choose not to participate
in the plan.™

5. Simplifying ERISA

Over the years, there have also been numerous amendments
to ERISA. Often these amendments have been for the avowed
purpose of simplifying the pension laws,” but relatively little sim-
plification has occurred.

76 LR.C. §§ 402(h), 408(k) (1994 & Supp. III 1997).

77 LR.C. § 401(k)(4)(B)[) (1994 & Supp. III 1997) (added by Pub. L. No. 104-188,
§ 1704(k), 110 Stat. 1755, 1882 (1996)).

78 Rev. Rul. 98-30, 1998-25 I.R.B. 8.
79 See, e.g., Kovach, supra note 67.
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IV. Some UnIversaL PensioN OPTIONS

This Part considers three approaches that might be used to
help ensure that all Americans have adequate incomes through-
out their retirement years. Specifically, this Part considers how a
voluntary and universal individual retirement account system, an
expanded Social Security system, and a mandatory universal pri-
vate pension system might work.

A. A Voluntary Universal IRA System
1. Recent Proposals to Expand IRAs

Over the years, there have been a number of proposals to ex-
pand IRAs, and it can be argued that expanding the IRA system
would help encourage Americans to save for retirement.®

a. Unlimited retirement savings accounts

A number of analysts have suggested unlimited consumption
tax treatment for retirement savings in tax-qualified plans and in-
dividual retirement savings accounts (IRSAs).®! This approach
would give equivalent tax treatment for all types of retirement
savings.®? Under this approach all individuals would be allowed to
save as much of their earnings as they wanted in tax-qualified
plans and/or in IRSAs. Not all workers would save, but every
worker would have the opportunity to save an unlimited portion of
her earned income tax-free.

b. An individual-based limit on retirement savings

A somewhat more restrictive approach would be to limit the
total amount that could be deferred by each individual.®* For ex-
ample, one might consider limiting each individual’s total tax-
qualified savings (in whatever form) to the lesser of 15% of com-
pensation or $30,000.3 Under this approach, every worker would
be allowed to save up to 15% of her income tax-free.

c¢. Mandatory salary reduction agreements

Short of making employers provide pensions to their employ-
ees, it might make sense simply to require that employers give

80 This section follows: Jonathan Barry Forman, The Tax Treatment of Public and
Private Pensions Around the World, 14 AM. J. Tax PoL’y 299, 342-44 (1997).

81 See, e.g., RicHarDp A. IppoLrTo, PENnsions, Economics anp PusLic Poricy 226
(1986).

82 See WORLD BANK, AVERTING THE OLD AGE Crisis: PoLiCIES To ProTECT THE OLD
AND ProMoTE GrOWTH 20 (1994) [hereinafter AVERTING THE OLD AGE CRisis).

83 See RicHARD A. IpPoLITO, AN EcoNomic APPRaIsaL oF PENsION Tax PoLicy IN THE
UniTeED STATES (1990); CoNGREssIONAL Bubcer OFFICE, Tax PoLicy FOrR PENSIONS AND
OtHER RETIREMENT Savings (1987); Kovach, supra note 67.

84 Cf. LR.C. § 415 (1994 & Supp. III 1997).
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their employees the opportunity to participate in tax-qualified
savings arrangements through salary reduction agreements.* In
a recent study, 79% of the individuals surveyed said that the best
way for them to save for retirement is to have money automati-
cally deducted from their paychecks.®® Thus, simply requiring em-
ployers to withhold and forward employee savings to individual
retirement accounts, or to 401(k) accounts, could generate a signif-
icant amount of new retirement savings.®’

2. How a Voluntary Universal IRA System Could Work

It would be relatively easy to design a universal IRA system.®
The TRA mechanism is already well-established. All that would
be needed would be to repeal or relax the rules that now restrict
contributions. Moreover, it could make sense to require employ-
ers to provide salary reduction arrangements, and to exempt these
IRA contributions from both income and Social Security taxes.

For example, one approach would be to let every individual
contribute and deduct up to 15% of their compensation to IRAs up
to, say, $10,000,% or $30,000.”° Perhaps the allowable amount
should be reduced for workers who are covered by another retire-
ment plan. Alternatively, a tax could be imposed on pension dis-
tributions that are in excess of some reasonably large amount.*
On the other hand, workers who were late to start saving for re-
tirement might be allowed to make additional contributions to
“catch up.”?

B. An Expanded Social Security System

Expanding Social Security would be an alternative way to
provide adequate incomes to the retired population.®> The expan-
sion could be achieved by expanding the benefits provided under
the current system, or by adding another separate program to the

85 See CONGRESSIONAL BupGET OFFICE, supra note 83; David Lindeman & Larry
Ozanne, Effects of Tax Policy on Retirement Saving and Income, Proc. oF THE 80TH ANN.
ConF. oF THE NATL Tax Assoc. 98 (1987).

86 PuBLic AGENDA, PromMises To Keep: How LeEaDERS anp THE PusLic RESPOND TO
SavING AND RETIREMENT (1994); see also Salary Reduction Plans Gain Popularity, Mercer
Survey of Employers Shows, 25 BNA PensioNs & BeNEFITs Rep. 1948 (1998).

87 At the very least, it would make sense if a single universal salary reduction plan
were available to all employers who wanted to adopt them. See NarioNaL COMMISSION ON
ReTIREMENT PoLicy, THE 21sT CENTURY RETIREMENT SECURITY PLAN 21 (1998); Colleen T.
Congel, Pension Simplification: Proposal Mandates Section 401(k) Plans; Bars New Plans
under Sections 403(b), 457, 25 BNA Pensions & BENEFITs REP. 2443 (1998).

88 See especially Kovach, supra note 67, at 420-34.

89 See id. at 426.

90 Cf. LR.C. § 415 (1994 & Supp. III 1997).

91 Cf. LR.C. § 4980A (1994) (repealed by Taxpayer Relief Act of 1997, Pub. L. No. 105-
34, § 1073(a), 111 Stat. 788, 948 (1997); Kovach, supra note 67, at 427.

92 See Kovach, supra note 67, at 426.

93 See Aricia MUNNELL, THE EcoNomics oF PRIvATE PensioNs 28 (1982).
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current system. As more fully discussed below, one of the most
common suggestions is to supplement the current Social Security
system with a system of individual retirement savings accounts
(IRSAs).*

1. Recent Proposals to Reform the Social Security System

The Social Security system is also in financial trouble. The
Trustees of the Social Security Funds estimate that benefits will
exceed income starting around 2013, and the program will be un-
able to pay full benefits after about 2032.% In fact, the Trustees
estimate that the deficit over the traditional 75-year projection pe-
riod is about 2% of payroll. In short, the federal government will
either need to raise Social Security taxes, or to cut Social Security
benefits. Not surprisingly, Social Security reform has become a
hot topic in the past few years.%

a. The 1994-1996 Social Security Advisory Council

In January of 1997, the 1994-1996 Social Security Advisory
Council issued a long-awaited report on how to reform the Social
Security system.?” The Council members were unable to achieve a
consensus, but a majority of the Council agreed that at least a
portion of Social Security payroll tax contributions should be redi-
rected into individual retirement savings accounts (IRSAs), which
would be invested in the stock market. Under the so-called Indi-
vidual Accounts (IA) approach, these individual accounts would be
held by the government, invested in secure equity funds, and an-
nuitized on retirement.’® Alternatively, under the so-called Per-
sonal Security Accounts (PSA) approach, these individual
accounts would be held by financial institutions, and their invest-
ment would be directed by individual workers.*® '

Under the Personal Security Accounts (PSA) plan, the current
Social Security system would be replaced with a two-tiered sys-
tem. The first tier would provide a flat retirement benefit for all
workers, while the second tier would provide workers with pri-
vately owned individual retirement savings accounts, referred to
as Personal Security Accounts (PSAs).

Under the first tier, workers under age 25 in 1998, who work
at least 35 years in covered employment, would receive a flat dol-

94 See note 124, infra and accompanying text.

95 Social SECURITY AND MEDICARE BoArDs oF TRUSTEES, supra note 5.

96 See, e.g., SOCIAL SECURITY SOLVENCY, supra note 56.

97 Apvisory COUNCIL ON SociAL SECURITY, REPORT OF THE 1994-1996 Apvisory Coun-
CIL oN SociaL Securrry (1997) (2 vols.)

98 See id., Vol. 1, at 28-29.

99 See id., Vol. 1, at 30-33. See also Report of the Technical Panel on Trends and Issues
in Retirement Savings, in id., Vol. 2, at 87-90 (discussing individual Social Security retire-
ment accounts).
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lar benefit equivalent to $410 monthly in 1996 dollars. These ben-
efits would be financed by employer Social Security contributions.
Workers age 25 to 54 would receive a composite tier 1 benefit,
which would include their accrued benefit under the current So-
cial Security system, and a prorated share of the new tier 1 flat
benefit.

Under the second tier, the plan would create Personal Secur-
ity Accounts (PSAs) dedicated to retirement savings. These PSAs
would be financed by reallocating five percentage points of the em-
ployee’s share of Social Security taxes. Every worker under age 55
would participate in the 5% payroll reallocation, and receive PSA
benefits based on their accumulations plus interest. Individuals
could begin withdrawing funds from their PSAs at age 62, and any
funds remaining in their accounts at death could be passed on to
their estates.

b. The Committee for Economic Development

The Committee for Economic Development recently issued a
report on Social Security reform in which it advocated leaving the
basic Social Security system pretty much intact, but creating a
second tier of privately owned, personal retirement accounts
(PRAs).1 Both employers and employees would be required to
contribute 1.5% of payroll to these PRAs, while the self-employed
would be required to contribute the entire 3%.

¢. The National Commission on Retirement Policy

The National Commission on Retirement Policy recently of-
fered a proposal that would allocate two percentage points of the
current 10.7% of payroll tax into Social Security Individual Sav-
ings Accounts.'®® In addition, individuals would be allowed to con-
tribute another $2000 per year (net of any IRA contribution) to
those accounts. These individual accounts would be administered
and invested in a way that is analogous to the Thrift Savings Plan
provided to federal employees; that is, employees could choose to
invest their accounts among broad-based funds such as a stock in-
dex fund, a bond index fund, and a government securities fund.*®

d. Supplementary Individual Savings Accounts

Similarly, former Social Security Commissioner Robert M.
Ball recently suggested adding a voluntary savings plan adminis-

100 CommrTTEE FOR EconoMmic DEVELOPMENT, FIXING SociaL SECURITY: A STATEMENT
BY THE RESEARCH AND PoLicy CoMMITTEE OF THE COMMITTEE FOR EcoNOoMIC DEVELOPMENT
49-54 (1997).

101 NaTtioNaL CommissioN oN RETIREMENT PoLicy, THE 21sT CENTURY RETIREMENT SE-
CURITY PLAN 3-4 (1998).

102 See id. at 12-14.
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tered by the Social Security Administration.'®® Specifically, he
would allow wage earners to have an additional 2% deducted from
their earnings and forwarded by their employers to the Social Se-
curity Administration through the regular withholding process.
Each year participants could choose to have that 2% invested by
the Social Security Administration in the stock market, in Treas-
ury bonds, or split 50-50 between stocks and Treasury bonds. The
funds would be held in so-called “supplementary individual sav-
ings accounts” that would follow the usual IRA rules governing
the maximum amount to be deducted, the tax treatment of contri-
butions and earnings, the withdrawal rules, and so on. Commis-
sioner Ball argues that with these accounts “workers in small
companies and the lower-paid generally would have a real oppor-
tunity to build conveniently on top of their assured Social Security
benefits and to participate in ownership of equities should they
care to do so.”*

e. President Clinton’s proposal for universal savings
accounts

Along similar lines, President Clinton recently called for us-
ing 62% of the projected federal budget surpluses for the next 15
years, an estimated $2.7 trillion, to save the Social Security sys-
tem until at least 2055.% As part of his plan, President Clinton
would use 11% of those surpluses to create “Universal Savings Ac-
counts” (USA accounts) for individuals to supplement their basic
Social Security benefits. Under this proposal, the federal govern-
ment would match a portion of the individual contributions made
to these new retirement accounts.'%

f. Chilean-style privatization

A number of analysts suggest that we should privatize Social
Security, specifically by completely replacing the current Social
Security system with a system of individual retirement savings

103 Prepared testimony of Robert M. Ball before the Subcommittee on Social Security of
the House Committee on Ways and Means (June 3, 1998) (available on LEXIS, NEWS
database, CURNWS file); see also Jane Bryant Quinn, What Price Reform?, NEWSWEEK,
June 22, 1998, at 57; Elizabeth A. White, Former SSA Head Calls for Add-On Accounts,
Partial Trust Fund Investment in Equities, 25 BNA PeEnsions & BENEFITs REP. 1328 (1998).

104 Prepared Testimony of Robert M. Ball, supra note 103.

105 See, e.g., Mark Felsenthal, Clinton Offers Plan to Spend Surplus, 26 BNA PENnsioNs
AND BENEFITS REP. 197 (1999); Gene Steuerle, A Government Match for Private Pension
Savings?, 82 Tax Notes 891 (1999).

106 See, e.g., Ryan J. Donmoyer, Clinton’s USA Plan: Progressive Personal Retirement
Accounts, 83 Tax Notes 329 (1999); cf. Elizabeth A. White, “Progressive” Formula for Pri-
vate Accounts Included in Proposal Santorum to Offer, 26 BNA PensioN & BENEFITS REP.
575 (1999).
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accounts (IRSAs).'” Proponents of privatization typically point to
the country of Chile, which began to privatize its Social Security
system in 1981.1% Under Chile’s Social Security system, workers
are required to contribute at least 10% of their salary to IRSAs
held by private pension funds of their choosing. There are about
20 different companies that manage these new IRSAs, subject to
extensive regulation by the government. The Chilean example
has been followed by a number of other countries,'® and it is being
promoted by the World Bank.'’® Replacing at least a portion of
Social Security with individual retirement savings accounts has
also found a good deal of support in Congress.'!!

g. Funded Social Security

Another approach would be to shift from the current pay-as-
you-go Social Security system toward a funded system.'*? Fund-
ing Social Security would require two essential elements: fund ac-
cumulation and portfolio diversification. Fund accumulation
would require substantially higher payroll tax rates (or lower ben-
efits), and portfolio diversification would be achieved by having
the Social Security Administration invest in the stock market.

The funded Social Security system would not have individual
accounts. Indeed, funded Social Security is offered as a “politically
strategic alternative to individual accounts.”’'®* Social Security
would continue to operate as a defined benefit plan, with the bene-
ficiary’s benefits linked by a legislated formula to the retiree’s
wage history. The principal difference is that Social Security ben-
efits would be paid out of a mix of payroll taxes and portfolio in-

107 See, e.g., Karl Borden, Dismantling the Pyramid: The Why and How of Privatizing
Social Security, 1 Cato ProJECT OoF Soc. SEc. PRivaTizaTiON (1995); SocCIAL SECURITY:
ProspecTts FOR REAL REFORM (Peter Ferrara ed., 1985); PETER J. FERRARA & MicHAEL TAN-
NER, A NEw DEAL FOR SociaL SEcUrITY (1998).

108 See, e.g., Joseph L. Scarpaci & Ernesto Miranda-Radic, Chile, in INTERNATIONAL
HANDBOOK ON OLD-AGE INSURANCE 25 (Martin B. Tracy & Fred C. Pampel eds., 1991);
Barbara E. Kritzer, Privatizing Social Security: The Chilean Experience, Soc. Sec. BuLL.,
Fall 1996, at 45; Robert J. Myers, Chile’s Social Security Reform After 10 Years, BENEFITS
Q., 3d Quarter 1992, at 44.

109 See, e.g., Michael Alan Paskin, Privatization of Old-Age Pensions in Latin America:
Lessons for Social Security Reform in the United States, 62 Forp L. REv. 2199 (1994); Chil-
ean Social Security Reform as a Prototype for Other Nations, EBRI NoTEs, Aug. 1997, at 1.

110 See AVERTING THE OLD AGE Crisis, supra note 82.

111 See, e.g., BiparRTISAN COMMISSION ON ENTITLEMENT AND TAX REFORM, FINAL REPORT
TO THE PRESIDENT 26, 40, 177, 221-22 (1995) (favoring a personal investment plan option
for all workers in lieu of 1.5 percentage points of the payroll tax); Kerry, Simpson Offer Plan
to Reform Social Security, Make Other Changes, 22 BNA Pensions & BENEFiTs REP. 1243
(1995); Borden, supra note 107, at 10-14.

112 See Laurence S. Seidman, Funding Social Security, 81 Tax NoTEs 241 (1998); see
also Lok Sang Ho, A Universal Fully Funded Pension Scheme, ConTEMP. EcoN. PoL'y, July
1997, at 13.

113 Seidman, supra note 112, at 241.
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vestment income, rather than just out of payroll taxes and
Treasury debt instruments.

h. Raising Social Security taxes and benefits

Historically, the simplest way to “fix” the Social Security sys-
tem has been to raise payroll taxes and provide additional Social
Security benefits. In the current Social Security reform debate,
however, few have argued for payroll tax increases beyond those
that might be necessary to meet the benefit levels already prom-
ised under the current system.'*

2. How an Expanded Social Security System Could Work

An expanded Social Security system could take the form of
either enhanced benefits under the current system, or a system of
individual retirement savings accounts (IRSAs). There does not
appear to be much support for expanding the current Social Secur-
ity system, but it seems quite plausible that a system of IRSAs
could be added on top of a reformed current system. These indi-
vidual accounts could be held by the government and invested in
secure equity funds. Alternatively, these individual accounts
could be held by financial institutions, with their investments di-
rected by individual workers.

C. A Mandatory Pension System

A final way to help improve the retirement security of 1nd1v1d-
uals would be to mandate private pensions.

1. Recent Proposals to Expand the Pension System
a. Proposals to reform the voluntary pension system

Over the years, there have been a number of proposals to ex-
pand participation in employer-sponsored pensions. In particular,
many analysts have suggested shortening the vesting period,
eliminating or restricting Social Security integration,''* promoting
pension plan portability, and increasing participation (e.g., by cov-
ering part-time workers).!'¢

114 Still, in passing, it should be noted that a more generous Social Security system
could help meet the retirement income needs of most workers and their auxiliaries. See,
e.g., Jonathan Barry Forman, Promoting Fairness in the Social Security Retirement Pro-
gram: Partial Integration and a Credit for Dual-earner Couples, 45 Tax Law. 915, 948-57
(1992), and sources cited therein.

115 See especially, Patricia E. Dilley, The Evolution of Entitlement: Retirement Income
and the Problem of Integrating Private Pensions and Social Security, 30 Loy. L.A. L. Rev.
1063 (1997).

116 See, e.g., Vicki Gottlich et al., Ten Pension Guidelines to Prevent Poverty Among
Older Women, 29 CLEARINGHOUSE Rev. 616 (1995); Watson, supra note 61, at 65-67.
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Another alternative would be to allow designated financial in-
stitutions to administer defined contribution megaplans for nu-
merous small employers.’” Employers would contribute to these
megaplans; each employee would have her own account, and the
financial institution would take on all of the reporting, disclosure,
and fiduciary responsibilities.

b. Mandatory private pensions

Another approach would be to mandate private pensions.!'®
Depending upon the size of the program, this approach could com-
pel most workers to set aside a large enough share of their earn-
ings over their careers to fund adequate retirement benefits.

For example, in 1981, the President’s Commission on Pension
Policy recommended adoption of a Mandatory Universal Pension
System (MUPS).'*® Basically, the proposal would have required
all employers to contribute at least 3% of wages to private pen-
sions for their workers. The proposal drew little interest at the
time. Recently, however, there has been renewed interest in man-
dated pensions.'?°

Relatively few countries presently mandate private pension
coverage of workers.'?* Private pension coverage is mandatory in
Australia and Switzerland, and industry-wide collective bargain-
ing agreements make such coverage quasi-mandatory in Denmark
and the Netherlands.'?* Chile requires its workers to contribute
at least 10% of their wages to the privately managed individual
retirement savings accounts that have replaced that country’s so-
cial security system.'?® Most private pension systems, however,
are voluntary.

117 See, e.g., Lindeman & Ozanne, supra note 85, at 102.

118 See, e.g., AVERTING THE OLD AGE CRists, supra note 82, at 74; Estelle James & Di-
mitri Vittas, Mandatory Saving Schemes: Are They the Answer to the Old Age Security
Problems?, in SECURING EMPLOYER-BASED PENsION: AN INTERNATIONAL PERsSPECTIVE 151
(Zvi Bodie et al. eds., 1996). In fact, it seems clear that nothing close to universal private
pension coverage will occur under a voluntary private pension system. See Daniel I
Halperin, Special Tax Treatment for Employer-Based Retirement Programs: Is It ‘Still’ Via-
ble as a Means of Increasing Retirement Income? Should It Continue?, 49 Tax L. Rev. 1, 35
(1993).

119 PRESIDENT's CoMMISSION ON PENSION PoLicy, COMING OF AGE: TOWARD A NATIONAL
ReTireMENT PoLicy (1981); Lee A. Sheppard, Toward a Rational Pension Policy, 37 Tax
NortEs 235, 237-38 (1987); Jim Wright, Pension Reform Will Require Radical Change, DAL-
Las MorniNg NEws, Dec. 15, 1987, at A19; Thomas C. Woodruff, Employer Mandates to
Increase Private Pension Portability and Participation, in SociaL. WELFARE PoLicy AT THE
CrossroaDs: RETHINKING THE RoLes oF SociaL INsUrRaNcE, Tax EXPENDITURES, Man-
DATES, AND MEANS-TESTING 69 (Robert B. Friedland et al. eds., 1994).

120 See supra note 118. :

121 See AVERTING THE OLD AGE Crisis, supra note 82, at 165.

122 See id. at 166-67.

123 See supra note 108 and accompanying text.
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2. How a Mandatory Pension System Could Work

The simplest design for a mandatory pension system would be
to piggyback a system of individual retirement savings accounts
(IRSAs) onto the existing Social Security withholding system. For
example, both employers and employees could be required to con-
tribute 1.5% of payroll to these IRSAs (and the self-employed
could be required to contribute the entire 3%).'** These accounts
could be held by the government and invested in secure equity
funds, and annuitized on retirement. Alternatively, these individ-
ual accounts could be held by financial institutions, and their in-
vestment could be directed by individual workers.

A different approach would be for the government to mandate
that employers provide a suitable defined benefit plan for their
employees. In that regard, the government might authorize em-
ployers to use a central clearinghouse where employers could send
pension contributions on behalf of their employees. Over the
course of her career, each worker would earn entitlement to a de-
fined benefit, which, at retirement, would supplement Social
Security.

V. CHOOSING BETWEEN THE ALTERNATIVES
A. Mandatory Versus Voluntary Pensions

Without a doubt, the most important choice to be made with
respect to universal pensions is whether they should be voluntary
or mandatory.?® This choice brings into conflict two principles
that we hold dear: the principle of individual autonomy and the
principle of retirement income adequacy.

On the one hand, we believe that the government has no busi-
ness telling individual workers what to do with the money that
they earn. In our laissez-faire system, workers can save or spend
their earned income in any way they please. This is the principle
of individual autonomy. At bottom, the principle of individual au-
tonomy suggests that it is really none of the government’s busi-
ness if workers spend their money on a refrigerator, or a vacation,
or invest their money in a bank or the stock market.

124 Cf. CommMrITTEE FOR EconoMic DEVELOPMENT, supra note 100.

125 See, e.g., EMPLOYEE BENEFIT RESEARCH INSTITUTE, GOVERNMENT MANDATING OF EM-
prLoYEE BENEFITS: EBRI-ERF PoLicy Forum (1987); EmMiLY S. ANDREWS, PENsioN PoLicy
AND SMALL EMPLOYER: AT WHAT PricE CovERAGE?: AN EBRI-ERF PoLicy Stupy 154-63
(1989); Marvin H. Kosters, Mandated Benefits—On the Agenda, REGuLATION, No. 3, 1988,
at 21; Lawrence H. Summers, What Can Economics Contribute to Social Policy? Some Sim-
ple Economics of Mandated Benefits, 719 Am. Econ. Rev. 177 (Papers & Proceedings, 1989);
Dwight R. Lee, Why Workers Should Want Mandated Benefits to Lower Their Wages, 34
Econ. Inquiry 401 (1996).
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On the other hand, we believe that, left to their own devices,
many individuals will not save enough for their own retirement.'?¢
Consequently, we have empowered our government to enact pa-
ternalistic Social Security and pension policies to ensure that
workers will, in fact, save for their own retirements.'?” This is the
principle of retirement income adequacy. For example, Social Se-
curity collects payroll taxes from virtually all workers and uses
those receipts to pay benefits to virtually all retirees and their de-
pendents. Private pension policy also has many paternalistic fea-
tures.'”® For example, the limitations on early withdrawals and
loans help ensure that retirement savings will be available to
meet retirement needs, and the qualified joint and survivor annu-
ity rules help ensure that both participants and their spouses will
have adequate incomes throughout their retirement years.'?

The present system balances these two competing principles
by having a nearly universal Social Security system, and a volun-
tary private pension system that covers about half of all workers.
Unfortunately, the present system does not ensure that the eld-
erly will have adequate incomes throughout their retirement
years. In particular, a voluntary private pension system is un-
likely to ensure that low-income and moderate-income workers
will save enough for retirement.'°

On the other hand, if retirement income adequacy were the
only principle guiding government action, it would be relatively
easy to ensure that every American would have an adequate re-
tirement income. This goal could be achieved either by expanding
the ¢urrent Social Security system, or by mandating some type of
universal private pension system. In the end, the fact that the
government has not mandated an adequate universal pension sys-
tem may turn out to be just a perverse tribute to our belief in the
importance of the principle of individual autonomy.

126 See THOMPSON, supra note 46, at 25-36.

127 Thompson notes that there are four common reasons for mandatory pensions: (1)
individual myopia; (2) protection of the prudent; (3) income redistribution; and (4) insur-
ance market failure. Id. at 28-32. See also Deborah M. Weiss, Paternalistic Pension Policy:
Psychological Evidence and Economic Theory, 59 U. Cu1. L. Rev. 1275 (1991); Alice G.
Abreu, Taxes, Power, and Personal Autonomy, 33 San Dieco L. REv. 1 (1996); Peter J.
Wiedenbeck, Paternalism and Income Tax Reform, 33 U. Kan. L. Rev. 675 (1985); Edward
J. Gac & Wayne M. Gazur, Tapping “Rainy Day” Funds for the Reluctant Entrepreneur:
Downsizing, Paternalism, and the Internal Revenue Code, 86 Ky. L.J. 127 (1997-1998);
Gregory S. Alexander, Pensions and Passivity, 56 Law & ConTEMP. ProBs. 111 (1993).

128 See, e.g., Joseph Bankman, Tax Policy and Retirement Income: Are Pension Plan
Anti-Discrimination Provisions Desirable?, 55 U, Cui. L. Rev. 790 (1988).

129 See Jonathan Barry Forman, Protecting Spousal Rights in Private Pensions, J. oF
COMPENSATION AND BENEFITS, Mar.-Apr. 1999, at 5, 8.

130 In fact, it seems clear that nothing close to universal private pension coverage will
occur under a voluntary system. See Halperin, supra note 118.
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B. Defined Benefit Versus Defined Contribution Plans

Another important public policy choice with respect to any
universal pension system is to decide between a defined benefit
plan and a defined contribution plan.’®® Table 1 shows some ex-
amples of the various combinations. For example, individual re-
tirement accounts (IRAs) are defined contribution-like plans that
are almost universally available on a voluntary basis. Traditional
pension plans are typically defined benefit plans that are almost
universally available to employers. Social Security is an almost
universal, mandatory defined benefit system. Finally, many pro-
posals to fix Social Security would mandate individual retirement
savings accounts (IRSAs), which would be structured like defined
contribution plans.

TaBLE 1. A MATRIX OF PENsION CHOICES

VOLUNTARY MANDATORY
DEFINED IRAS, 401(K)S MANDATORY
CONTRIBUTION INDIVIDUAL
RETIREMENT
SAVINGS
ACCOUNTS (IRSAS)
DEFINED BENEFIT TRADITIONAL SOCIAL SECURITY
PENSION PLANS

1. Influence on Worker Behavior

Pension benefits accrue differently under defined benefit and
defined contribution plans. In particular, under a defined benefit
plan, benefit accruals increase significantly the closer a worker
gets to retirement. On the other hand, under a defined contribu-
tion plan, benefits accrue at a constant rate (e.g., 10% of annual
compensation). Consequently, defined benefit and defined contri-
bution plans result in different incentives that can affect employee
decisions about work and retirement.??

131 Recall that a typical defined benefit plan might provide that a worker’s annual re-
tirement benefit is equal to 2% times years of service times final average compensation (B =
2% x yos x fac). Under this formula, a typical worker with 30 years of service would receive
a retirement benefit equal to 60% of her preretirement earnings (B = 60% x fac = 2% x 30
yos x fac).

On the other hand, under a typical defined contribution plan, the employer simply
contributes a specified percentage of the worker’s compensation to an individual invest-
ment account for the worker. For example, contributions might be set at 10% of annual
compensation. Under such a plan, a worker who earned $30,000 in a given year would
have $3000 contributed to an individual investment account for her. Her benefit at retire-
ment would be based on all such contributions plus investment earnings thereon.

132 See, e.g., RicHARD A. IPPOLITO, PENSION PLANS AND EMPLOYEE PERFORMANCE 10-17
(1997); IppoLrTO, supra note 81, at 133-50; JosepH F. QUINN AT AL., PassiNg THE ToRrcH:
Tue INFLUENCE oF EconoMic INCENTIVES oN WORK AND RETIREMENT (1990); THOMPSON,



1999] Universal Pensions 119

In particular, defined benefit plans typically create “windows”
of retirement opportunity that push older workers out of the work
force between early retirement age and normal retirement age.!3?
After all, once a worker is eligible to receive full retirement bene-
fits, delaying retirement can actually be quite costly. Those who
delay retirement lose current benefits, and the increase in benefits
that can result from an additional year of work rarely compen-
sates for the benefits lost.!3*

2. Investment and Risk

One of the biggest problems with defined contribution plans is
that individuals, rather than professional money managers, con-
trol investments. Individuals tend to invest too conservatively, es-
pecially toward the end of their working careers. Moreover, many
individual investors are unsophisticated, and some may even end
up being bilked by con artists.

On the other hand, defined benefit plans are able to pool in-
vestments and achieve superior returns and efficient fee struc-
tures through professional managers. Unlike individual
investors, pension fund managers invest for the long haul, and do
not panic when the market becomes volatile.

Still another problem for defined contribution plans is uncer-
tainty. Financial planning is difficult because the value of the ul-
timate benefit is unknown. For example, because of stock market
volatility, workers who retire when the market is up will have
higher pensions than those who retire when it is down. Moreover,
under a defined contribution plan, the responsibility for purchas-
ing an annuity is borne by the individual worker. Unfortunately,
there is just not much of a market for private annuities, and the
costs are often prohibitive.!%

A final problem with defined contribution plans is the rela-
tively longer life span of women. Because women tend to live
longer than men, they are more likely to outlive their retirement

supra note 46, at 71-83; AraN L. GustMAN & THoMAs L. STEINMEIER, PENSION INCENTIVES
AND JoB MoBiLITY (1995); Michael D. Hurd, Research on the Elderly: Economic Status, Re-
tirement, and Consumption and Saving, 28 J. Econ. LiT. 565 (1990); Alan L. Gustman et
al., The Role of Pensions in the Labor Market: A Survey of the Literature, 47 INDUS. AND
Las. REL. Rev. 417 (1994); Michael V. Leonesio, The Economics of Retirement: A Nontechni-
cal Guide, Soc. SEc. BurL., Winter 1996, at 29; THOMPSON, supra note 46, at 78 (noting
that labor force decisions are influenced by such factors as: the age of the individual, the
availability of retirement benefits, the individual’s health, the level of the retirement bene-
fits to which the individual is entitled, other sources of income, and any earnings limita-
tions imposed as a condition for receiving benefits).

133 See Jonathan Barry Forman, Reforming Social Security to Encourage the Elderly to
Work, 9 Stan. L. & PoL'y Rev. 289, at 292-93 (1998).

134 And those who work until they drop often leave nothing behind for their estates.

135 See THOMPSON, supra note 46, at 162-64.
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savings.'® This life span difference is less of a problem for benefi-
ciaries of defined benefit plans because distributions usually take
the form of lifetime annuities.

3. Inflation

Another problem with both defined benefit and defined contri-
bution plans is that inflation after retirement can erode the value
of accrued pension benefits.’® Currently, Social Security benefits
are adjusted for inflation each year.!® On the other hand, rela-
tively few private-sector defined benefit plans provide for cost-of-
living adjustments for inflation, and postretirement inflation is al-
ways a problem for defined contribution plans.'®

4. Leakage and Distributions

Another major problem with defined contribution plans is
that they are “leaky.” While defined benefit plans typically pro-
vide lifetime annuities for retirees and their spouses, defined con-
tribution plans typically allow participants to withdraw all or a
portion of their individual accounts, and many plans allow them to
borrow against their accounts. In 1995, for example, about 47% of
the savings and thrift plans of medium and large businesses per-
mitted withdrawals, and 44% permitted loans.* Unfortunately, a
significant portion of these distributions and loans may end up be-
ing dissipated, sometimes even before retirement.!*! A recent
study suggests that 60% of the lump sum distributions made to
job changers from large plans are not rolled over into Individual
Retirement Accounts (IRAs) or other retirement savings plans.'*?

C. Public or Private

Another policy choice is whether or not the enhanced retire-
ment system should be public or private. For example, a system of

136 Cf. Janet C. Boyd, When Is a Girl Not a Girl and a Boy Not a Boy, 80 Tax NotEs 729
(1998) (discussing a similar problem when defined benefit plans are allowed to make lump
sum distributions in lieu of annuity payments).

137 See PRESIDENT'S COMMISSION ON PENSION PoLicy, supra note 119, at 32.

138 See 42 U.S.C. § 415(1) (1994).

139 See, e.g., Mark J. Warshawsky, The Market for Individual Annuities and the Re-
form of Social Security, BENEFITS Q., 3d quarter 1997, at 66 (discussing how the private
sector might provide inflation-adjusted annuities).

140 See BUREAU OF LABOR StaTistics, DEPT. OF LABOR, EMPLOYEE BENEFITS IN MEDIUM
AND LARGE PRIVATE EstaBLISHMENTS 1995, at 132, 138 (1998).

141 Dissipation of retirement savings is also a problem for IRAs, as preretirement dis-
tributions may be used for education, health, and first-time homebuyer expenses. See IL.R.C.
§ 72(t)(2) (West 1988 & Supp. 1998).

142 See PauL J. YakoBosKI, LARGE PLaN Lump Sums: RoLLoveRs anD Casrouts (EBRI
Issue Brief No. 188, 1997); see also G. LAWRENCE ATKINS, SPEND IT or Save IT? PENsiON
Lump-SuM DistriBuTIONS AND Tax ReEForM (1986); John R. Woods, Pension Vesting and
Preretirement Lump Sums Among Full-Time Private Sector Employees, Soc. Sec. BuLL.,
Fall 1993, at 3.
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individual retirement savings accounts (IRSAs) could be managed
by the Social Security Administration. Alternatively, IRSAs could
be held and managed by private-sector employers or financial in-
stitutions, subject to regulation by the government. By itself, this
particular aspect of IRSAs may not make much difference.

It may make a great deal of difference, however, if the invest-
ment decisions are made in the private sector (either by individu-
als or investment firms), or by the Social Security Administration.
The danger always exists that public pension funds might under-
take imprudent investments for political reasons.*®

V1. OTtHER IssuEs
A. Participation and Vesting

At the outset, it is worth noting that participation in private
pension plans is far from universal, and even those employers who
maintain pension plans can currently exclude part-time workers,
and workers who have not yet reached the age of 21 or have not
been with the employer for at least one year.** Similarly, it cur-
rently takes 10 years to become vested (fully insured) under Social
Security,'*® and it often takes five years to vest under the typical
private pension plan.'®

If retirement income security is the principal goal, then it
would make sense for any universal pension system to have uni-
versal participation and immediate vesting for all employees, in-
cluding part-time workers. One way to avoid burdening private
employers would be to allow them to piggyback their contributions
onto their existing Social Security withholding obligations.

B. Mandatory Annuitization

Another issue for any universal pension plan is the form of
distribution. By spreading payments over a period of years, an-
nuitization helps ensure that retirees have adequate retirement
incomes throughout their lives. Similarly, annuitization over the
joint lives of a participant and spouse can help ensure that both
have adequate retirement incomes. On the other hand, there is a

143 See e.g., Roberta Romano, Public Pension Fund Activism in Corporate Governance
Reconsidered, 93 CorLum. L. Rev. 795 (1993); RoBErTA ROMANO, PoLiTIiCS AND PuBLIC PEN.
s1oN Funps (1994); David L. Gregory, The Problematic Status of Employee Compensation
and Retiree Pension System: Resisting the State, Reforming the Corporation, 5 PuB. INTER-
EsT L.J. 37 (1995); Ridgeley A. Scott, A Skunk at A Garden Party: Remedies for Participants
in State and Local Pension Plans, 75 DEN. U.L. REv. 507 (1998); Holman W. Jenkins, Busi-
ness World: The Rise of Public Pension Funds, WaLL St. J., Apr. 16, 1996, at Al15.

144 See I.R.C. § 410(a) (1994).

145 See 42 U.S.C. § 414(a) (1994).

146 See LR.C. § 411(a)(2)(A) (1994).
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good deal of evidence that lump-sum distributions are quickly
dissipated.'*”

Social Security pays out benefits in the form of a joint and
survivor annuity covering the retired worker and spouse. Many
pension plans also pay out benefits in the form of an annuity. In
particular, most defined benefit plans pay benefits in the form of a
single life annuity covering the retiree, or in the form of joint and
survivor annuity covering the retiree and spouse. Some defined
benefit plans, however, allow the retiree to receive a lump-sum
payment instead of an annuity. In fact, about 15% of the defined
benefit plans of medium and large businesses allow the retiree to
select a lump-sum distribution.'*®

On the other hand, few defined contribution plans or IRAs
provide for annuities. In 1995, for example, only about 17% of the
savings and thrift plans of medium and large businesses allowed
the participant to select annuity distributions, and only 30% even
allowed them to select installment distributions.'*®

If retirement income security is the principal goal, then it
could make sense for any universal pension system to mandate
that benefits take the form of a mandatory annuity.’® Moreover,
it is less expensive to provide adequate income for the retired pop-
ulation through annuities than through alternative investment
strategies. For example, ignoring administrative costs, a 65-year
old man could buy a lifetime annuity indexed to the inflation rate
for 11 times the desired annual benefit (see Appendix 5).'** Thus,
it would cost him $220,000 to purchase an annuity that paid him
an indexed $20,000 a year for life.

On the other hand, alternative investment strategies would
require the accumulation of more funds to protect him against the
risks of outliving his life expectancy (here assumed to be 16.3
years), and the risk of unanticipated inflation. The simplest way
to avoid outliving one’s resources is to live off the interest and
never spend the principal. Under reasonable assumptions, how-
ever, this investment strategy would necessitate accumulating 40
times the desired annual benefit if the funds are to be invested in
government bonds, or 23.5 times the desired annual benefit if he is
willing to invest half the funds in the stock market.'®® Conse-
quently, to get $20,000 a year under a live-off-the-interest strat-
egy would require an accumulation of $800,000 (or $470,000).

147 See citations, supra note 142.

148 See DEPT. OF LABOR, BUREAU OF LABOR STATISTICS, supra note 140, at 114.

149 See id. at 145.

150 See, e.g., SOCIAL SECURITY SOLVENCY, supra note 56, at 64-66.

151 See THOMPSON, supra note 46, at 162, 168. A joint and 75% survivor annuity would
cost about 15% to 25% more. Id.

152 See id. at 161, 168.
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Still another alternative would be to adopt a rule of thumb. If
he were willing to draw down 5% of his portfolio accumulation
each year, he would run only one chance in 30 of running out of
money in less than 30 years.’s® Still, under this rule-of-thumb-
investment strategy, he would need to accumulate 20 times the
desired annual benefit ($400,000).

Of course, an individual cannot actually buy the type of hypo-
thetical annuity described above. In the absence of a universal
mandatory annuity arrangement, each individual would have to
pay a premium of as much as 25% over the cost of the “pure” an-
nuity.’® The sellers of such annuities must charge more because
they can rationally conclude that the buyers of such annuities
have reason to believe that they will outlive the average life expec-
tancy. On the other hand, under a universal mandatory annuity
system, like Social Security, all risks are pooled, and the life ex-
pectancy of each generational cohort of retirees should be fairly
close to the predicted number.

In short, a universal mandatory annuity strategy is the least
expensive way to provide adequate income to the retired popula-
tion. The other approaches require significantly more “ambitious”
goals for retirement saving'®® and presumably result in significant
bequests to subsequent generations of workers.

C. Spousal Rights

Another issue is what, if any, rights a nonparticipant spouse
should have in the retirement plan of the covered worker.*
Under current law, the answer can vary dramatically depending
on the type of retirement plan in which the worker participates.
Widely different rules apply to Social Security, to pension plans, to
profit-sharing and stock bonus plans, and to IRAs.

Social Security, for example, pays benefits to married couples
in a way that mimics a joint and two-thirds survivoer annuity, and
divorced spouses can also receive annuity-like benefits. Moreover,
Social Security benefits are indexed for inflation.

On the other hand, most private pension plans are required
only to offer a joint and survivor annuity option to married
couples,’”” and most profit-sharing and stock bonus plans can
avoid even that requirement if the balance of the account is paya-

153 See id.

154 See id. at 105-06.

155 See id. at 161.

156 See generally Forman, supra note 129; and Jonathan Barry Forman, Whose Pension
Is It Anyway? Protecting Spousal Rights in a Privatized Social Security System, 76 N.C. L.
Rev. 1653 (1998).

157 See LR.C. §§ 401(a)(11), 417 (1994); 29 U.S.C. § 1055(a) (1994).
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ble to the spouse at the participant’s death.’®® Moreover, IRAs are
not required to provide any spousal guarantees at all. Divorcing
spouses of private retirement plan participants, however, can se-
cure an interest in the participant spouse’s pension by obtaining
qualified domestic relations orders (QDROs) (or similar orders
with respect to IRAs).'*®

All in all, if the government is concerned about ensuring ade-
quate retirement incomes for the beneficiaries of a universal pen-
sion system, then it might want to mandate that at least a portion
of the couple’s retirement plan accruals be paid out in the form of
a joint and survivor annuity, perhaps even one that is indexed for
inflation.® Beyond the amount of retirement savings necessary
to purchase this basic annuity, however, more relaxed distribution
rules might apply.

For example, at retirement, couples might be required to
purchase an indexed joint and survivor annuity that, together
with Social Security, would provide the equivalent of an indexed
annuity that is targeted to, say, at least 125% of the poverty
level.’! Consequently, assuming a 125-percent-of-the-poverty-
level target, a married couple retiring this year would need the
equivalent of an indexed annuity that paid $13,825 this year
($13,825 = 125% x $11,060), and appropriately adjusted amounts
in future years. For many couples, Social Security would provide
a good chunk of this minimum 125-percent-of-the-poverty-level
benefit, leaving only the balance to be made up from the couple’s
other retirement plans.

Similar protections could be designed to protect spouses of
workers who die before retirement, and divorcing spouses. The
key would be to design benefits that generally ensured that sur-
viving spouses and ex-spouses are assured an adequate income
throughout their retirement years.

D. Loans And Early Distributions

Two other issues for a universal pension system involve the
permissibility of loans, and preretirement distributions.'®* On the
one hand, allowing loans and preretirement distributions may en-

158 Specifically, profit-sharing and stock bonus plans are not subject to the automatic
survivor benefit rules if the plan provides that the spouse of a participant is the beneficiary
of the participant’s entire account under the plan, the participant’s benefit is not paid in
the form of an annuity, and the participant’s account does not include amounts transferred
from another plan that was subject to the automatic survivor benefit rules. 29 U.S.C.
§ 1055(b) (1994); LR.C. § 401(a)(11)(B) (1994).

159 See LR.C. §§ 401(a)(13)(B), 408(dX(6) (1994).

160 See Forman, supra note 129, at 9.

161 In 1999, the poverty level for a married couple was $11,060. See Annual Update of
the HHS Poverty Guidelines, 64 Fed. Reg. 13,428 (1999).

162 See citations, supra note 142.
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courage greater elective contributions to retirement plans. On the
other hand, retirement savings may be dissipated and retirement
income security threatened if loans and preretirement distribu-
tions are permitted. All in all, it is difficult to tell just what the
right policy is, but it seems likely that at least some restrictions on
loans and preretirement withdrawals are needed.

E. The Tax Treatment of Mandatory Pensions

Theoretically, tax incentives are not needed if there is a
mandatory pension system. It could make sense, however, to offer
some tax breaks. The simplest approach would be to tax all retire-
ment plans under a consumption tax approach that exempts con-
tributions and pension fund income from tax, but taxes benefits.'¢®

F. Redistribution

Almost all pension systems redistribute economic resources.
That is, they take money from certain workers and give it to
others. Social Security, for example, is wildly redistributive.
There are clearly winners and losers.’®* In particular, Social Se-
curity favors current retirees over future retirees, low-earners
over high-earners, larger families over smaller families, married
couples over unmarried individuals, one-earner couples over two-
earner couples, and elderly retirees over elderly workers.'®® In
short, not everyone gets his or her “money’s worth” out of Social
Security.

The private pension system also has redistributive aspects.
Current participants in private pension plans, for example, tend
to pay less taxes than those who lack the opportunity to partici-
pate. Defined benefit plans also tend to “redistribute” money from
those who die to those who survive, although we typically call this

166

163 Cf. Forman, supra note 80, at 341-50.

164 Indeed, the link between the Social Security retirement taxes paid by workers and
the Social Security retirement benefits that they can expect to receive is actually quite
loose and can vary dramatically based on such factors as family status, income, and age.
See, e.g., Michael J. Boskin et al., Social Security: A Financial Appraisal Across and
Within Generations, 40 NaT'L Tax J. 19 (1987). That is, relative to a program in which each
worker earned an actuarially fair rate of return on payroll taxes paid, the current Social
Security retirement program results in significant transfers that favor some workers over
others.

165 See, e.g., Forman, supra note 114, at 937-48.

166 See, e.g., Benedict & Shaw, supra note 66. Their results suggest that private pen-
sion plans increased annual income inequality (relative to the inequality observed in the
distribution of wage income) by about 2% among all employed individuals, but by 21%
among unionized workers. This inequality appears to be largely the result of the increas-
ing rate of return to tenure through pension “backloading” and the increasing incidence of
pensions with age. Id. See also Edward Lazear & Sherwin Rosen, Pension Inequality, in
Issues IN PEnsion Economics 341 (Zvi Bodie et al. eds., 1987) (finding that pensions in-
creased income inequality, particularly between blacks and whites and between black men
and black women).
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insurance. Moreover, ERISA-covered plans mandate “redistribu-
tion” to spouses, via the qualified joint and survivor annuity rules
for pension plans, and the death benefit for spouses required of
most profit-sharing and stock bonus plans.

Redistribution is not per se bad, but the government does bear
the burden of justifying its redistributive mandates. Redistribu-
tion on the basis of need seems the most justifiable; that is, it can
make sense to redistribute economic resources from rich to poor.
But neither a payroll tax system, nor a private pension system,
seems to be an appropriate vehicle for such redistribution. For
example, why should high-wage earners be compelled through the
payroll tax system to subsidize the Medicare benefits of low-wage
earners and their spouses, while, at the same time, “coupon-clip-
ping trust fund brats” can avoid the payroll tax altogether. When
redistribution is called for, it would seem to be more appropriate
to use the income tax system or a wealth tax system to achieve
that redistribution, rather than the payroll tax system'®’ or the
compensation-based private pension system. Indeed, it may well
be that concern about the redistributive nature of Social Security
is one of the principal reasons why there is so much resistance to
simply raising Social Security taxes, and why there is so much
support for creating some kind of a system of individual retire-
ment savings accounts.

VII. CoNCLUSION

America’s current retirement policies are failing, and the time
has come to adopt a universal pension system that will ensure ad-
equate incomes for the retired population. It seem unlikely that
an expansion of the voluntary pension system can achieve the goal
of retirement income adequacy. Instead, the time is ripe to adopt
a mandatory universal pension system. The consensus seems to
favor developing a system of individual retirement savings ac-
counts (IRSAs) that piggybacks on the current Social Security
payroll withholding system. But, no doubt, the devil will be in the
details.

167 Cf. Jonathan Barry Forman, Reconsidering the Tax Treatment of the Elderly: It’s
Time for the Elderly to Pay Their Fair Share, 56 U. Prr1. L. REV. 589 (1995).
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ArpENDIX 1. LIFE ExPECTANCY FOR MEN AND WOMEN, 1900-2070

Life expectancy Life expectancy

Year at birth at age 65
Male Female Male Female
Actual:
1900 46.4 49.0 114 11.7
1910 50.1 53.6 114 12.1
1920 54.5 56.3 11.8 12.3
1930 58.0 61.3 11.8 12.9
1940 61.4 65.7 11.9 13.4
1950 65.6 711 12.8 15.1
1960 66.7 73.2 12.9 15.9
1970 67.1 74.9 13.1 17.1
1980 69.9 77.5 14.0 18.4
1990 71.8 78.9 15.0 19.0
Projected:

2000 73.2 79.7 15.8 19.3
2010 74.7 80.5 16.2 19.6
2020 75.5 81.1 16.6 20.0
2030 76.2 81.8 17.0 20.4
2040 76.8 824 17.5 20.9
2050 77.5 82.9 17.8 21.3
2060 78.1 83.5 18.2 21.7
2070 78.6 84.0 18.6 22.1

Note.—The life expectancy for any year is the average number of years of life remaining for
a person if that person were to experience the death rates by age for that year.

Source: Starr oF THE House ComM. oN Wayvs aND Means, 105tH CoNng., 1998 GREEN
Book: BACKGROUND MATERIAL AND DATA ON PROGRAMS WITHIN THE JURISDICTION OF THE
ComMaTTEE ON WAYS AND MEANS 1031 tbl.A-2 (Comm. Print 1998).
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APPENDIX 2. HisTORICAL AND PROJECTED IMPROVEMENTS IN LIiFE

ExpPECTANCY
Year Cohort Percentage of population surviving
Turns 65 from age 21 to age 65

Male Female
1940 53.9 60.6
1950 56.2 65.5
1960 60.1 71.3
1970 63.7 76.9
1980 ‘ 67.8 80.9
1990 72.3 83.6
2000 76.0 85.5
2010 78.4 87.1
2020 79.3 88.1
2030 80.4 88.8
2040 81.8 89.5
2050 82.7 90.0

Source: C. EUGENE STEUERLE & JoN M. Bakija, RETOOLING SOCIAL SECURITY FOR THE 21ST
CenTURY: Ricur & WRONG APPROACHES TO REFORM 41 tbl.3.1 (1994).
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APPENDIX 3. PERCENTAGE OF WORKERS ELECTING SOCIAL
SECURITY RETIREMENT BENEFITS AT VARIOUS AGES,
SeLECTED YEARS 1940-95!

Year  Age 62 Ages 63-64  Age 65  Ages 66+  Average Age

1940 2 2 8.3 91.7 68.7
1950 2 2 23.1 76.9 68.5
1960 10.0 7.9 35.3 46.7 66.2
1970 27.8 23.2 36.9 12.1 64.2
1980 40.5 22.2 30.7 6.6 63.7
1990 56.6 20.2 16.6 6.7 63.6
1995 58.3 19.5 16.3 6.0 63.6

! Excludes conversions at age 65 from disability to retirement rolls.

2 Retirement before age 65 was not available.

Source: StaFrF oF THE House Comm. oN Ways anD MEans, 105TH CoNG., 1998 GREEN
Book: BaCKGROUND MATERIAL AND DATA ON PROGRAMS WITHIN THE JURISDICTION OF THE
COMMITTEE ON WAYs AND MEANS 21 tbl.1-12 (Comm. Print 1998).
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APPENDIX 4. ADJUSTING CONTRIBUTION RATES FOR REALISTIC
MORTALITY ASSUMPTIONS, PROGRAM ADMINISTRATIVE EXPENSES,
AND ADVERSE SELECTION COSTS

Base Scenario

PAYG 19.77%
IS 19.77%
Advance GP 19.77%

Above Plus Administrative Costs

(2% of contribution for PAYG; 8% of contributions + 0.9% of assets for IS;
0.5% of assets for advance funded group plan)

PAYG 20.17%
IS 28.03%
Advance GP 22.94%

Above Plus Annuity Fee
(15% of assets for IS only; 0% for PAYG, advance funded group plan)

PAYG 20.17%
IS 32.98%
Advance GP 22.94%

Above Plus Early Mortality
(Uses U.S. life table for males born in 1960)

PAYG 17.80%
IS 32.98%
Advance GP *

Assumptions: Birth rate is constant; wage growth = 0; real interest = 0
* Depends on how plan treats preretirement death

Note: The base scenario assumes that all workers enter the labor force at age 22, work
exactly 43 years, retire on their 65th birthday, and die exactly 17 years later on their 82nd
birthday. While working, each earns the average wage. In retirement, each receives a
benefit equal to one-half the average wage (indexed to average wage levels). The
calculations assume that all payments are made once a year on the final day of the year.
PAYG denotes the contribution rate required under a pay-as-you-go, defined benefit
pension plan; IS denotes this for advance funded, individual savings plans; and Advance
GP denotes this for advance funded (defined benefit), group plans.

The second set of calculations incorporates all of the assumptions outlined above except
that the contribution calculations are adjusted to show the gross contribution needed to
pay a benefit of 50% of average wages and also cover the administrative costs associated
with each plan. The cost assumptions are shown in the table.

The third set is a recalculation of the second set using a real life table (U.S. males born in
1960). The sample life table used previously assumed all retirees lived through retirement
and died at age 82. In using the real life table, some workers will die prior to retirement.
This lowers the pay-as-you-go contribution rate 2.4% from the preceding example.

Source: LawreNnce TaompsoN, OLDER & Wiser: THE EcoNomics oF PusLic Pensions 107
tbl.1 (1998).
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APPENDIX 5. ASSETS REQUIRED UNDER DIFFERENT RETIREMENT
INCOME STRATEGIES
(RATIO OF ASSETS AT RETIREMENT TO INITIAL INCOME)
ASSUMES INCOMES ADJUSTED FOR INFLATION AFTER RETIREMENT

Strategy Ratio
Live Off the Interest
Government Bonds 40.0
Bond/Equity Mix 23.5
Rule of Thumb
4% Drawdown 25.0
5% Drawdown 20.0
Pure Annuity
65-Year-Old Male 11.0
65-Year-Old Female 12.8
Assumptions
Inflation (%) 6.1
Average Real Bond Returns (%) 2.5
Average Real Equity Returns (%) 6.0
Life Expectancy at 65 16.3
Males 20.6
Females

Source: LAWRENCE THoMPsoN, OLDER & WIsER: THE EcoNnomics oF PuBLic PEnsIoNs 168
tbl.A (1998).






Radical Tax Reform for the 21st Century:
The Role for a Consumption Tax

Alan Schenk*

I. INTRODUCTION

The end of the millennium is a time to reflect on the past and
make proposals for the future. Politicians and commentators have
been active in proposing ways in which Congress can radically
change the federal tax system. Members of Congress held public
hearings outside Washington, D.C., to hear complaints on claimed
abuses in the IRS’s treatment of taxpayers. These Members then
coupled taxpayer discontent over the existing system with propos-
als to replace some or all of the income taxes, and maybe some
other federal taxes as well. A variety of federal taxes on consump-
tion have been proposed to raise the lost revenue. If the United
States were to completely replace the federal income taxes with a
tax on consumption, indeed, the United States might become the
most attractive tax haven in the world.!

This article begins with a brief review of the changes in fed-
eral, state and local taxes up to World War II, and then in the last
half of the century. This review is followed by a discussion of how
the United States has not followed the movement toward con-
sumption taxation taking place in other highly industrialized na-
tions, in developing nations, and in the emerging economies of
Eastern Europe. The major radical tax reform proposals in the
United States in the 1990s are then reviewed, with the article fo-
cusing on those that use revenue from two forms of value added
tax (VAT) to take a projected 100 million taxpayers off the federal
income tax rolls.

II. TaxatioN IN THE TWENTIETH CENTURY
A. Tax Systems in 1902

The tax structure in the United States is radically different
near the end of the millennium than it was at the beginning. If we
step back to the beginning of the twentieth century, we see a tax
system without any federal, state or local income taxes imposed on

* Professor of Law, Wayne State University Law School.
1 See MicHAEL GraETZ, THE DECLINE (AND FALL?) oF THE INcoMmE Tax 273 (1997).

133



134 Chapman Law Review [Vol. 2:133

individuals and businesses. State and local governments relied
heavily on property taxes, which accounted for about 82% of their
total tax collections in 1902.2 The composition of the 1902 tax re-
gime in the United States was as follows:

TaBLE 1. FEDERAL AND NoON-FEDERAL Tax SoURCES IN 19023
(FIGURES IN MILLIONS OF DOLLARS)

Federal State & Local
Income 0 (0%) 0 (0%)
Consumption 487 (95%) 28 (3%)
Property 0 (0%) 706 (82%)
Other _26 (5%) 126 (15%)
TOTAL 513 (100%) 860 (100%)

Of the $487 million in federal revenue obtained from items of
consumption, customs levies accounted for approximately 40%,
and alcohol and tobacco taxes about another 40%, with most of the
rest coming from postal services.*

In 1902, state and local tax revenue came mainly from prop-
erty taxes and select excise taxes.” Starting in 1911, states began
to introduce individual and corporate income taxes.® Sales taxes
were introduced as a desperation measure during the Depression
era, with 24 states adopting general sales taxes (in contrast to se-
lective excise taxes on particular products or services) by 1938.
Now, 45 states and the District of Columbia rely on general sales
taxes.”

At the federal level, the income tax on corporations was rein-
troduced in the 1910 fiscal year, and the income tax on individuals
was introduced in the 1914 fiscal year. In the history of federal
taxation, the twentieth century can be characterized as the period
that witnessed the development, refinement, and, some would
claim, the near collapse of the income tax on individuals and
businesses.

2 See Tax INSTITUTE OF AMERICA, FEDERAL-STATE-LocAL FiscaL ReLAaTIONsHIPS 10
tbl.7 (1968).

3 See J. ROBERT ARONsON & JoHN L. HiLLEY, FINANCING STATE AND LocaL
GOVERNMENTS 238 thl.A-2 (4th ed. 1986). The percentage of total revenue is in parentheses.

4 See U.S. DEP'T OF CoM. & Lag., STATISTICAL ABSTRACT OF THE UNITED STATES: 1903,
at 29-40 tbl.7 (1904).

5 See ARoNsoN & HILLEY, supra note 3.

6 By 1919, eight or nine states had income taxes. The number grew to 31 states by
1940, and now totals 44 states. See Apvisory COMMISSION ON INTERGOVERNMENTAL RELA-
TIONS, SIGNIFICANT FEATURES OF FiscaL FEDERALISM: BUDGET PROCESSES AND TAaX SysTEMS
32-33 thl.12 (1995) [hereinafter ACIR REPORTI.

7 See id.
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B. Post-World War II Changes in the U.S. Economy and in
Federal, State and Local Tax Systems

At the close of World War II, the United States had a produc-
tion economy, and American businesses exported technology to
the war-torn regions of the world. Currency rates were fixed, and
the United States was on the gold standard, with the value of gold
set at $35 per ounce.

The changes in the U.S. tax system since World War II, while
significant, are less dramatic than those that occurred from 1900
to 1945. The change in the federal tax structure from 1945 to
1997 is as follows (figures in parentheses represent the percentage
of total budget receipts accounted for by each line item for each
fiscal year):

TABLE 2. FEDERAL TAX STRUCTURE IN 1945 anp 19978

1945 1997
Individual income $18.37 billion (40.7%) $737.46 billion (46.7%)
Corporate income 15.99 billion (35.4%) 182.29 billion (11.5%)
Payroll taxes 3.45 billion (7.6%) 539.37 billion (34.2%)
Excise taxes 6.27 billion (13.9%) 56.92 billion (3.6%)
Other 1.08 billion (2.4%) 63.24 billion (4.0%)
TOTAL $45.16 billion (100%) $1579.28 billion (100%)

The comparisons, as a percentage of gross domestic product,
are more revealing. The individual income tax has remained re-
markably constant, while corporate income taxes have declined al-
most as much as payroll taxes have increased. The comparative
data are as follows:

TABLE 3. FEDERAL TAXES As A PERCENTAGE oF GNP/GDP?

1945 1997
Individual income 8.3% 9.3%
Corporate income 7.2% 2.3%
Payroll 1.6% 6.8%
Excises 2.8% 0.7%
Other 0.5% 0.8%

In 1945, the federal government took 20.4% of GNP in taxes. The
figure for 1997 was 19.9% of GDP.

8 The information in this chart is taken from ExecuTive OFF. OF THE PRESIDENT OF
THE UNITED STATES, BUDGET OF THE UNITED STATES GOVERNMENT, FiscaL YEAR 1999,
HisToricaL TaBLEs 27-28 tbl.2.1, 29-30 tbl.2.2 (1998) [hereinafter 1999 BubpGeTl.

9 See id. at 31-32 tbl.2.3. The United States used gross national product, rather than
gross domestic product, in 1945.
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The post-war period witnessed a substantial expansion of the
state and local sector, its revenue and programs. In 1945, about
20% of tax revenue at all levels of government came from state
and local taxes.!® After the war, property taxes had become
largely a local tax,!! and 31 states and Hawaii had imposed a state
or local tax on the income of individuals or corporations.'? State
retail sales taxes were imposed mainly on sales of goods, with only
select services subject to tax. By the mid-1990s, state and local
taxes increased to about one-third of the total revenue at all levels
of government.’”® Property and sales taxes then accounted for
about 64% of total state and local revenue.’* Over this 50-year
period, sales tax revenue dropped from 25% to 20% of state and
local revenue, ignoring revenue-sharing.'®

There has been a dramatic change in revenue-sharing and
other federal transfers back to the state and local governments
over the past five decades. In 1945, federal grants to state and
local governments amounted to 0.9% of federal outlays.® The esti-
mate for 1998 is 15% of federal outlays.!’

The composition of our personal consumption expenditures
also changed during this period. In 1945, of total personal con-
sumption expenditures of $119.7 billion, $79.9 billion (67%) was
for durable and nondurable goods,'® and $39.8 billion (33%) was
for services.’®* By 1997, total personal consumption expenditures
were $5.5 trillion. Durable and nondurable goods dropped to 41%,
and services almost doubled to 59%.%° This change in the nature
of the economy has prompted some states to expand their sales tax
bases to include more services.*

Some congressional proposals for radical tax reform during
the waning years of this millennium tap into perceived public dis-
content with the individual income tax return filing requirements
that many taxpayers fear they cannot complete without the assist-
ance of tax return preparers. As a prelude to the later discussion

10 See EconoMic REPORT OF THE PRESIDENT 305 tbl.B-67 (1969) [hereinafter 1969 Eco-
NOMIC REPORT].

11 See J.F. DUE & J.L. MiIKESELL, SALES TAXATION: STATE AND LOCAL STRUCTURE AND
ADMINISTRATION 2 (2d ed. 1994).

12 See ACIR REPORT, supra note 6, at 32-33 thl.12.

13 See Economic REPORT OF THE PRESIDENT 378 tbl.B-83 (1998) [hereinafter 1998 Eco-
nomic Report]. The state and local portion excludes federal grants.

14 See id. at 381 tbl.B-86.

15 See id.

16 See 1999 BUDGET, supra note 8, at 203-04 tbl.12.1.

17 See id.

18 “Durable goods” include motor vehicles and parts, furniture and household equip-
ment, while “nondurable goods” include food, clothing and shoes, gasoline and oil, and fuel
oil and coal. See 1998 Economic REPORT, supra note 13, at 300 tbl.B-16.

19 See 1969 EconoMic REPORT, supra note 10, at 239 tbl.B-10.

20 See 1998 Economic REPORT, supra note 13, at 300 tbl.B-16.

21 See DuE aND MIKESELL, supra note 11, at 90, 319.
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of proposals to take 100 million taxpayers off the income tax rolls,
it is helpful to look at tax return data over the last six decades.
World War II is generally viewed as the event that converted the
federal individual income tax from a tax imposed only on high in-
come individuals to a tax imposed on the masses.??

In 1939, 6% of the population filed 7.6 million individual in-
come tax returns.?? By 1945, about 50 million individual income
tax returns were filed, representing about 35% of the total popula-
tion of 140 million.2* In contrast, in 1995, over 118 million individ-
ual income tax returns were filed,?® representing about 45% of the
total population of 263 million.%

III. UNITED STATES WATCHES WORLD TAX SYSTEMS SHIFT TO
VALUE ApDED TaXES

A. Introduction

During the last several decades of the twentieth century, the
most dramatic change in tax systems around the world has been
the conversion of turnover and other national sales taxes to value
added taxes (VATs).?” The movement began with the adoption of a
limited form of a VAT in France in 1954.2 France eventually ex-
tended the tax down to the retail stage.”

The Treaty of Rome, which created the European Economic
Community, requires all member states to adopt a VAT as a condi-
tion of membership.?® The expansion of the European Union thus
increased the number of nations with a VAT. In addition, the In-
ternational Monetary Fund has assisted many developing coun-
tries in drafting VATs to provide the revenue needed to place
themselves on a sounder financial footing. The emerging coun-
tries of the former Soviet Union followed this trend and adopted

22 See GRAETZ, supra note 1, at 266.

23 See BurREaU oF THE Census, U.S. DEP'T oF CoM., STATISTICAL ABSTRACT OF THE
UNITED STATES: 1949, at 337 tbl.368 (1950) (number of tax returns) [hereinafter 1949 Sta-
TISTICAL ABSTRACT]; BUREAU OF THE CENsUSs, U.S. DEP'T oF CoM., STATISTICAL ABSTRACT OF
THE UNITED STATES: 1952, at 5 tbl.2 (1953) (population interpolated from decennial Census
figures) (hereinafter 1952 STATISTICAL ABSTRACT].

24 See 1949 STATISTICAL ABSTRACT, supra note 23; 1952 STATISTICAL ABSTRACT, supra
note 23.

25 See INTERNAL REVENUE SERVICE, U.S. DEP'T OF THE TREAS., STAT. oF INcOME BuLL.,
Spring 1998, at 12 fig.A.

26 See 1998 Economic REPORT, supra note 13, at 321 thl.B-34.

27 For a discussion of the nature of value added taxes, see infra Part IV.

28 The 1954 VAT covered only the industrial sector of the economy. See Jean-Pierre
Balladur & Antoine Coutiere, France, in THE VALUE ApDED Tax: LeEssons FRoM EURoOPE 19
(Henry J. Aaron ed., 1981).

29 The VAT was expanded to the retail level in 1969. By 1979, the VAT covered virtu-
ally all economic activities, with permanent exemptions for the medical, educational, artis-
tic and sporting professions. See id. at 20.

30 See Treaty Establishing the European Economic Community, Mar. 25, 1957, art.
99, 298 U.N.T.S. 11, 76.
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VATs.3 New Zealand, Canada, and Japan enacted VATSs to re-
place other forms of sales tax.?® The Australian government is
committed to replacing its single stage sales tax with a VAT.*
Once Australia enacts a VAT, the United States will have the dis-
tinction of being the only country of the large industrialized na-
tions that form the Organization for Economic Cooperation and
Development (OECD) that does not levy a VAT at the national
level.>* There are now about 100 countries with VATs.

Consistent with their obligations under the World Trade Or-
ganization (formerly the General Agreement on Tariffs and
Trade), WT'O member nations can impose border tax adjustments
(BTAs) for indirect taxes. Nations with VATs impose the VAT on
imports and rebate the tax on exports.?® Countries like the U.S.,
which rely on direct taxes like income taxes, cannot rebate those
taxes on exports.

B. Congressional Proposals to Board the Global VAT Rocket

In 1970, the Nixon administration considered, but did not pro-
pose, a value added tax to fund a revenue-sharing program aimed
at forcing states to reduce reliance on property taxes to fund edu-
cation.’®* House Ways & Means Committee chair Al Ullman pro-
posed a value added tax in 1979 and 1980 to finance reductions in
federal income and payroll taxes.*” Nevertheless, it was not until
the 1990s that politicians from both major parties made proposals
for radical tax reform that attracted significant public attention.®®

Recent congressional proposals to radically change the federal
tax system are marked by the use of the revenue from a new
broad-based tax on consumption, either to close down the Internal
Revenue Service and have the states administer the new tax, or to
abolish federal income taxes (and reduce or abolish payroll taxes).
These proposals create revenue-neutral shifts in taxes, and are
discussed next. Two proposals which do not propose the replace-
ment of all or part of the current federal income tax system, and

31 See ORGANIZATION FOR EcoNoMic CO-OPERATION AND DEVELOPMENT, CONSUMPTION
Tax TreNnDs 11 (1995) [hereinafter ConsumpPTION Tax TRENDS].

32 See id.

33 A New Tax System (Goods and Services Tax) Bill 1998 (House of Representatives,
Austl.).

34 See ConsumpTION Tax TRENDS, supra note 31, at 11.

35 See Protocol Amending the General Agreement on Tariffs and Trade, Mar. 10, 1955,
§ 1(L), 8 U.S.T. 1767, 17717, 278 U.N.T.S. 168, 184 (added art. XVI(4)) [hereinafter GATT)].

36 See Eileen Shanahan, Nixon’s Property-Tax Cuts Rejected by Advisory Group, INT'L
HEeraLD TRIBUNE, Dec. 16-17, 1972, at 3.

37 H.R. 5665, 96th Cong. (1979); H.R. 7015, 96th Cona. (1980).

38 There was a proposal for a sales-subtraction VAT, called the Business Transfer Tax
(BTT), in 1985 by Senator Roth, with the tax creditable against the employer’s share of its
FICA tax. It was described by Senator Roth as a tax on net business receipts. 131 Cona.
REc. 85675 (daily ed. May 8, 1985) (statement of Senator Roth upon the introduction of S.
1102).
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which are, therefore, not discussed further, use a new VAT as a
source for additional federal revenue.*

IV. BgrieF ReviEw oF ProprosaLs FOR A VAT anp OTHER
Taxes oN CONSUMPTION

Most of the proposals for a national tax on consumption con-
tain value added tax elements. A value added tax is a multistage
sales tax imposed on goods and services. Like a retail sales tax, a
VAT is collected by businesses and is expected to be shifted for-
ward to consumers in product prices. In fact, the degree of for-
ward shifting depends on competitive forces and a firm’s
competitive position in its industry.

A retail sales tax (RST) is a single stage tax imposed on the
value of taxable goods and services purchased by consumers at the
retail stage. A VAT, on the other hand, is imposed on the value
added by a taxable firm at each stage of production and distribu-
tion as goods are produced and services are rendered. The compo-
nents of “value added” are wages (the largest element in most
businesses), profit as calculated for VAT purposes,* rent expenses,
and interest expenses.*! In simplified terms, a firm’s value added
is the difference between its taxable sales and its taxable
purchases used in making those taxable sales. Since the seller
can recover VAT paid on its taxable purchases, there is no cascad-
ing of tax as goods go through several stages of production and
distribution. The taxes remitted at each stage should add up to an
amount equal to the retail prices paid by consumers for taxable
items multiplied by the tax rate. If it works properly, the VAT
should raise the same revenue, and consumers should pay the
same tax-inclusive price under a VAT, as under a single-stage RST
imposed on the same tax base at the same rate.

For example, if a lawyer purchases a computer, software,
desks and office supplies, and pays rent and other utility bills, to-
taling $14,000, and charges legal fees of $25,000 in a single tax
period, then with a 10% European-style VAT imposed on tax-ex-
clusive prices, the lawyer will charge $2500 VAT on his fees (re-

39 H.R. 16, 106th Cong. (1999) (the Dingell bill to finance national health care); S. 237,
104th Cong. (1995) (the Hollings bill to finance national health care and to fund reductions
in the national debt).

40 With a consumption-style VAT like that used almost universally, depreciation is
added back and the cost of capital goods are deducted. Under the income tax in the U.S,,
items of inventory are charged to cost of goods sold in the year of sale. Under a VAT, a
business can deduct purchases of inventory at the point of purchase, not when the
purchased items are sold.

41 Rent and interest expenses are included in the tax base of the user of these services
if rent and interest are not taxable to the provider of these services. These four factors of
production (wages, profit, rent and interest) represent the elements in an addition method
VAT. See Carl Shoup, Theory and Background of Value-Added Tax, 1955 Proc. oF 48TH
ANN. CoNF. oN Tax’N oF THE NATL Tax Ass'N 7.
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ferred to as output tax), will credit against his output tax liability
the $1400 VAT listed on his purchase invoices (referred to as input
tax), and will remit $1100 net VAT liability to the government,
calculated as follows:

Output tax

$25,000 fees x 10% VAT $2500
Input tax credit

$14,000 purchases, on which $1400 tax is paid (1400)
Net VAT liability $1100

If these legal fees are paid entirely by a single client, who is a
retailer, and the retailer makes taxable sales of $300,000 and has
other taxable purchases of inventory and other inputs of $160,000,
the retailer’s net VAT liability is $11,500, calculated as follows:

Output tax
Taxable retail sales $300,000 x 10% tax $30,000
Input tax credit
Legal services $25,000, on which
$2500 tax is paid (2500)
Other taxable purchases
$160,000, on which $16,000 tax is paid (16,000) (18,500)

Net VAT liability $11,500

Consumers who purchase from the retailer will be charged
VAT equal to $30,000 (10% of the pre-tax retail price) and will pay
a tax-inclusive price of $330,000. This is the same amount that
they would have paid under a 10% retail sales tax imposed on the
$300,000 pre-tax retail price.

The consumption tax proposals made by members of Congress
and presidential candidates in the mid-1990s were mainly forms
of a value added tax or a retail sales tax. A European-style VAT,
like the one described above, was proposed by Senator Hollings,
Congressman Dingell, and Professor Michael Graetz.*> Most of
the remaining VAT proposals were for a sales-subtraction VAT,
which is buried in product prices. The other consumption tax pro-
posals were for a flat tax (a bifurcated VAT) and a national retail
sales tax. A sales-subtraction VAT is described first.

Unlike the transactional European-style VAT, which is im-
posed on each taxable sale and generally is listed on sales in-
voices, the sales-subtraction VAT is a period tax, which is buried
in product prices. The sales-subtraction VAT is generally calcu-
lated from account totals for taxable sales and taxable purchases
for each tax period. These totals are tax-inclusive, and the tax,
therefore, is imposed on tax-inclusive prices. To raise the same

42 On the Hollings and Dingell VATS, see supra note 39. The Graetz proposal is dis-
cussed later in this section. See infra notes 61-65 and accompanying text.
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revenue as a 10% VAT imposed on tax-exclusive prices, the sales-
subtraction VAT rate is 9.0909%. Applying the sales-subtraction
VAT to the above example, the lawyer will remit the same net VAT
liability of $1100 and the retailer will remit the same net VAT of
$11,500, calculated as follows:

Lawyer
Taxable sales at tax-inclusive prices $27,500
Less taxable purchases at tax-inclusive prices (15,400)
Tax base 12,100
Tax rate 9.0909%
Net VAT liability $1100
Retailer
Taxable sales at tax-inclusive prices $330,000
Less taxable purchases at tax-inclusive prices
Legal services (27,500)
Other taxable purchases (176,000)
Tax base 126,500
Tax rate 9.0909%
Net VAT liability $11,500

As the above examples illustrate, consumers pay the same
$330,000 tax-inclusive prices under the sales-subtraction VAT as
under the European VAT, assuming that the entire VAT is shifted
forward to purchasers under both forms of VAT.

As a tax buried in product prices, this VAT does not handle
exemptions well.*® Indeed, if the tax is not imposed at a single
rate on a comprehensive base, the sales-subtraction VAT “breaks
down.”** The VAT proposed by Congressman Gibbons is free of ex-
emptions and is imposed at one rate, but it has not been subjected
to the legislative process.*

Congressman Armey’s flat tax,*® proposed in 1995, is in es-
sence a tax on consumption, with a tax base that in theory resem-
bles the sales-subtraction VAT just described. The flat tax base,
however, is bifurcated into a business tax (BT) and an income tax
(IT). In contrast to a pure VAT, which imposes tax on the value
added by a business from labor, profit, rent and interest expenses,

43 Unless a system of distinguishing exempt from taxable sales and disallowing de-
ductions for exempt purchases exists, the revenue lost on the exempt sale is difficult to
recoup from the business using the exempt item.

44 See CHARLES E. McLuURE, JR., THE VALUE-ADDED Tax: Key To DEFICIT REDUCTION?
71 (1987). For other differences between the European VAT and the sales-subtraction VAT,
see id. at 71-86.

45 The Gibbons proposal is discussed in detail later in this section. See infra notes 51-
60 and accompanying text.

46 H.R. 2060, 104th Cong. (1995). The Armey Flat Tax was patterned on the flat tax
proposed by two senior fellows at the Hoover Institution. See RoBeErT E. HALL & ALvVIN
RaBusHKA, THE FrLaT Tax (2d ed. 1995).
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the BT gives a business a deduction for wages paid to workers and
contributions by the business to employee retirement plans. The
“wage” portion of the base is reportable by, and taxable to, work-
ers. Workers must file IT returns, reporting their wages and dis-
tributions from retirement plans (along with any unemployment
compensation). Even so, the combined BT and IT would be
equivalent to a VAT base, except that a worker subject to the IT
portion of the flat tax can claim a standard deduction linked to her
filing status and family size. This deduction is designed to provide
some progressivity to the flat tax system, but it distorts the tax
base.*” The taxation of international transactions under the flat
tax also departs from the principle used in the VAT and other con-
sumption tax proposals. It relies on the origin principle to tax in-
ternational transactions. Unlike the universally used destination
principle for a VAT, which taxes imports and removes tax from
exports, the flat tax taxes exports and does not tax imports.*®

A national retail sales tax was proposed in 1996 by Congress-
man Schaefer.® His proposal would replace the federal income
taxes, estate and gift taxes, and some excise taxes with a 15% re-
tail sales tax that would be administered by conforming states. To
be a conforming state, a state must have a retail sales tax that is
harmonized with the new federal retail sales tax. Proponents of
this sales tax claim that their proposal would permit the shut-
down of the IRS.?°

The remainder of this article focuses on the specifics of two
reform proposals that rely on revenue from a new VAT to take 100
million individuals off the individual income tax rolls. These pro-
posals represent a middle ground between retaining the existing
income taxes and repealing the income taxes entirely. The pro-
posals were made by Congressman Sam Gibbons and Professor
Michael Graetz. The Gibbons legislative proposal, discussed first,
recommends the replacement of about 90% of current federal

47 The standard deduction is based on the taxpayer’s filing status and the number of
dependents. See H.R. 2060 § 101 (proposed LR.C. § 63).

48 The origin principle may have been selected, in part, to aveid conflict with U.S.
obligations under the World Trade Organization rules that allow border tax rebates only
for indirect taxes on product prices. See GATT, supra note 35. Some commentators claim
that under certain conditions, where relative wages and prices or exchange rates are flexi-
ble, in the long term, the origin and destination principles have similar effects on trade. See
Martin Feldstein & Paul Krugman, International Trade Effects of Value-Added Taxation,
in TaxaTioN IN THE GLoBAL Economy 263 (Assaf Razin & Joel Slemrod eds., 1990); Victoria
P. Summers, Book Review of Gary Clyde Hufbauer, assisted by Carol Gabyzon, Tax Reform
and Border Tax Adjustments, 49 NaTL Tax J. 687 (1996).

49 H.R. 3039, 104th Cong. (1996).

50 This claim that the IRS can be shut down is exaggerated. For example, there are
several states without retail sales taxes. It is unlikely that these states would set up the
apparatus to collect the federal sales tax. In addition, under the Schaefer bill, there is a
mechanism for the federal collection of sales tax from businesses that operate in multiple
states. See id. § 4 (proposed L.R.C. § 33).
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taxes.’? Congressman Gibbons, before his retirement, proposed a
20% sales-subtraction VAT to replace much of the individual in-
come tax, the corporate income tax, and the Social Security and
Medicare taxes. A central feature of his plan is to remove most
individuals from the income tax rolls, leaving the individual in-
come tax as a tax only on high income individuals.*?

Congressman Gibbons’ proposal is designed to be revenue
neutral and to achieve roughly the same distribution of tax bur-
den among income groups as the existing federal tax structure.®
His five principles of fundamental tax reform are:

(1) Revenue neutrality,

(2) Fairness as reflected in the equitable distribution of tax
burden,

(3) Simplicity, “thereby avoiding the ill will and skepticism
generated by the current Federal tax system,”

(4) Economic efficiency “to minimize interference in economic
markets,” “encourage economic growth,” and “promote the vigor
and competitiveness of American companies,” and a

(5) Border adjustable tax that “promote[s] the competitive-
ness of American companies.”*

To maintain the current degree of progressivity and distribu-
tion of federal tax burden, referred to by Mr. Gibbons as “tax fair-
ness,” he proposes tax burden adjustments. The tax burden
adjustments consist of a tax rebate to low-income individuals with
incomes up to $30,000, and a “burden assessment” that taxes indi-
viduals on incomes above $75,000.5° In 1996, about 42 million tax-
payers that fit between $30,000 and $75,000 in income would
neither receive a rebate nor be subject to the tax imposed on
higher-income individuals. The tax burden for these 42 million
taxpayers would be limited to the 20% VAT that they would pay on
their taxable purchases.

The tax rebate (which is designed to reimburse low-income in-
dividuals for some or all of the VAT that they pay on purchases)
would be available to the estimated 50 million taxpayers in 1996
who had annual adjusted net income of no more than $30,000.%

51 See 142 Cong. REc. E1572 (daily ed. Sept. 11, 1996) (introductory statement by
Rep. Gibbons).

52 See H.R. 4050, 104th Cong. §§ 101-102 (1996).

53 See id. § 1(c) .

54 See id. § 1(b).

55 See id. § 301 (proposed LR.C. §§ 1601-1602 and 1611-1612).

56 See 142 Cong. Rec. E1573 (daily ed. Sept. 11, 1996). A married couple must file a
joint return to qualify for the rebate. See H.R. 4050 § 301 (proposed LR.C. § 1601(c)). The
rebate is equal to the applicable percentage of the portion of the adjusted net income that
does not exceed $30,000. See id. (proposed LR.C. § 1601(b)(1)). The “applicable percentage
is 20 percent reduced (but not below zero) by 2/3 of 1 percentage point for each whole
$1,000 of the individual’s adjusted net income.” Id. (proposed LR.C. § 1601(b)2)). The ad-
justed net income is net income (adjusted gross income with some modifications) plus the
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The rebate is phased out as individuals approach $30,000 in in-
come. The rebate may be made by direct government payment to
the individual, by payment incident to federal transfer payments
or social security benefits, or by payment with wages by an em-
ployer to employees with eligible certificates.?’

The burden assessment on high-income individuals includes a
17% tax on the net income of an assessable person in excess of the
threshold amount, which generally will be $75,000 for an individ-
ual and zero for a trust.®® For these persons, most of the current
individual income tax rules will remain, although some will be re-
pealed and some new rules will have to be added.?® Net income is
adjusted gross income with additions for certain items excludible
under the current income tax.®®

The Gibbons VAT is broadly based and covers businesses with
annual gross receipts of $12,000 or more. Isolated or infrequent
sales by individuals, such as garage sales, are not taxed. As a tax
on sales of goods and services, the proposed VAT does not tax busi-

value of certain federal transfer payments (including aid to families with dependent chil-
dren, food stamps, and certain other federal assistance). See id. (proposed LR.C.
§ 1601(b)(3) & (4)).

57 See id. (proposed LR.C. §§ 1601(f) & 1602). Payments by employers are treated as
payments of VAT, not payments of compensation. See id. (proposed L.R.C. § 1602(d)).

58 See id. (proposed LR.C. § 1611(a) & (d)). The threshold for an individual is zero if
the person is married, does not file a joint return, and does not live apart from his or her
spouse. An assessable person is an individual, estate or taxable trust. See id. (proposed
ILR.C. § 1611(b)). Congressman Gibbons estimated that there were 17.5 million taxpayers
(16% of current taxpayers) in this group in 1996. 142 Conc. Rec. E1573 (daily ed. Sept. 11,
1996).

59 An individual, estate or taxable trust that owns stock in specified corporations must
include as dividend income the amount the person would have received if the corporation
had made a pro rata distribution of certain of its undistributed income to shareholders on
the last day of the corporation’s taxable year. Undistributed income is net income reduced
by certain corporate distributions to its shareholders during the taxable year. See H.R.
4050 § 301 (proposed L.R.C. § 1612(c)(1)). The amount that the person would have received
if the corporation had distributed pro rata is “an amount which bears the same ratio to the
undistributed income of the corporation for the taxable year as the portion of such taxable
year during which such corporation is an applicable corporation bears to the entire taxable
year.” Id. (proposed LR.C. § 1612(a)). This rule applies to a corporation operating a service-
related business and to a closely held C corporation. See id. (proposed LR.C. § 1612(b)(1)).
A service-related business is any trade or business within LR.C. § 1202(e)(3)(A). See id.
(proposed L.R.C. § 1612(b)(2)). A closely held C corporation is “any C corporation if, at any
time during the last half of the taxable year, more than 50 percent in value of its outstand-
ing stock is owned, directly or indirectly through the application of section 544, by or for not
more than 10 individuals.” Id. (proposed L.R.C. § 1612(b)(3)). An applicable corporation
does not include a corporation exempt from tax. See id. (proposed LR.C. § 1612(b)(1)).

60 See id. (proposed LR.C. § 1611(c)). Net income is determined the same way as taxa-
ble income under chapter 1 in effect on the day before this section is enacted. See id. (pro-
posed LR.C. § 1612(c)(2)). Net income is calculated without the exclusions under §§ 911,
931, 933, 457, and the 402(g)(3) elective deferral. Tax-exempt interest must be added back
to AGI, and deferred compensation is included in gross income in the first taxable year
when there is no substantial risk of forfeiture within § 457(f)(3), but this rule does not
apply to a plan or contract under § 457(f)(2). Gross income of a trust or estate is to be
determined under § 67(e). See id. (proposed LR.C. § 1611(c)(2)-(4)).
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nesses on income earned on income-producing property, such as
interest on bonds and dividends on stock.

In his 1997 book, The Decline (and Fall?) of the Income Tax,
Professor Michael Graetz outlined the broad principles of his pro-
posal to use a European-style VAT to replace the income tax for an
estimated 100 million individual tax filers with adjusted gross in-
come of less than $75,000, making “the federal tax system much
more economically efficient and friendlier to savings and capital
formation without introducing the inherent unfairness of com-
pletely substituting a consumption tax for income taxation.”* Ac-
cording to Professor Graetz, his plan “would return the income tax
to its pre-World War II status, when it supplied progressivity to
the United States tax system by limited application only to people
at the top of the income tax scale.” An option that he suggests is
to tax income exceeding $75,000 or $100,000 at a flat 20% rate.5?
Graetz disagrees with those who would use the replacement of the
income tax with a VAT as the opportunity to repeal the estate and
gift taxes as well.®* He offers an alternative that radically changes
the estate and gift taxes, but still taxes the transfer of wealth dur-
ing life or at death. Gifts and inheritances would be taxable as
income under his proposed income tax system, imposed only on
high income individuals, so that “transfers to people without sub-
stantial other income” would be exempt and other transfers that
now may be subject to a 55% estate and gift tax rate would be
taxable at the 20% rate applicable to taxpayers with adjusted
gross income above $75,000.%°

V. CoMPARISON OF EUROPEAN AND SALES-SUBTRACTION VATSs

There are differences between the Graetz and Gibbons pro-
posals to use new VAT revenue to remove all but high income indi-
viduals from the income tax rolls and make other changes in the
federal tax system. For example, there are differences in the taxes
that would be replaced. There are also differences between a Eu-
ropean invoice VAT (the Graetz proposal) and a sales-subtraction
VAT (the Gibbons proposal). If the impact of a federal VAT on

61 GRAETZ, supra note 1, at 265. For the 1996 tax year, of the 121 million returns filed,
12 million were from taxpayers with adjusted gross income of $75,000 and above. The
Graetz plan has other noteworthy features. The plan would allow the taxation of individu-
als with incomes above $75,000 at a flat 21% rate. “By applying the current minimum-tax
rules to these people or slightly increasing their tax rates, deductions for charitable contri-
butions, medical expenses, and home mortgage interest could be allowed. Alternatively,
broadening the tax base by eliminating other tax breaks might permit retention of these
deductions without increasing the tax rate.” Id.

62 Id. at 266.

63 Id. at 265.

64 Id. at 267.

65 See id. at 268.
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state and local tax and on taxpayer compliance costs could be ig-
nored, the European VAT would be the better choice.

The European VAT, which is imposed on each taxable sale (a
transactional tax), typically is stated separately on sales invoices.
This kind of VAT permits more precise border tax adjustments,
and more easily accommodates changes in the tax rate as well as
grants of tax exemptions for political, economic or other reasons.
It also provides a useful audit trail to cross-check taxable sales by
sellers with claims of input credits by purchasers.

The sales-subtraction VAT, a period tax buried in product
prices, more easily operates alongside state sales taxes, and, be-
cause of the distortions and complexities they cause, this form of
VAT deters both changes in the tax rate and the grant of exemp-
tions for particular goods and services. These limits on the flexi-
bility of a sales-subtraction VAT may be viewed by some as its
greatest strength. A few of the differences between the Graetz
and Gibbons VAT proposals are discussed next.

A. Taxes Replaced and VAT Rates

Gibbons proposed the replacement of much of the individual
income tax, the corporate tax, the Social Security tax and the
Medicare tax with a VAT. According to Gibbons, a 20% VAT rate
is needed to finance these changes, including rebates to an esti-
mated 50 million individuals with adjusted gross income under
$30,000. The proposal also includes a 17% income tax imposed on
“net income” above $75,000.

The Graetz alternative discussed here contemplates a 20%
VAT to replace fewer taxes. Graetz would replace the individual
income tax for filers with adjusted gross income of less than
$75,000 or $100,000, and would impose a higher 20% income tax
on those with incomes above the threshold. He does not propose
any rebates to low-income families. Instead of repealing the es-
tate and gift taxes, he would require donees and devisees to in-
clude gifts and inheritances in income, taxable only to those high
income individuals who are subject to the 20% income tax. An op-
tion also discussed in the Graetz plan was to increase the VAT
rate by 2% in order to cut the corporate income tax to 20%.%

B. Border Tax Adjustments

The European VAT proposed by Graetz permits fairly precise
border tax adjustments (BTAs), compatible with the BTAs used by
many of our trading partners. The tax is separately stated on in-
voices at each stage of production and distribution, so the input

66 Id. at 266.
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tax credit can be calculated with precision. Exports are free of
tax. No tax is imposed on export sales and the exporter can claim
a credit for all VAT paid on purchases attributable to the exports.
Imports are fully taxed at the VAT rate.

If Congress adopts a sales-subtraction VAT like the Gibbons
proposal, the rebate of tax on exports will depend on estimates of
the VAT element in exported goods and services. This need to use
estimates arises because the VAT is a period (not transactional)
tax, which is buried in product prices. While the tax base can and
should be the same for a European and sales-subtraction VAT, the
Gibbons VAT deviates from a pure VAT. To be comparable, the
Gibbons VAT should limit deductions for purchases to the cost of
purchases that were subject to VAT. However, in the Gibbons
sales-subtraction VAT, a business also can deduct the cost of
purchases from exempt small businesses.” The imposition of tax
on imports also should depend on estimates of the tax burden on
domestically produced goods and domestic services, so that the
same burden is imposed on the imports. The Gibbons VAT is im-
posed on the full value of all taxable imports.

The use of estimates, rather than precise BTAs, opens the
possibility that our trading partners will de-couple the precise
VAT element in their exports and the BTAs that they authorize for
exports. At least one country, Japan, currently relies on estimates
(or intentionally allows rebates exceeding the tax element in ex-
ports) for its BTAs.®® The Japanese Consumption Tax (CT), like
the Gibbons VAT, allows input tax credits for presumed tax on
purchases from small businesses exempt from VAT. To date, Ja-
pan’s trading partners have not objected.

Some commentators have questioned if BTAs for a sales-sub-
traction VAT are compatible with our obligations under the WTO
rules that restrict border tax adjustments.®® The WTO permits
the rebate of indirect taxes on exports, but not direct taxes.” The
method of calculating VAT liability does not alter the economic ef-
fects of the tax. If a European VAT is compatible with WTO, the
sales-subtraction VAT imposed on the same base should be as
well. “If, however, Congress approaches the BAT [business activi-
ties tax] like an income tax and grants or denies deductions for

67 See H.R. 4050, 104th Cong. § 201 (1996) (proposed I.R.C. §§ 10014 on deductions,
and 10041 on the small business exemption). With a nominal $12,000 small business ex-
emption, distortion in prices or distortions in BTAs likely will be minimal.

68 During the years that the European countries relied on turnover taxes, they based
BTAs on estimates that were less precise then the estimates required under the Gibbons
VAT.

69 For example, according to JoINT COMMITTEE ON TAXATION, FACTORS AFFECTING THE
INTERNATIONAL COMPETITIVENESS OF THE UNITED STATES, (JCS-6-91), May 30, 1991, at 304:
“there is considerable uncertainty as to whether a subtraction-method VAT would be legal
under GATT.”

70 See GATT supra note 35.
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economic, administrative, or political reasons, [Congress could] . . .
change the nature of the tax so substantially that our trading
partners may successfully claim that the tax no longer is an indi-
rect tax that is border adjustable under GATT [WTO].”"

C. Fiscal Federalism

A sales-subtraction VAT may be more compatible with state
sales taxes than a European VAT. Both proposals, however, may
have a significant effect on state and local revenue and adminis-
tration. State and local governments now raise about 20% of their
revenue from sales tax and 15% from individual and corporate in-
come taxes.”? If state and local sales tax and the Graetz-proposed
European VAT are separately stated on invoices and are added at
the cash register, the high total rate may affect the states’ ability
to increase their sales tax rates in the future. If the Graetz or
Gibbons proposal removes 100 million taxpayers with adjusted
gross income of not more than $75,000 from the federal income tax
rolls, these taxpayers still must calculate their income in order to
file their state and local income tax returns. As a result, the
Graetz and Gibbons proposals may not significantly reduce tax-
payer compliance costs for individuals exempt from the federal in-
come tax. Graetz acknowledges this problem.” States would no
longer be able to rely on federal tax data and federal audits to help
enforce state and local income taxes on these 100 million individu-
als who are no longer on the federal individual income tax rolls. It
is not clear whether states could afford to increase their audits of
these taxpayers, many of whom would have relatively small state
and local tax liabilities.

It is not clear that radical federal tax reform will spawn radical
state tax reform. On a more modest level, when Congress re-
pealed the federal individual income tax deduction for state and
local sales tax, some commentators speculated that states would

71 Oliver Oldman & Alan Schenk, The Business Activities Tax: Have Senators Dan-
forth & Boren Created a Better Value Added Tax?, 10 Tax NotEs INTL 55, 62 (1995). The
Gibbons bill itself gives some advance indication of the temptation of members of Congress
to treat the sales-subtraction VAT like an income tax. The bill denies deductions for
purchases that violate federal, state or local law. H.R. 4050 § 201 (proposed ILR.C.
§ 10015). In contrast, the European VAT, under the Sixth VAT Directive, disallows deduc-
tions for items that represent final consumption. Sixth Council Directive of May 17, 1977,
On the Harmonization of the Laws of the Member States Relating to Turnover Taxes —
Common System of Value Added Tax: Uniform Basis of Assessment, 1977 O.J. (L 145) 1,
explored in detail in B.J.M. TERRA AND JULIE KaJus, A GUIDE To THE EUROPEAN VAT D1-
RECTIVES (1994). For example, the Sixth Directive, Art. 17(6) disallows deductions for luxu-
ries, amusements and entertainment.

72 See 1998 Economic REPORT, supra note 13, at 381 tbl.B-86.

73 GRAETZ, supra note 1, at 262.



1999] Radical Tax Reform 149

shift from nondeductible sales taxes to deductible income and
property taxes.” This shift has not occurred.™ 7¢

If states are pressured into piggybacking their individual income
taxes on a reformed federal individual income tax with a $75,000
exemption, the states somehow must recoup the revenue now
raised from the income groups excluded from that tax, a poten-
tially difficult task for those states with an aversion to sales taxes
or with a commitment to providing a favorable tax climate for
business.

If Congress adopts a VAT like the harmonized VAT used in the
European Union, the tax base will be broader, and the timing and
reporting rules may differ significantly from those in use under
most state and local retail sales taxes.

The Canadian experience operating a European VAT (the
Goods and Services Tax, or GST) at the national level and retail
sales taxes at the provincial level may be predictive of problems
that the United States might face if Congress adopted the Graetz
proposal. Public opposition in Canada to the introduction of the
GST resulted in part from the sticker shock experienced by con-
sumers in provinces with retail sales taxes when the 7% GST was
coupled with the provincial sales tax (typically 8%), both being ad-
ded at the cash register. This public discontent arose even though
the Canadian shift from the outdated manufacturer’s sales tax to
the GST was revenue-neutral.

The Canadian response to the opposition to the GST was to
harmonize the provincial sales tax and the GST in those provinces
that were willing to defer to the federal GST base and rules. The
combined tax is the Harmonized Sales Tax, which eventually will
be administered by a new customs and revenue agency.” Equally
significant, the GST, or the HST, ultimately will be buried in prod-
uct prices, even though merchants will be required to disclose the
tax or tax rate on sales invoices.” The Graetz VAT also could be
buried in retail prices, but as a transaction-based tax, businesses
still must comply with two transaction-based sales taxes imposed
on different bases in states with state retail sales taxes. The com-

74 See Charles E. McLure, Jr., State and Local Implications of a Federal Value-Added
Tax, 38 Tax Notes 1517, 1526 (1988).

75 See, e.g., NATIONAL CONFERENCE OF STATE LEGISLATURES & NATIONAL GOVERNORS'
Ass’N, FINANCING STATE GOVERNMENT IN THE 1990s 10 (Ronald Snell ed., 1993).

76 Alan Schenk, A Federal Move to a Consumption-Based Tax: Implications for State
and Local Taxation and Insights From the Canadian Experience, 3 St. & Loc. Tax Law. 89,
107 (1998).

77 For a discussion of the lessons the United States can learn from the Canadian har-
monization effort, see id. at 111-17.

78 See id. at 113. The tax-inclusive pricing has been delayed until “provinces together
having at least fifty-one percent of the total population” of certain provinces have tax-inclu-
sive pricing. Excise Tax Act, R.S.C., ch. 10, § 242(1) (1997) (Can.) (adding Division XI).
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pliance burden may be increased if a business makes sales both at
retail and pre-retail stages.

The Gibbons VAT will have some, but not all, of the same ef-
fects. There will not be the sticker shock at the check-out counter,
because only the state sales tax, not the VAT, will be added there.
The sales-subtraction VAT is a period tax, not a transactional tax,
and therefore is not calculated and added to the price of each taxa-
ble sale at the cash register. The Gibbons VAT still represents a
second sales tax with a tax base different than state RSTs. The
Gibbons VAT, like the Graetz proposal, may pressure state and
local governments to remove individual income tax from taxpay-
ers deleted from the federal income tax rolls because they have
adjusted gross income of not more than $75,000.

Japan relies on a VAT, called a Consumption Tax (CT), which
is a European-style credit method VAT, except that it does not rely
on tax invoices. A detailed examination of the CT is beyond the
scope of this article, but it deserves serious exploration as a possi-
ble better alternative to handle the federal-state issues, without
some of the disadvantages of the sales-subtraction VAT.” In struc-
ture, the CT resembles the European VAT, with input tax credited
against tax on taxable sales, rather than the sales-subtraction
VAT, which allows deductions from taxable sales to obtain the tax
base subject to tax. Congress, therefore, might not be tempted to
grant tax exemptions or deductions with a Japanese-style CT like
those that have riddled the income taxes. A central feature of the
European VAT is its reliance on “tax invoices” issued by registered
traders who must separately state the VAT charged on the sale.
Input credits are available only for the VAT listed on the tax in-
voices. The tax invoice, however, is not central or even required
under the Japanese CT, since input credits can be calculated from
the tax-inclusive costs of taxable purchases recorded in purchase
records. It is, therefore, more compatible with state RSTs than
the European VAT.

VI. A ConsumpTION TAX FOR THE 21sT CENTURY

The following is a brief summary of selected issues that will
affect any effort to replace various existing federal taxes with a
VAT. Most need further study.

A. Trigger for Radical Tax Reform

Experience with tax legislative changes since 1913 indicates
that, in the absence of shocks to the economy like a major war or a
depression, Congress tends to change the tax system incre-

79 For a discussion of the Japanese CT, see Alan Schenk, Japanese Consumption Tax
After Six Years: A Unique VAT Matures, 69 Tax Notes 899 (1995).
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mentally. It is not clear that public discontent with the individual
income tax is sufficient to provide the broad-based support needed
for radical reform. Indeed, Congress may not take the lead on con-
troversial radical tax reform without support from a popular
President.

B. Pressure to Simplify the Income Tax

The claim that a move to a VAT is a move to simplify the fed-
eral tax system is an exaggeration, especially if the tax is broadly
based and covers such items as real property, financial intermedi-
ation services, and services rendered by government agencies and
nonprofit organizations. Any “simplification” resulting from the
Graetz or Gibbons proposals really represents a shift in the tax
compliance burden. The 100 million individuals who will be re-
moved from the individual income tax rolls may have little or no
contact with the Internal Revenue Service, unless they have to file
for the tax rebates under the Gibbons plan, but without corre-
sponding reform at the state and local levels, individuals still
must maintain records and calculate income tax liabilities for sub-
national income taxes. On the other hand, the new VAT will sub-
Jject almost all businesses, large and small, to reporting, collection
and payment obligations under the VAT. These compliance costs
(as a percentage of sales) are much higher for small businesses.®

C. Remove Tax From Returns to Savings

The proposals to move from the individual income tax to a
VAT represent a major shift in tax policy. Since the inception of
the income taxes, the tax base has included returns on invest-
ments, whether in the form of interest on loans, dividends on
stock, or gains from the sale of investment assets. These returns
on savings are not included in the VAT base.

Pressure to reduce tax on returns to savings is designed to
encourage investment in new or expanding businesses. A shift to
consumption-based taxation tends to encourage savings over con-
sumption, a goal that has attracted support inside the Beltway, on
Wall Street and in the boardrooms. It is not clear, however, if a
proposal to reduce taxes on interest, dividends, and capital gains
to zero will receive the broad-based support of American taxpay-
ers on Main Street that may be needed to enact such dramatic
changes in our federal tax system.

80 See generally William J. Turnier, Accommodating to the Small Business Problem
Under a VAT, 47 Tax Law. 963 (1994).
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D. Pressure to Increase Social Security Benefits May Change

The current system, which nominally links Social Security
benefits to payroll tax revenue, imposes half of the FICA tax on
employers and half on employees. This scheme provides a worka-
ble balance between the interests of workers to increase retire-
ment benefits and the interests of employers to restrain the rate
on their share of the tax. This balance between competing constit-
uencies would no longer exist if, as Gibbons proposes, Congress
replaces the FICA tax with a VAT.

E. Transition and Reaction to a Consumption-Based Tax

The taxation of existing capital and the tax burden on various
age groups raise significant transitional issues if Congress re-
places taxes levied on an income base with a tax on consumption,
especially if this change occurs without a lengthy phase-in period.
Many of these issues have been explored elsewhere and will not be
discussed in any detail here.®!

Public reaction to radical tax reform may depend upon the
taxes that are repealed and upon the transitional adjustments, if
any, provided. The implications will be severe if Congress follows
the Gibbons proposal, which repeals the corporate and part of the
individual income tax, and the Social Security and Medicare
taxes, rather than the Graetz plan, which retains the payroll
taxes, keeps the corporate tax but with some possible rate change,
and keeps the individual income tax structure intact for the high
income taxpayers who are to be subject to the new flat income tax
rate. For example, businesses with capital goods that are not fully
depreciated when the VAT becomes effective will feel disadvan-
taged if the VAT replaces the income tax on business and they can-
not recoup the remaining cost of the capital goods for tax
purposes. The “Baby Boom” generation may object to the intro-
duction of a VAT, especially if it replaces payroll taxes, because
they financed their parents’ Social Security and Medicare benefits
with their payroll tax payments during their working years, and
they will be required to finance their own Social Security checks
with the VAT that they pay as they use their savings and retire-
ment benefits on consumption during their retirement years.

F. Progressivity of the Federal Tax System

Dr. Carl Shoup’s message to post-war Japan resonates today.
To paraphrase him, ultimately a tax system, to have public sup-
port, must represent the shared values of the taxpaying public as

81 See, e.g., Avishai Shachar, From Income to Consumption Tax: Criteria for Rules of
Transition, 97 Harv. L. REv. 1581 (1984) (discussing a transition from an individual in-
come tax to a cash-flow, consumption-based income tax).
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to what is fair.?* In the United States, the concept of vertical eq-
uity (taxpayers with unequal incomes should pay unequal taxes)
has been reflected in our support for progressive taxes. The indi-
vidual income tax provides much of the progressivity in the fed-
eral system.

Over the past 60 years, while the individual income tax repre-
sented a significant source of federal revenue, the degree of
progressivity in the tax rates fluctuated significantly. In 1939, the
top combined normal tax and surtax rate was 79%.%° The top rate
peaked at 91% until the Kennedy tax cuts in the early 1960s re-
duced it to 70%.%* The top rate was cut back further in stages,
until it bottomed out at 28% with the 1986 reforms, and then rose
again during the 1990s to 39.6%.% This fluctuation suggests that
our view about the appropriate degree of progressivity has
changed during this period.

If Congress decides to maintain a progressive tax system, a
direct and individualized tax like the existing individual income
tax or a cash-flow income tax imposed on a consumption base can
accomplish that goal more efficiently than an indirect tax like a
VAT. If a VAT is chosen to replace most or all of the individual
income tax, progressivity, if desired, should be achieved outside
the VAT system through devices such as the Gibbons-proposed tax
rebate to lower-income households or with adjustments in govern-
ment transfer payments to low-income families.

G. Relation Between Taxes and Trade

In an earlier era of fixed currency exchange rates, changes in
domestic taxes that have an impact on product prices could alter a
nation’s competitive position in international markets, and
thereby affect its balance of trade. Then and now, many of our
trading partners rely on border adjustable indirect taxes—turn-
over taxes and later, VATs. These BTAs, imposing a VAT on im-

82 According to Shoup, a nation’s “tax system must satisfy the deep, widespread feel-
ings of the people as to what is fair.” 1 Snoup MissioN, GEN. HEADQUARTERS, Sup. Com-
MANDER ALLIED PowERs, REPORT ON JAPANESE TaxaTion 17 (1949) (four-volume report).
Indeed, “no one remains in the tax field for long without realizing that nothing he recom-
mends will stand up unless it meets the test of fairness in the distribution of the tax bur-
den.” Id. at 16.

83 See Internal Revenue Code of 1939, Pub. L. No. 76-1 § 10, 53 Stat. 1, 5-6 (1939)
(Codified as I.R.C. §§ 11-12).

84 See Revenue Act of 1964, Pub. L. No. 88-272 § 111, 78 Stat. 19, 19-23 (1964) (reduc-
ing the top rate to 77% for taxable years beginning on or after Jan. 1, 1964, and reducing
the top rate further to 70% for taxable years beginning after Dec. 31, 1964).

85 See Tax Reform Act of 1986, Pub. L. No. 99-514 § 101(a), 100 Stat. 2085, 2096-99
(1986) (reducing the top rate to 28% for tax years beginning after Dec. 31, 1986); Omnibus
Budget Reconciliation Act of 1993, Pub. L. No. 103-66 §§ 13201-13202, 107 Stat. 312, 457-
61 (1993) (increasing the top rate to 39.6% for tax years beginning after Dec. 31, 1992).
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ports and rebating it on exports, are consistent with member
nations’ obligations under GATT (now WTO) rules.

The impact of BTAs in the current international economic cli-
mate of floating exchange rates is less clear.®® First, the U.S. dol-
lar serves as more than just our national currency. Businesses
around the world hold U.S. dollars as reserve assets. Second, the
new currency adopted by several members of the European Union,
the Euro, is expected to join the U.S. dollar as a reserve asset.
The impact of the Euro on the dollar’s function in international
currency markets is not yet clear.

If a congressional replacement of income taxes with a VAT
produced a significant improvement in our balance of trade that
was not corrected by a change in the value of the U.S. dollar, it is
likely that our trading partners would take action to offset the ef-
fect of this U.S. tax shift. No country has used VAT revenue to
replace all income tax revenue. The potential impact on the do-
mestic economy and on international trade is subject to specula-
tion only. This major tax shift may prompt copycat legislation or
retaliatory action by our major trading partners. Whatever the
asserted trade benefits of shifting from income to consumption
taxes, Congress should not make radical changes in the domestic
tax structure just to obtain possible short-term balance of trade
advantages.

VII. CoNcLUSION

If Congress decides to increase reliance on consumption as the
base upon which federal taxes are levied, its options include a flat
tax, a national sales tax, and a VAT, all of which have been pro-
posed in the last decade of this century. If Congress rules out the
origin-based flat tax with its uncertain effects on domestic prices
and international competition, and rejects the national sales tax
to be administered by the states as a system that may be adminis-
tered unevenly across the country, it is left with several varieties
of VAT. This article focused on the European VAT proposed by
Professor Graetz and the sales-subtraction VAT proposed by Con-
gressman Gibbons. The Graetz and Gibbons proposals are
designed to take about 100 million taxpayers off the federal in-
come tax rolls, but presumably would retain the current complex
individual income tax system for millions of high income taxpay-
ers. The removal of these 100 million taxpayers from the federal
income tax rolls could make it more difficult for states to continue
taxing those taxpayers under state income tax laws.

Were it not for the operation of a federal VAT alongside state
and local sales taxes, the Graetz European VAT proposal would be

86 But see supra note 48.
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preferable. It would maintain the tradition in the United States
of transparent sales taxes, which are separately stated on sales
invoices. The Canadian experience with this system, however,
makes a VAT buried in product prices, like the Gibbons sales-sub-
traction VAT, a more acceptable option to operate alongside state
retail sales taxes. Negative aspects of the Gibbons VAT include
the fact that it is not transparent and it appears, in statutory
form, more like a tax on business income. BTAs may be imprecise
because the tax is buried in product prices, and if Congress views
the VAT as a tax on business, it may distort the tax with exemp-
tions and deductions improper for a broad-based tax on consump-
tion. It is possible to bury a European VAT in retail prices to
prevent the sticker shock from two sales taxes being added at the
cash register. However, the difference between a period tax (the
sales-subtraction VAT) and a transaction tax (the European VAT)
still remains.

Radical tax reform should be gradual, occurring in small steps
rather than in a “big bang.” The core of the Gibbons and Graetz
proposals is the enactment of a VAT to fund the removal of 100
million taxpayers from the federal income tax rolls (although for
many of those taxpayers, the current income tax system is not un-
duly complex). Each proposed VAT is collected and remitted by
businesses and is expected to be borne by consumers when they
purchase taxable goods and services. These proposals represent a
shift in tax compliance burden from individuals subject to the in-
come tax to businesses responsible for the VAT record keeping and
reporting requirements. The compliance costs imposed on busi-
nesses will escalate further for retailers in states with RSTs im-
posed on different bases if Congress selects a European VAT that
is added at the cash register.

Progressivity is retained in both plans with the income tax on
high income taxpayers and, under the Gibbons plan, tax rebates to
those with low income. There will be winners and losers in the
battle over the allocation of the federal tax burden, both among
income and age groups.

If Congress embraces the goal to use a VAT to take 100 mil-
lion taxpayers off the income tax rolls, it should consider the Japa-
nese style VAT as an alternative to both the Gibbons and Graetz
VATS, especially at the outset. While it is not an ideal VAT, it con-
tains features that simplify compliance for businesses and make it
fit more comfortably alongside state RSTs. Moreover, it is less
likely than the Gibbons VAT to be viewed by Congress as a tax on
business income susceptible to lobbying pleas for tax exemptions
or special deductions.

Radical proposals, such as the complete replacement of fed-
eral income taxes, should not be dismissed just because they have
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not been tried elsewhere. However, it is not clear that there is
public support for the kind of radical tax reform contemplated by
the proposals discussed in this article, especially the tax exemp-
tion for interest, dividends, and other returns to savings implicit
in a tax imposed on a consumption base. Ultimately, any tax re-
form plan must represent the shared values of the taxpaying pub-
lic as to what is fair.



The Puzzling Case for
Proportionate Taxation

Barbara H. Fried*

I. INTRODUCTION

Over the past half century, the view that the only fair tax is a
flat-rate tax has attracted support from a surprising range of
political philosophers and pundits, including Friedrich Hayek,!
Ludwig von Mises,? Milton Friedman,® John Rawls,* and Richard
Epstein,® along with Walter Blum and Harry Kalven in their fa-
mous 1952 essay.® Notwithstanding trenchant critiques, the view
not only has persisted, but (over the past decade) has gained enor-
mous popularity in political and academic circles. In their 1995
book, The Flat Tax, Robert Hall and Alvin Rabushka defended
their version of a flat tax with the Grimmsian pronouncement that
a flat-rate tax is “the fairest tax of all.”” In the same year, Richard
Epstein declared, “[flrom the Lockean perspective, a strong case
can be made that . . . the flat tax is the only acceptable [tax].”
Similar pronouncements can be found throughout the current
political debates, as well as more serious philosophical considera-
tions of the just distribution of tax burdens. There is some non-
trivial chance that, over the next few years, that sentiment could
carry the day in Congress.

It is, of course, impossible to evaluate these extravagant

claims on behalf of proportionality except in reference to a theory
of fairness. It goes without saying that these odd bedfellows can-
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Epstein, Tom Grey, Mark Kelman, Lewis Kornhauser, Liam Murphy, Tom Nagel, Dan
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4 JouN RawLs, A THEORY OF JUSTICE (1971).
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8 Taxation, supra note 5, at 68. See also id. at 70: “The flat tax . . . is an indispensa-
ble part of the Lockean program of taxation.”
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not all have the same theory in mind. What follows is an attempt
to sketch out plausible intuitions of fairness on which these claims
might rest, and ask whether any of them supports it. I conclude
not.

Let me be clear what I am not arguing. I am not arguing that
some version of a flat-rate tax scheme cannot be defended as a
sensible policy solution on any other grounds, including adminis-
trative convenience, political compromise between warring consid-
erations, or our best guess as to how to achieve a distributive end
resting on firmer philosophical grounds. Perhaps it can be so de-
fended. I mean only to try to dislodge the apparently intractable
notion that it deserves to be adopted because it is “fair” in itself, or
because it is an obvious instantiation of some other fairness prin-
ciple. I am also not arguing in favor of progressivity, regressivity,
or any other rate structure on fairness grounds. The deeper moral
is that no sensible theory of distributive justice would fix on rate
structures themselves as fair or unfair. Rate structures are just a
means to operationalize other prior, moral commitments about
the proper role of government. The case for any particular rate
structure must stand or fall on how well it realizes those prior
commitments. An examination of plausible, prior moral commit-
ments, however, suggests that, of all possible rate structures, pro-
portionality may be the hardest to derive from any coherent
theory of fairness.

In the first part of the paper, I consider the case for propor-
tionate taxation in the context of two broad views of governmental
power in fiscal matters. The first, an essentially libertarian view
of the state, takes the proper role of government to be limited to
solving the collective action problems that prevent private actors
from spontaneously reaching optimal outcomes through voluntary
agreements. While tolerating whatever minimal redistribution
might occur as a consequence of solving collective action problems,
the libertarian view generally rules out income redistribution as a
motive for state action. One recent proponent of that view has
located that prohibition in the Constitution, through an expansive
interpretation of the Takings Clause.® Most have simply deduced
it from natural law principles.'® In tax theory, the clear corollary
to libertarianism is the so-called “benefits” theory of taxation. I
start with libertarianism, because it is the premise from which
most of those who advocate flat-rate taxes on fairness grounds
seem to be starting.

The second, a social welfarist view of the state, accepts that
income redistribution for the express purpose of improving the

9 See TAKINGS, supra note 5, at 99-100, 295-303.
10 See, e.g., HAYEK, supra note 1, at 315-18; Taxation, supra note 5.
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welfare of the less well-off in society is a legitimate part of the
state’s job, although there is obviously much disagreement about
the optimal extent and form of redistribution. While there are no
clear corollaries to the social welfarist view of the state in tax the-
ory—something that I think is not coincidental—“ability to pay”
and “minimum sacrifice” arguments undoubtedly reflect that view
in inchoate form.

Other views of the legitimate role of the state in fiscal affairs
are, of course, possible, but most that are offered in tax debates,
when pushed hard enough, end up being some version of one of
these two views.

Both of the foregoing views evaluate taxation in the context of
a comprehensive system of government (re)distribution. In the
last part of the paper, I take up a number of defenses of a flat-rate
tax viewed in isolation from the uses to which tax revenues are
put. These include the widespread view that a flat-rate tax vindi-
cates some important notion of equality; that it leaves individu-
als’ choices among various activities undistorted; and that it
limits the (unfair) expropriation of the wealthiest classes by the
majority. Finally, I consider two other positive explanations for
the popular convergence on proportionate taxation. The first is
that its apparent properties of mathematical simplicity and cer-
tainty have made it a Schelling-like focal point solution to the
problem of appropriate tax rates. The second is that its popular-
ity, particularly among libertarians, is a product of political fram-
ing—of the fact that, at least in recent history, no one would have
considered a regressive rate structure for our broad-based income
tax to be a politically viable alternative. Were that fact to change,
it seems quite likely that many who support proportionate taxa-
tion on libertarian grounds would find regressivity, on reconsider-
ation, a more plausible expression of libertarian ideals.

II. LiBERTARIAN (BENEFITS) THEORY

In contemporary debate, the most vociferous advocates of a
flat-rate tax—Friedman,!' Hayek,'? Epstein,'® and Gauthier,'* to
name some prominent examples-—have been animated by liberta-

11 See supra note 3.
12 See supra note 1.
13 See supra note 5.
14 DaviD GAUTHIER, MORALS BY AGREEMENT (1986).
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rian impulses.’® The same is true of earlier defenders.® In such a
view, the just limits of state power derive from an essentially
Hobbesian and Lockean social contractarian view of the state, in
which the state exists solely to provide services that, for a variety
of reasons of market failure, cannot be provided optimally by pri-
vate, voluntary agreement. As has been noted, that view implies
a quid pro quo relationship between the taxpayer and the state, in
which taxes function as the shadow price for goods or services that
the state provides.’” Hayek provided the classic argument for de-
riving proportionate rates from a benefits theory of taxation: “a
person who commands more of the resources of society will also
gain proportionately more from what the government has contrib-
uted” to the provision of those resources, and taxation ought to be
levied in proportion to the benefits so provided.!®

The first big problem in assessing the case for proportionate
taxation under a social contractarian view of the state is that al-
most none of the proponents of proportionality on (vaguely) liber-
tarian grounds, from Adam Smith on down, have in fact supported
proportionate taxation. A true flat-rate tax would tax all income
(or consumption, as the case may be) starting with the first dollar,

15 For other, recent expositions of a social contractarian justification for a flat tax, see
James A. Dorn, Introduction: The Principles and Politics of Tax Reform, 5 Caro J. 361
(1985); Richard E. Wagner, Normative and Positive Foundations of Tax Reform, 5 Cato J.
385 (1985). A number of other libertarians, while not explicitly defending proportionate
taxation, limit their attacks on redistributive (“discriminatory”) taxation to progressivity,
thereby, at least by implication, treating proportionate taxation as nondiscriminatory, and
hence fair. See, e.g., voN MISES, supra note 2, at 803-05, 851-54; Harvey Lutz, GUIDEPOSTS
TO A FREE Economy 73-82 (1945).

16 For a summary of the proponents of proportionate taxation through the early part
of the 20th century, see Ebwin R. SELIGMAN, PROGRESSIVE TAxXATION IN THEORY AND PRrAC-
TICE 148-84 (1908). Notable early proponents included Hobbes, Locke and (somewhat more
ambiguously) Adam Smith. For Smith’s famous support of proportionate taxation on fair-
ness grounds, see ADAM SMITH, AN INQUIRY INTO THE NATURE AND CAUSES OF THE WEALTH
oF Narions 945 (Regnery 1998). For the contrary impulse, in the context of a tax on house
rents, see id. at 966, arguing that “[i]t is not very unreasonable that the rich should con-
tribute to the public expence, not only in proportion to their revenue, but something more
than in that proportion.”

17 See RICHARD A. MUsGRAVE, THE THEORY oF PusLic FINANCE 62 (1959).

18 HAYEK, supra note 1, at 316. For similar statements, see Taxation, supra note 5, at
74; FRIEDMAN, supra note 3, at 175; ANTonIo DE VITI DE MARCO, FirsT PrINCIPLES OF PUB-
vic Finance (Edith Paolo Marget trans., 1936), cited in MUSGRAVE, supra note 17, at 72-73;
SMITH, supra note 16, at 945. Among proponents of a flat-rate tax on (vaguely) libertarian
grounds, Blum and Kalven strongly dissent from a “benefits taxation” justification for flat
rates, on both empirical and normative grounds. They conclude, as an empirical matter,
that the distribution of benefits among income classes is so indeterminate that it is point-
less to defend either progressivity or proportionality on these grounds. If forced to guess,
they would guess that all citizens benefit approximately alike, leading to a head tax rather
than a flat tax. Blum & Kalven, supra note 6, at 455. On normative grounds, they adopt
the view of Mill that “to assert that individuals receive significantly different benefits from
living in a particular society is in effect to assert that there is something seriously wrong
with that society.” Id. The latter objection seems silly, if it refers to unequal levels of utility
derived from government-provided services (why should everyone value all government
services the same?), as opposed to unequal access to those services.
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at the same rate. Instead, they have supported a so-called degres-
sive version of a progressive tax, in which the first x dollars of
income or consumption, sufficient to cover basic needs, is taxed at
a zero rate, and all income or consumption above that is taxed at
the same positive rate."

The political advantages of a degressive tax over a proportion-
ate tax are obvious, and hardly lost on its supporters.?® There is
little public support for a true proportionate tax that contains no
exemption for basic income. It is hard to overstate, however, the
difficulties that that concession entails for those whose opposition
to any greater degree of progressivity via a graduated rate struc-
ture is based on the fact that such progressivity is motivated by
purely redistributive concerns. If all of us earning income above
the exemption level have an obligation to pick up the tab for gov-
ernment services provided to the poor, simply because they are
poor and we are not, why stop there? Why not tax the rich for
government services at an even higher rate than the middle class,
simply because the rich have more money than everyone else and
hence can better afford to defray the cost? Or, for that matter,
why not raise the exemption level to, say, $30,000 for a family of
four, raise the flat rate tax from, say, 19% to 25%, and use the
excess proceeds to finance a guaranteed minimum income to all??
At that point, “proportionate” taxation would start looking mighty
attractive to the sorts of welfare state liberals who would reject
the libertarian premises of benefits taxation out of hand. Surely
Frank Taussig was right in declaring many years ago that “[t]he
demand for the exemption of the lowest tier of incomes results
from the same state of mind as the advocacy of progressive taxa-

19 Under the Hall/Rabushka version of a flat tax, for example, exemption amounts
range from $9500 for a single person to $25,500 for a family of four; amounts in excess of
that are taxed at a 19% rate. HaLL & RABUSHKA, supra note 7, at 144.

20 For Blum and Kalven’s astonishingly bare concession to exemptions, see Blum &
Kalven, supra note 6, at 420: “It is almost unanimously agreed that some exemption keyed
to at least a minimum subsistence standard of living is desirable. Since such an exemption
will necessarily result in some degree of progression among taxpayers above the exemption
level, and since this degree of progression appears inescapable, the real issue is whether
any added degree of progression can be justified.” See also 2 FriepricH A. HAYEK, Law,
LecisLaTioN aND LiBERTY 87 (1976), endorsing in a slightly different context a uniform
minimum income “to all those who, for any reason, are unable to earn in the market an
adequate maintenance”; SMITH, supra note 16, at 992-94 (opposing taxes on the wages of
laborers), 999-1003 (opposing taxes on “necessaries”).

21 For a proposal along these lines, see Joseph Bankman & Thomas Griffith, Social
Welfare and the Rate Structure: A New Look at Progressive Taxation, 75 CaL. L. REv. 1905,
1950-55 (1987). Those who oppose progressivity via graduated rates, but support progres-
sivity of a degressive sort, have long seen the potential for the latter to approach the results
of the former if exemption levels get high enough. See, e.g., Blum & Kalven, supra note 6,
at 513. They have erroneously assumed, however, that the two could not converge, because
they have ignored the government’s redistributive arsenals on the transfer side. See id.
See also infra note 69.
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tion [through graduated rates].”?? If there is some principled basis
for absorbing redistributive motives into benefits theory to the ex-
tent of basic needs, but no further, libertarians have yet to articu-
late it.2® Until such time as they do, those few hearty libertarians
who have rejected an exemption for basic income as inconsistent
with conventional libertarianism seem to have the better of their
libertarian fellow travellers, and are to be commended, from the
point of view of principle, at least, for sticking to their libertarian
guns here.*

For the balance of the discussion, I set that difficulty aside, to
turn to the central question. If, as benefits theorists argue, taxes
ought to function as the shadow price for goods or services that the
state provides, how do we set that price? The logical place to begin
is with a determination of what a well-functioning private market
would have charged for those goods or services. As Musgrave
stated many years ago, “[s]lince the relation is one of exchange, the
rules of the public household are taken to be more or less the same
as those of the market.”” What then are the rules of the (private)
market—or more precisely, which of the rules of the private mar-
ket do we think ought to be transported to the public household,
and once transported, what do those rules imply about appropri-
ate tax rates?

The uncontroversial starting point for analyzing the fairness
of the market is the requirement of strict paretianism: the re-

22 Frank TaussiG, PrincIPLES oF Economics 499 (1911), quoted in Blum & Kalven,
supra note 6, at 509 n.229.

23 The familiar argument along these lines, going back at least to Adam Smith, is that
there is no point in taxing the poor, because (1) we can’t get blood from stone, and/or (2) we
will only end up supporting the poor anyway through some kind of welfare system. The
second argument misses the boat entirely, since it assumes an obligation to support the
poor through affirmative transfers—an obligation that most true libertarians would reject.
The first argument has some force, but does not explain our failure to exclude the “dead-
beat” poor from those public benefits that are not true public goods, and hence from which
exclusion is possible, such as public schools and health care.

Hayek has sought to distinguish a degressive version of a progressive tax from a grad-
uated rate version, on the ground that the former constitutes “a majority’s taxing itself to
assist a minority,” while the latter constitutes the much more egregious decision of a “ma-
jority [to] impos[e] upon a minority whatever burden it regards as right.” HavYEK, supra
note 1, at 314. For similar sentiments, see sources quoted in Blum & Kalven, supra note 7,
at 435. I take up this political process argument in another context below. See notes 98-
101, infra, and accompanying text. For now, I note only that the argument responds to
those, like Hayek, who are most concerned with class warfare qua classes, and is not an
adequate response to the more conventional concerns of libertarians that the rich are enti-
tled to be protected from expropriation not only by the poor, but also by their fellow, more
beneficent rich, on behalf of the poor.

24 See, for example, TAKINGS, supra note 5, at 297, supporting a tax that takes “a
constant percentage of net income . . . from the first dollar of net income to the last.” See
also RoBERT Nozick, ANARCHY, STATE AND Utopia 169 (1974) (equating taxation of wages
with forced labor); Jeffrey A. Schoenblum, Tax Fairness or Unfairness? A Consideration of
the Philosophical Bases for Unequal Taxation of Individuals, 12 Am. J. Tax PoL'y 221, 270-
71 (1995) (advocating a head tax as the only fair tax).

25 MUSGRAVE, supra note 17, at 62.
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quirement that every trade leave no side worse off, and at least
one side better off. This requirement is assumed to be met auto-
matically by any voluntary market transaction. Strict paretian-
ism, however, is a minimally exacting standard, which gives little
guidance in resolving the central problems in assigning the tax
costs of providing public benefits.

First, the pareto principle provides no guidance on the level of
aggregation at which the “betteroffness” from being in society is to
be judged. If the level of aggregation is great enough—at the ex-
treme, for example, if we test the pareto superiority of the bene-
fits/taxation deal each American is offered at the level of the
decision whether to exit this society or not—then there is almost
no redistributive mischief that cannot be justified. At the other
extreme, if we insist that each government program satisfy strict
paretianism, then almost no program can be justified, since there
will always be individuals under any feasible tax scheme who are
paying more for a particular public good, such as a road through
the middle of Kansas, than the benefit they derive from it.

In practice, libertarian benefits theorists seem to employ a
mixed criterion, along the following lines. First, strict paretian-
ism is used to judge the aggregate deal each of us has gotten from
being in society rather than out of it.26 This standard will almost
always be met if we are comparing any plausible configuration of
tax burdens in America circa 1999 to our likely individual posi-
tions in some hypothetical Crusoeian state of nature, and, indeed,
is met automatically as long as there is a meaningful opportunity
for exit from society. Second, a potential pareto (that is, Kaldor-
Hicks) test is used to judge expenditures at the maximally disag-
gregated level. Thus, each particular road through Kansas must
be justified by showing that the social gains from building it out-
weigh the social costs entailed. However, one need not show that
each citizen derives benefits from that particular road at least
equal to her share of the social costs of building it.?” Finally, strict

26 See, e.g., Taxation, supra note 5, at 53. Both Nozick’s “liability rule” compensation
scheme for private protective agencies banished by the ultraminimal state, and his justifi-
cation of private appropriation out of the commons whenever nonowners are better off with
a private property regime than they would be in a state of nature, rely on strict pareto
compensation for rights lost in the creation of the Lockean state. See Nozick, supra note
24, at 78-84, 174-77. For a similar argument justifying private appropriation of the com-
mons with a liability rule of compensation, see GAUTHIER, supra note 14, at 291-92.

27 Epstein’s position on this question is unclear, or at least inconsistent. He invokes
strict paretianism at the individual program level to bar “the redistribution of income
through the tax system.” Taxation, supra note 5, at 68. At some points, he appears to
revert implicitly to a Kaldor-Hicks criterion to judge the acceptability of the remaining
programs. TakiNGs, supra note 5, at 201. At others, however, he suggests he will require
strict paretianism for every government program. (See Taxation, supra note 5, at 55-56,
arguing that the system should “tr[y] to insure that every public expenditure is worth more
to every party taxed than the revenues that are lost.”). See also RicHARD EpPSTEIN, BAR-
GAINING WITH THE STATE, 82-86 (1993). For a similar insistence on strict paretianism at the
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paretianism is used to test the tax/benefits deal over some repre-
sentative class of incremental public goods being considered. That
is to say, in a just state, over a representative period, each individ-
ual in the state will derive benefits from government services that
are at least equal to the cost she bears for them. This formulation
is just a guess, however, since most proponents of a benefits the-
ory of taxation are unclear or inconsistent on the point.

Second, the pareto principle requires only that tax prices be
set so that no one is made worse off by the compulsory purchase of
public goods. It says nothing about the proper distribution of sur-
plus above that—that is, about distribution of the gains from
trade.

In private competitive markets, both of these problems—the
level of aggregation on which to test pareto improvements and the
just division of gains from trade—are automatically resolved
through equilibrium prices. When dealing with public goods, they
are not. Since in the latter case we are dealing with hypothetical
and not actual markets, and moreover hypothetical markets in
which the government operates as a monopoly supplier who can
compel payment at dictated prices, we have enormous theoretical
latitude in constructing the hypothetical exchange between gov-
ernment as supplier and citizens as consumers. In particular, we
have enormous latitude in resolving the two questions above: the
level of aggregation at which to bundle goods or services in judg-
ing the pareto fairness of our tax scheme, and the just division of
surplus value. Depending upon the resolution of both these ques-
tions, there is an enormous range of acceptable distributions of tax
burdens to finance public goods, within the constraints of
paretianism.

At one extreme, imagine the state as monopolist with perfect
information about people’s reservation prices for public goods, and
hence the ability to perfectly price discriminate in setting tax
prices for those goods. Consistent with the pareto principle, the
state could tax each person in society at a rate that appropriates
100% of the surplus value of public goods. On a broad view of pub-
lic goods or benefits that should be counted in setting tax rates,
including not merely traditional public goods or services, but all
the benefits of being in our organized society rather than on a
Crusoeian island or in war-torn Rwanda, this broad power to ex-
propriate surplus value would authorize something close to a con-
fiscatory tax on almost everyone.

level of every individual program (“interaction”), see GAUTHIER, supra note 14, at 258.
Given that no government expenditure could pass this test, it seems unlikely that either of
the foregoing authors really means to require it.
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At the other extreme, suppose that the benefits that can be
counted are limited to identifiable costly goods or services pro-
vided by government, and suppose further that the government
must act as a supplier in a private competitive market would act;
that is, it is compelled to charge a uniform per unit price for all
goods consumed. The most likely outcome of benefits theory on
those suppositions is a highly regressive tax.

For the balance of the discussion, I will focus on the second
question: how prices for public goods should be set, within the con-
straints of strict paretianism, and hence how the surplus value
generated by public goods should be divided. As the discussion
that follows makes clear, neither the libertarian literature ap-
proaching the benefits question from the perspective of distribu-
tive justice, nor the public economics literature approaching it
from the perspective of allocative efficiency, gives a determinate
answer to that question.

A. The Lessons of the Private Market

There is a fatal ambiguity running through the benefits the-
ory literature about how benefits ought to be measured. This am-
biguity is reflected in Hayek’s statement that “a person who
commands more of the resources of society will also gain propor-
tionately more from what the government has contributed” to the
provision of those resources.?® Does Hayek mean by “gain . . .
more” that the rich consume a proportionately greater quantity of
public goods, or that the rich derive proportionately greater utility
from public goods?

Taking the private competitive market as the benchmark, one
is pushed to the former interpretation. In a purely competitive
market, all consumers face the same per unit price, set by the
equilibrium price for the good. Suppliers cannot price-discrimi-
nate based on consumers’ different reservation prices for the
goods, because any effort to set a higher price for any consumer
will be undercut by another supplier. As a consequence, the rela-
tive prices that consumers pay for a given good depend solely on
the relative quantities of the good they consume. Whatever con-
sumer or producer surplus is generated by trades at that price lies
where it happens to fall. Assuming a conventional downward-
sloping demand curve and an upward-sloping supply curve, equi-
librium prices, reflecting the marginal utility or cost of the last
unit consumed, will leave each consumer or producer with surplus
from all but the last unit consumed or sold. The precise amount of
the surplus depends on the fortuitous shape of individual and ag-
gregate demand and supply curves.

28 HAYEK, supra note 1, at 316 (emphasis added).
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Under this interpretation, benefits theory leads to proportion-
ate taxation if and only if the quantity of public goods that people
consume is proportionate to income. As even proponents of a pro-
portionate tax concede, this premise is highly implausible.?® The
premise is doubtful for many public goods, such as roads, fire pro-
tection, and garbage collection. It is clearly wrong for others, in-
cluding true public goods (for example, clean air, defense, and
broadcast spectra), one of the defining characteristics of which is
that they are jointly consumed, with the result that everyone con-
sumes the same quantity (or has the same quantity available for
consumption). In the end, such a measure of benefits is much
more likely to lead to a highly regressive tax.

If, on the other hand, what Hayek and others mean by “gains
more” is that people ought to be taxed in proportion to the utility
that they derive from public goods, the implications for appropri-
ate tax rates are much less clear. Indeed, the question is probably
completely unresolvable, both because of the impossibility of mea-
suring the relative utility levels each income class derives from
public goods, and because of conceptual problems in deciding what
one ought to be measuring. If, for example, Bill Gates’s immense
wellbeing is a joint product of publicly provided goods and a host
of other factors such as social opportunities, talents, and hard
work, and each of these factors is a but-for cause of his wellbeing,
then how much of his wellbeing gets credited to publicly provided
goods, and how much to other sources?

The choice between these two interpretations of “gains more”
boils down to the question of what is so great about market-based
distribution, beyond its guarantee of strict paretianism. In partic-
ular, is there any normative reason to preserve (or mimic) the
haphazard distribution of gains from trade that happens to result
from uniform, equilibrium pricing in competitive markets, when
we move from the private market to the shadow market for public
goods? Here, we encounter a wide range of views from the liberta-
rian camp that don’t lead to any obvious conclusion.

Most libertarians treat as sacrosanct the division of surplus
that happens to result from market prices, with exceptions often
made for privately appropriated, scarce natural resources and
other monopoly goods. There is little agreement among libertari-
ans, however, as to why market prices are sacrosanct.*®* Moreover,

29 A “not clearly inappropriate assumption” is the best that Milton Friedman can do.
FriepmMaN, supra note 3, at 175.

30 Some libertarians, such as Nozick and Hayek, appear to regard market prices as
sacrosanct not because such prices effect a just division of the surplus, but because they are
a necessary byproduct of freedoms independently worth protecting. In Nozick’s case, the
relevant freedom is the freedom of the buyer to give away her money to whomsoever she
wishes. See Barbara Fried, Wilt Chamberlain Revisited: Nozick’s “Justice in Transfer” and
the Problem of Market-Based Distribution, 24 PHiLosoPHY AND PuBLIC AFrairs 226, 233
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many of the arguments offered for not disrupting the actual, hap-
hazard assignment of surplus in a well-functioning competitive
market do not translate well to public goods. Still others have ex-
plicitly treated some or all of the gains from trade, or rents, as
morally up for grabs. Among contemporary libertarians, David
Gauthier is a leading exponent of that view.>® Hobbes was as well,
maintaining in effect that all individual gains from moving from a
Hobbesian state of nature to civilization are expropriable by an
all-powerful sovereign. If we are to read Hayek’s statement above
in the second way, to mean that it is permissible to tax people in
accordance with the utility they derive from public goods rather
than the quantity they consume, then he, and all others who sub-
scribe to that view, ought to be counted in the Hobbesian camp as
well.

When dealing with private, competitive markets, most de-
fenders of the free market would argue that it is unnecessary to
resolve these internecine disagreements about the justice of mar-
ket-based distribution. However morally arbitrary the market’s
division of gains from trade might be, the efficiency costs of the
government’s trying to alter it through price regulation or other
means are simply too great to justify the effort. As one commenta-
tor has stated: “[hlow the gains from trade are distributed [by the
market] is determined arbitrarily, but since this distributional is-
sue is resolved as a by-product of a process benefitting all parties,
it need not become a bone of contention.”? When dealing with
publicly provided goods, however, that response is not available.
The government must set shadow prices in the first instance. As a
monopoly supplier with the power to coerce payment through tax-

n.20 (1995). In the case of Hayek, it is the freedom of the seller of goods or services to “use
his knowledge for his own purposes.” HAYEK, supra note 20, at 69.

Others have defended market-based distribution as just in itself, because it rewards all
individuals in accordance with their marginal product—that is, with the value they have
bestowed on others. For a discussion of John Bates Clark, a prime expositor of this view,
and his critics, see BARBARA H. FrIED, THE PROGRESSIVE ASSAULT ON Laissez Faire 131-45
(1998).

31 Gauthier’s position on rents is at least confusing, if not confused. At one point, he
defines the rents that are up for grabs to include any excess paid to a factor of production
over the next best price offered—a measure that would confiscate the incremental scarcity
rents paid in moving from the second best to best offer, but not those inherent in the second
best offer. GAUTHIER, supra note 14, at 272-73. At other times, he argues that everyone is
entitled to, and only to, their marginal product in a competitive market with no negative
externalities—a measure that would confiscate all scarcity rents in noncompetitive mar-
kets but not inframarginal rents in competitive markets. Id. at 90, 91-92, 95-98. Still else-
where, however, he suggests that everyone is entitled only to the “full cost of supply for the
factor services she provides”—a standard, equivalent to reservation price, that would elimi-
nate a right to inframarginal rents as well. Id. at 97-98. Without some clearer view of why
Gauthier believes that any portion of the market return is sacrosanct, it is difficult to
choose among these conflicting measures. The reasons Gauthier suggests, however—some
combination of optimization and a desire not to distort choices among activities on liberta-
rian grounds (see id. at 93-94)—push towards the last view.

32 DeNnNis C. MUELLER, PusLic CHoick IT 37-38 (1989).
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ation, it could price-discriminate if it wished to, without being un-
dercut by competitors. Finally, unlike in the competitive market,
price discrimination may well be dictated by efficiency considera-
tions, at least in the case of true public goods. I turn to the last
point now.

B. Pricing True Public Goods

A true public good is one that exhibits two characteristics. It
is jointly consumed, and exhibits nonexcludibility, meaning that it
is either technologically infeasible to exclude people from use (the
case, for example, with clean air or defense), or inefficient to do so
because the incremental cost of not excluding is very low or zero,
and/or the cost of monitoring use in order to exclude very high,
such as with roads or TV airwaves. Because of the problem of
nonexcludibility, a private market cannot provide such goods.
From a libertarian point of view, true public goods are the only
goods that ought to be publicly supplied; that is, the sole justifica-
tion for coercive government is to correct market failure that
would preclude optimal coordination in the absence of coercion.
How such goods would or should be priced in the absence of a func-
tioning market is therefore a critical question for any benefits the-
orist, and a notoriously difficult one.

An extensive literature in public economics over the past 80
years has been devoted to devising a theoretical solution to the
problem of optimal output and optimal pricing of true public
goods. Since the literature is almost exclusively concerned with
efficiency questions—that is, how to determine the optimal output
of public goods from an efficiency point of view—in one sense it is
all beside the point here. In a couple of other senses, however, it is
not. First, the implicit or explicit indifference of the public eco-
nomics literature in this area to the distributional consequences of
optimal pricing schemes undercuts any claim that there is some
broadly compelling view about the just distribution of surplus.
Second, many of the optimal pricing solutions proposed on effi-
ciency grounds have determinate distributive outcomes that are
hard to square with anything resembling a proportionate tax
scheme. That means, at the very least, that benefits theorists who
are drawn to proportionality on fairness grounds may have to be
willing to pay a theoretical price on efficiency grounds.

1. Lindahl/Bowen/Samuelson Solutions

The central problem in determining optimal output of true
public goods derives from the problem of nonexcludibility: be-
cause we cannot exclude anyone from using true public goods, we
cannot rely on a decentralized price system automatically to re-



1999] The Puzzling Case 169

veal true demand for the goods.?® Eighty years ago, Erik Lindahl
proposed a theoretical solution to this problem, subsequently re-
worked in a general equilibrium framework by Paul Samuelson.
His solution remains the starting point for any analysis of public
goods.**

The mechanics of Lindahl-type solutions are somewhat com-
plicated, but the basic intuition behind them can be stated simply.
To achieve an efficient allocation of all resources, we want every
consumer to equate her marginal rate of substitution between all
commodities, whether privately or publicly supplied. In a compet-
itive market, where everyone faces the same price for goods, that
equilibrium is reached by each consumer varying the quantity of
each good she purchases until the marginal utility of each good
equals its set price. In true public goods, where everyone must
consume, or have available for consumption, the same quantity of
the good, that equilibrium is reached by varying the price each
consumer pays for the good, until the price equals the marginal
utility she derives from that set quantity of the public good.

The hypothetical mechanics for reaching a Lindahl equilib-
rium quantity and price are as follows. Each citizen, in effect, sub-
mits bids, revealing the marginal price she would be willing to pay
for a given public good at each plausible quantity of that good.** A
combined social demand curve for that good is created by adding
up the marginal unit price bids from all citizens at each quantity
level.*® The optimal level of supply is the equilibrium point where
the combined demand curve, equal to the combined marginal
prices for a given quantity of goods, intersects with the supply
schedule for that good, equal to marginal cost of production.

Once the equilibrium quantity is determined, each citizen is
assigned a tax share to pay for the cost of the goods. That tax
share is equal to the marginal price she bid at what turned out to

33 For a classic statement of problem, see Paul A. Samuelson, The Pure Theory of Pub-
lic Expenditure, 36 REv. EcoN. & Star. 387, 389 (1954), reprinted in KENNETH J. ARROW &
TiBor Scitovsky, READINGS IN WELFARE EconoMics 179, 182 (1969). See also MUELLER,
supra note 32, at 123.

34 For an overview of Lindahl!’s solution and the variants on it proposed by Bowen and
others, see MUELLER, supra note 32, at 43-50; ANTHONY B. ATkinsoN & JosePH E. STIGLITZ,
LecturEs oN PusLic EconoMics 487-89 (1980); and MUSGRAVE, supra note 17, at 74-80.
For Samuelson’s general equilibrium version of the Lindahl solution, see Samuelson,
supra note 33.

35 The marginal price at any given quantity represents the marginal utility of the last
unit of that good at that quantity. In Lindahl’s formulation, the bids reflect the percentage
of the cost at any specified quantity that each individual is willing to pay. In Bowen’s
formulation, the bids reflect the absolute dollars at a specified quantity that each individ-
ual is willing to pay.

36 Thus, while in private goods contexts we add up demand horizontally to ascertain
the total quantity demanded at a given price, in public goods contexts we add up demand
vertically to ascertain the total amount that all individuals are willing to pay for a given
quantity of public goods. This difference simply reflects the difference in what we take as
given in the two contexts—price v. quantity.
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be the equilibrium quantity, times that equilibrium quantity. The
result is a set of personalized prices, such that, at those specified
prices, everyone demands the same level of each public good.*”

What are the distributive effects of Lindahl tax shares? They
mimic the effects of the competitive market in one respect: they
divide the inframarginal surplus from public goods in a haphazard
fashion. Each citizen’s Lindahl tax price for a public good reflects
the utility of the marginal unit value of that good at equilibrium
output, times the total agreed-upon output. Assuming a down-
ward sloping demand curve, each citizen will therefore realize in-
framarginal surplus, i.e. gains from trade, on all but the last unit
consumed. As in competitive markets, however, the amount of
that surplus is arbitrarily fixed by the shape of the individual’s
demand curve for that good relative to the equilibrium price.®® In
another respect, however, Lindahl tax prices differ from conven-
tional prices in a competitive market: Lindahl tax prices are pro-
portionate to the marginal utility each individual derives from a
given quantity of a public good, rather than to the quantity of that
good consumed. In contrast, in the competitive market, total
prices spent on a good would be proportionate to quantity con-
sumed, since, facing a constant price, consumers vary their quan-
tity until the last unit purchased generates marginal utility equal
to that price. :

Just as it is unclear what Hayek’s “total utility” metric for tax
shares may imply about tax rates, it is also unclear what Lin-
dahl’s “marginal utility” metric for tax shares implies about tax
rates. For some true public goods, marginal utility seems unlikely
to be positively correlated with income, suggesting a highly re-
gressive tax rate. For others, it might be positively correlated
with income, but whether that measure would lead to proportion-
ality seems much more doubtful.

2. Demand-Revealing Price Structures

As numerous commentators have noted, Lindahl-type solu-
tions, which tie the ultimate tax shares to stated preferences, all
have a central flaw. Since the government cannot exclude individ-

37 See ATKINSON & STIGLITZ, supra note 34, at 509-12. The solution parallels the opti-
mal solution for pricing jointly produced products, where the shared fixed costs of produc-
tion are allocated between the products in proportion not to their respective variable costs,
but in proportion to respective demand. In the public goods context, rather than facing two
products with shared fixed costs, we face one product with shared benefits. The solution is
the same, however: the costs of the product are allocated among consumers who share the
benefits in proportion to their demand schedule for the product.

38 See T. Nicolaus Tideman, Ethical Foundations of the Demand-Revealing Process, 29
PusLic Cuoice 71, 74 (1977) (“if cost shares exactly equalled benefit shares . . . redistribu-
tion would be confined to that induced by the relatively arbitrary sharing of gains from
trade under Lindahl taxes”).
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uals from using true public goods, whatever their stated prefer-
ences, such solutions—which, in effect, require each individual
bidder to put her money where her mouth is—create an incentive
for individuals to understate their preferences in the bidding pro-
cess, thereby leading to the suboptimal production of public
goods.*®

Over the past 35 years, a number of public economists have
proposed ingenious modifications to Lindahl’s basic scheme to
solve this central problem.* The modifications take different
forms, but most share one key feature: the tax share that people
ultimately will pay for each public good is decoupled from their
stated preferences for that good, in order to induce true revelation
of preferences. In most models, that result is accomplished by a
two-level pricing system: (1) a first-level tax is imposed to cover
the full costs of producing a public good at a given level, with the
tax shares assigned independent of each person’s true demand
schedule for that good; and (2) a supplementary tax is imposed,
the sole purpose of which is to force the true revelation of prefer-
ences. This latter tax is not used to pay for the public good in
question.*’ The level of this supplementary tax in most schemes is
loosely correlated with preferences, since it may, and in some
cases certainly will, impose some cost on each individual to move
the outcome in her preferred direction.*? To that extent, the sup-
plementary tax may reflect a loose quid pro quo for benefits re-
ceived. The correlation, however, is loose at best. In the case of
the leading schemes, once a large number of voters is introduced,
the tax disappears entirely.

What does the foregoing imply about the appropriate tax
rates to finance true public goods? The critical feature of all of
these proposals is that each individual’s tax share must be unre-
lated to that individual’s revealed demand for the good, and hence
the level of utility she derives from consumption. This require-
ment rules out, at least in strict form, the one criterion for as-
signing tax shares, quid pro quo on an individual basis, that a
benefit theory insists upon. Many of these schemes contemplate
that the first-level tax will be apportioned among individuals on a

39 See MUSGRAVE, supra note 17, at 80; Samuelson, supra note 33, at 888-89, 182: “it
is in the selfish interest of each person to give false signals, to pretend to have less interest
in a given collective consumption activity than he really has.” For a summary of the other
reasons to anticipate that Lindahl’s strategy would not achieve an optimal solution, see
MUSGRAVE, supra note 17, at 79.

40 Most of these demand-revealing solutions are traceable back to Theodore Groves,
Incentives in Teams, 41 EconoMETRICA 617 (1973).

41 In some models, the supplementary tax is not paid in dollars at all, but instead in
scarce voting points; in others, it is paid in dollars, but the dollars are wasted, or at least
not returned in any systematic fashion to the individual voters (if they were, that would
undermine motives for honest revelation).

42 See MUELLER, supra note 32, at 145.
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per capita basis, a solution that would obviously be highly regres-
sive. For some schemes, the per capita charge is a necessary fea-
ture, while for others, it is not. In the latter cases, it is
theoretically possible that, once optimal output, and hence full
costs, are determined, one could distribute that tax burden by in-
come class or other measurable and taxable voter characteristics
in a fashion that approximates what Lindahl taxes for that group
would look like.** That decision, however, is independent of the
efficiency concerns that are driving the models, and would be dic-
tated by wholly external distributive concerns, which require in-
dependent justification.

C. Epstein’s “Tale of Two Pies”

These and all other attempts to solve the problem of optimal
output and pricing in the true public goods context are concerned
only with efficiency. Thus, they take the background distribution
of wealth as just, and disregard whatever incidental distributive
effects their solution might entail. In recent years, some promi-
nent libertarians have directly addressed the question of the just
distribution of surplus from public goods and the tax costs of fi-
nancing them. Two notable recent examples are Richard Ep-
stein’s Takings** and David Gauthier’s Morals by Agreement.
Both arguments attempt to develop a theory of the just distribu-
tion of surplus value created by the existence of an organized soci-
ety, and both purport to derive proportionate taxation from that
theory. Many of the intuitions that drive these two pieces seem to
be widely shared in libertarian defenses of proportionate taxation,
including Hayek’s quoted above.*

I have explored both arguments in greater length elsewhere.*®
In the interests of economy, I will limit discussion here to Ep-

43 For such a suggestion, see Tideman, supra note 38, at 74. The logic here is that,
while taxpayers might still have a mild incentive to depress their income levels to avoid
Lindahl taxes, they have no incentive to lie about their true preferences, since their indi-
vidual, truthful revelation has virtually no effect on aggregate output, and hence on the
absolute amount of the Lindahl share their income class will bear.

44 Epstein’s arguments in TAKINGS (supra note 5) are prefigured in an earlier piece,
Taxation in a Lockean World (supra note 5).

45 See supra note 28 and accompanying text.

46 Barbara Fried, Why Do Libertarians Love Proportionate Taxation? Epstein’s Tale
of Two Pies and Other Puzzles (draft manuscript) (copy on file with Chapman Law Review).
Gauthier’s convoluted theory of just distribution is not easy to summarize. In brief, he
argues that the surplus value from society ought to be divided among all the cooperators
who produced it in accordance with his principle of “minimax relative concession” (MRC).
MRC requires that surplus be divided among members of a society so as to equate the ratio
of (1) the total amount of surplus that each person actually gets from any cooperative ven-
ture in which he is a participant, to (2) the largest amount of surplus he could have plausi-
bly claimed from that cooperative venture. Gauthier’s verbal formulation is different, but
amounts mathematically to the same thing. GAUTHIER, supra note 14, at 136-40. The larg-
est amount he could have plausibly claimed, in turn, is the amount left over after fellow
cooperators’ costs are covered; that is, after cooperators are left no worse off than under
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stein’s, the more conventional of the two. Epstein, consistent with
conventional libertarian premises, limits the state’s taxing powers
to raising funds to finance true public goods, explicitly precluding
any spending motivated by redistributive intent.*” That con-
straint, however, leaves open the question of how precisely that
revenue is to be raised, and hence how any surplus value gener-
ated by the existence of the minimal state—with surplus implic-
itly defined here as the total value of society net of the tax costs of
providing it—is to be distributed among citizens.

For Epstein, all roads, whether constitutional, Lockean rights
theory or utilitarian, lead to the same two-part answer to the
question, “Who gets the surplus?”*® First, the surplus should be
divided in proportion to the value of each citizen’s “private hold-
ings,” which Epstein defines as the property she would have held
in a state of nature (SON), under just (Lockean) principles of ac-
quisition.*® Second, such proportional division of surplus will nat-
urally, if not definitionally, lead to proportionate taxation.

Both halves of the argument have some surface plausibility.
At least so one is led to conclude by the long list of people who
have subscribed to them. The more one ponders them, however,
the less plausible they seem. I take up each half in turn.

1. Why Should the Surplus Value Created by the
Existence of Organized Society Be Distributed in
Proportion to the Value of Rights Individuals
Have Brought into Society?

As noted above, Epstein purports to defend this proposition
from three different vantage points: constitutionalism, utilitarian-
ism, and a Lockean, natural rights, perspective. For present pur-
poses, I want to set the first two to the side, and examine the

noncooperation. Id. at 137-39. As Gauthier ultimately acknowledges, this formula dictates
an equal division of surplus among all participants in each cooperative venture, assuming
each makes the largest plausible claim he could. Id. at 151-54, 277. In Gauthier’s view,
this equal division may be deviated from, under a Rawlsian minimax principle, where all
will be benefitted by the deviation. What it implies about the division of surplus at the
societal level is much less clear. Gauthier argues that it logically leads to proportionate
taxation. For reasons I have explored elsewhere, that argument must rest on assumptions
about the distributive effects of pretax prices that are wildly implausible on their face, and
impossible to reconcile with other aspects of Gauthier’s argument. See id.

In the end, proportionate taxation is such an implausible expression of Gauthier’s view
of distributive justice that his enthusiasm for it, like Rawls’s, is interesting chiefly as an
illustration of the strength of the irrational pull proportionality exerts on the imagination.

47 TAKINGS, supra note 5, at 163-64.

48 Id. at 162.

49 Id. at 3-5, 163-64. See also Taxation, supra note 5, at 52-53, “noting that the base-
line against which ‘being better off is measured gives to each person only his natural rights
to liberty and property, and not the fruits acquired by theft, aggression, or deception.” For
Gauthier’s similar conclusion, see GAUTHIER, supra note 14, at 254, arguing that each share
in the joint gains from society should be “proportioned to the contributions of its
recipients.”
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question only from the third; the perch shared by most of his fel-
low libertarians.?®

Locke’s state, like Hobbes’s, Epstein argues, gets its legiti-
macy from the strict pareto-superiority of the deal it offers its
members: give up the formal freedom you possessed when locked
in your war of each against all, in return for constraints of law
that will leave all of you at least as well off, and some of you better
off, than you were in the SON. For Hobbes, that guarantee of
strict paretianism defined the full extent of the sovereign’s obliga-
tions to its citizens. For Locke, however, it merely set a floor on
those obligations. While Hobbes’s sovereign was free to appropri-
ate virtually all the surplus value of civilization, Locke’s was not:
“liln the Lockean world, . . . the sovereign is to be fully con-
strained, so that the lives, liberties, and estates of the citizens
may be preserved. The tangible measure of that constraint is that
principled . . . limits are placed upon the appropriation of surplus
by the sovereign.”!

As Epstein acknowledges, Locke himself did not supply those
principled limits. Epstein does so in his stead, concluding that the
surplus “should be divided among all citizens, pro rata in accord-
ance with their private holdings.”? Why? Epstein, along with nu-

50 Epstein’s idiosyncratic constitutional argument for dividing surplus in proportion
to rights in a state of nature, in brief, is as follows: (1) the just compensation clause ex-
tends to taxation as well as conventional takings; (2) the “public use” requirement in the
just compensation clause mandates proportionality between the benefits and burdens of
any public taking; and (3) the requirement of proportionality mandates that all surplus
value created by the state be distributed in accordance with the value of assets people bring
into the state. His utilitarian argument for pro rata division of the surplus, in brief, is that
such division “does not skew the incentives of private parties in the choice between public
and private control over human affairs. For example, if each person received an equal por-
tion of the general gain, there would be an incentive for persons with smaller shares to
force matters into the public arena, where they would be relative gainers.” TAKINGS, supra
note 5, at 163. The utilitarian argument fails for the same reasons that the Lockean one
does: the private market does not reward individuals in proportion to the value of their
rights in the state of nature, and such pro rata division of the surplus would not, in any
event, give rise to a proportionate tax.

51 Id.

52 Id. For those familiar with Takings, that conclusion is presented in the pie chart of
two concentric circles that opens the book. Id. at 3-6. The view that the surplus value
created by a Hobbesian state ought to be divided pro rata in accordance with individuals’
SON holdings is fundamental to Epstein’s view of a just society. See id. at 3, 5: “The im-
plicit normative limit upon the use of political power is that it should preserve the relative
entitlements among the members of the group, both in the formation of the social order and
in its ongoing operation. . . . Each gain from public action therefore is uniquely assigned to
some individual, so that none is left to the state, transcending its citizens.” Epstein asserts
it largely as fiat in Takings. In Bargaining with the State, he defends it with a number of
arguments, including that a vastly unequal division of surplus will be an unstable solution
and a pro rata division a stable one, an argument reminiscent of Gauthier’s game-theoretic
arguments for pro rata division; that it minimizes the chance that some party will be left in
a pareto-inferior position by the taxes-for-civilization deal, and that it (tautologically)
“leads to the automatic proration of the surplus among all contenders.” EPSTEIN, supra
note 27, at 90-91, 95-97. The first two arguments rest on empirical premises that seem
doubtful, or at the very least in need of some defense.
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merous others with libertarian leanings going back to Adam
Smith, appears to derive that conclusion from an unexamined
analogy to private partnerships.®® The general line of argument
goes as follows. Think of society as an n-person joint venture, in
which we all bring to the table our SON assets, which we agree to
pool in this collective venture called the state in return for our
aliquot share of the returns to investment, or surplus, that our
cooperation generates. If this were a private partnership between
two persons, one putting up $60,000 of capital and one putting up
$40,000, it is perfectly clear that the two partners would and
should agree to split the profits from their venture 60/40, in ac-
cordance with their contributions. There is no reason for that con-
clusion to change when we move from a two-person private
partnership to an n-person public one.

There are a number of serious problems with the analogy.**
The first is: how do we value SON assets for purposes of calculat-
ing what would be a fair (pro rata) return on them? As Epstein
concedes, his two-pie structure “presupposes that we have a very
clear sense of what counts as individual rights.”®® Much of the
criticism of Epstein’s Takings, along with Nozick’s Anarchy, State,
and Utopia and other libertarian schemes, has sought to argue
that such a “clear sense” is impossible to come by, and that what
Epstein et al. take to be the boundaries simply reflects conven-
tional Anglo-American property arrangements that would be im-
possible to deduce from any deep-seated theory of natural rights.
I want to set those objections aside for the moment, and suppose

Some notion of equal proportionate division of surplus is fundamental to Gauthier’s
view of a just society as well, although the precise notion is less clear. As noted below,
Gauthier suggests in passing the standard solution by analogy to partnerships—returns-
in-proportion-to-investment—proposed by Epstein and others. But the version he develops
in depth in Morals by Agreement, under the rubric “minimax relative concession” (MRC),
rejects that model entirely. For further discussion of these matters, see FRIED, supra note
46.

53 See SMITH, supra note 16, at 945: “The subjects of every state ought to contribute
towards the support of the government . . . in proportion to the revenue which they respec-
tively enjoy under the protection of the state. The expense of government to the individuals
of a great nation, is like the expence [sic] of management to the joint tenants of a great
estate, who are all obliged to contribute in proportion to their respective interests in the
estate.” Among contemporary libertarians, see, for example, GAUTHIER, supra note 14, at
140-41, 152, 254. “[Tlhe ratio between the benefit [each member of society] receives and
the contribution she makes is, so far as possible, constant, the same for all.” Id. at 152.
Gauthier’s actual scheme for dividing the surplus value generated by society, however,
abandons that principle entirely. See supra note 46.

54 For these purposes, I accept the conventional libertarian premise that individuals
are entitled to what they have acquired by Lockean principles in the SON. To the extent
one rejects that premise, because, for example, one does not regard as just the natural
distribution of talents, or the distribution of resources by grab in the SON, SON entitle-
ments lack justificatory significance, and as a consequence, arguments for distributing sur-
plus pro rata in accordance with those entitlements will lack justificatory weight as well.

55 TAKINGS, supra note 5, at 5.
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that we could come up with some formal boundaries on such natu-
ral rights. The question is: what are they worth in the SON?

Epstein concedes that the value of rights in the SON may be
low, due to uncertainty and insecurity.® That concession, how-
ever, is hardly damaging to his argument. The real problem is,
how would we determine the value in the SON to begin with?
Rather than hazarding an answer—a daunting thought experi-
ment—Epstein simply assumes that the value of rights in the
SON are a scaled-down version of the value of rights in society.
Thus, if Brains is earning 100 times more than Brawn in America
circa 1999, we are to assume that the use value of Brains’s human
capital in the SON was 100 times higher than the use value of
Brawn’s. As discussed below, this assumption that people’s en-
dowments retain the same relative values in moving from SON to
society is critical to Epstein’s argument for proportionate taxation;
it also seems completely unfounded.

The second problem is, what portion of the surplus value gen-
erated by civilization is subject to division by collective decision-
making? In the typical private joint venture envisioned in the 60/
40 partnership example above, the answer is relatively clear.
First, the boundaries between the partnership’s activities and the
separate activities of each partner are typically clearly demar-
cated, and hence that portion of social wealth attributable to the
returns to the partnership’s activities clearly demarcated as well.
In committing their respective $60,000 and $40,000 to their joint
venture, each partner implicitly commits to dividing those returns
by some collectively agreed-to decision rule.

The answer to the question, however, is far from clear in the
context of the Lockean social contract. What exactly are the
boundaries of the partnership we are embarked upon here? Does
it extend only to the creation and operations of the formal state, or
does it extend to social organization in any form? Epstein and
others appear to make the latter assumption, in assuming that
the entire (aggregate) increase in wealth we all realized in moving
from the SON to America circa 1999 is subject to division by col-
lective decisionmaking. That broad view, of course, implies that
the enormous gains society bestows on those whose natural tal-
ents have little use value on their Crusoeian island are all up for
grabs. One could take this view of our implicit (Lockean) social
contract, pursuant to which all the gains that, say, Wayne Gret-
sky realizes by moving from being Wayne Gretsky alone on a de-
sert island, thinking of inventing a game called hockey if he could
ever find ice, eleven other players, and an audience to pay to
watch, to being Wayne Gretsky in late twentieth-century America

s6 Id. at 3.
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earning $20 million a year, are thrown into a common pool for di-
vision in accordance with some norm of just distribution. This is
certainly a plausible moral view, with a number of respectable ad-
herents.?” But it seems like an odd concession to collectivist ethics
for libertarians to make. One would expect them to insist that a
smaller portion of the gains to Gretsky from civilization is fair
game for redivision among all citizens.”® Limiting what is up for
grabs to that portion of private gains directly attributable to the
provision of specific, costly, public goods, is one possibility—a view
that implicitly limits the scope of the social contract to the opera-
tions of the formal state. Nozick and others have suggested an-
other: that the only thing that should be up for grabs is that
portion of income that exceeds what the best endowed could have
gotten, not by staying in the SON, but instead by seceding from
the existing state and forming a new state whose membership was
limited to the best endowed.®

Third, assuming that America circa 1999 represents one great
joint venture, with each participant entitled to some share of the
aggregate returns to civilization, how are those returns to be di-
vided among the participants? A pro rata division, in accordance
with the value of assets contributed, is an obvious solution only if
one is dealing with inputs that have an opportunity cost (expected
return outside the partnership) equal to their value inside the
partnership. That condition is presumably met in the 60/40 part-
nership example above, if we assume the partners’ only contribu-
tions are (fungible) cash, which is raceiving a marginal
(competitive) return. In such a case, the constraints of the mar-
ket—the opportunity cost of capital—dictate a pro rata division of
the partnership’s income, whatever justice might require, and
most people would take that result to be consonant with what jus-
tice in fact requires.

But in the Lockean social contract, the value of each person’s
assets is (by hypothesis) greater if exploited within the joint ven-
ture of civilization than it is outside of that joint venture in the
SON. That is to say, the Lockean social contract resembles an n-
person multilateral monopoly rather than a competitive equilib-
rium. Imagine, for example, that in our two-person partnership,
partner A contributes a really good idea, which requires $100,000
in ready cash to exploit, and partner B contributes the $100,000—
the only person, as it turns out, that was willing to come up on the

57 See, e.g., RAWLS, supra note 4, at 520-29; KENNETH J. ARROW, SocIAL CHOICE AND
JusTICE 188 (1983).

58 This position is, of course, just a variant of the point made above, concerning the
level of aggregation at which to test the pareto-superiority of civilization.

59 Nozick, supra note 24, at 192-93. For a similar argument implicit in his parable of
the greens and the purples, see GAUTHIER, supra note 14, at 284-86.
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spot with the required cash. Now, there are gains from coopera-
tion in excess of the returns available to either partner from her
next best available opportunity. To that extent, they are, with re-
spect to each other, locked in a bilateral monopoly. How should
returns from our grand joint venture be divided now?

The problem presents one instance of the allocation-of-com-
mon-costs problem that has been subject to extensive analysis in
the game theory literature. The question is, how should the com-
mon costs of a value-enhancing cooperative venture be allocated
among the cooperating parties? While a detailed treatment of the
issue is beyond the scope of this paper, a brief overview may be
helpful in framing the problem.

In game-theoretic analyses, the possible solutions (“core”) of
the common-costs problem are taken to include all allocations that
give each player in the cooperative game a payoff at least as great
as the greater of (1) what she could have secured through a non-
cooperative strategy, and (2) what she could have achieved as a
member of the most profitable coalition of players that could se-
cede from the group to pursue their own cooperative strategy.®
Clearly, condition (1) requires that each person get a return from
civilization (net of taxes) at least equal to the value of her assets
in the SON—that the choice be individually rational. (This, of
course, correlates with the minimal pareto condition imposed at
the maximum level of aggregation.) Condition (2) adds the addi-
tional requirement of group rationality; it just restates in a
slightly different form Nozick’s secession thought experiment, de-
scribed above.®* Nozick is concerned with defining the extent of
private gains that are up for grabs at all; condition (2) is con-
cerned with defining how such gains should be divided. But the
two are just different paths to the same conclusion: the best en-
dowed group in society (and by extension each lesser endowed
group in turn) will claim for itself, at a minimum, that portion of
the gains from social cooperation that it could have achieved by
seceding from America circa 1999 and forming a new state whose
membership is limited to the best endowed.

What if anything do the above conditions imply about the ap-
propriate division of surplus from society? First, the strict re-
quirement of individual or group rationality holds as a descriptive
matter—that is, predicts the actual outcomes in allocating com-
mon costs—only where exit from the group is possible and

60 For a discussion of this “stand alone property,” see Lewis Kornhauser, Fair Division
of Settlements: A Comment on Silver and Baker, 84 Va. L. REv. 1561, 1568-72 (1998);
HervE MouLIN, AxioMs oF COOPERATIVE DECISIONMAKING, 89-95 (1988). I am indebted to
Lewis Kornhauser for pointing out the relevance of the standard allocation-of-common-
costs analysis to the problem at hand.

61 See supra note 59 and accompanying text.



1999] The Puzzling Case 179

costless. To the extent that it is costly for the best endowed mem-
bers of society (and by extension any other subgroup) to secede
from America circa 1999 to form their more perfect union, the
gains they could have realized in that more perfect union are, as a
purely positive matter, expropriable by the less well-endowed ma-
jority. This, of course, describes to a considerable extent the situa-
tion facing the very rich in this society.®? In such a case, what, if
any, normative force does condition (2) carry? Are we required to
abide by the distributive results the best endowed could have ob-
tained for themselves were exit costless, even though it is not, and
if so, why?

Assuming that we are, in fact, morally required to abide by
condition (2) (the results of the Nozickean thought experiment),
what does it imply about the appropriate division of surplus from
society? As Kenneth Arrow has argued, if there are no increasing
returns to scale for society and no externalities, in a large enough
economy where no individual is large on the scale of the economy,
“the core shrinks to the competitive equilibrium.”® That is to say,
condition (2) leads to whatever division of surplus happens to re-
sult from market prices, and there is, as Arrow states, no problem
of social justice left at all.** In such a world, taxation is presuma-
bly relegated to a pure benefits tax, with rates set to mimic (as far
as possible) the prices the market would itself set for publicly pro-
vided goods or services.

If there are increasing returns to scale from organized society,
generating significant gains from nonsecession for any subgroup,
including the best-endowed, the range of solutions in the core is
less clear.®® Contrary to Epstein’s, Gauthier’s, and others’ appar-
ent assumption, however, there is unlikely to be any unique solu-
tion to the problem, and an allocation that assigns surplus (net of
taxes) in proportion to the value of SON assets is not necessarily
even in the core of the game.®

62 Given the inherent administrative limitations of an income tax, which does not tax
leisure, the rich do of course have a less costly means of exit available to them if tax rates
get high enough: to trade off productive labor for (untaxed) leisure. As a practical matter,
that form of exit is likely to constrain political choice far more than the more extreme sort
of exit contemplated here.

63 ARROW, supra note 57, at 188.

64 Id.

65 For the thoughtful argument that there are, in a deep sense, such increasing re-
turns to scale from organized society, see ARROW, supra note 58, at 188. I am indebted to
Marvin Chirelstein for bringing this passage to my attention.

66 For a proof of the latter proposition in the context of joint litigation costs, see Lewis
Kornhauser, Control of Conflicts of Interest in Class Action Suits, 41 PuBLic CHOICE 145
(1983).
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2. Would Pro Rata Division of the Surplus Value of the
Social Contract, in Proportion to the Value of
Individual Rights in a SON, Lead to
Proportionate Taxation to Finance the
Cost of Public Goods?

Epstein, along with numerous others, presumes the answer to
the above question is yes. In fact, the answer is no, unless two
conditions are met: everyone must derive utility from the creation
of the minimal state in proportion to the value of his or her rights
in an SON, and the utility each person derives must all be re-
flected in income (or whatever other tax base we use). It is ex-
tremely unlikely that either of these conditions will be met, let
alone both.

A simple example will illustrate the problem. Suppose we
have a two-person SON society. Person A, a hunter, has rights, in
the form of human capital, with a market value of $10. Person B,
a gatherer, has rights, in the form of human capital, with a mar-
ket value of $20. The two enter into a compact to create a Nozick-
ean/Lockean minimal state, pursuant to which they forswear
Hobbesian aggression against each other, agree to hire a merce-
nary police force and army to enforce their Hobbesian contract
against mutual aggression and to defend themselves jointly
against outside aggression, and agree to create a variety of pure
public goods, including a lighthouse, a TV broadcasting system,
and roads. All of these goods and services together cost $100 to
supply.

Due to the advances that civilization has brought, person A is
now able to give up hunting and become a taxi driver for visiting
tourists. She spends her spare time watching television. The to-
tal subjective value to her of her rights in civilization is equal to
$230, of which $140 is attributable to income generated by driving
a cab and $90 to the pleasures of watching TV. Person B, in the
meantime, becomes a television technician. He works all the time,
generating a total subjective value to him of $260, equal to the
total market earnings he realizes.

Thus, in our simplified example, the total costs of civilization
are equal to $100, and the total benefits of civilization are $460
($490 total utility in civilization, minus $30 total utility in the
SON), yielding a net surplus value from civilization of $360. How
is the $100 cost of producing that $460 benefit to be divided
through the tax system? Epstein would argue it should be di-
vided such that A ends up with one-third of the total $360 surplus
value, or $120, and B ends up with the remaining $240. But, as
the chart below indicates, that result would mean that A must
bear the entire $100 cost of public goods, and B nothing. In con-
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trast, a proportionate tax on earned income (which in this exam-
ple totals $400) would take 25% of the earned income from each of
the two, producing a $35 tax bill for A (.25 x $140) and a $65 tax
bill for B (.25 x $290).

EprsTEIN’S TALE oF Two PiEs

A B
Hunter Turned Gatherer Turned
Taxi Driver TV Repairman
SON (wealth) $10 $20
LS (wealth) $230 $260
($140 income and (income)
$90 imputed income)

Epstein tax allocation $100 $0
After-tax wealth $130 $260
Net of rights in SON -$10 -$20
After-tax share of surplus $120 $240
Tax allocation under 25% $35 $65
proportionate tax on
income

Thus, Epstein’s “proportionate division of the surplus” rule
clearly produces results that are wildly removed from a propor-
tionate tax on income. In this particular example, it produces a
tax scheme in which 100% of the tax burden falls on the person
with the lower earned income. While that particular result is an
artifact of the numbers chosen, the more general conclusion is not.
Indeed, only by the most implausible coincidence would Epstein’s
rule ever produce something approximating proportionality.

To drive the point home, imagine we expand the example to a
four-person SON society, in which, in addition to A and B above,
we also have C, a wily but puny hunter, whose brains compensate
only partially for her absence of brawn, leaving her slightly worse
off than A; and D, a 7 foot 6 inch gatherer whose freakish height
is on the whole a disadvantage for his chosen profession in the
SON economy, leaving him slightly worse off than B. In the
Hobbesian minimal state circa 1999, C becomes a well-paid law
professor, the income from which far outstrips A’s or B’s, and D
becomes a basketball superstar, the income from which dwarfs
A’s, B’s and C’s. The relative gains to C and D—whose distin-
guishing talents were completely worthless in the SON—from en-
tering into civilized society are wildly disproportionate to their
relative positions in the SON. As a consequence, a tax designed to
return C and D to their same SON positions relative to A and B
must necessarily fall in a confiscatory manner on C and D.
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III. SociarL WELFARIST/CONSEQUENTIAL THEORIES OF
DISTRIBUTIVE JUSTICE

The intuition that tax burdens should be set in a fashion that
minimizes the aggregate burden they entail has long held appeal.
For the latter part of the nineteenth century and first half of the
twentieth, that intuition was most frequently embodied in the no-
tions that tax burdens ought to be allocated in accordance with
“ability to pay,” or to “minimize sacrifice.” For reasons thoroughly
rehearsed elsewhere, neither “ability to pay” nor “minimum sacri-
fice” theories have moral coherence as freestanding principles of
distributive justice.®” They are incomplete intuitions of a deeper,
unarticulated (social welfarist) theory of distributive justice, in
which the state has an obligation to use its fiscal powers to further
the aggregate welfare of society, aggregated in accordance with
some implicit or explicit social welfare function.

Viewed in that larger context, the social welfarist case for any
tax structure judged in isolation is inherently unsatisfactory, for
reasons that critics of “ability-to-pay” and “equal sacrifice” theory
on the right and the left have long recognized. Once we admit
that the redistribution of income for social welfarist ends is a legit-
imate role for the government, it is morally incoherent to isolate
the tax side from the transfer/expenditure side of the fiscal ledger.
As Wicksell commented many years ago, there is no point in
achieving “a just part in an unjust whole.”® It is operationally
incoherent to isolate the tax side of fiscal affairs as well, for the
simple reason that we can undo any tax distribution on the trans-
fer side. Take the following, simple example. Suppose we have a
two-person society in which Poor earns $1000 and Rich earns
$10,000. Suppose we impose a flat tax of 45% on both Poor and
Rich, thereby reducing Poor’s after-tax income to $550 and Rich’s
to $5500. Suppose we then take the resulting $4950 in tax reve-
nues, and distribute them in-kind and in cash entirely to Poor.
One would be hard-put to disagree if Rich is heard to complain
that the net result of all this fiscal legerdemain is a confiscatory
tax on Rich for the purpose of achieving absolute income equality
between Rich and Poor.*®

67 See MUSGRAVE, supra note 17, at 90-115.

68 KNUT WICKSELL, FINANZTHEORETISCHE UNTERSUCHUNGEN UND DAS STEUERWESEN
ScHWEDEN’s 143 (Jena 1896) quoted in translation in MUSGRAVE, supra note 17, at 72. See
also Edgeworth’s and Pigou’s observations to the same end, both cited in MUsGRAVE, supra
note 17, at 111; discussion in FRrIED, supra note 30, at 154-55.

69 The potential for undoing any tax distribution on the transfer side has not been lost
on the right, although proponents of proportionality on libertarian grounds probably have
underestimated the extent to which it undercuts any fairness arguments for proportional
tax rates judged in isolation. See, e.g., HAYEK, supra note 1, at 307 (recognizing the poten-
tial for effecting radical redistribution through use of proportionate tax and differential
transfers to the lower classes, but assuming that potential is limited in practice by the
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What an optimal tax-and-transfer scheme would look like
under a plausible range of social welfare functions giving priority
to the needs of the worst-off has been much debated. The central
problem, of course, is how to balance welfare gains (assuming a
declining marginal utility of income) from redistributing income to
the poor, against welfare losses from the distortionary effects of
taxes required to finance the redistribution. It has been suggested
that a degressive tax, or even a tax rate structure that declines
slightly at the top, may well be optimal if combined with substan-
tial lump-sum transfers (so-called demogrants).”” The intuition
behind flattening rates at the top is that the last, or marginal,
incremental decision to work or save is most sensitive to tax rates.
In a world with perfect information, each person would have her
own optimal tax schedule, with rates set very high on in-
framarginal earnings, and declining, ultimately to zero, on the
last (marginal) dollar earned. In our actual world, where we can-
not observe people’s true preferences, a degressive tax structure
might best approximate that ideal result. More recent work has
cast doubt on the efficiency arguments for a degressive tax, sug-
gesting that, at least in some contexts, in particular, in winner-
take-all markets and contexts where work and savings decisions
are driven by a desire for relative status, steeply graduated rates
may well be more efficient than flat rates.” The larger point, how-
ever, remains clear. The case for any tax structure on social
welfarist grounds is purely derivative of prior moral commitments
to a particular social welfare function, and empirical hunches
about the combination of tax and transfer schemes that will best
effect it.

Notwithstanding the foregoing, many thoughtful people, pro-
ceeding on social welfarist premises, have found it irresistible to
assess the desirability of a given tax arrangement in isolation
from the transfer side of fiscal affairs. This approach is perhaps
an inevitable occupational hazard for professional tax types,
whose habitual frame of reference and claims to expertise both
push toward that partial view. It may also, in some cases, sensi-
bly reflect political exigencies. If a decisionmaker is limited, as a
political matter, to affecting the distribution of tax burdens, then
it is perfectly sensible for her to take all other variables as given.

inflexibility of in-kind transfers as a tool for income redistribution). Of course, once one
admits the possibility of straight cash transfers, that problem goes away.

70 See Bankman & Griffith, supra note 21, at 1955-58.

71 For a very suggestive treatment of these issues, see RoBerT H. FRANK AND PHILIP J.
Cook, THE WINNER-TAKE-ALL Society (1995), and Robert H. Frank, Progressive Taxation
and the Incentive Problem, Working Paper no. 98-4 (Off. Tax Pol’y Res., U. of Mich. Bus.
Sch., 1998). For a much earlier treatment of the relative status problem along the same
lines in a slightly different context, see A.C. Picou, A Stupy v PusLic Finance 90 (3d rev.
ed. 1947).
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The tendency for social welfarists to assess the fairness of tax bur-
dens, divorced from the government’s other fiscal functions, ex-
tends far beyond the foregoing situations, however, to include
those who are trying to work out a just scheme of income distribu-
tion de novo. Perhaps the most recent striking example is Rawls.

In A Theory of Justice, Rawls suggests that the fairest tax
scheme for raising funds to “provide for the public goods and make
the transfer payments necessary to satisfy the difference princi-
ple” would be a proportional consumption tax.”? Rawls offers the
suggestion in passing, as a part of a hodgepodge of proposed fiscal
arrangements to effect a just state, and it seems doubtful that he
has thought through the implications of any of these institutional
arrangements very clearly.” At any rate, one suspects he would
think better of many of them on further reflection.

72 RawLs, supra note 4, at 278-79.

73 Following Musgrave, Rawls divides the government into four functions: the alloca-
tive, stabilization, transfer, and distribution branches. For our purposes, only the latter
two are relevant. The transfer branch Rawls defines as concerned with guaranteeing a
social minimum, provided either piecemeal by family allowances, special payments for sick-
ness, and employment, or more systematically by a negative income tax. Rawis, supra
note 4, at 275. He subdivides the distribution branch into two functions: (1) regulating
intergenerational transfers, through gift and estate taxes and restrictions on rights of be-
quests, in order to “prevent concentrations of power detrimental to the fair value of political
liberty and fair equality of opportunity,” id. at 277; and (2) raising tax revenues necessary
to “provide for the public goods and make the transfer payments necessary to satisfy the
difference principle,” id. at 278.

There are a number of peculiarities here. First, it would seem that the guaranteed
minimum income that is the focus of the transfer branch should be subsumed under trans-
fers necessary to satisfy the difference principle, the task of the second leg of the distribu-
tion branch. Rawls himself seems to concede as much, in stating that “[o]nce the difference
principle is accepted, however, it follows that the minimum is to be set at that point which,
taking wages into account, maximizes the expectations of the least advantaged group.” Id.
at 285.

Second, it is not clear why the first and second legs of the distribution branch should be
treated as distinct. Why single out intergenerational transfers as a unique violation of the
just state that need to be dealt with through their own institutions, rather than simply
treating them as one of many possible sources of inequality that all require governmental
correction in accordance with the difference principle? One customary reason for distin-
guishing intergenerational gratuitous transfers from other sources of wealth, such as labor
income and returns to one’s own lifetime savings, is because the former is regarded as
uniquely “unearned” and hence undeserved. See FrieEDp, supra note 30, at 97-99; Eric
Rakowski, EquaL JusTice 158-62 (1991). Whatever the problems with this view—and they
have been much debated over the centuries—the view is clearly not one congenial to Rawls.
Rawls, consistent with his broad view of undeserved privilege, explicitly states that “[t]he
unequal inheritance of wealth is no more inherently unjust than the unequal inheritance of
intelligence,” and that “as far as possible inequalities founded on either should satisfy the
difference principle.” RawLs, supra note 4, at 278. This statement suggests that wealth
from inheritance should be treated like wealth from any other source, presumably all under
the second distribution branch. The second danger that Rawls suggests is posed by inher-
ited wealth—that when it creates inequalities in wealth that exceed a certain limit, it
threatens “the fair value of political liberty and fair equality of opportunity” in society, id.
at 277—likewise suggests no ground for separating inherited wealth from any other source
of wealth. If the concentration of wealth is what matters, the source should not.

Finally, Rawls’s hostility to intergenerational transfers is hard to reconcile with the
solicitude he shows to savers in supporting a consumption tax in place of an income tax.
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In defense of a proportional rate structure—the element of
the scheme of relevance here—Rawls notes only that “it treats
everyone in a uniform way (. . . assuming that income is fairly
earned).”™ At the outset, Rawls’s argument runs smack into the
same difficulty faced by most libertarian defenders of a flat-rate
tax: the tax rate structure Rawls supports is, in fact, not a propor-
tionate one, but a degressive one, since Rawls, like most other pro-
ponents of proportionality, would permit the “usual exemptions
for dependents.””® Whatever other merits such a scheme might
have, it surely lacks the virtue of “uniformity” as that word is used
here. Setting that difficulty aside, the form of uniformity or equal-
ity that Rawls implicitly champions here, equal percentages of in-
come taken, is hardly an obvious solution to the question,
“equality of what?,” a matter to be returned to shortly. That point
is underscored by noting that the difference principle Rawls would
use in setting transfers adopts a quite different notion of uniform-
ity: uniformity of absolute income levels after tax and transfer,
subject to the exception for inequalities that help the least well off.

That last observation brings us to what is surely the greatest
oddity of Rawls’s championing of a flat-rate tax. In the context of
the overall Rawlsian scheme, the right not to have one’s income
taxed at a higher marginal rate than one’s neighbor’s stands as an
island of deontological rights swamped by a sea of redistribution.
As the above example of Rich and Poor illustrates,’® if the pro-
ceeds of a Rawlsian tax are used to finance the transfers to the
least well off required by the difference principle, the fact that the
rich are treated “uniformly” with the poor on the tax side should
be cold comfort to them, and a matter of total moral indifference to
a Rawlsian.

Indeed, the same criticism Rawls rightly makes at “tradi-
tional criteria” for fair taxation, ability to pay and benefits theory,
can be made of Rawls’s proposed tax scheme: it does not “take a

The salient difference between a consumption tax and an income tax is the treatment of
savings: a consumption tax exempts from taxation at least some forms of capital income
currently taxed under our income tax. See Joseph Bankman & Barbara H. Fried, Winners
and Losers in the Shift to a Consumption Tax, 86 Geo. L.J. 539, 540-42 (1998). In defense
of a consumption tax base, Rawls appeals to the “common sense precepts of justice,” pre-
cisely the ones that appealed to Hobbes some three hundred years ago, that “it imposes a
levy according to how much a person takes out of the common store of goods and not accord-
ing to how much he contributes (assuming here that income is fairly earned).” Rawws,
supra note 4, at 278. Whatever the merits of this position, the statement is hard to recon-
cile with Rawls’s position on intergenerational transfers. Given that a significant portion
of lifetime savings, at least among the wealthy, is destined for intergenerational transfer
through inter vives gifts and bequests, the choice to protect the return to savings, via a
consumption tax, during a taxpayer’s lifetime, while burdening the same decision heavily
upon death, seems to require some justification.

74 RAwWLS, supra note 4, at 278-79.

75 Id. at 278.

76 See supra note 69 and accompanying text.
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sufficiently comprehensive point of view” of the government’s role
in securing a just distribution of income.”

As a final oddity in Rawls’s defense of proportionality, Rawls
suggests that flat rates are obviously fair only in an already just
world. Given the injustice of existing institutions, Rawls argues,
there may be a role for “even steeply progressive income taxes.”™
By “injustice,” Rawls appears to mean here a world in which not
all income is “fairly earned.” It is hard to figure out what this
essentially Nozickean principle of rectification is doing in a Rawl-
sian world. Given Rawls’s view that talents, including a taste for
hard work, are undeserved, and hence the income derived from
those talents undeserved, what could it mean to Rawls for a per-
son to earn income fairly, such that it was not up for grabs under a
steeply progressive income tax?

In the end, the impossibility of making any logical sense, in
the context of his larger aims, of Rawls’s positions on tax policy in
general, and rate structures in particular, makes those positions
of more than common interest—not in justifying those positions,
but in appreciating the breadth and strength of the irrational pull
they exert. If Rawls, of all people, could think a flat tax a just tax
because “it treats everyone in a uniform way,” surely there is some
powerful instinct at work here that resists logic. What is it?

IV. EquaLiTy oF Tax BURDENS AS A PERCENTAGE OF INCOME AS
A DeErFauLT PosiTiON

Rawls may be the most surprising expositor of the view that a
flat tax is the fairest tax of all, but he is hardly alone. Many peo-
ple believe (1) that one can assess the fairness of a tax system in
isolation from government expenditures or any other government
policies affecting the distribution of wealth, and (2) that viewing
our tax system from such a perspective, a proportionate tax
scheme is the self-evidently fairest one, because, in the words of
Rawls, “it treats everyone in a uniform [that is, equal] way.”® In-
deed, for many, flat rates (or more precisely a degressive rate
structure) appear to be the only feature of the tax system that is
mandated on fairness grounds.®

77 RawLs, supra note 4, at 280.

78 Id. at 279.

79 Or so I infer from his repeated insistence on this qualification on his support for a
flat-rate consumption tax in the preceding passage. Id. at 278-79. Rawls doesn’t state ex-
plicitly what injustices he has in mind here.

8o Id.

81 Epstein, for example, treats all other fundamental choices in tax system, including
the choice of a taxable base,.double taxation at the corporate level, the realization require-
ment, the home mortgage interest deduction, and the preferential treatment of capital
gains, as normatively discretionary calls, on the empirical assumption that the resolution
of each of these questions will have little systematic impact on the distribution of surplus.
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Everyone is in favor of equality. The question, of course, is
“equality of what?” Why this particular version of equality, taking
an equal percentage of everyone’s income, has had such wide-
spread and persistent appeal is something of a mystery. It has
history on its side, of course, in the biblical tradition of tithing, but
that merely pushes the mystery one step back.

To take the case for proportionality in its most sympathetic
posture, let us assume that the beneficiaries of public expendi-
tures are absolutely impossible to trace, thereby precluding any
benefits-theory-based defense for any rate structure. We can in-
voke here Blum and Kalven’s helpful suggestion that we treat the
collection of taxes “as though it were only a common disaster—as
though the tax money once collected were thrown into the sea.”®?
Let us also assume that the state has no legitimate, social
welfarist interest in redistribution, and that we take the back-
ground distribution of pretax incomes as just. In this limited con-
text, in which the fairness of tax burdens is to be judged
completely in isolation, can we say anything at all about their just
distribution?

For most people, the default assumption in such a case, where
taxes are, in Blum and Kalven’s words, “a necessary evil falling
upon a distribution of money . . . which is otherwise acceptable,”®
is that the tax burden ought to be shared equally by all taxpayers.
This view is obviously reflected in the longstanding argument, go-
ing back at least to Mill, for “equal sacrifice” in taxation.** That
argument, however, simply raises the question adumbrated
above, equality of what?

TakiNGs, supra note 5, at 300-02. That assumption is almost certainly wrong with respect
to many of these items, given the highly skewed distribution of capital income in this coun-
try. The only other tax policy choice attracting constitutional scrutiny from Epstein is in-
dustry-specific tax breaks like percentage depletion for oil and gas.

Others, of course, notably including Rawls, have argued that the choice of tax base
(consumption versus income) raises fundamental issues of fairness. That argument is con-
spicuously absent, however, from most contemporary defenses of the so-called Hall/
Rabushka flat tax championed by Steve Forbes and adopted as the model for the Armey/
Shelby plan now pending before Congress. The Hall/Rabushka plan, along with most so-
called flat tax schemes, adopts a consumption tax base in place of an income tax base, in
addition to shifting from a graduated to a degressive rate structure. Notwithstanding that
fact, as Larry Zelenak argues at length in his piece for this symposium, most proponents of
the plans on fairness grounds are conspicuously silent about the former change. Lawrence
Zelenak, The Selling of the Flat Tax: The Dubious Link Between Base and Rate, 2 Cuar. L.
Rev. 197 (1999). Hall and Rabushka themselves, for example, completely ignore the con-
sumption tax feature of their proposal in their 30-page defense of the fairness of their flat
tax. Harr & RABUSHKA, supra note 7, at 23-51.

82 Blum & Kalven, supra note 6, at 517.

83 Id. at 460.

84 For typical expressions of that view, see Taxation, supra note 5, at 73-74 (where the
benefits and other costs of government are hard to assess, “a test of equal treatment across
taxpayers becomes the next best alternative”); Blum & Kalven, supra note 6, at 460 (if
taxes are a necessary evil falling on a distribution of income otherwise just, the object is “to
leave all taxpayers equally ‘worse off after taxes™).
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Now, we are plunged into a long-running dispute, well-docu-
mented elsewhere, and I do not propose to rehash it at length
here.?® In brief, commentators have disagreed about the proper
meaning of both equality and sacrifice, in interpreting “equality of
sacrifice.” Two principal measures of equality have been pro-
posed: equal absolute sacrifice, and equal proportionate sacrifice
(in proportion, that is, either to income or to any substitute taxa-
ble base).®*® Two principal measures of sacrifice have been pro-
posed: that sacrifice should be measured by the utility of dollars
relinquished, and that it should be measured by dollars
relinquished.

The resulting four-cell matrix obviously yields four different
interpretations of “equality of sacrifice.” Of the four, only one—
equal proportionate sacrifice measured by dollars relinquished—
unambiguously (indeed, definitionally) leads to a flat-rate tax.
Equal proportionate sacrifice measured by the utility of dollars re-
linquished under most plausible utility schedules for money would
yield a progressive rate structure. Equal absolute sacrifice mea-
sured by dollars relinquished obviously yields a highly regressive
head tax. Equal absolute sacrifice measured by the utility of dol-
lars relinquished is the most ambiguous: under differing but
plausible assumptions about the declining marginal utility of in-
come, it could imply a regressive, proportionate, or progressive
rate structure.®’

What, then, explains the apparently widely shared intuition
that the equality principle should be interpreted to require equal
proportionate sacrifice, measured by dollars relinquished? The
choice to use dollars, rather than the utility of dollars, as a mea-
sure of sacrifice, does not seem hard to defend. Indeed, the con-
trary choice, adopted by numerous tax theorists over the last
century, is much harder to understand.®® We customarily mea-
sure the price exacted for goods or services by nominal dollars
paid, not by the subjective disutility to the payor of relinquishing
those dollars. Opting for the latter measure here—a measure

85 See Blum & Kalven, supra note 6, at 455-65; MUSGRAVE, supra note 17, at 90-98;
FRrIED, supra note 30, at 153-54.

86 The third measure proposed by Mill, equimarginal sacrifice, was rightly dismissed
by friends and foes alike as nothing more than a stand-in for utilitarian concerns. See
FRriED, supra note 30, at 154-55.

87 See MUSGRAVE, supra note 17, at 99-100; Blum & Kalven, supra note 6, at 458-59.
David Gauthier, to take one recent example, assumes that the measure (which he supports
in a convoluted fashion) would result in a flat-rate tax. GAUTHIER, supra note 14, at 272.
There is clearly no more empirical, or even strong intuitive, support for that conclusion,
however, than for the alternative Friedmanesque assumption, which Gauthier rejects, that
the quantity of public goods people consume is proportionate to their income. Id. at 271.

88 See, e.g., Antonio de Viti de Marco, cited in MUSGRAVE, supra note 17, at 73; FrieD,
supra note 30, at 154-55, 301 nn.261-62. For a more recent defense of utility as a measure
of sacrifice, see GAUTHIER, supra note 14, at 271-72.
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that, under conventional assumptions of the diminishing marginal
utility of wealth, is inversely correlated with initial wealth—is
hard to explain except as an indirect way to smuggle in the very
redistributive objectives that we ruled out of bounds at the start of
this inquiry, when we took the background pretax distribution of
incomes as just.®®

The former choice, however—the choice of proportionate over
equal absolute sacrifice—seems much harder to defend. Probably
the most famous, albeit indirect, brief for proportionate taxation,
Blum and Kalven’s “Uneasy Case,” has only two things to say on
behalf of the fairness of flat rates in the course of its 100-page
assault on graduated rates. The first is that “[a]s a principle of
justice [proportionate sacrifice] is intuitively attractive.”® The
second is that the “virtue of the proportionate sacrifice formula is
that it remains neutral as to the relative distribution of satisfac-
tions among taxpayers.”' Virtually all defenses of proportionality
ultimately boil down to some variant of the former “I know fair-
ness when I see it” claim, or the latter tautology. In the tautologi-
cal vein, for example, consider Hall and Rabushka’s argument
that “[t]he principle of equity embodied in the flat tax is that every
taxpayer pays taxes in direct proportion to his income.”® Or con-
sider Hayek’s: while progression represents “discrimination
against the wealthy,”? proportionality “raises no problem of a sep-
arate rule applying only to a minority.”**

Can we do no better than this? The usual starting point for
implementing equality-based norms is that people who are identi-
cal in relevant respects should be treated identically. The case for

89 Gauthier attempts to justify a utility measure of sacrifice as not redistributive in
intent here by reference to his notion of “minimax relative concession” (MRC). GAUTHIER,
supra note 14, at 271-72, and note 46, supra. In brief, MRC requires an equal division of
the joint gains from cooperation, including gains from the cooperative provision of public
goods. Gauthier argues that a head tax will violate the requirements of MRC, because
under a head tax “a person with fewer resources will lose a greater proportion of the gain
he would realize were he to obtain the good at no [tax] cost.” Id. at 272. Presumably, this
result follows in Gauthier’s mind from the declining marginal utility of income: since dol-
lars are worth more to the poor, a head tax strips from them more absolute utility, and
hence a greater absolute share of the surplus. But if the utility of tax dollars given up to
purchase public goods is greater, so also, presumptively, is the utility of public goods re-
tained, net of taxes (that is, the poor’s share of the surplus from cooperation less their share
of the tax costs). If so, Gauthier’s requirement that surplus be divided equally, in utility
terms, seems more plausibly to lead to a steeply regressive tax than a flat tax. At any rate,
it requires some odd assumptions about the shape of marginal utility curves over the rele-
vant ranges to conclude otherwise. In the end, Gauthier’s inclination to measure gain by
utility, like his inclination to equalize the division of surplus under MRC, seems hard to
explain except as an expression of egalitarian impulses that are uneasily reconciled with
the libertarian premises of his project.

90 Blum & Kalven, supra note 6, at 460.

91 Id.

92 HaLL & RABUSHKA, supra note 7, at 27,

93 HAYEK, supra note 1, at 313.

94 Id. at 314-15.
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any tax rate structure that is tied to the level of income, be it pro-
gressive, proportionate or even regressive, thus depends on show-
ing that income levels are morally relevant in setting differential
tax burdens. In the case of benefits theory or social welfarist ap-
proaches, the claim for moral relevance of income levels is obvious.
In the case of benefits theory, income is taken as a proxy for bene-
fit levels; in the case of social welfarist approaches, whether em-
bodied in inchoate form in “ability to pay” arguments or full-blown
optimal tax analyses, income (or capacity to generate income, as
reflected in actual income) is taken as the prime measure of wel-
fare. If the justice of tax burdens is really to be judged in isolation
from either the distribution of government benefits or the desired
end-state distribution of income, however, it is difficult to see why
income levels would ever be relevant in measuring equal treat-
ment. The far more plausible measure of equality under those
conditions would seem to be equal treatment of individuals, a
premise that would seem to lead to a head tax. Indeed, Blum and
Kalven argue as much in another context, in attacking Mill’s
“equimarginal sacrifice” as a plausible interpretation of equality.
If we are really confining discussion to how we should allocate a
burden, and are ignoring benefits and distributive concerns, Blum
and Kalven argue, the principle of equimarginal equality “seems
not a little absurd. . . . [I]t is strange indeed to have [two men]
share a common burden by putting all of it on the wealthier
man.” It is no less absurd in principle, although less extreme in
degree, to put more of it on the wealthier man than the poorer one
just because he is wealthier. At least, it is hard to see how the
absurdity could ever be removed, except by reference to either
benefits theory or social welfarist concerns.

V. Taxes SHouLD BE LEVIED S0 AS To LEAVE PEOPLE’S
CHoicES UNDISTORTED

A number of commentators with libertarian sympathies have
argued for proportionality on the ground that it would leave peo-
ple’s choices undistorted from what they would have been in a no-
tax world.®® Minimizing tax-induced distortion in behavior is, of
course, the goal of much of public economics, on efficiency grounds.
For Epstein, Gauthier and others, that ideal appears to have liber-
tarian roots, of a Randian/personalist sort. As Epstein put it:

The creation of a system of government should strive not to re-
duce the scope of permissible individual choice from what it was
before. Accordingly, no person or group should be able to use
the tax system to change the pattern of preferences of other in-

95 Blum & Kalven, supra note 6, at 470-71.
96 See Taxation, supra note 5, at 74; GAUTHIER, supra note 14, at 272-73.
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dividuals. If A ranks a set of (noncoercive) alternatives 1 to n
before taxation, then A’s ranking of those alternatives should
remain 1 to n, without alteration, after the tax is imposed.*’

This statement is hardly a universally shared interpretation
of the requirements of libertarianism. It treats individual liberty
as residing in undistorted individual choice among actions, rather
than, for example, the utility any particular choice generates.
Thus, nothing in Epstein’s example would preclude a near-confis-
catory tax on earnings from any source, provided only that it did
not reverse rank orderings of choices. Be that as it may, contrary
to Epstein’s assumption, the requirement that we preserve the
rank orderings of choices—including both the choice among kinds
of work and the choice between work and leisure—does not lead in
the first instance to either proportionate taxation or, what Epstein
erroneously takes to be the same thing, a tax system that leaves
the relative wealth of taxpayers constant.”® It leads to a highly
regressive head tax, endowments tax, or some other form of pure
lump-sum taxation. As a second-best alternative, where lump-
sum taxation is politically infeasible or distributionally undesir-
able, it leads to a Ramsey-type optimal tax on labor or capital, in
which tax rates are set in inverse proportion to the elasticity of
supply, in order to have the tax burden fall, as far as possible, on
suppliers’ rents. As discussed above, what precisely such an opti-
mal tax scheme implies about the rate structure in a broad-based
income tax has been much debated, without any definitive conclu-
sion. A case can be made for a degressive, or even a regressive
rate structure at the top of the income scale, on efficiency
grounds.” But the choice to opt for any broad-based income tax in
preference to lump-sum taxation in the first instance must be
driven by distributional concerns that are hard to reconcile with
the Randian libertarianism driving Epstein’s argument here, or
the more conventional, property rights-based libertarianism re-
flected in benefits theory.

VI. PoLiticar. EcoNomy ARGUMENTS FOR A FraT Tax

Proponents of proportionate taxation have offered a variety of
political economy arguments on behalf of flat rates. Perhaps the
most prominent is an argument, chiefly associated with Hayek but
espoused by many others as well, that proportionality, as a rule of

97 Taxation, supra note 5, at 55. For similar comments from Gauthier, see GAUTHIER,
supra note 14, at 272-76.

98 “If tax neutrality [in this sense] could be perfectly achieved, the laws would act as a
prism which magnified equally all preexisting endowments. The nature of private activi-
ties would not change, nor would the relative endowments of private persons.” Taxation,
supra note 5, at 56. The former conclusion is true; the latter is decidedly not.

99 See supra note 70 and accompanying text.
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general application, precludes the majority from imposing upon “a
minority a rule which it does not apply to itself.”**® Such an impo-
sition, Hayek argues, “is an infringement of a principle much more
fundamental than democracy itself, a principle on which the justi-
fication of democracy rests.”'®!

Hayek’s argument for proportionality here, of course, depends
on the fact that in raising rates on the minority rich, the majority
also raises rates on themselves. Whatever merits the argument
might have as an empirical or normative matter, however, the
property Hayek seizes on here is hardly unique to proportionate
taxation. It is even more true of a head tax, in which any rate
increase imposed on the minority rich will fall on the majority
even more heavily than in a proportionate scheme, a fact Epstein
inadvertently surfaces, in mistakenly defending a flat tax on the
grounds that “[a] rule that says you must pay a dollar for the dol-
lar that you wish to exact from your neighbor” is an important
constraint on political intrigue.’®® Indeed, the same property
holds for any rate structure, including a highly progressive one, in
which the rates of each income group are a positively correlated
arithmetical function of the rates imposed on others. With little
ingenuity, one could accommodate virtually any level of progres-
sion within that constraint.

There is, however, a further problem with Hayek’s argument.
It presumes, as Epstein argues, that “[t]he flat tax gives the gov-
ernment only one degree of freedom: what is the level of the reve-
nues and, hence, of [the tax rate]?”'®® That conclusion is true,
however, only if a flat tax, once enacted, cannot be repealed. Ifit
can—and unless constitutionalized, it formally can as easily as
the progressive rate structure it has hypothetically replaced—
then at any time after a flat-rate structure has been enacted, the
government has not one degree of freedom, but as many as it ever
had, since enactment of a flat-rate structure does not itself pre-
clude the bottom 51% of the population from sticking it to the top
49% at any time, simply by voting to abandon flat rates in favor of
progressive ones. The Hayekian argument, to make any sense,
must therefore depend upon a further assumption: that if one can
persuade people to go for a flat-rate structure to begin with, one
has a higher than (politically) customary chance of persuading

100 HAYEK, supra note 1, at 314. For similar sentiments, see sources cited in Blum &
Kalven, supra note 6, at 435 n.60; Taxation, supra note 5, at 70.

101 HAYEK, supra note 1, at 314. Epstein trumpets the same property of proportionality
for a different reason, arguing that by limiting political choices to one tax rate that applies
to all, proportionality reduces the opportunities for, and hence transactions costs of, fac-
tional fighting. Taxation, supra note 5, at 53, 57.

102 Taxation, supra note 5, at 70.

103 Id.
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people to adhere to it going forward. On what could such an as-
sumption be based?

VII. FiaT RaTES As A SCHELLING-LIKE FocaL PoIiNT

One possible answer lies in the suggestion that the broad ap-
peal of proportionate taxation is attributable less to any easily ex-
plicable moral theory than to its operating as a Schelling-like focal
point for people; that is, a solution that is psychologically promi-
nent because of its apparent mathematical certainty, along with
its apparent properties of equality.’** I say apparent mathemati-
cal certainty and simplicity, because one can achieve equal or
greater simplicity with other schemes—a head tax, for example—
and equal mathematical certainty from any mathematically deter-
minate function that correlates the tax rates of different income
groups. But that logical quibble is in a sense beside the point
here—the point being that, for whatever psychological or histori-
cal reasons, this particular relationship among tax burdens has a
strong pull on the popular imagination.

There is much, particularly in Hayek’s writings, to support
the focal-point explanation. It may explain why people as diver-
gent in their political commitments as Rawls and Hayek might fix
on such a solution in good faith to begin with, as unselfconscious
participants in a Schelling-like convergence. It also explains why
proponents of less progressivity than now exists would fix on it as
a strategic matter, as a political solution that is both obtainable
and sustainable. Hayek himself seems to concede as much, when
he acknowledges that he is seeking a principle “which has [a] pros-
pect of being accepted and which would effectively prevent those
temptations inherent in progressive taxation from getting out of
hand,” and rejects as an alternative solution “setting an upper
limit which progression is not to exceed.”® The problem with
such a solution, notes Hayek, is that “[sluch a percentage figure
would be as arbitrary as the principle of progression and would be
as readily altered when the need for additional revenue seemed to
require it.”’° Of course, as noted above, a flat-rate scheme could
be altered at will as well, to revert back to a progressive rate
structure. But Hayek has perhaps got hold of a psychological
truth here: a flat-rate structure has a psychological prominence
that may make it easier to sell to voters in the first instance than
many other possible rate structures that are less progressive than

104 See Bankman & Griffith, supra note 21, at 1914. The certainty of a proportionate
rate structure is a recurrent argument offered in its favor. See, e.g., HAYEK, supra note 1,
at 313-14; Blum & Kalven, supra note 6, at 430-35, 511; Lurz, supra note 15, at 70, 73-76.

105 HAYEK, supra note 1, at 323.

106 Id.
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the current one, and may make it more likely, once enacted, to
stick.

VIII. PourricaL FrRaMING

Finally, the convergence on proportionate taxation seems to
be, in significant part, a product of political framing. Benefits the-
ory, at least under the strict construction of benefits that seems
most congenial to libertarian premises, would almost certainly
lead to a highly regressive tax structure. Most opponents of
progressivity on fairness grounds specifically reject that outcome
as politically unpalatable and hence infeasible. Blum and Kalven,
for example, take a regressive tax off the table, as they took off the
table a tax that does not exempt basic income, not because it is
unpersuasive, but because “[ilt is so clear no one today favors any
tax because it is regressive . . .[that] a regressive tax on income is
not a serious [policy] alternative.”**” Richard Epstein takes a head
tax off the table without any justification whatsoever.1%®

That decision permits opponents of a graduated rate struc-
ture to narrow and restate their position as follows: “[o]n what
grounds is a progressive tax on income to be preferred to a propor-
tionate tax on income?”'*®—or more precisely, for the overwhelm-
ing majority of flat-rate proponents who also support an
exemption for basic income, “[o]ln what grounds is a progressive
tax on all incomes over a minimum subsistence exemption to be
preferred to a proportionate tax on all incomes over a minimum
subsistence exemption?”'® Once regressivity is off the table as a
viable alternative, along with a true proportionate tax, a degres-
sive tax becomes the best available alternative to those who are
hostile to the degree of income redistribution effected at the top of
the income scale by a graduated rate structure. Indeed, the whole
structure of Blum and Kalven’s implicit argument for proportion-
ality depends on getting regressive taxes off the table, because al-
most all of the arguments they make against progressivity, to the
extent they are persuasive, would more naturally lead to a highly
regressive tax structure than a degressive one. (It might also be
noted that once a regressive tax and a true flat tax are off the
table, proponents of a degressive, rather than graduated, rate
structure have narrowed the choice to two alternatives that are so
close to each other in so many respects that it seems implausible
that the differences between them will be dispositive under most
theories of distributive justice.)

107 Blum & Kalven, supra note 6, at 419.

108 Taxation, supra note 5, at 68: “(I ignore here capitation taxes that call for all per-
sons to pay a fixed amount of taxes, regardless of income.).”

109 Blum & Kalven, supra note 6, at 419.

110 Id. at 420.
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We have lived with a progressive tax rate structure for so long
that we are all accustomed to think regressivity unthinkable. As
Thatcherite England makes clear, however, the unthinkable can
become thinkable. If it did here—if the political landscape
changed enough to make a regressive tax rate structure, or at the
extreme even a head tax, a politically plausible alternative—then
there is every reason to expect that the odd convergence on a flat
tax as “the fairest tax of all” would dissipate. Whatever Rawls
and other social welfarist participants in that convergence might
make of their inexplicable enthusiasm on second thought, one
would surely expect defection in the libertarian ranks. For liber-
tarians, a regressive tax seems the more likely logical outcome of
their philosophical precommitments.






The Selling of the Flat Tax: The Dubious
Link Between Rate and Base

Lawrence Zelenak*

I. INTRODUCTION

There may yet be a flat tax in your future. Although the flat
tax issue did not carry Steve Forbes to the White House,! there is
still strong support—among politicians and among the public—for
radical tax reform. Recent opinion polling indicates almost no one
thinks the current income tax is “basically fine,” and in two re-
cent polls the flat tax has defeated the income tax by a margin of
two-to-one.> Republican politicians are pushing the issue in vari-
ous ways. On June 17, 1998, the House of Representatives passed
the “Tax Code Termination Act,” which would scrap the Internal
Revenue Code on December 31, 2002.* Although the bill does not
specify the details of the replacement tax, it does indicate that the
replacement should not be progressive and should be imposed on a
consumption base.’ In 1997, Representatives Dick Armey and
Billy Tauzin embarked on a national debate tour; they agreed
that the income tax should be scrapped, but Armey would replace

* Ivey Professor of Law, University of North Carolina School of Law; Visiting Profes-
sor, Columbia University School of Law. Thanks to Anne Alstott, Barbara Fried, Ed Mc-
Caffery and Richard Schmalbeck for comments on earlier versions of this article.

1 See Ernest Tollerson, Bowing Qut: Forbes Quits and Offers His Support to Dole,
N.Y. Times, Mar. 15, 1996, at A26 (summarizing Forbes’ presidential campaign).

2 See Susan Page & William M. Welch, Things-to-do 1998: Tax Reform Tops List,
USA Tobay, Dec. 22, 1997, at Al (reporting results of USA Today/CNN/Gallup Poll, that
5% of those surveyed consider the current system “basically fine,” and 95% want change).

3 See NBC News/Wall Street Journal Poll, survey ending Oct. 28, 1997, available in
Nexis RPOLL file, accession number 0291157 (asked their opinion of replacing the income
tax with a flat tax (at 17%), 61% were in favor and 32% opposed); Ann Reilly Dowd, Get the
Facts on Tax Reform, MonNEY, Jan. 1998, at 86 (reporting result of Nov. 1997 Money/ICR
Research poll, in which two out of three respondents favored Dick Armey’s version of the
flat tax).

4 See Ryan J. Donmoyer, In Election Year Gambit, House Votes to Scrap Code, 79 Tax
Notes 1533 (1998); H.R. 3097, 105th Cong. (1998) (Rep. Largent). The House-passed bill
was referred to the Senate Finance Committee on June 18, 1998. 144 Conc. Rec. 86563
(daily ed. June 18, 1998). It languished there until the end of the legislative session.

5 H.R. 3097, 105th Cong. §§ 3(a)(1) (the replacement tax system should “appl{y] a low
rate to all Americans”), 3(a)(4) (the new system should “eliminate[] the bias against sav-
ings and investment”) (1998).
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it with the flat tax, Tauzin with a national sales tax.®* Republicans
are committed to making fundamental tax reform a key issue in
the 2000 elections.”

Two recent developments have shortened the life expectancy
of the income tax. The 1997 Senate Finance Committee hearings
on Internal Revenue Service abuses generated a tremendous pub-
lic response, and hostility toward the IRS readily translates into
hostility toward the Internal Revenue Code.! The prospect of
budget surpluses may be even more significant. If tax reform
must be revenue neutral, there will inevitably be taxpayers who
will pay more under the new system, and who will therefore op-
pose reform. Budget surpluses remove the revenue neutrality
constraint, making it possible to compensate those who would
otherwise be losers under tax reform.® It may now be possible to
buy off the opposition.'®

Although there are several candidates for successor to the in-
come tax, the most prominent is the “flat tax,” designed by econo-
mists Robert E. Hall and Alvin Rabushka, and championed by
Dick Armey'? and Steve Forbes.!* The naming of the proposal

6 See Dick Armey & Billy Tauzin, Flat Tax or Sales Tax, A New System Should Have
a Single Rate and Shouldn’t Favor Any One Type of Income, L.A. TIMESs, Oct. 5, 1997, at M5
(announcing the “Scrap the Code Tour”).

7 See John Machacek, Paxon, Oklahoman Offer Bill Setting Deadline for Abolition of
Tax Code, GANNETT NEWS SERVICE, Jan. 22, 1998 (available in Nexis CURNWS file) (Rep-
resentative Bill Paxon predicts fundamental tax reform will be a major issue in the 2000
presidential election); Jonathan Chait, The Flat Tax Scam, NEw RepusLic, Dec. 15, 1997,
at 23 (“Republicans intend for this new campaign to build through the 1998 or 2000 elec-
tions and culminate in the abolition of the progressive income tax”). As two leading tax
economists have noted, “The odds are that we're in for a tremendous battle over our tax
system . . . at some time in the near future.” JoeL SLEMROD & Jon Baxkija, Taxing Our-
SELVES 14 (1996).

8 See Ronald Brownstein, GOP Lawmakers Are Counting on Making Taxes Pay in
1998 Agenda, L.A . TiMES, Dec. 1, 1997, at A5 (“Republicans sensed renewed opportunity in
taxes this fall after the spectacular public response to the Senate Finance Committee hear-
ings on Internal Revenue Service abuses”). Alvin Rabushka, co-inventor of the flat tax,
recently described attacking the IRS as “a strategy that helps sell the [flat tax] issue.”
Ryan J. Donmeyer, Flat Tax Strategy: The IRS as Poster Boy for Tax Reform, 77 Tax NoTEs
1305 (1997). Conservative economist Lawrence Kudlow agreed that flat tax proponents
should “use the IRS abuses as a launching pad.” Id.

9 See Dean Foust, The Partisan Battles Are on Their Way Back, BusiNnEss WEEK, Dec.
29, 1997, at 80 (quoting an unnamed White House advisor, that “[t]he big political change
[in tax reform] is that you can think about buying off the losers with the surplus”).

10 A third development may also bode ill for the income tax. Although the Taxpayer
Relief Act of 1997 (Pub. L. No. 105-34, 111 Stat. 788 (1997)) appears to be a step away from
fundamental tax reform, some reformers see it as the beginning of the end for the income
tax. In their view, the complexity added by the new law “will sow the seeds of the income
tax code’s final destruction.” Simple, No?, ALL THiNGS ConNsIDERED Transcript # 97080511-
212, Aug. 5, 1997 (available in Nexis NPR file) (reporting opinion of Rep. Tauzin).

11 RoeerT E. HaLL & ALVIN RaBUSHKA, THE FLAT Tax (2d ed. 1995) [hereinafter FLaT
Tax I].

12 Freedom and Fairness Restoration Act of 1995, H.R. 2060 and S. 1050, 104th Cong.
(1995) (sponsored by Rep. Armey and Sens. Shelby, Craig and Helms).

13 A poll taken in late 1997 asked respondents to choose between the current tax sys-
tem and the flat tax, and between the current system and a national retail sales tax. The
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makes it a curiousity among taxes. Every other tax—income,
sales, property, estate, gift, value-added—is named after what it
taxes. Only the flat tax is named after its rate structure, with no
hint as to what it might be flatly taxing.!* This approach is not an
accident. Diverting attention from base to rate is good strategy.
The idea of a single rate of tax has considerable appeal to the
American public, but a consumption tax base may be difficult or
impossible to sell on its own. This is especially true of the flat
tax’s version of a consumption base, under which individuals pay
tax on wage income but not on investment income.

It is clear why flat taxers believe there is political advantage
to linking a consumption base to a flat rate, and to downplaying
base while emphasizing rate. If one wants to sell a move to an
unpopular tax base, the best approach might be to link the base to
a popular flat rate. But is there any justification beyond politics
for the linkage? As a technical matter, the consumption base and
flat rate features of the flat tax are completely separable.'®* There
is no technical barrier to either a flat income tax or a progressive
consumption tax. If the linkage is justified, it must be because
there is some logical or philosophical reason why support for a flat
tax implies support for a consumption base.

This article examines the politics and the merits of the case
for linkage. It begins with a brief explanation of the Hall-
Rabushka-Forbes-Armey flat tax, placing it in the context of other
(less prominent) proposals for replacing the income tax with a con-
sumption tax. It next examines the politics of presenting the flat
tax’s base and rate as a package. The Article then turns to the
merits of the link. It considers the argument that an overriding
concern for efficiency dictates both a consumption base and a flat
rate, a similar argument that an overriding concern for simplicity
dictates both the base and the rate, and more technical arguments
that certain desirable forms of tax neutrality—between present
and future consumption, and among persons with different life-
time earnings patterns—can be achieved only with a flat rate con-
sumption tax. The conclusion is that there is no persuasive case

flat tax beat the current system by almost two-to-one (61% to 32%), but the retail sales tax
barely edged out the current system (47% to 43%). NBC News/Wall Street Journal Poll,
survey ending Oct. 28, 1997, available in Nexis RPOLL file, accession numbers 0291157
(flat tax) and 0291158 (sales tax).

14 In fact, it is taxing consumption.

15 The flat tax also involves a third innovation, the elimination of personal deductions,
which is also fully separable as a technical matter from the other two changes. However,
the separability of the deduction issue is widely understood, while the separability of the
base and rate issues is not. See, e.g., The National Commission on Economic Growth and
Tax Reform, Unleashing America’s Potential: A Pro-Growth, Pro-Family Tax System for the
21st Century, reprinted in 70 Tax NotEes 413, 424-26 (1996) [hereinafter Kemp Commis-
sion] (insisting that tax reform must include both a consumption base and a single rate of
tax, but agnostic as to whether the home mortgage interest deduction should be retained).
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for linking the base and rate issues, and that a well-informed pub-
lic debate on tax reform requires that each issue be discussed on
its own merits. The likely result of uncoupling the two issues will
be a public rejection of a consumption tax base, at least in its flat
tax form.

II. Tue FraT Tax AND OTHER CoNSUMPTION Tax PropPoSALS
A. The Many Faces of Consumption Taxation

Under a comprehensive income tax, income is subject to tax
whether it is consumed or saved. Under a consumption tax, only
consumed income is subject to tax. The actual United States “in-
come” tax occupies a middle ground between a pure income tax
and a pure consumption tax. There is no general exemption for
saved income, but there are important instances in which saved
income is not taxable—two of the most prominent being the defer-
ral of tax on unrealized appreciation and the deferral of tax on
qualified retirement savings.'®

A consumption tax can take many forms. Recent proposals to
replace the income tax have advocated four forms of consumption
taxes with very different appearances, despite their underlying
kinship."’

The USA (Unlimited Savings Allowance) Tax, proposed by
Senators Nunn, Kerrey, and Domenici, most closely resembles the
income tax.’® As a “cash flow” version of a consumption tax, it
computes its tax base in the same manner as an income tax, ex-
cept that it allows a deduction for all saved income (and taxes all
spending out of savings).® Since income must be either consumed
or saved, when savings are deducted from income what remains
as the tax base is necessarily consumption. The USA Tax is
unique among recent major consumption tax proposals in that it is
not flat—its marginal rates range from 19% to 40%.2° The rela-
tively high marginal rates may explain the failure of the USA Tax
to generate great interest with either Congress or the public.

It is possible to tax consumption without involving individu-
als directly in the process. In theory, at least, a broad-based retail
sales tax (RST) would have the same aggregate tax base as a cash

16 LR.C. §§ 1001(a) (taxable gains with respect to property occur only upon a “sale or
other disposition” of the property), 219 (individual retirement accounts), 401-420 (tax-fa-
vored employer-provided pensions and individual retirement accounts) (1994 & Supp. III
1997).

17 See SLEMROD & BaxiJa, supra note 7, at 196 (“Since these four alternatives appear
on the surface to be very different, their essential similarity is often completely
misunderstood.”).

18 USA Tax Act of 1995, S. 722, 104th Cong. (1995).

19 Id. § 50.

20 Id. § 1.
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flow individual-based consumption tax, without requiring individ-
uals to file tax returns. A national RST has been proposed as a
replacement for the income tax, and has been mentioned approv-
ingly by Ways and Means Chairman Bill Archer.?! A value-added
tax (VAT) resembles an RST, except that a portion of the tax is
collected at each stage of the production process, instead of the
entire tax being collected at the point of retail sale. In a subtrac-
tion method VAT, a business would pay the tax on its total sales,
reduced by deductions for purchases of inputs from other firms,
and for purchases of plant and equipment.?? By the time the sale
to the consumer is complete, the value subject to tax is the same
amount that would be taxed at the cash register under an RST.
Chairman Archer has also expressed interest in replacing the in-
come tax with a VAT.®

Because neither individuals nor families are taxable units
under an RST or a VAT, those taxes cannot be imposed at a higher
rate on the consumption of more affluent persons or households.
For this technical reason, an RST or a VAT—unlike an income tax
or cash flow consumption tax—must be flat.

The flat tax of Hall, Rabushka, Forbes, and Armey is a varia-
tion on a VAT. The flat tax splits the VAT into a two-part tax base.
The business tax portion is the same as the tax base of a VAT,
except that it also allows a deduction for wages and salaries
paid.?* The wages deducted from the business tax are included in
the wage tax portion of the flat tax.?® Since the same flat rate
(19% in the Hall-Rabushka version) applies to both the business
tax and the wage tax, at first the bifurcation of the VAT base
seems pointless. Why remove wages from the base of one 19% tax,
only to tax them at the same 19% rate under another tax?

Actually, the bifurcation serves an important function—ex-
empting subsistence wages from tax. In the Hall-Rabushka pro-
posal, the tax-free allowance for wages is $16,500 for a married
couple, $9500 for a single person, and $14,000 for a single head of
household, with an additional $4500 for each dependent.?® A mar-
ried couple with two children, for example, could earn $25,500 free
of the wage tax. To Hall and Rabushka, the complication of a bi-
furcated tax base is justified by two effects of the exemption

21 See Stephen Moore, The Economic and Civil Liberties Case for a National Sales
Tax, 71 Tax Notes 101 (1996); Dan Balz, Lugar Calls for a National Sales Tax to Replace
Federal Levy on Income, WasH. Posr, Apr. 6, 1995, at A9; Clay Chandler, Archer Calls for
End to Income-Based Tax, WasH. Post, June 6, 1995, at D1 (Archer undecided between
national sales tax and some combination of sales tax and VAT).

22 See CHARLES E. McLURE, Jgr., THE VALUE-ADDED Tax 89 (1987).

23 See Chandler, supra note 21.

24 See FrLaT Tax I, supra note 11, at 55-57.

25 See id.

26 Id. at 59, 144. All allowances would be indexed for inflation.
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levels—the insulation of poor wage earners from tax, and the av-
erage rate progressivity produced by putting a flat rate on top of a
zero bracket (wages sheltered by the exemption being taxed at a
zero rate).?” Although bifurcation of the tax base would make
graduated rates on wages technically feasible, the flat wage tax—
in keeping with its name—has only a single rate above the tax-
free allowances.

B. The Flat Tax, Consumption Taxes, and Wage Taxes

There is a close resemblance between the effects produced by
a consumption tax and the effects of a stand-alone wage tax (as
opposed to the wage tax of the flat tax, which is only part of the
total tax base). Suppose a taxpayer has $10,000 in wages, which
he intends to invest at 10% for one year, in anticipation of a con-
sumption binge next year. The tax system is a flat 20% cash flow
tax. Because amounts saved are not subject to tax, he can invest
the entire $10,000. After one year, the savings will have grown to
$11,000. After paying a tax of $2200,% he can consume $8800. If
the tax system is, instead, a 20% flat wage tax, he will owe $2000
tax in the first year, and will be able to invest $8000 at 10%. The
$800 investment income is tax-free under the wage tax, so he can
consume $8800 next year—the same result as under the cash flow
tax.

There are several caveats to the equivalency between a cash
flow tax and a wage tax. For the equivalency to hold, the tax rate
must remain constant, and the rate of return on the $8000 invest-
ment under the wage tax must be the same as the pre-tax rate of
return on the $10,000 investment under the cash flow tax.? Most
significantly, the equivalency holds only if there is no existing
wealth (old capital) at the time the tax system is introduced.®® A
wage tax imposes no burden on existing wealth; the wealth may
generate income free of tax, and it may be consumed free of tax. A
cash flow tax, by contrast, does impact wealth in existence at the
time of enactment. Consumption of that wealth—and of income
generated by that wealth—will be subject to tax.

How does the flat tax fit into this analysis? Because it has a
wage tax portion, which is much more visible than the business
tax portion, the flat tax is easily misunderstood as a wage tax.

27 Id. at 89, 123 (exempting the poor from the wage tax), 55 (average rate progressiv-
ity). As I have explained elsewhere, essentially the same results could be obtained with a
value-added tax combined with universal cash rebates equal to the tax on subsistence con-
sumption. Lawrence Zelenak, Flat Tax vs. VAT: Progressivity and Family Allowances, 69
Tax Notes 1129 (1995).

28 Twenty percent of $11,000; the tax base is tax-inclusive.

29 See Michael J. Graetz, Expenditure Tax Design, in WHAT SHoULD BE TaxED: IN-
coME OrR ExPENDITURE? 161, 172-73 (Joseph A. Pechman ed., 1980).

30 See id. at 172.
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Considering both parts of the tax together, however, it is a con-
sumption tax, and as a consumption tax it imposes a burden on
old capital. Although the expensing of post-enactment investment
is the equivalent of exempting from tax the return on that invest-
ment,? the business tax does impose a burden on the return on old
capital.®? In other words, the flat tax amounts to a wage tax plus a
tax on old capital. The burden on old capital could be lessened or
even eliminated by special transition relief, but Hall and
Rabushka would prefer, with perhaps too little regard for political
reality, no transition relief.®

III. PoLritics: THE SELLING OF THE FLAT Tax
A. Hiding the Base Behind the Rate

Despite the tradition of naming a tax after its base, Hall and
Rabushka have chosen to name their tax after its rate structure.?
The name has succeeded, in the sense that public debate on the
proposal has paid more attention to the question of rate structure
than to the question of tax base design. That result is ironic be-
cause their proposed tax base is more innovative than their pro-
posed flat rate.®® Ironic though it may be, the diversion of
attention from base to rate is good politics. Flatness is popular;
exempting investment income from tax is not.

31 More precisely, it is the equivalent of exempting the normal (risk-free) rate of re-
turn on investment. It is not the equivalent of exempting economic rent, monopoly profits,
compensation for risk-taking, and rewards for entrepreneurial effort. See Richard Mus-
grave, Clarifying Tax Reform, 70 Tax Notes 731, 735 (1996).

32 See SLEMROD & BaK1JA, supra note 7, at 205 (the business component of the flat tax
makes the system a consumption tax, not a wage tax).

33 FLAT Tax I, supra note 11, at 78-79. They are open to the possibility of allowing
businesses to continue to take depreciation deductions to which they would have been enti-
tled if the income tax had not been replaced. If businesses were allowed to expense all
income tax basis in business assets, in the year in which the flat tax became effective, that
would completely remove the tax burden on existing capital. In that case, however, a wage
tax would more simply accomplish the same economic effects as the bifurcated tax with
complete transition relief for old capital. See SLEMrOD & BAkisa, supra note 7, at 175 (“the
more transition relief that is provided to existing assets in the switch to any consumption
tax, the more it becomes like a wage tax”).

34 Slemrod and Bakija suggest that a consumption tax base can be considered flat
because it “imposes a uniform, call it flat if you like, tax on current consumption and future
consumption.” SLEMRoOD & Bakuia, supra note 7, at 167. They concede, however, that a
consumption base “is not commonly associated (by noneconomists) with flatness.” Id.

35 See Davip F. BRADFORD, UNTANGLING THE INCOME Tax 76 (1986) [hereinafter Brap-
FORD I] (noting, during the early years of the discussion of the flat tax, that “[t]he quality of
flatness seems to be principally responsible for the considerable journalistic attention” re-
ceived by the proposal, and remarking that flatness has “unfortunately diverted attention
from its innovations other than flatness”); Gerard M. Brannon, What’s with this Jazz about
Tax Overhaul? 71 Tax NotEs 260, 262 (1996) (the flat tax’s elimination of the personal tax
on investment income is “a little-noticed feature as well as a big one”); John S. Nolan, The
Merit of an Income Tax Versus a Consumption Tax, 71 Tax Notes 805, 806 (1996) (“the
political rhetoric focuses upon the flatness of the rate of tax, but that is a red herring”);
SLEMrOD & BAKWA, supra note 7, at 167 (the switch to a consumption base is a “more
dramatic and unprecedented” change than amending the rate structure).
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In some opinion surveys taken during the 1996 presidential
campaign, most respondents with opinions favored the idea of a
single rate of tax.?® National opinion was not clearly in favor of a
single rate, however. A poll taken after Steve Forbes’ withdrawal
from the campaign found an even split on “a flat-tax system,
where everyone pays the same tax rate no matter what their in-
come.”” When survey participants were given an explicit choice
between “a graduated income tax system, in which people with
higher incomes pay a higher tax rate, or a flat tax system, in
which everyone pays the same rate of tax regardless of income,”
the flat tax lost by 15 percentage points.?® More recently, a poll
taken in late 1997 gave respondents a choice between the “current
system in which someone with more money pays a higher percent-
age of their [sic] income in taxes” and a “flat tax system in which
all Americans would pay the same percentage of their income in
taxes.” The “current system” won a narrow victory, 51% to 45%.%°

As is often true in polling, subtle differences in the wording of
questions lead to major differences in results. The flat tax polls
better against the “current system” than against a hypothetical
“graduated income tax.”® Jonathan Chait has suggested an inter-
esting explanation of this phenomenon. According to Chait, many
people believe—incorrectly—that the current system has so many
loopholes that it is effectively regressive, despite its nominal
progressivity.* Ironically, they favor a flat tax because they think

36 Asked whether they favored or opposed “a flat tax system, in which all but low-
income Americans would pay the same percentage of their income in taxes, regardless of
how much money they make,” 48% of American adults were in favor and 42% opposed.
Time/ CNN/Yankelovich Partners Poll, survey ending date Jan. 18, 1996, available in
Nexis RPOLL file, accession number 0250300. Asked whether they favored “a flat tax—
with a single low rate for federal income taxes and all or most deductions removed,” 50% of
American adults were in favor and 32% were opposed. Princeton Survey Research Associ-
ates/ Newsweek Poll, survey ending date Jan. 26, 1996, available in Nexis RPOLL file, ac-
cession number 0250604.

37 The flat-tax system was supported by 48% of respondents and opposed by 48%.
ABC News/Washington Post Poll, survey ending Aug. 5, 1996, available in Nexis RPOLL
file, accession number 0268293.

38 The graduated income tax was the choice of 54%, and the flat tax of 39%. NBC
News / Wall Street Journal Poll, survey ending Mar. 5, 1996, available in Nexis RPOLL file,
accession number 0252528. A different survey, asking an almost identically worded ques-
tion at about the same time, found 54% favoring the graduated tax and 45% favoring the
flat tax. ABC News/Washington Post Poll, survey ending Mar. 17, 1996, available in Nexis
RPOLL file, accession number 0260264.

39 USA Today/CNN/Gallup Poll, survey ending Nov. 23, 1997, available in Nexis
RPOLL file, accession number 0288901.

40 See SLEMROD & Bakuia, supra note 7, at 10-11 (citing polling results).

41 Chait, supra note 7, at 24. In fact, the current income tax is effectively progressive.
Whether average rate progressivity is measured with respect to adjusted gross income or a
more comprehensive measure of income, analysis of income tax burdens at different income
levels reveals significant progressivity. See CONGRESSIONAL BUDGET OFFICE, ESTIMATES OF
FEDERAL Tax LiaBILITIES FOR FAMILIES BY INcOME CATEGORY AND FamiLy TYPE FOR 1995
AND 1999, at 10 tbl.3, 14-15 tbl.4 (1998).
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that it would increase the tax burden on the wealthy by closing
loopholes.

While it may not be easy to sell the American public on a flat
rate of tax, it appears impossible to sell the American public on
the Hall-Rabushka consumption tax base if the base issue is con-
sidered separately from the rate issue and from loophole closing.
Asked in June 1996 whether they preferred “an income tax system
that taxes both income from investments and income from wages
equally, or a system with higher taxes on income from wages but
no taxes on income from investments,” those surveyed preferred
taxing both sources of income, 53% to 31%.** Interestingly, when
the same question had been asked five months earlier—before
Steve Forbes’ strong showing in several primaries had focused na-
tional attention on the flat tax—taxing both sources of income had
been favored by a margin of only 41% to 36%.** The Hall-
Rabushka tax base did not gain in favor as it gained in familiarity.

In light of the polling data, the decision by flat tax proponents
to sell the rate rather than the base is clearly correct. “The flat
tax” may have a chance with the American public; “the wage tax”
(or even “the wage and business tax”) does not. The flat tax propo-
nents have exhibited political savvy in hiding the consumption tax
base behind the flat rate.

B. All Things to All People

Perhaps recognizing that the consumption base issue cannot
be hidden entirely, Hall and Rabushka have also sown confusion
about the nature of the base. Marketing their plan as all things to
all people, they claim that their system “puts a low tax rate on a
comprehensive definition of income,”** and that it “moves toward
the goal of taxing all income once . . . and achieving a broad con-
sumption tax.”*® Politicians echo their claims. Dick Armey de-
scribes the base of the flat tax as embodying the policy that “[a]ll

42 NBC News/Wall Street Journal Poll, survey ending June 25, 1996, available in
Nexis RPOLL file, accession number 0259677. The phrasing of the question may be some-
what unfair to the flat tax; it ignores the tax burden imposed on old capital by the business
portion of the flat tax. On the other hand, the phrasing of the question is consistent with
the likely public perception of the flat tax as simply a wage tax. The business portion of the
tax is hidden from public view.

43 NBC News/Wall Street Journal Poll, survey ending Jan. 16, 1996, available in
Nexis RPOLL file, accession number 0249730.

44 Robert E. Hall & Alvin Rabushka, The Flat Tax: A Simple, Progressive Consump-
tion Tax, in FrONTIERS OF Tax REForM 27 (Michael J. Boskin ed., 1996) [hereinafter Flat
Tax II] (emphasis added).

45 Frar Tax I, supra note 11, at 63 (emphasis added). Herbert Stein has noted that
the flat tax can be analogized to either an income tax or a sales tax, and that “the two
different possible pictures probably contribute to the salability of the plan—one picture
being appealing to those to whom income tax is a bad name and one to those to whom sales
tax is a bad name.” Herbert Stein, The Uneasy Case for a Flat Tax, in FAIRNESS AND EFFI-
CIENCY IN THE Frat Tax 102, 108 (Robert E. Hall et al. eds., 1996).
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income should be taxed only once.”® Michael Graetz has com-
plained that the base of the flat tax amounts to putting “dark
glasses and a false mustache” on a consumption tax to make it
look like an income tax.*” Graetz thinks that it would be difficult
or impossible to sell the American public on the replacement of the
income tax with a value-added tax, and that the bifurcated base
has “deflected the public from realizing that the Forbes-Armey flat
tax is a kind of value-added tax.”®

Just as they claim that their tax base is at once income and
consumption, Hall and Rabushka claim that their rate structure is
at once proportional and progressive: “The good news is that the
flat tax is progressive in that families with higher incomes pay a
larger fraction of their income in taxes.”® Their claims are techni-
cally accurate. When the focus is on marginal rates, a tax system
with one rate above an exemption level is flat; when the focus is
on average rates, the same system is modestly progressive. What
is odd about their claims to both flatness and progressivity is that
they never explain why it is “good news” that the tax is both flat
and progressive. Not only do they never explain why average rate
progressivity is desirable,* they offer a defense of flatness under
which average rate progressivity is objectionable: “The principle of
equity embodied in the flat tax is that every taxpayer pays taxes
in direct proportion to his income. As incomes double, triple, or
grow tenfold, tax obligations double, triple, or rise tenfold.”®
Since average rate progressivity violates this “principle of equity,”
one would expect Hall and Rabushka to believe it is bad news that
higher income families would pay a larger fraction of their income
in taxes. Instead they find it good news, perhaps because it allows
them to obfuscate the rate issue as well as the base issue.

In any event, it is clear as a matter of marketing that the rate
structure—in its something-for-everyone guise as the progressive
flat tax—is the attraction and that the base of the tax could not be
sold on its own (not even with obfuscation). The political link be-
tween base and rate calls for an examination of whether there is
an underlying logical or philosophical link as well. Does a con-
sumption base somehow imply a flat rate? Does a flat rate some-

46 Armey & Tauzin, supra note 6.

47 MicHAEL J. GraETZz, THE DECLINE (AND FALL?) OF THE INCOME Tax 216 (1997).

48 Id. at 219. Hall and Rabushka claim that the bifurcation of the base is necessary so
that personal exemptions can be introduced into the wage tax. Frar Tax I, supra note 11,
at 55. As noted earlier, however, the same basic results could be obtained with a VAT and
cash rebates equal to the tax on subsistence consumption. Zelenak, supra note 27.

49 Frat Tax I, supra note 11, at 124,

50 They do indicate that it is desirable to have exemptions so that the poor pay no tax.
Id. at 52, 89, 123. The flat rate on top of the exemptions produces average rate progressiv-
ity, but this makes average rate progressivity merely a side effect of tax exemption for the
poor, not a policy objective in its own right.

s1 Id. at 27.
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how imply a consumption base? Or is there some overriding
principle that implies both? If the answer to those questions is no,
the public debate on tax reform would be better served by separat-
ing the base and rate issues, and considering each on its own
merits.%

IV. Dokes AN OVERRIDING CONCERN FOR EFFICIENCY DICTATE
Bora A CoNsUMPTION BASE AND A FraT RATE?

A. Taxes and Deadweight Loss: The Current Income Tax

Taxing any activity drives a wedge between the social value of
the activity and its private value to the actor, and that wedge is a
source of inefficiency. The income tax creates two such wedges—
one for paid labor, and one for saving for future consumption.
Consider first the labor-leisure distortion. If a taxpayer’s (T’s) la-
bor is worth $100 a day, as measured by an employer’s willingness
to pay, a 20% wage tax makes T’s labor worth only $80 to T. If he
values tax-free alternative uses of his time (leisure or producing
tax-free “imputed income”) at $85, the tax will cause him to choose
an alternative use. By causing T to choose an untaxed use of his
time worth only $85, instead of a use worth $100, the tax has
caused a $15 deadweight loss (also known as an excess burden).?
An income tax also distorts the choice between present and future
consumption, again resulting in deadweight loss. Suppose a tax-
payer has $1000 to consume now, or to invest for greater con-
sumption next year. The social value of investing $1000 for one
year is $100, as measured by the pre-tax rate of return the tax-
payer can obtain. If the tax rate is 20%, his choice is between con-
suming $1000 now and consuming $1080 next year. If he is
indifferent between consuming $1000 now and $1085 next year
(i.e., if he requires $85 compensation to defer his consumption for
one year), the tax on investment income will change his decision
from investment to current consumption. Again, the result is a
deadweight loss.5*

52 See Charles E. McLure, Jr. & George R. Zodrow, A Hybrid Approach to the Direct
Taxation of Consumption, in FRONTIERS oF Tax REFORM, supra note 44, at 70-71 (describing
the base and rate structure of the flat tax as “two distinct and separable features,” and
setting aside the rate structure to concentrate on the tax base question).

53 Another way of understanding the same phenomenon is to think of the $20 tax
revenue that would be produced by T’s labor as a positive externality of T’s work. Because
T cannot capture the externality, he produces less than the socially optimal amount of paid
labor when he chooses the tax-free alternative.

54 Both examples in the text illustrate the substitution effect—i.e., the tendency of
taxpayers to substitute untaxed activities for taxed activities. In behavioral terms, the
substitution effect may be partly or wholly counteracted by the income effect—i.e., the ten-
dency of taxpayers to work or save more when they are taxed, to make up for the loss of
wealth caused by the tax. It is often assumed, incorrectly, that a tax causes no deadweight
loss if the two effects are behaviorally offsetting—if a tax on labor income causes no change
in hours worked, or if a tax on investment income causes no change in savings rates. In
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A progressive rate structure has an efficiency cost of its own.
Because deadweight loss from taxation is proportional to the
square of the marginal tax rate,’ the most efficient rate structure
is perfectly flat (for any given tax base and revenue goal). In mov-
ing from a perfectly flat rate structure to an equal-revenue struc-
ture with progressive marginal rates, the increased deadweight
loss from higher marginal rates on more affluent taxpayers will
exceed the decreased deadweight loss from lower marginal rates
on poorer taxpayers.

B. Taxes and Deadweight Loss: The Flat Tax

Thus, there are serious efficiency critiques of both the base
and the rate structure of the current income tax. Efficiency is very
important to Hall and Rabushka, and they invoke it to justify both
their consumption tax base and the flat rate.®®* How well does the
flat tax fare on efficiency grounds? Consider first the base of the
flat tax. It deals with the two tax distortions—between labor and
leisure, and between present and future consumption—very dif-
ferently. By not taxing the return on savings,’” the flat tax elimi-
nates tax distortion in consumption timing decisions. Because the
flat tax continues to tax wages, however, it does not eliminate dis-
tortion in labor supply decisions. The flat tax does not achieve
efficiency nirvana, or even approach it very closely.

Any tax based on behavior will distort behavior, with result-
ing deadweight loss. A tax not based on behavior would be the
choice of an efficiency purist. The standard example of such a tax
is a head tax, imposed in an equal amount on each person solely
on account of existence. In addition to being politically impossible,
however, a head tax sufficient to fund the federal government
would not really be perfectly efficient. The tax could be avoided by
having no income (or assets) with which to pay it, and thus at low
income levels the tax would be based on behavior. The efficiency
costs of what amounts to a 100% tax on low wage earners could be
substantial. Nevertheless, a head tax approaches efficiency nir-
vana much more closely than does a consumption tax.

fact, however, the deadweight loss is solely a function of the substitution effect, and may be
substantial even if there is no change in observed behavior. See HArRVEY RosEN, PuBLIic
Finance 310-12 (4th ed. 1995).

55 See JosEPH STiGLITZ, ECONOMICS OF THE PuBLIC SECTOR 376 (1st ed. 1986).

56 FLAT Tax I, supra note 11, at 40-41, 70-72, 86-87 (consumption tax base), and at 84-
86 (flat tax on wages).

57 Although the business portion of the flat tax nominally taxes investment income,
expensing of investment under the business tax has the same effect as exempting from tax
the normal return to capital on new investment. See Musgrave, supra note 31, at 735.
Whether a version of the flat tax with graduated rates on wages would distort consumption
timing decisions is discussed infra text accompanying notes 127-38.
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Even with a head tax ruled out, and with the stipulation that
the choice must be some form of income or consumption tax, a
consumption tax is not the clear winner on efficiency grounds. Re-
call that there are two sources of inefficiency in an income tax—
the labor-leisure distortion, and the present consumption-future
consumption distortion.®® A consumption tax can eliminate only
the latter. An equal-revenue income tax would have a broader
base, which means it could meet the government’s revenue re-
quirements at a lower rate. Compared to the consumption tax, the
lower rate income tax would lessen deadweight loss from the la-
bor-leisure distortion, at the cost of some deadweight loss from the
distortion of consumption timing.

Which system would have less total deadweight loss is an em-
pirical question. The key issue is not, as one might suppose, the
responsiveness of savings to tax rates. Rather, it is whether indi-
viduals have utility functions separable between leisure and other
commodities.’® A pure consumption tax will minimize deadweight
loss only if people “can be described as separating their work and
savings decisions, first deciding how much to work and then how
much of earnings to allocate to provision for the future.”®® If that
is not how people behave, then the taxation of investment income
will be necessary to minimize deadweight loss. Although some
economists suspect the condition for optimality of consumption
taxation comes close to existing in the real world,* the case has
not been proven. Until it is, even efficiency purists must withhold
judgment. on the superiority of a consumption tax to an income
tax; the efficiency link between a flat rate and a consumption base
is not established. It is true that the flat tax involves only one
kind of distortion, while a lower rate income tax involves two, but
the efficiency goal is not to have the fewest kinds of distortion.
Rather, it is to have the least total distortion. By that standard, a
consumption tax is not a clear winner over an income tax.

What about the efficiency case for the rate structure of the flat
tax? Despite its name, the flat tax is not really flat. It actually
has two rates—a rate of zero on the wages exempted from the wage
tax, and a single positive rate applied to the rest of the base. A
truly flat flat tax would be more efficient. Eliminating the exemp-
tions under the wage tax would make it possible to raise the same

58 See supra text accompanying notes 53-54.

59 See David F. Bradford, The Economics of Tax Policy toward Savings, in THE Gov-
ERNMENT AND CAPITAL ForRMATION 11, 24-28 (George M. von Furstenberg ed., 1980) [herein-
after Bradford II].

60 Id. at 64.

61 See id.; Martin S. Feldstein, The Welfare Cost of Capital Income Taxation, 86 J.
PoL. Econ. $29 (1978).
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amount of revenue with a significantly lower positive tax rate.®
The increased marginal rate on the poor would cause less dead-
weight loss than the loss avoided by the decreased marginal rate
on everyone else. Hall and Rabushka understand this proposition,
but nevertheless call for large exemptions and a correspondingly
higher flat tax rate. Their justification for the high exemption
levels of the wage tax is their conception of fairness.®

Having made this efficiency concession in the rate structure
in the interests of fairness, and having offered little more than
intuition in support of their notion of fairness,®® Hall and
Rabushka have opened the door to others whose ideas of fairness®
are different from their own, and who would strike a different bal-
ance between efficiency and fairness—perhaps involving gradu-
ated tax rates.®® There is no reason to defer to Hall and
Rabushka; nothing in their work indicates that they have any
special expertise in deciding what is fair, or in balancing fairness
against efficiency.

In sum, a single-minded concern for efficiency cannot justify
the flat tax’s linkage of a consumption base with a single positive

62 FraT Tax I, supra note 11, at 81 (indicating the same amount of revenue could be
raised by various combinations of exemption levels and flat rates; as the exemption level
decreases, the revenue-neutral tax rate also decreases).

63 Id. at 52, 55, 59.

64 Id. at 25-29 (discussion of fairness in taxation). This discussion is one of the weaker
portions of the entire book. Three paragraphs consider the implications of various diction-
ary definitions of “fair” (id. at 25-26), as if Noah Webster were the leading authority on fair
tax rates. Hall and Rabushka also offer standard conservative rhetoric likely to persuade
only those not in need of persuasion. For example, “Politicians and intellectuals who sup-
port high tax rates to redistribute income to attain their egalitarian goals threaten individ-
ual freedom and self-reliance.” Id. at 28. Their notions of fairness are entitled to little
deference, especially since they contradict themselves on the crucial question of whether
fairness requires progressive or flat average tax rates. See supra text accompanying notes
49-51.

The discussion of fair tax rates in the Report of the Kemp Commission is equally un-
satisfying. The Report asserts that “graduated marginal rates violate the principle of fair-
ness—that if a law applies to citizen A, it must equally apply to citizen B.” Kemp
Commission, supra note 15, at 424. The authors of the Report do not appreciate the vague-
ness of the application of this principle to the question of tax rate structure. Under one
interpretation of the principle, it would merely require horizontal equity—that two taxpay-
ers with the same earnings pay the same taxes. A graduated rate structure satisfies that
requirement. Under another interpretation of the principle, it would require that everyone
pay exactly the same dollar amount of tax. See Jeffrey A. Schoenblum, Tax Fairness or
Unfairness? A Consideration of the Philosophical Bases for Unequal Taxation of Individu-
als, 12 Am. J. Tax PoL’y 221 (1995) (arguing the only fair tax is a head tax). The Report
explains neither why proportionality of tax burden is the proper interpretation of the fair-
ness principle, nor why an exemption is fair despite the fact it makes average tax rates
non-proportional.

65 “The case for drastic progression in taxation must be rested on the case against
inequality—on the ethical or aesthetic judgment that the prevailing distribution of wealth
and income reveals a degree (and/or kind) of inequality which is distinctly evil or unlovely.”
HeNRY Smmons, PERsoNAL INcoME Taxation 18-19 (1938).

66 In any event, the efficiency cost of modest rate graduation—for example, the cost of
having a 15% bracket and a 25% bracket, instead of a single 20% rate—is likely to be
insignificant. See SLEMROD & BaK1jA, supra note 7, at 165.
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tax rate. From an efficiency standpoint, a consumption base is not
clearly superior to an income base, and it is inferior to a head tax,
or the nearest practical approximation thereof. As for rate struc-
ture, a flat rate above a large zero bracket is less efficient than a
lower flat rate with no zero bracket. A relentless pursuit of effi-
ciency cannot explain either the base or the rate of the flat tax, let
alone establish a link between them.

V. DoEs AN OVERRIDING CONCERN FOR SIMPLICITY DICTATE
Botu A CoNSUMPTION BAskE AND A FLAT RATE?

Simplicity is a major virtue to Hall and Rabushka, and they
claim for the flat tax a decisive simplicity advantage over the in-
come tax.®” They are correct that the flat tax would be simpler
than current law. What they do not say, however, is that the bulk
of the simplification comes from the change in the base of the indi-
vidual tax, and not from elimination of graduated rates. A gradu-
ated rate version of their tax base would be nearly as simple as
their proposal. Moreover, their decision to bifurcate the tax base
to make exemptions possible is a major sacrifice of simplicity in
the interests of fairness; once the decision has been made to have
a bifurcated base and exemptions, the additional complexity of
graduated rates is minor.

A. Simplification: A Question of Base or Rates?

Why are Hall and Rabushka able to fit their tax return on one
side of a postcard, when the current Form 1040 requires two sides
of a full-sized sheet of paper, or many more sides of paper for tax-
payers required to use attachments? It is not because of flat rates.
Of the 69 lines on the 1998 Form 1040, exactly one (line 40) is
devoted to deriving tax liability from taxable income. Most of the
lines are dedicated to the determination of taxable income. Tax-
ing individuals only on wages, rather than on all sources of in-
come, is a major simplification.®® There are three caveats,
however. First, for the 45 to 50 million taxpayers using Form
1040A or Form 1040EZ, current filing already approaches post-
card simplicity.®® Second, a substantial part of the simplification
of the tax base comes from the elimination of deductions, which is
a separate issue from both income versus consumption taxation
and flat versus graduated rates. A graduated income tax without
personal deductions would also be simpler than current law. Fi-
nally, the tax base of the flat tax, although simpler than current

67 FraT Tax I, supra note 11, at 5-6 (the income tax is “a nightmare of complexity”), 59
(the flat tax’s postcard return), 132 (the flat tax will eventually become law “because of the
American taxpayer’s demand for a true simplicity”).

68 This is conceded by critics of the flat tax. See, e.g., GRAETZ, supra note 47, at 227.

69 See id. at 259.



212 Chapman Law Review [Vol. 2:197

law, has its share of complexities. They include: distinguishing
between wage income subject to the personal tax and capital in-
come not subject to the tax,” the definition of dependents for pur-
poses of the family size adjustments in exemption levels,”” the
need for individuals to file the more complicated business returns
for their small businesses (which could be as small as renting out
a room in one’s home),” the need on business returns to distin-
guish non-deductible personal consumption from deductible busi-
ness expenses,”> the need on business returns to distinguish
between taxable sales and nontaxable interest income,” the need
for rules on the aggregation or disaggregation of businesses for
return filing purposes,” and the need for complex rules for the
carryover of business tax “losses” caused by the expensing of large
investments.’®

With these caveats, the simplification of the tax base of per-
sonal tax returns still would be substantial. By contrast, the sim-
plification achieved by flatness would be less impressive,”” and the
nature of the simplification gains from flatness probably would
surprise most people. The difference in the amount of arithmetic
required to apply one rate or more than one rate to the tax base is
trivial—especially since the tax tables do the arithmetic for most
taxpayers.” It may be, however, that a math-phobic public
wrongly supposes the complexity of the income tax flows largely
from the arithmetic of graduated rates. If so, the flat tax label is
well-chosen to take advantage of that misapprehension.

A nontrivial simplification that would follow from a single
rate tax is an end to taxpayers’ incentive to shift income among
family members and controlled entities to achieve taxation at
lower rates.” This gain would be modest, however, for two rea-
sons. First, current law has already taken most of the fun out of

70 See Musgrave, supra note 31, at 734.

71 See GRAETZ, supra note 47, at 227.

72 See id. at 229.

73 See id. at 230; Alan L. Feld, Living With the Flat Tax, 48 NaT’L Tax J. 603, 607, 613
(1995).

74 See SLEMROD & BAkuia, supra note 7, at 216.

75 See Feld, supra note 73, at 609-10.

76 Loss carryovers cause complications under the existing income tax (IR.C. § 172
(1994 & Supp. III 1997)), but they would be a bigger problem under the flat tax, for two
reasons. First, expensing of investment will make losses more common. Second, achieving
the flat tax goal of neutrality between saving and consumption requires adjustment of loss
carryforwards to reflect the time value of money and inflation. See Charles E. McLure, Jr.,
The Simplicity of the Flat Tax: Is It Unique? 14 Am. J. Tax PoL’y 283, 294-95 (1997).

77 See Stein, supra note 45, at 103 (flat tax “simplification results almost entirely from
the redefinition of the base and hardly at all from the flatness of the tax”).

78 “I have sometimes remarked that, given the existence of rate tables that cover the
vast majority of individual taxpayers, graduated rates should pose a problem primarily for
those with astigmatism.” McLure, supra note 76, at 289 n.13.

79 See GRAETZ, supra note 47, at 231.
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income-shifting,® through the “kiddie tax”! and the compressed
tax rate schedule for trusts.®? Second, only a true single rate tax—
with no zero rate due to exemptions—can eliminate all opportu-
nity for income-shifting. Because of the zero bracket, some incen-
tive for income-shifting would remain under the flat tax.®

There is another kind of income-shifting—between years
rather than between taxpayers. Because of the time value of
money, this form of shifting does not require rate differences to be
attractive. Even if the tax rate is the same in all years, there is
incentive to shift income to later years. Hall and Rabushka hint
that the flat tax would put an end to income-shifting between
years,® but that is simply not true.®

In any event, playing income-shifting games makes sense
only for high bracket taxpayers—a small percentage of all taxpay-
ers—for whom the tax savings justify the transaction costs. Even
for these taxpayers, the complexity is in the nature of a self-in-
flicted wound. The complaint of Hall and Rabushka about the
“nightmare of complexity”®® of current law is that it makes “the
ordinary citizen [feel] overwhelmed and threatened by the Inter-
nal Revenue Service.”” The “ordinary citizen,” however, is unaf-
fected by the complexities of income-shifting.®®

80 See id. at 231.

81 The “kiddie tax” taxes unearned income of children under 14 at their parents’ mar-
ginal rate. LR.C. § 1(g) (1994 & Supp. III 1997). Hall and Rabushka might respond, how-
ever, that the kiddie tax is itself a moderately complex provision. By contrast, the flat tax
reduces the incentive for income-shifting without the need for a special and somewhat com-
plex provision.

82 The compressed rate schedule taxes all trust income over $8450 at 39.6%. L.R.C.
§ 1(e) (1994); Rev. Proc. 98-61, 1998-52 L.R.B. 18, § 3.01 (inflation adjustment).

83 In addition, income shifting to entities exempt from tax (either de jure or de facto)
would remain. These include charities, foreign businesses, and businesses with loss
carryforwards.

84 “Because it is high-income taxpayers who have the biggest incentive and the best
opportunity to use special tricks to exploit tax-rate differentials, applying the same tax rate
to these taxpayers for all of their income in all years is the most important goal of flat-rate
taxation.” Flat Tax II, supra note 44, at 28 (emphasis added). This is a strange argument
in another respect. It does not say that graduated rates are wrong in principle; it merely
complains that the rich are sometimes able to avoid them. It is not obvious that the best
response to that problem is to change the law so that the rich are always able to avoid
them.

85 See GRAETZ, supra note 47, at 232.

86 Frar Tax I, supra note 11, at 5.

87 Id. at 6.

88 As others have demonstrated, it is possible to achieve tremendous simplification for
the majority of taxpayers, within the context of a graduated income tax. See, e.g., GRAETZ,
supra note 47, at 259-60; Jonathan Barry Forman, Simplification for Low-Income Taxpay-
ers: Some Options, 57 Onio St. L.J. 145, 197-200 (1996) (describing a return-free income
tax system for millions of taxpayers); Deborah H. Schenk, Simplification for Individual
Taxpayers: Problems and Proposals, 45 Tax L. Rev. 121 (1989); SLEMrOD & BaKija, supra
note 7, at 246-48 (describing a proposal by Representative Gephardt for an income tax
system that would be return-free for most taxpayers).
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Charles McLure claims another simplification advantage for a
single rate tax system—that it makes surrogate taxation of in-
vestment income more attractive.®® For example, McLure de-
scribes the treatment of interest payments under the flat tax—
nondeductible to borrowers and nontaxable to lenders—as a “flip-
ping” of current treatment. As long as interest rates adjust to re-
flect the tax regime, taxpayers should be indifferent between the
current rules (of deductibility and taxability®®) and the flat tax
rules (of no tax consequences), if borrowers and lenders pay the
same tax rate.”* Thus, a flat rate facilitates a most simple tax
treatment of interest payments, under which denying a deduction
to the borrower serves as a surrogate for taxing the lender. Simi-
larly, using a tax on business as a surrogate for a tax on dividends
received by business owners is more attractive if individuals and
businesses are taxed at the same rate.”

The problem with the surrogate taxation case for a single rate
tax is that surrogate taxation can be used even if the rates of the
wage tax are graduated. David Bradford’s “X tax” has the same
bifurcated base as the flat tax, but a different rate structure.*
The X tax has a graduated rate wage tax, and a flat business tax
with a rate equal to the top wage rate. It achieves precisely the
same simplification from surrogate taxation as does the flat tax.
It does so at the cost of arguable unfairness to low bracket owners
of capital, for whom the surrogate business tax rate is higher than
their own wage tax rate.® If little capital is owned by low bracket
taxpayers, however, and if the equity gains from a graduated
wage tax are deemed substantial, that may be a price worth pay-
ing. In any event, the choice of the flat tax over the X tax as a
means of implementing surrogate taxation must be made on de-
batable equity grounds; both taxes can achieve the same simplic-
ity gains.

89 See McLure, supra note 76, at 289-90. McLure’s analysis is consistent with Hall’s
and Rabushka’s description of the business tax as a surrogate tax on the investment in-
come of individuals: “The interest, dividends, and capital gains received by individuals . ..
have already been taxed under the business tax.” FraT Tax I, supre note 11, at 125.

90 LR.C. §§ 163 (providing for the general deductibility of interest expense, but with
important exceptions), 61(a)(4) (including interest payments in gross income) (1994 &
Supp. I 1997).

91 See McLure, supra note 76, at 289.

92 See id. McLure correctly notes that the simplicity advantage of surrogate taxation
has nothing to do with the choice between income and consumption tax bases. A flat rate
facilitates surrogate taxation under either tax base. Id.

93 David F. Bradford, What Are Consumption Taxes and Who Pays Them? 39 Tax
Nores 383, 385-86 (1988) [hereinafter Bradford III].

94 The X tax reaches correct surrogate tax results, of course, for all capital owned by
top bracket individuals. Even for an individual not in the top wage tax bracket, the
overtaxation under the surrogate tax is minor, if she has large amounts of investment in-
come. In that case, if the investment income were taxed directly to her, most of it would be
taxed in the top bracket.
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B. Straining at Gnats and Swallowing Camels: A Really
Simple Tax

Hall and Rabushka have intentionally passed up the opportu-
nity to make their tax really simple, and they have done so be-
cause they believe a really simple tax would not be fair. The flat
tax is a bifurcated version of a value-added tax.”® It would be pos-
sible to use a plain, nonbifurcated VAT to tax all consumption at a
single rate. Compared to the flat tax, this would have the huge
simplification advantage of not requiring any individual tax re-
turns. Hall and Rabushka concede that a VAT would be a “really
simple tax,” even compared to the flat tax, but they reject a VAT
because the absence of exemptions (i.e., the zero bracket of the
wage tax) means it would not be fair.*® They even say that a tax
without the average rate progressivity created by exemptions
would be unfair.?” Although the difference between a simple VAT
and the flat tax appears to be one of base, it is better understood
as a difference in rate structure. The base of both systems is con-
sumption; the difference is that the bifurcated flat tax applies a
rate of zero on subsistence consumption financed out of current
wages.

Given that many taxpayers will find even a postcard return
daunting, the bifurcation of the base of the flat tax is a major com-
promise of simplicity.?®* Having swallowed this camel of complex-
ity in the name of fairness, they are poorly positioned to object to
the gnat of additional complexity associated with graduated
rates.® They can argue that an exemption is fair but graduated
rates are not. The argument must then be waged not over simplic-
ity, however, but over competing concepts of equity. If Hall and
Rabushka are willing to give up the simplicity of a VAT in the
service of their idea of fairness, they cannot hope to convince those

95 See supra text accompanying notes 24-27.

96 FLaT Tax I, supra note 11, at 55.

97 “[A] value-added tax is unfair because it is not progressive.” Id. This is a surpris-
ing claim, given their earlier assertion that proportionality of tax burdens is a “principle of
equity.” Id. at 27. Perhaps what they really believe is that fairness requires a tax exemp-
tion for subsistence wages, and that average rate progressivity is a side effect of a subsis-
tence exemption. Or perhaps fairness is not really the main point of bifurcation. In a
question-and-answer section at the end of the second edition, Hall and Rabushka mention
another reason for bifurcation: “If individuals did not file returns, advocates of more gov-
ernment spending could promise voters new benefits without higher costs.” Id. at 121.

98 Other commentators have noted that any tax that requires individual returns will
be much more complex—in the view of tens of millions of middle-class taxpayers—than a
VAT or a retail sales tax. See, e.g., GRAETZ, supra note 47, at 206; Musgrave, supra note 31,
at 732-33.

99 See SLEMROD & BaK1iA, supra note 7, at 138 (including individuals in the tax collec-
tion process is significantly more complicated than collecting all taxes from businesses, but
taxing individuals at graduated rates does not by itself “contribute any significant
complexity”).
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who believe in the fairness of graduated rates that progressive
marginal rates are ruled out by complexity.

It would be easy to convert the flat tax to a tax with the same
bifurcated base, but with graduated rates applied to the wage por-
tion of the base.!® This approach has been suggested by David
Bradford, and by Charles McLure and George Zodrow.!** If one
believes that that system would be fairer than the flat tax, the
almost trivial additional complexity is not a substantial objection.

C. Simplicity and a Flat Income Tax

As the preceding discussion has demonstrated, there is no
convincing simplicity link between the Hall-Rabushka tax base
and a flat rate tax. Even if one is persuaded—in part because of
simplification—that the Hall-Rabushka tax base should replace
the income tax, the question of the rate structure of the wage tax
remains open. A desire for simplification does not dictate the an-
swer. A person who values tax simplification might rationally
support a graduated rate version of Hall-Rabushka. The other
way of unlinking the base and rate reforms would be a flat income
tax. If there is no compelling simplicity-grounded objection to a
consumption base without a flat rate, is there any compelling sim-
plicity objection to a flat rate without a consumption base? The
Hall-Rabushka proposal could be converted to a kind of income
tax by replacing the business tax’s expensing of investments with
economic depreciation. Expensing of investments under Hall-
Rabushka is the economic equivalent of exempting the return on
the investments from tax; allowing only economic depreciation
would eliminate the exemption, thus making the system a form of
income tax. Although this form of an income tax could have grad-
uated rates on wages, a flat version of the tax has the arguably
attractive feature of taxing labor income and capital income at the
same rate. Interestingly, for all their emphasis on the importance
of taxing consumption rather than income, Hall and Rabushka
mention partial expensing of investment (presumably with depre-
ciation of the remaining cost) as an acceptable variation on their

100 It would not, however, be practical to graduate the business tax in a way that made
policy sense—i.e., in accordance with the income levels of business owners. Michael Graetz
questions “why wages but not investment income should be subjected to progressive tax
rates.” GRAETZ, supra note 47, at 219. Rough justice might be achieved, however, by set-
ting the rate of the business tax equal to the top rate of the wage tax, on the assumption
that most business income accrues to high-income persons. See the discussion supra text
accompanying notes 93-94.

101 Braprorp I, supra note 35, at 76-82, 329-34; Bradford III, supra note 93, at 384-85;
McLure & Zodrow, supra note 52, at 72.
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proposal.’®® Partial expensing results in a hybrid income-con-
sumption tax.'%

Replacing expensing with depreciation would complicate the
business tax, especially if depreciation deductions are adjusted for
inflation.!** All the increase in complexity would be on the busi-
ness tax side, however. If the main point of simplification is mak-
ing taxes simpler for the typical wage earner—as Hall and
Rabushka suggest it is—then this innovative version of a flat rate
income tax would be almost as simple as the flat tax itself.

D. Summing Up

The flat tax linkage of consumption base and flat rate is not
explained by an overriding concern for simplicity. A true overrid-
ing concern for simplicity would produce some form of consump-
tion tax not requiring individual returns. The flat tax itself has no
significant simplicity advantage over two competing tax systems,
neither of which links a flat rate with a consumption base: the flat
tax base with graduated rates on wages, and a flat rate form of
income tax derived from the flat tax.

VI. ConsumprioN TaxEes, FLat TaxEs AND Two VERSIONS
oF NEUTRALITY

The two strongest technical arguments for why a consump-
tion tax should also be a flat tax relate to two neutralities. The
first argument is that a cash flow version of a consumption tax
must have a flat rate if it is to achieve neutrality between present
and future consumption. The second argument is that a tax on
labor income must have a flat rate if it is to achieve neutrality
between persons with equal labor endowments but different life-
time earnings patterns. Both arguments are examined in this sec-
tion, as are the implications of those arguments for the unusual
Hall-Rabushka bifurcated tax base, which is neither a traditional
cash flow tax nor a simple wage tax. Although the arguments cre-
ate a stronger link between a consumption base and a flat rate
than the simplicity and efficiency arguments, in the end they are
not persuasive.

102 Frar Tax I, supra note 11, at 82 (explaining that partial expensing, rather than full
expensing, would make possible a reduction in the revenue-neutral flat tax rate).

103 See Arnold C. Harberger, Tax Neutrality in Investment Incentives, in THE EcoNnoMm-
ics oF TaxaTioN 299, 307-09 (Henry Aaron & Michael Boskin eds., 1980).

104 Charles McLure rightly points out that although “[t]he idea of replacing expensing
with depreciation allowances is ‘straightforward’; implementation of it is not, given our
ignorance of economic depreciation rates.” McLure, supra note 76, at 293 n.21.
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A. A Cash Flow Consumption Tax and the Timing of
Consumption

1. The Case for a Flat Tax

Until they were recently overshadowed by the flat tax, the
most prominent proposals for replacing the income tax with a con-
sumption tax followed the cash flow model.!®® The USA Tax is the
leading current cash flow proposal.’® Under a cash flow tax, all
sources of income are subject to the individual tax, but only if con-
sumed rather than saved.

A common argument against the income tax, discussed earlier
in this Article,’* is that it distorts individuals’ choices between
current consumption and saving for future consumption. The tax
on investment income drives a wedge between the social return on
investment and the individual investor’s return on investment.'®®
It is not clear that this distortion should be eliminated, when the
cost of doing so is greater distortion of labor-leisure decisions.'®®
Assuming the desirability of the goal, however, the distortion can
be removed in one of two ways. A wage tax—which imposes no
tax on investment income—obviously eliminates the wedge, and
thus the distortion. A cash flow consumption tax can also elimi-
nate the distortion, but only if it taxes an individual’s consump-
tion at the same rate, regardless of when it occurs. If the tax rate
on future consumption out of savings is higher than the rate on
present consumption, then a cash flow tax shares the income tax’s
vice of distorting consumption timing decisions. Living frugally
now, in order to consume at a higher level later, is discouraged by
a progressive cash flow tax.

Suppose a taxpayer earns $30,000 in wages this year (period
1) in a tax-free utopia. After spending $20,000 on her basic needs,
she has $10,000 of discretionary income. She may decide to con-
sume that $10,000 now, or she may decide to invest the $10,000
with an eye toward increased consumption in period 2. If she in-
vests the $10,000 at the going rate of return, it will grow to
$15,000 by period 2. Her choice is between consumption now, or
50% greater consumption later. To put the same point differently,
the choice is between consumption in period 1 of $10,000, or con-
sumption in period 2 with a present value, when viewed from pe-
riod 1, of $10,000.

105 See, e.g., William D. Andrews, A Consumption-Type or Cash Flow Personal Income
Tax, 87 Harv. L. REv. 1113 (1974); Davip F. BRADFORD AND THE U.S. TREASURY Tax PoLicy
Starr, BLUEPRINTS FOR Basic Tax RerForm 101-128 (2d ed. rev. 1984) [hereinafter
BLUEPRINTS].

106 See supra text accompanying notes 18-20.

107 See note 54, supra and accompanying text.

108 See supra text accompanying note 54; BLUEPRINTS, supra note 105, at 46-47.

109 See supra text accompanying notes 58-61.
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Now suppose there is a cash flow tax, imposed at a flat rate of
20%, with a $20,000 exemption. After spending $20,000 on her
basic needs, the taxpayer has $10,000 of discretionary income. If
she saves none of it, she will pay $2000 in tax, and be able to con-
sume $8000. She may decide instead to invest the entire $10,000.
No tax is currently due if the $10,000 is saved. The $10,000 will
grow to $15,000 by period 2. If her period 2 consumption is subject
to the same 20% tax rate, the savings will enable her to consume
$12,000 in period 2 (after paying a $3000 tax). As in the no-tax
world, her choice is between consumption now, or consumption of
equal present value later. Although the tax has reduced her op-
portunities for both present and future consumption, it has not
distorted the choice.

But now suppose that the rate structure is progressive, so
that if the taxpayer goes on a consumption binge in period 2—
spending the savings on top of her period 2 wages—the marginal
tax rate on her $15,000 dissavings will be 40%. The after-tax con-
sumption from the savings will be only $9000.1° In present value
terms, the choice is between $8000 consumption now, or consump-
tion with a present value of only $6000 later.'!

2. The Objections to the Case

If avoiding distortion in the timing of consumption decisions
is the reason one wants a cash flow consumption tax, it has com-
monly been thought that the tax must have a single rate, which
remains constant over time.!'? Notice, however, that graduated
rates in a cash flow tax have two effects, only one of which is objec-

110 This $9000 is only 12.5% more than the alternative of $8000 consumption in period
1. The progressive cash flow tax has driven a large wedge between the 50% social return on
savings and her 12.5% private rate of return. This wedge may have two behavioral effects
on the taxpayer, pushing in opposite directions. The low after-tax return on savings may
discourage her from saving. This is the substitution effect—the substitution of lightly
taxed current consumption for heavily taxed future consumption. But if she is a “target
saver”—i.e., if she is saving in order to be able to consume a specific dollar amount in
period 2—the increased tax burden will cause her to save more to meet her goal. This is
the income effect. Economic theory cannot predict which effect will dominate. The greater
tax burden on future consumption may decrease savings, increase savings, or leave savings
unchanged. The inefficiency resulting from taxation, however, depends solely on the distor-
tion caused by the substitution effect. Thus, a graduated cash flow tax may cause substan-
tial deadweight loss even if the net result of the income and substitution effects is no
change in observed behavior. See Rosen, supra note 54, at 310-12,

111 By hypothesis, the present value in period 1 of consumption in period 2 is two-
thirds of the amount consumed in period 2.

112 Edward McCaffery goes so far as to say that the potential of a progressive cash flow
tax to penalize savers vis-a-vis consumers makes a progressive cash flow tax “not really a
pure consumption tax.” Edward J. McCaffery, The Uneasy Case for Wealth Transfer Taxa-
tion, 104 YaLE L.J. 283, 350 (1994).

Of course, one may support a cash flow tax for reasons that have nothing to do with
neutrality toward the timing of consumption decisions, in which case there would be no
particular reason the tax should be flat. McCaffery, for example, advocates a cash flow tax
for reasons unrelated to timing neutrality; his tax would have graduated rates. Id. at 350-
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tionable in terms of consumption tax theory. The objectionable ef-
fect arises from the fact that graduated rates may tax an
individual’s consumption at different rates in different years, if he
consumes at different levels in different years. The other effect is
that if Taxpayer B consistently consumes more than Taxpayer A,
the progressive tax will tax B at higher rates than A. This second
effect is unobjectionable in consumption tax theory, and will be
attractive to many on vertical equity grounds.

What if one wants both to eliminate tax distortions in the tim-
ing of consumption decisions, and to tax higher consumers more
heavily than lower consumers? How then to choose a rate sched-
ule for a cash flow tax, balancing these competing objectives? At
one extreme, suppose people save, and dissave, only for the pur-
pose of smoothing out consumption between high and low income
years. In that case, A’s consumption and B’s consumption are
both level over time, and B’s is always higher than A’s. On these
facts, the objectionable effect of graduated rates is not implicated.
A will be taxed at the same rate in all years, B will be taxed at the
same rate (but different from A’s) in all years, and neither will be
discouraged from saving by the tax system. The vertical equity
goal of graduated rates can be achieved without distorting the
timing of consumption decisions.

More generally, the choice should be graduated rates if indi-
viduals’ consumption patterns are fairly level over time, and if the
differences in lifetime consumption levels among individuals are
large.'®® Conversely, if individuals commonly save to finance
higher consumption levels in the future, and if differences in life-
time consumption levels among individuals are small, the concern
about distortion dominates the desire for vertical equity, and the
tax should have a flat rate.

What is the evidence? Don Fullerton and Diane Lim Rogers
recently have demonstrated—to no surprise—that there is signifi-
cant inequality in the lifetime labor endowments, or human capi-
tal, of Americans.’* At the tenth percentile of the distribution,
the value of the labor endowment is $387,534; at the fiftieth per-
centile the value is $714,292; and at the ninetieth percentile the
value is $1,218,735.11°

53. The leading legislative proposal for a cash flow tax also has graduated rates. USA Tax
Act of 1995, S. 722, 104th Cong. (1995).

113 This situation is implicit in William Andrews’ preference for a progressive con-
sumption tax. He explains that rate graduation is not inconsistent with tax neutrality
between present and deferred consumption, “from an equal-consumer perspective.” Wil-
liam D. Andrews, Fairness and the Personal Income Tax: A Reply to Professor Warren, 88
Harv. L. REv. 947, 954 (1975).

114 Although labor endowments are not perfect substitutes for lifetime consumption
levels, they are closely correlated.

115 Don FuLLERTON & DIANE LiM Rogers, WHo BEARS THE LIFETIME Tax BURDEN? 70
tbl.3-2 (1993). The values are in 1984 dollars. There is also strong evidence that income
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The life-cycle, or permanent income, hypothesis holds that in-
dividuals save and dissave in order to consume fairly evenly over
the years of their lives.''® Although it is not clear exactly how
much consumption smoothing occurs, economists commonly as-
sume that there is sufficient smoothing to make even one year’s
consumption a reasonable proxy for lifetime income.!'” All this
suggests—although it does not prove—that interpersonal differ-
ences in consumption dominate intertemporal differences, so that
the major fairness benefit from graduated rates justifies the minor
distortion of the savings decisions of those unusual persons who
prefer uneven lifetime consumption patterns.!'®

Moreover, the nature of the dominant effect of a progressive
cash flow tax on consumption timing may not be objectionable to
most consumption tax proponents. Perhaps the best summary of
the evidence is that savings are used to smooth lifetime consump-
tion—in particular, income from peak earning years is used to fi-
nance consumption in retirement—but that even with this
smoothing, the typical lifetime age-consumption profile is hump-
shaped. That is, consumption peaks in peak earning years, and
declines significantly in retirement.!’® If that is correct, it has an
interesting implication for the effect of a progressive consumption
tax on consumption timing neutrality. If the most common sort of
lifecycle savings defers consumption from a high-income, high-
consumption year, to a low-income, low consumption retirement
year, then a progressive cash flow tax actually creates a bias in
favor of future consumption in the typical case.

Let us return to the previous example of the taxpayer saving
$10,000 in period 1, when the marginal rate is 20%, in order to
finance consumption in period 2. This time, however, let us sup-
pose that even with the savings, consumption is lower in period 2
than in period 1, and the marginal tax rate in period 2 is only 10%.
The $10,000 grows to $15,000 by period 2 and, after paying a 10%

inequality in the United States has increased in recent years. See Lynn A. Karoly, Trends
in Income Inequality: The Impact of, and Implications for, Tax Policy, in TaAx PROGRESSIV-
ITY AND INcoME INEQUALITY 95 (Joel Slemrod ed., 1994); SLEMROD & Bakija, supra note 7,
at 55-58 (data on growing income inequality between 1977 and 1990).

116 See MILTON FRIEDMAN, A THEORY OF THE ConNsumpTION Funcrion 20-31 (1957);
Franco Modigliani & Richard Brumberg, Utility Analysis and the Consumption Function:
An Interpretation of Cross-section Data, in PosT-KEYNESIAN EconoMics 388 (Kenneth K.
Kurihara ed., 1954).

117 See Michael J. Boskin, A Framework for the Tax Reform Debate, in FRONTIERS OF
Tax REFORM, supra note 44, at 10, 19 (“consumption in any year may well be a better proxy
for permanent income than is income in that year”).

118 This assumes, of course, that one begins by accepting the vertical equity argument
for graduated rates.

119 See generally Orazio P. Attanasio, Personal Savings in the United States, in INTER-
NATIONAL CoMPARISONS OF HouseHOLD SaviNGs 57 (James M. Poterba ed., 1994) (providing
a detailed and sophisticated analysis of lifetime income, savings, and consumption, based
on Consumer Expenditure Survey data).
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tax, the taxpayer can consume $13,500. Viewed from period 1,
that future consumption has a present value of $9000, which is
greater than the $8000 period 1 consumption alternative (after
paying a 20% tax on $10,000).

It seems quite probable that the most common effect of a pro-
gressive cash flow tax on consumption timing will be a distortion
in favor of deferred consumption. This distortion would, of course,
still be a violation of consumption timing neutrality, but for those
who support a consumption tax in order to encourage savings, it
should not be objectionable.’* It may even be an attraction.

There are four additional considerations pointing toward the
acceptability of graduated rates in a cash flow tax, despite the im-
pact on consumption timing decisions. First, the mere fact that an
individual’s consumption is not perfectly level over time does not
mean that graduated rates will cause distortions. If tax brackets
are fairly wide—encompassing several tens of thousands of dol-
lars within a single bracket—they can accommodate substantial
variations in annual consumption without subjecting an individ-
ual to different tax rates in different years.

Second, Blueprints for Tax Reform describes a cash flow tax
system in which taxpayers are allowed to opt out of cash flow
treatment for some savings; opting out would result in no deduc-
tion for savings, but also no tax on investment return.'?* Taxpay-
ers could use this flexibility to average their consumption for tax
purposes, thus avoiding the distortion that would result from dif-
ferent tax rates applying in different years.'?

Third, for taxpayers with very unequal consumption levels
within a period of a few years, tax base averaging rules, similar to
the repealed income averaging rules,'?® could be provided.

Finally, there is a strong argument that the goal of applying
the same tax rate to an individual over a period of many years is
quixotic. One Congress cannot bind later Congresses;'** tax rates
will inevitably change over time as economic conditions, revenue

120 The House-passed “Tax Code Termination Act” calls for elimination of “the bias
against savings and investment.” H.R. 3097, 105th Cong. § 3(a)4) (1998). It seems un-
likely the House Republicans would object strenuously to a tax bias in favor of savings and
investment.

121 BLUEPRINTS, supra note 105, at 110-11.

122 See id. at 112-13.

123 Former 1.R.C. §§ 1301-1305, repealed by Tax Reform Act of 1986, Pub. L. No. 99-
514, § 141, 100 Stat. 2085, 2117 (1986).

124 Kyle D. Logue offers several suggestions—some of them quite creative—as to how
the government might credibly commit itself to a particular tax policy, if it desired to do so.
Kyle D. Logue, Tax Transitions, Opportunistic Retroactivity, and the Benefits of Govern-
ment Precommitment, 94 MicH. L. REv. 1129, 1181-94 (1996). Logue does not, however,
suggest that Congress use any of these devices to commit future Congresses to a particular
rate structure.
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needs, and congressional attitudes change.’®® This reality sug-
gests that there is no point in enacting a flat tax to pursue the
consumption tax goal of neutrality in the timing of consumption
decisions, because neutrality requires the tax rate to remain un-
changed over decades, and that cannot happen.'” That impossi-
bility leaves the greater interpersonal fairness of graduated rates
as the only achievable goal; it wins by default.

3. Relating the Case to the Bifurcated Base of the
Flat Tax

The flat tax can be understood as an unusual version of a cash
flow tax, using a look-through model of individuals’ investments in
businesses. When an individual invests wages in a business he is
not entitled to a wage tax deduction for making the investment.
He can be viewed, however, as benefitting indirectly from the abil-
ity of the business to expense the assets it buys with his money.'?’
Similarly, when those assets produce business income, the inves-
tor formally pays no tax, but the tax the business pays can be
viewed as paid on behalf of the investor, like a withholding tax.!?®

The clearest case for viewing the flat tax as a kind of cash flow
tax is the wage earner with a sole proprietorship business on the
side. If he takes some of his wages and uses them to buy assets for
his business, the net tax effect will be the same as under a cash
flow tax, if the wage tax and the business tax share the same rate.
The savings from the business tax deduction will offset the taxa-
tion of the wages under the wage tax,'* just as a savings deduc-
tion would offset the tax on wages under a standard cash flow tax.
If he consumes the income generated by the assets, rather than
reinvesting it in the business, that income will be taxable to him
under the business tax, with the same result as if he had been
taxed on consumed income under a standard cash flow tax.

125 See GRAETZ, supra note 47, at 203-04; C. EUGENE STEUERLE, THE Tax DEcapE 135,
fig.8.3 (1992) (showing changes in average and marginal income tax rates at several income
levels from 1955 to 1990).

126 Strictly speaking, avoiding distortion between present and future consumption does
not require that the tax rates actually be the same in both years. It requires only that at
the time the taxpayer makes the decision to consume or save, he believes the rate will be
the same in both years. The history of changes in United States income tax rates, however,
would give taxpayers under a cash flow tax little reason to have that belief.

127 See Stein, supra note 45, at 107.

128 This is how Hall and Rabushka explain the business tax: “The business tax is a
giant, comprehensive withholding tax on all types of income other than wages, salaries,
and pensions. . . . As a result, all income that people receive from business activity has
already been taxed. Because the tax has already been paid, the tax system does not need to
worry about what happens to interest, dividends, or capital gains after these types of in-
come leave the firm . . ..” Frat Tax I, supra note 11, at 61.

129 This result assumes the taxpayer has enough other business income to make the
deduction for the cost of the assets fully useable.
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If the flat tax base is analogized to a cash flow tax, must the
tax be flat in order to achieve tax neutrality toward the timing of
consumption? Perhaps surprisingly, a variation on the flat tax,
with a flat rate for the business tax but graduated rates for the
wage tax, has consumption timing neutrality.’® For example,
David Bradford’s “X tax,”’3! which has a flat business tax at the
same rate as the top wage tax rate, features consumption timing
neutrality. Any combination of a graduated wage tax and a flat
business tax has consumption timing neutrality, regardless of the
relation between the business tax rate and the top wage tax
rate.’® The X tax approach of setting the business tax rate equal
to the top wage rate seems the most attractive option, however, on
the assumption that most business income accrues to high-income
persons.'®

Suppose the wage tax has graduated rates, with the top wage
tax rate equal to the business tax rate of 40%. Consider again the
wage earner with a business on the side. He has $100 of wages,
subject to the wage tax at the rate of 25%.'3* If he opts for current
consumption, he will pay a tax of $25, and consume $75. If he
chooses instead to invest those wages in the business, he will be
able to spend $125 on business assets. Deducting $125 from the
40% business tax generates a tax savings of $50, so the after-tax
cost of the investment is $75, which equals the wages he has avail-
able to invest after paying the $25 wage tax. Viewing the first
year in isolation, the net effect of the two taxes is a 25% negative
tax: the burden of the lower rate wage tax is more than offset by
the benefit of the deduction against the higher rate business tax.

The assets generate income at the normal rate of return in
the economy—say, 10% for one year. One year later, the business
has the assets, still worth $125,%° and the $12.50 income from the
assets. The taxpayer then decides he wants to devote the entire
$137.50 to consumption, which requires selling the assets. He will
have to pay the 40% business tax on the entire $137.50,'* so the

130 See Bradford III, supra note 93, at 385-86.

131 Id.

132 For that matter, the combination of a wage tax and a flat business tax has con-
sumption timing neutrality no matter what rate structure is chosen for the wage tax. See
infra text accompanying notes 137-38.

133 See supra text accompanying notes 93-94 (discussing surrogate taxation under the
X tax).

134 This rate is the average or effective rate on the $100 wages. The analysis does not
depend on what marginal rate structure produces that average rate.

135 For simplicity of illustration, the example assumes the assets suffer no economic
depreciation.

136 The $12.50 income is obviously subject to tax, since it was not reinvested in busi-
ness assets. The other $125 is subject to the business tax because the assets were sold, and
proceeds from the sale of plant and equipment are subject to the business tax (unless rein-
vested). See FLaT Tax I, supra note 11, at 63. In income tax terms, an expensed asset has a
zero basis, so the entire amount realized on its sale is taxable gain.
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amount he will be able to consume is $82.50. Using a 10% dis-
count rate, the present value in the first year of $82.50 in the next
year is $75. The result is that the combination of the 25% wage
tax and the 40% business tax does not distort the consumption
timing decision. Whether he consumes in the first year or the sec-
ond year, the present value of the consumption will be $75.

The result in the example generalizes. The present value of
the after-tax consumption will always be simply the amount of the
wages, reduced by the effective wage tax rate in the year the
wages were earned.’® Since the present value of the consumption
depends only on the wage tax burden in the year the wages were
earned, it is unaffected by consumption timing. As a result, con-
sumption timing neutrality will exist in this bifurcated tax system
no matter what rate structure is chosen for the wage tax. What is
crucial to consumption timing neutrality in this system is that the
rate of the business tax be flat and constant over time.’*® As long
as the business tax rate is flat and constant, the present value of
consumption depends on the effective wage tax rate in the initial
year, and on nothing else—not the structure of wage tax marginal
rates (whether flat, progressive or regressive), not on the relation-
ship between wage tax and business tax rates, and not on wage
tax rates in later years.

Whatever the merits of the consumption timing neutrality ar-
gument for a flat cash-flow tax of the usual sort, the argument
places no limits on the rate graduation of the wage tax portion of
the Hall-Rabushka bifurcated tax.

137 Suppose a taxpayer earns wages W. The amount he can invest in his business,
after taking into account both the wage tax rate (wt) and the business tax rate (bt) is:

1-wt
W( bt ) :
This amount will grow at the annual rate of r, for the n years that the taxpayer postpones
consumption. Thus in year n the investment will have grown to:
1-wt
W(—l_—bt—) (1+4r)* .
If it is converted to consumption in year n, the amount available for consumption after
imposition of the business tax will be:
1-wt
W) asrra-en -
From the perspective of the first year (in which the wages were earned), the present value
of that future consumption is:

1 1-wt
(W)W(T—_b?) (14r)y (1-bt) .
Simplifying the expression, (1+r)* and (1-b¢) drop out, and the present value is just W(1-
wt). Obviously, this value is independent of n (i.e., the year in which consumption occurs).

138 Only if bt is flat and constant over time does (1-bt) drop out of the present value
formula. See supra note 137.
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B. A Wage Tax and Neutrality among Earnings Patterns
1. The Case for the Link

One argument in favor of a consumption tax is based on the
similarity between a consumption tax and a one-time tax on en-
dowment. Blueprints, for example, suggests that “endowment”—
defined as a person’s wealth at the beginning of his working years,
including the value of his human capital—is a good measure of
lifetime ability to pay tax, and thus a theoretically attractive tax
base.® Problems of valuation and liquidity make an endowment
tax impractical, but a consumption tax more nearly approximates
the effects of an endowment tax than does an income tax.

For ease of illustration, consider a situation in which the only
wealth is human capital.’*® Imagine two persons with equal value
human capital. Each wants to consume an equal amount in each
year. Under an income tax they will bear different lifetime tax
burdens despite their equal endowments, if they have different
patterns of lifetime earnings.*' Under a wage tax, however, two
persons with equal human capital endowments will bear equal
lifetime tax burdens regardless of the timing of their earnings, if
the same tax rate applies to all earnings of each. Therefore, one
who favors a wage tax out of a desire to impose equal tax on equal
human capital endowments will want the tax to have a single
rate, constant over time.

A simplified example illustrates the point. Taxpayers C and
D begin their working years with no wealth except the present
value of their future earnings. There are only two earnings peri-
ods—present period 1 and future period 2. C will earn $100,000 in
period 1 and nothing in period 2; D will earn nothing in period 1
and $150,000 in period 2. The time value of money is such that
$100,000 now and $150,000 in period.2 have equal present values.
Thus C and D have human capital endowments of equal value.
Will they face equal tax burdens under a wage tax? Yes, if the
same tax rate applies to each. At a 20% rate, for example, C will
have $80,000 after tax in period 1 and D will have $120,000 after
tax in period 2. The pre-tax equality of the present value of their
endowments is thus maintained post-tax.!*> If C and D both want

139 BLUEPRINTS, supra note 105, at 36.

140 In this situation the major difference between a consumption tax and a wage tax
disappears; the fact that a consumption tax burdens existing nonhuman capital, while a
wage tax does not (see supra text accompanying notes 30-33), is irrelevant when there is no
wealth other than human capital.

141 A taxpayer whose earnings are front-loaded will have to save to smooth his con-
sumption, and that will subject him to the income tax’s double tax on savings. See
BLUEPRINTS, supra note 105, at 37-38. A taxpayer who earns the same amount each year
will not have to save to smooth consumption, and so will avoid the double tax.

142 As the example illustrates, a flat rate wage tax will impose equal tax burdens on
taxpayers who begin their working years with future earnings of equal present value, even



1999] The Selling of the Flat Tax 227

to smooth their consumption over the two periods, C will have to
save and D will have to borrow. The saving and borrowing have
no tax consequences under a wage tax, and so do not disrupt the
equality between the two taxpayers.'*

But what if the tax has graduated rates, so that C pays tax at
an average rate of 20% on $100,000, and D pays at an average
rate of 30% on $150,000? Then C’s after-tax endowment is still
$80,000, but D’s is only $70,000 (the present value of period 2 af-
ter-tax earnings of $105,000). The general point is that if two tax-
payers have equal-value endowments, but one has greater
bunching of wages, a graduated rate wage tax will impose a heav-
ier burden on the taxpayer with the bunching.!#

2. Relating the Case to the Bifurcated Base of the Flat
Tax

The essence of the above analysis is not changed by moving to
a world with old capital, other than human capital, in existence at
the time a new tax system is introduced, and by imposing the bi-
furcated base of the flat tax rather than simply a wage tax. If the
business tax is imposed at the same rate as the wage tax, and if
the rate of each tax remains fixed over time, the combined effect of
the business and wage taxes will be to tax equal endowments
equally—regardless of how those endowments are divided be-
tween human and other capital, and regardless of the timing of
earnings from either form of capital.

This conclusion can be illustrated by modifying the above ex-
ample, so that D has no human capital endowment, but is en-

if their earnings patterns are different. However, economists commonly define a person’s
labor endowment as the present value of potential future earnings, were one to work the
maximum possible number of hours. See FuLLErTON & ROGERS, supra note 115, at 22-23.
This definition includes the value of all time available to a person—whether devoted to
paid labor, to unpaid labor, or to leisure, and values all that time at the person’s wage rate.
Under this definition of endowment, even a flat rate wage tax will not impose equal bur-
dens on two persons with equal endowments, if one decides to devote more time to paid
labor than the other, or if one chooses to work at his highest available wage rate and the
other does not.

There is another, closely related, difference between a wage tax and an actual one-time
tax on endowment. An actual endowment tax, as defined by Fullerton and Rogers, would
involve no efficiency cost. It would not distort behavior, because it would not be based on
behavior. See id. at 39. The wage tax, by contrast, imposes an efficiency cost because it
distorts the choice between paid labor and untaxed uses of time.

143 Each will be able to consume $48,000 in each period. C has $80,000 after-tax in
period 1. If he consumes $48,000 and saves $32,000, the savings will grow to $48,000 by
period 2. D borrows and consumes $48,000 in period 1. In period 2 he earns $150,000.
After paying $30,000 tax and $72,000 loan principal and interest, he can consume $48,000
in period 2.

144 See McCaffery, supra note 112, at 351. A taxpayer may have greater bunching of
wages than another taxpayer with an equal-value endowment either because his earnings
occur later in life, as in the example in the text, or simply because his earnings vary more
from year to year.
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dowed with other capital that will earn $150,000 in period 2. The
endowments of C and D now differ both in nature (human capital
for C, other capital for D) and in timing, but are still equal in pres-
ent value. A 20% bifurcated wage-business tax will leave C with
$80,000 after the wage tax in period 1, and D with $120,000 after
the business tax in period 2, thus maintaining post-tax the equal-
ity of the present value of their endowments. The fact that the
wage tax and the business tax share the same flat rate thus could
be explained by a desire to impose equal tax burdens on endow-
ments of equal value.

3. Some Objections

Imposing equal tax burdens on equal endowments is the
strongest argument for a logical link between the Hall-Rabushka
consumption tax base and a flat rate, but even this argument is
subject to important objections. Three objections can be briefly
noted before considering others in more detail. At the outset, the
link is only as strong as the case for equal-tax-on-equal-endow-
ments as a tax policy goal. Blueprints simply assumes the appro-
priateness of the goal,'*® without defending it. One who thinks
ability to pay is better determined based on shorter periods than a
lifetime will not be impressed with the goal.’*® Second, any tax
imposed on actual earnings is a poor proxy for an endowment tax,
if equal-endowment taxpayers make different choices about the
extent to which they convert their earnings potential to actual
earnings. The flat tax will impose a much heavier burden on the
taxpayer who realizes his full earnings potential, than on an
equally able taxpayer who works short hours at a low-paying, but
pleasant, job.!*” This problem is sufficiently serious to call into
question the entire project of trying to mimic the results of an en-
dowment tax. Finally, the point about the implausibility of con-
stant tax rates over time made earlier, with respect to the cash
flow tax, applies here as well.’*® A policy goal whose accomplish-
ment depends on Congress holding the tax rate steady over de-
cades may not be worth pursuing.

145 “If endowment is regarded as a good measure of ability to pay over a lifetime, this
implies that a consumption base is superior to an income base as a measure of lifetime
ability to pay.” BLUEPRINTS, supra note 105, at 36 (first emphasis added, second emphasis
in original).

146 “Ultimately, a lifetime view is not likely to hold much sway with legislators.”
GRAETZ, supra note 47, at 204.

147 See the discussion, supra note 142.

148 See supra text accompanying notes 124-26.
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a. The inconsistency of Hall-Rabushka with the
endowment tax rationale

Despite the fact that the endowment tax analysis supplies the
strongest link between their chosen tax base and a flat rate, Hall
and Rabushka do not rely on, or even mention, that analysis.
That omission may be because the endowment tax rationale calls
for a truly flat wage tax—i.e., a tax with no zero rate bracket cre-
ated by exemptions. Consider how taxpayers C and D would fare
under a 20% “flat tax” with a $30,000 exemption. The present
value of C’s after-tax wages would be $86,000.**° The present
value D’s after-tax wages would be only $84,000.%° D’s average
tax rate is higher than C’s because of the exemption, and that dif-
ference destroys the equality of the tax burdens. In addition, the
exemption means that an endowment consisting entirely of
human capital is taxed less heavily than an equal-value endow-
ment consisting entirely of other capital. Perhaps Hall and
Rabushka realized that the wage tax exemptions in their proposal
are inconsistent with the logic of the endowment tax analysis, and
so they decided not to rely on that analysis.

Of course, one might believe that equal tax on equal endow-
ments is a worthy goal, but also believe that exempting subsis-
tence wages from tax is even more important. Then the flat tax
might be attractive as imposing at least similar tax burdens on
equal endowments, while also avoiding the taxation of subsistence
earnings.

b. Balancing horizontal and vertical equity concerns

Equal tax burdens on those with equal endowments is purely
a goal of horizontal equity; it says nothing about vertical equity—
the relative tax burdens on those with greater and lesser endow-
ments. Suppose a one-time tax on endowments were practical.
Regardless of rate structure, the system would necessarily impose
the same tax on all persons with the same endowment value, thus
automatically achieving horizontal equity. If one’s version of ver-
tical equity were that those with larger endowments should be
taxed at higher rates, a graduated rate structure could achieve
that goal without compromising horizontal equity. There is no
logical inconsistency in favoring both equity goals—equal tax on
equal endowments in the name of horizontal equity, and progres-
sive rates in the name of vertical equity. If a true endowment tax
were feasible, then there would also be no technical inconsistency.

149 $100,000 wages (receivable immediately), less $14,000 tax (20% of $70,000 taxable
wages).

150 The tax would be $24,000 (20% of $120,000 taxable wages). The after-tax wages of
$126,000 would have a present value of $84,000.
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In moving from a true endowment tax to a consumption tax
substitute, however, a technical inconsistency emerges. The task
for one who favors both goals is to find the best compromise be-
tween them. The question is whether graduated rates for the
wage tax would do more good in terms of vertical equity than
harm in terms of horizontal equity.® To a large extent, the an-
swer depends on empirical information about the distribution of
wages, among persons and over time.!®?

If everyone at any given level of lifetime labor endowment had
the same lifetime earnings curve, there would be no horizontal eq-
uity objection to graduated rates. Each member of the group
would bear the same lifetime tax burden regardless of the rate
schedule. It is not necessary that the lifetime earnings curve for
each member of the group be flat in order to obviate the horizontal
equity objection to graduated rates; it is only necessary that the
curve be the same for each member of the group.

It is easy, then, to state the two extreme cases. If there are no
variations in earnings patterns within endowment levels, but
there are large differences between endowment levels, rates
should be graduated. On those facts, graduation would not inter-
fere with horizontal equity, and would contribute significantly to
vertical equity.’®® At the other extreme, if everyone has the same
level of endowment, but the timing of earnings differs greatly
among individuals, there should be a flat rate. On these facts, ver-
tical equity would be a nonissue, and horizontal equity would re-
quire a flat rate. Which of these extremes is closer to the real
world? As mentioned earlier, Fullerton and Rogers have docu-
mented the existence of large differences in the human capital en-

151 Graduated rates for the business tax are not possible under the Hall-Rabushka sys-
tem, because the system makes no attempt to assign business income to particular busi-
ness owners. FLaT Tax I, supra note 11, at 60-61.

152 A complete analysis would also require information about the distribution of other
forms of capital. However, human capital tends to dwarf other forms of capital, even to-
ward the high end of the endowment distribution. For example, David Bradford has calcu-
lated that “if a male with the 90th-percentile position in the discounted-income [i.e., human
capital endowment] ranking received at age 40 the 90th-percentile inheritance, the effect
would be to increase his lifetime wealth by about 4.2%; at the 95th-percentile position (by
interpolation), 3.6%.” Braprorp I, supra note 35, at 173.

153 There is a qualification. It is theoretically possible that graduated rates could back-
fire in terms of vertical equity. Suppose there are just two endowment groups—high and
low—and that they have very different lifetime earnings curves. Members of the high
group earn $100,000 in period 1 and nothing in period 2. Members of the low group earn
nothing in period 1 and $120,000 in period 2, which has a present value of $80,000 in
period 1. With graduated rates, the low group may face a higher lifetime tax burden than
the high group, which would be perverse. The chances of this being a serious problem in
the real world are remote. As the example illustrates, the backfiring is likely to occur only
if there are tremendous differences in the timing of earnings at different endowment levels.
Although Fullerton and Rogers found that the earnings of different endowment groups do
peak at different ages, the shapes of the curves are not so different as to make backfiring a
major concern. FULLERTON & ROGERS, supra note 115, at 28 fig.1-3.
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dowments of Americans.'® To my knowledge there are no studies
of differences in the timing of labor income within endowment
levels.’® It seems plausible, however, that differences in the tim-
ing of earnings within endowment levels are minor compared to
differences in endowment levels. If that is true, then one who fa-
vors flat rates for horizontal equity and graduated rates for verti-
cal equity, might well decide the vertical equity concern
dominates—at least enough to justify moderate rate graduation.
That decision would be reinforced by the possibility of lessening
the impact of graduated rates on horizontal equity by wage aver-
aging provisions.'%¢
VII. ConNcLusiON

A flat rate imposed on a bifurcated wage-business tax base is
a defensible compromise among 51mp11C1ty, efficiency, and fairness
objectives in tax system design. There is nothing magic, however,
about that particular compromise. Other than political expedl-
ency, there is no good reason for considering the base and the rate
of the flat tax as a take-it-or-leave-it package. A single-minded
concern for efficiency cannot justify the linkage of base and rate,
because the flat tax does not remotely resemble the tax an effi-
ciency purist would propose. Nor can an overriding desire for sim-
plicity explain the base-rate connection. A version of the Hall-
Rabushka model with a graduated wage tax would be nearly as
simple as the flat tax, as would a version of the Hall-Rabushka
model converted into a flat rate income tax. The argument for
linking a consumption base and a flat rate in order to achieve tax
neutrality between present and future consumption is problematic
even for a standard cash flow tax, and the argument has no appli-
cation to the bifurcated wage-business tax.

The endowment tax analysis is unique in suggesting a logical
connection between the Hall-Rabushka base and a flat rate, but
the connection will not persuade those who do not believe equal
tax on equal endowments is an important and achievable policy
goal. The most serious problem is that the logical connection ad-
dresses only horizontal equity, whereas tax system design must
consider vertical equity as well. Those who favor graduated rates
on vertical equity grounds are likely to find the horizontal equity
case for a flat tax overwhelmed by the vertical equity case for
graduated rates.

The terms of the tax reform debate should be changed. The
issue should not be the merits of the flat tax. Instead, there

154 See supra text accompanying note 115.

155 Fullerton and Rogers emphasize that their study does not consider differences
within groups. FuLLErTON & ROGERS, supra note 115, at 26-27.

156 See supra text accompanying note 123 (discussing consumption averaging and in-
come averaging).
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should be two debates—one on a consumption base versus an in-
come base, and the other on a flat rate versus graduated rates. In
the end, this separation of the issues is inevitable. The emphasis
on flatness has worked well in attracting public attention to tax
reform, but it would be naive to suppose that the base issue can be
kept hidden long enough for the flat tax to become law. If flat tax
proponents are to succeed, they must eventually convince the pub-
lic not only that flat is better than graduated, but also that a con-
sumption base is better than an income base.

When public attention finally does focus on the base issue, the
flat taxers may find that their political acumen in linking a con-
sumption base to a flat rate is matched only by their folly in the
choice of form for a consumption tax. With the high visibility of
the wage portion of the tax, and the near invisibility of the busi-
ness portion, the base can be easily portrayed by opponents as
simply a wage tax. So portrayed, it is an easy target for populist
complaints that a millionaire living off wealth (such as Steve
Forbes himself) would pay no tax, while his chauffeur and his gar-
dener would pay substantial tax.’®” In fact, owners of old capital
would bear a substantial burden under the business tax, but it is
probably impossible to convince the public of that reality.

For all their political savvy, the advocates of the flat tax may
have made a crucial mistake in proposing a consumption tax in a
form involving no personal tax on investment income. Although
the USA Tax never caught on with the public because it lacked the
attention-getting feature of a flat rate, the public is probably more
open to an unlimited deduction for savings than to an exemption
for investment income. Not taxing investment income sounds like
an undeserved windfall for the idle rich, but an unlimited deduc-
tion for savings sounds like a just reward for the thrifty middle
class.’® The most saleable proposal for fundamental tax reform
may be a flat version of the USA Tax, but it has yet to find a
champion.

157 See Ernest S. Christian, How Much Simplification Is Enough? Is a Returnless Tax
Realistic? 73 Tax Notes 1481, 1491 (1996) (citing example of a Rockefeller and his gar-
dener); Bob Minzesheimer, Key for Forbes Plan is Outsider Status, USA Topay, Feb. 5,
1996, at A6 (“Forbes’ plan means a millionaire who lives off dividends and interest pays
less tax than his chauffeur.”); Patrick J. Buchanan, A Flawed Flat Tax and the Way Out,
N.Y. TiMEs, Jan. 17, 1996, at A19 (Bill Gates would pay no tax following an early retire-
ment, but Microsoft employees would pay tax.). Slemrod and Bakija speculate that the flat
tax will “fail a simple ‘sniff test’ of Americans accustomed to a personal tax on all income,
who will find that a tax that appears to be on labor income only just doesn’t smell right.”
SLEMROD & BaK1JA, supra note 7, at 250 (emphasis added).

158 “While the Armey Flat Tax gives providers of labor less power to choose (how much
tax they pay] than the current system, the Nunn-Domenici Tax gives them more.” Alice G.
Abreu, Untangling Tax Reform: Simple Taxes, Complex Choices, 33 San Dieco L. Rev.
1355, 1416 (1996). If taxpayers prefer feeling empowered to feeling trapped, they will pre-
fer a cash flow tax to a wage tax.



The Missing Links in Tax Reform
Edward J. McCaffery*

A funny thing happened on the way to fundamental tax re-
form: Nothing. Just a few short years ago, it looked as if we might
have another great American tax revolt, akin to the one that
started this country over 200 years ago. Ronald Reagan had got-
ten the modern bandwagon started, first in California in the 1970s
and later, from the White House, in the 1980s.! Politicians—like
football coaches, investment advisors, and most of the rest of us—
are apt to keep trying the same old thing until it has proven be-
yond a shadow of a doubt to work no longer. Thus the antitax talk
continued full force into the 1990s.

George Bush’s quivering lips probably cost him the 1992 pres-
idential election, and only further proved how deadly serious anti-
tax talk had become.? The Contract with America, which fueled
the sweeping Republican electoral victories in the mid-term elec-
tions of 1994, was full of fire and brimstone talk of tax.® Steve
Forbes nearly made the 1996 presidential election a referendum
on the flat tax, even as Jack Kemp was more effective at person-
ally cashing in on the idea.* The fire still burned bright after Bill
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and Visiting Professor of Law and Economics, California Institute of Technology. An ear-
lier version of this paper was presented at the “Federal Tax Policy in the New Millennium,”
The Second Annual Tax Law Institute, Chapman University School of Law. I thank the
Institute’s organizers and participants for their help and comments. I also thank Christo-
pher Suh for excellent research assistance.

1 See, e.g., GARRY WiLLs, REAGAN’S AMERICA (1987); Kenneth Cooper, GOP Offers a
“Contract” to Revive Reagan Years, WasH. Post, Sept. 28, 1994, at Al. Of course, Reagan
stood in a long line of American tax cutters, haters, and protesters. See generally CHARLES
Apams, Tuose Dirty RoTTeEN Taxes (1998) (chronicling history of taxes and tax protests in
America).

2 See Alan Murray & Jackie Calmes, The Great Debate: How the Democrats, with
Real Cunning, Won the Budget War, WaLL St. J., Nov. 5, 1990, at Al; John E. Yang, Budget
Deal Appears at Hand, WasH. Post, Oct. 25, 1990, at Al; Thomas Patterson, Bad News,
Bad Governance, 546 ANNaLs AM. Acap. PoL. & Soc. Sci. 97, 104 (1996).

3 See CoNTRaCT WITH AMERICA: THE BoLp PrLaN BY REp. NEwT GIiNGRICH, REP. Dick
ARMEY, aND THE House ReEpuBLICANS TO CHANGE THE NATION (Ed Gillepsie & Bob Schellas
eds., 1994) [hereinafter ConTRACT]. See also CONTRACT WITH THE AMERICAN FaMILY: A
BoLp PLaN BY CHRISTIAN COALITION TO STRENGTHEN THE FAMILY AND RESTORE COMMON-
SENSE VALUES (1995) [hereinafter ConTRACT II]. I discuss the two Contracts and their talk
of tax in Edward J. McCaffery, Tax’s Empire, 85 Geo. L.J. 71, 128-37 (1996). See also
Epwarp J. McCAFFERY, Taxine WoMEN 202-25 (1997).

4 See Jackie Calmes, Forbes’s Flat-Tax Plan Will Be a Tough Sell, WaLL Sr. J., Feb.
5, 1996, at Al; Jack Kemp, Lower Taxes, Higher Revenues, N.Y. Times, Feb. 11, 1996, § 4,
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Clinton had defeated Bob Dole—perhaps the only major Republi-
can candidate without a radical tax overhaul plan.® By 1997, Rep-
resentatives Dick Armey and Billy Tauzin were touring the
country putting on a “Scrap the Tax Code Tour,” a kind of Lincoln-
Douglas debate for the 1990s, with taxes replacing slavery as the
topic du jour.® Calls for a national sales or value-added tax to re-
place the income tax gained steam. Republicans took to calling
the gift and estate tax the “death tax” and made popular, if not
quite populist, calls for its repeal.” The “marriage tax” became a
front page issue in major newspapers, and Congress was full of
proposals to kill it.® In a kind of crowning glory to all this talk of
tax, Republicans initiated the Tax Code Termination Act, calling
for the utter abolition of the income tax as we have come to know
it by the dawn of the next millennium.®

But, lo and behold, actual tax policy and legislation of the
1990s has looked suspiciously like its predecessors in, say, the
1960s or 1970s—lacking even the radicalness of Ronald Reagan’s
1980s. The Omnibus Budget and Reconciliation Act of 1993,!° the
Taxpayer Relief Act of 1997,!! and the IRS Restructuring and Re-
form Act of 1998,2 to name three quick examples, all featured typ-
ically ad hoc and incremental changes: tinkering among the deck
chairs of the Titanic. Among the key provisions of these laws were
a nonrefundable $500 per child credit, an expansion of the earned-
income tax credit, the creation of new individual retirement ac-
counts (IRAs), reductions in the capital gains rates, and an in-
crease in the unified credit under the estate and gift tax. These
changes are hardly the stuff of revolution.

at 15; Rob Norton, The Wrong Way to Sell a New Idea: The Flat Tax Has Emerged as the
Single Biggest Issue in the 1996 Presidential Race, Can It Succeed in Spite of its Support-
ers?, FORTUNE, Feb. 19, 1996, at 41.

5 See Thomas Powers, The Last Hurrah, N.Y. REviEw oF Books, Feb. 15, 1996, at 3
(discussing Dole and his positions on tax reform); Dole Calls for “Flat” Tax Rate, N.Y.
Tmmes, Jul. 5, 1982, at A17; Lawrence Kudlow, Cut Taxes, Starve the Beast, WaLL SrT. J.,
Sept. 30, 1996, at A18; Marvin Chirelstein, Taxes and Public Understanding, 29 Conn. L.
REv. 9, 14 (1996).

6 See Agnes Roletti, Republicans Urging Radical Change in IRS Cheered Here, SAN
Dieco Union Tris., Feb. 22, 1998, at B1.

7 See Greg Hitt, GOP Targets Estate Taxes, Capital Gains, WALL St. J., June 10,
1997, at A3; Estate Tax Elimination: A Family Relief Act (Editorial), ArizoNa REp., Sept.
11, 1998, at B6. See also Joel Dobris, A Brief for the Abolition of All Transfer Taxes, 35
Syracusk L. Rev. 1215, 1225 (1985).

8 See, e.g., Janet Hook, Appeal Grows for Bid to End “Marriage Tax,” L.A. TiMES, Oct.
20, 1997, at Al. The so-called marriage tax was a major theme in McCAFFERY, TAXING
WOMEN, supra note 3.

9 See Grandstanding on Taxes, N.Y. TiIMEs, June 24, 1998, at A24 (editorial).

10 Omnibus Budget and Reconciliation Act of 1993, Pub. L. No. 103-66, 107 Stat. 312
(1993).

11 Taxpayer Relief Act of 1997, Pub. L. No. 105-34, 111 Stat. 788 (1997).

12 IRS Restructuring and Reform Act of 1998, Pub. L. No. 105-206, 112 Stat. 685
(1998).
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So much sound and fury thus signified so much nothing.
Even as a large federal surplus made the kind of radical reform
called for in the early part of the decade—and called irresponsible
by liberals—possible, Democrats, led by President Clinton, contin-
ued to advocate a panoply of small ad hoc changes, while even
Republicans seemed to be abandoning the radical tax reform
ship.’® What happened?

In this essay I want to answer that question by looking at
three related missing links in tax reform: the people, principle,
and policy. First, however, let us take a deeper look at the rheto-
ric and reality of tax today.

I. TuaeE Rueroric AND REALITY OF REFORM

This Part summarizes the dominant themes in the tax de-
bates over the last quarter-century, and then looks at actual tax
reform in the 1990s. It concludes by looking at some structural
reasons why the reality of tax reform has not lived up to the fiery
promise of its rhetoric.

A. Talk of Tax

The modern antitax movement can usefully, if a bit simplisti-
cally, be laid at the feet of Ronald Reagan. Reagan’s America fea-
tured a vision of a downsized government off of the people’s backs,
taxing and doing less. Reagan participated in the great tax-limi-
tation movements in California in the 1970s,* and he rode this
antitax rhetoric into the White House.

Reagan delivered, partially. The two great tax acts of his
presidency, the Economic Recovery Tax Act of 1981 (ERTA)" and
the Tax Reform Act of 1986 (TRA 1986),'® certainly changed the
face of the Internal Revenue Code. The highest marginal tax rate
when Reagan took office was 70%, as it had been ever since the
Kennedy administration.!” ERTA lowered this to 50%, and the
TRA 1986 brought it down further, to 28% or 33%, depending on
how one considers the notorious “bubble.”® The 1986 Act also
eliminated any preference for capital gains, and, notwithstanding

13 See State of the Union: Clinton Outlines His Vision for Nation’s Transition to the
21st Century, N.Y. TiMEs, Jan. 20, 1999, at A22; Eric Pianin and Ferge Hager, With Black
Ink, Clinton Draws a Line, WasH. Posr., Jan. 21, 1999, at 6; Clinton, Republicans Each
Pitch Own Tax, Budget Plans, L.A. TiMEs, Jan. 24, 1999, at A16.

14 See David Kyrig, Refining or Resisting Modern Government? The Balanced Budget
Amendment to the U.S. Constitution, 28 AkroN L. Rev. 97, 105 (1995). See also WiLLs,
supra note 1.

15 Economic Recovery Tax Act of 1981, Pub. L. No. 97-34, 95 Stat. 172 (1981).

16 Tax Reform Act of 1986, Pub. L. No. 99-514, 100 Stat. 2085 (1986).

17 LR.C. § 2001(c) (1976) (amended 1981).

18 See Edward J. McCaffery, Cognitive Theory and Tax, 41 UCLA L. Rev. 1861, 1989-
99 (1994).
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bickering among many practitioners and academics, fairly signifi-
cantly simplified the Code.’” Among other things, by raising the
standard exemption levels and by indexing the marginal rate
brackets for inflation, TRA 1986 got millions of lower and lower-
middle income Americans off the tax rolls to stay.?® By any mea-
sure, this was radical tax reform.

Of course, as we well know by now, these tax reductions only
captured part of the story. Under Reagan there was in fact, a
large shift to payroll and corporate taxes, while the total tax bur-
den stayed more or less the same. Giving credit where credit is
due, however, we can at least see the 1980s as a time of significant
tax reform.

Tax reform rhetoric continued full force into the 1990s. In-
deed, picking up on the success of Reagan, the rhetoric intensified.
The Contract with America illustrates this trend well. This
skilled political tract ingeniously mixed antigovernment, antitax,
and pro-family talk. The Contract called for a reduction in the
capital gains rate and a $500 per child credit, an idea that had
originated with the Christian Coalition as an infra-marginal way
to get tax relief to all families, without altering the disincentives
facing working wives in two-earner ones.? These technical provi-
sions were part of a bigger agenda. The Contract made clear
throughout, with its calls for term limits, supra-majority voting
requirements, and a line-item veto, that none other than the fed-
eral government, now seen as the arch-enemy to family values,
was its prey.?? Tax had become the government’s life-blood; any
blow against taxes was a blow against the beast itself. Tax reduc-
tion, government downsizing, and morality were all, in the end,
one and the same thing.

Going beyond the Contract, which perhaps hinged too nar-
rowly on its social conservative underpinnings, talk of tax reform
continued to expand and become more specific while retaining its
radical taint. In the late 1990s, we have witnessed attacks on the
income tax, the “marriage tax,” and the “death tax.””® Advocates
of fundamental reform have been recommending a flat tax, na-
tional sales tax, VAT tax, MAX tax, just about any tax but what
we now have.* A defining moment in this antitax fever was the

19 See id. at 1920-23, and sources cited therein.

20 See Marjorie Kornhauser, The Morality of Money: American Attitudes Toward
Wealth and the Income Tax, 70 Inp. L.J. 119, 159 (1993); McCaffery, supra note 18, at
1894.

21 See McCaFFERY, TaxiING WOMEN. supra note 3.

22 See CONTRACT, supra note 3.

23 See William Gale, Tax Reform in the Real World, 15 YALE J. oN REc. 387 (1998)
(book review).

24 See Alan Schenk, The Plethora of Consumption Tax Proposals: Putting the Value
Added Tax, Retail Sales Tax and USA Tax Into Perspective, 33 San Dieco L. Rev. 1281,
1283 (1996).
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proposal of the Tax Code Termination Act to eliminate the Inter-
nal Revenue Code as we have come to know it as of the dawn of
the millennium.?

B. The Facts of Tax in the 1990s

With so much talk of tax, one would think that something was
in fact being done. Since the monumental TRA 1986, however, tax
legislation has been characterized by ad hoc tinkering within the
basic confines of an income-plus-estate tax. Consider, for exam-
ple, the principal provisions of three major pieces of 1990s tax
legislation.

The Omnibus Budget Reconciliation Act of 1993 raised margi-
nal rates a bit, reopened the preference for capital gains that TRA
1986 had briefly shut down, expanded the earned-income tax
credit, increased the income taxation of social security benefits,
and limited the corporate tax deduction for executive pay.?

The Taxpayer Relief Act of 1997 primarily accepted the prin-
cipal recommendations of the Contract by further lowering the tax
rates on capital gains and adding a $500 per child credit. It went
on to essentially eliminate the taxation of gain on the sale of per-
sonal residences, increase the unified credit under the gift and es-
tate tax to $1,000,000 over time, add a bonus for qualified family-
owned businesses under the estate tax, modify the treatment of
IRAs, and continue a Clinton-era theme of creating special sav-
ings provisions for health and education.?”

The IRS Restructuring and Reform Act of 1998 added scores
of relatively minor substantive provisions to its principal themes,
which were the administrative overhaul of the IRS and revisions
to the procedures for the collection and enforcement of taxes.
Among these changes were additional lowering of the capital
gains rates and more tinkering with IRAs and savings accounts.?

All of these changes did not add up to very much. There was
no major change to the structure of the income or “death” taxes,
nor was a death blow dealt to the marriage tax. No steps were
taken in the direction of simplification. Within days of its pas-
sage, for example, the Taxpayer Relief Act was being dubbed the
Tax Preparer’s Relief Act.”® The 1998 law may only have been
worse. As the millennium drew to a close, politicians showed
every sign of continued tinkering to come. The more things failed
to change, the more they stayed the same.

25 See supra note 9.

26 See supra note 10.

27 See supra note 11,

28 See supra note 12.

29 See, e.g., Jacqueline Albus, Comment: The Deduction for Interest on Student Loans:
Relief is on the Way, 42 St. Louis U. L.J. 591, 610 (1998).
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C. Barriers to Reform: The Tyranny of the Practical

Why has so little been done? There are several deep-seated
structural barriers to real reform, rooted in both our politics and
in our habits of heart and mind. Fundamental change in a system
as large, coercive, and important as tax requires the support of the
people, which in turn requires the articulation of simple, consis-
tent principles as guides to tax reform. President Reagan was
able to use both simplification and an assault on the absurdly high
marginal tax rates under the income tax as his principal tools for
galvanizing public opinion. Since Reagan, the Great Communica-
tor, we have lacked an articulate and popularly accessible sense of
where to go with tax reform. Everybody hates the status quo, it
seems, but it is hard to build a positive agenda on negative senti-
ment alone. Absent some general consensus on the ideal, actual
tax reform has fallen prey to what I have called the “tyranny of
the practical.”™® Consider three related aspects of this.

First, tax policy, as Michael Graetz among others has pointed
out,?' seems to have become enslaved to the lure of distributive
tables. Policymakers in Washington prepare charts of “winners”
and “losers” from any proposed tax reform. This characterization
has a quite specific meaning. “Winners” are those whose taxes
will go down under a proposed change, ceteris paribus, and
“losers” are those whose taxes will go up. The distributive tables
get picked up in the popular press and consciousness. They then
stand as an obstacle to further dialogue or ultimate change. Once
one has seen oneself stamped as a “loser,” typically on the front
page of the local newspaper, it is hard to get enthusiastically on
board behind any particular tax reform. Nobody likes to lose—
most especially not money.

There are some unfortunate things about this political and in-
tellectual habit. Consequences matter, of course, and distribution
is one of the most important elements of tax policy. There is, for
example, very good reason to believe that the flat tax is unattrac-
tive on the grounds of traditional liberal theories of distributive
justice and in the popular consciousness. Reformers should listen
to both dimensions of the case against this idea. There is no rea-
son that the upper class should be the systematic “winner,” and
the middle class the systematic “loser,” under fundamental tax re-
form. The distributive tables, painted in big broad strokes, are
often telling us something important.

The questions of the distributive tables, however, are not all
that there is to the case for tax reform. There are also problems of

30 See McCaffery, Tax’s Empire, supra note 3, at 90-91.
31 See Michael J. Graetz, Paint-by-Numbers Tax Lawmaking, 95 CoLum. L. REv. 609
(1995).
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measurement, such as whether or not one uses “dynamic” or
“static” “scoring,”®? but this really is the least of it. Our current
tax system is very badly flawed—it is in many ways immoral—
and yet we seem stuck in it, forever, because we are blinded by a
narrow vision of dollars and cents. The distributive tables and the
attendant focus on winners and losers lead us away from focusing
on the bigger picture of the ideal shape of our tax system.

An alternative way to proceed would be to put the numbers
aside and get the principles down right first. After all, questions
of a tax’s base, the “what” of taxation, are logically distinct from
questions of the tax’s rate structure, or the “how much” question.
We can and should decide on the broad structure of the tax system
first, and then design a rate structure such that we can all live
with the “winners” and “losers” produced by the ensuing distribu-
tive tables. In plain terms, the tail shouldn’t be wagging the dog.

Second, there has been, at times, an excessive focus on the
problems of transition.?® Once an idea for fundamental reform is
floated, however tentatively, think-tanks and academics produce
detailed analyses of all the headaches involved in getting from
here to there. This focus on the downside of reform buttresses our
natural aversion to change of any sort, and seems to consign us,
forever, to the status quo. Of course change is hard. Taxes are a
big part of our lives, and so changing the tax system will, no
doubt, pose many difficulties, both seen and unseen. This anxiety
about change is part of the reason why old taxes are good taxes, by
and large, all things being equal.®*

But all things are not equal. Things are very bad indeed. I
don’t think our current, complex, hybrid tax system scores partic-
ularly well on any criteria of sensible tax policy: equity, efficiency,
or administrability.?® It is a fairly simple matter for the wealthy
and well-advised property-owning class to avoid paying taxes al-

32 See, e.g., id. at 668-72.

33 An excellent general discussion of various tax systems and the problems of transi-
tion in getting to them can be found in AMERICAN INSTITUTE OF CERTIFIED PUBLIC ACCOUNT-
ANTS, CHANGING AMERICA'S Tax SysTEM: A GuUIDE To THE DEBATE (1996) [hereinafter
AICPAJ. See also JOEL SLEMROD AND JoN Bakija, TAXING OURSELVES: A CITizEN’S GUIDE TO
THE GREAT DEBATE OVER Tax ReForM (1996). For a classic statement of problems in mak-
ing the transition to a consumption tax, see Michael J. Graetz, Implementing A Progressive
Consumption Tax, 92 Harv. L. Rev. 1575 (1979).

34 The saying that “old taxes are good taxes,” or the variant that “the only good tax is
an old tax,” is generally attributed to Adam Smith. See, e.g., J. Mark Ramseyer & Minoru
Nakazato, Tax Transitions and the Protection Racket: A Reply to Professors Graetz and
Kaplow, 75 Va. L. Rev. 1155, 1157 n.7 (1989); Apam SMITH, AN INQUIRY INTO THE NATURE
AND Causes oF THE WEALTH oF Narions 873 (E. Cannan ed. 1937) (new taxes meet opposi-
tion from the populace).

35 See generally Edward J. McCaffery, Tax Policy under a Hybrid Income-Consump-
tion Tax, 70 Tex. L. REv. 1145 (1992) [hereinafter Hybrid]. I return to and expand on this
theme in my current book project, EDwWARD J. McCAFFERY, THE NEXT GREAT AMERICAN Tax
RevoLr (forthcoming 2000—manuscript on file with Chapman Law Review).
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together, on both first- and later-generation wealth.*® Meanwhile,
the middle and lower-middle classes are hit hard by what is in-
creasingly a wage tax system, looking at both the “income” tax per
se, and the large and important payroll tax system. Two-earner
families, and especially the working mothers within them, are
hard hit,*” and other problems of justice and fairness abound.
When we look at the current tax system from the standpoint of
principle, almost anything seems better—no matter how hard and
long the route from here to there might be.

We ought not to let practical details preclude better theoreti-
cal thinking. Without first focusing on some attractive light at the
end of the tunnel, we may never start the journey toward tax re-
form. The tail is now wagging the dog to sleep.

Third, aside from the general habits of mind that have us
looking to distributive tables and questions of transition as ways
of cutting off the revolution at its roots, there are a host of more
particular reasons—political, intellectual, psychological—that
keep us wedded to the way things are. Consider, for one very
large example, how our practical bipartisan politics have played
out—a story that might be most simply described as “Gridlock
Happens.”

Republicans, starting with Ronald Reagan, got on the antitax
bandwagon and found it to be wildly successful, but they also
loaded up this wagon with a good deal of baggage. Tax reform in
the hands of Republicans has been linked throughout to the logi-
cally independent case against government itself or has been used
in the service of supporting a narrow, socially conservative, “fam-
ily values” agenda.®® Republicans married what I take to be, and
what I shall argue below to be, a sensible policy answer to the
question of the ideal tax base, or the “what” of taxes—the case for
consumption taxes—to a position on the appropriate rate struc-
ture, or the “how much” question. As others at this Symposium
have discussed, we now have a plethora of flat-tax consumption
plans floating about,*® but there is no reason sounding in logic,
policy, or principle why consumption taxes need be “flat.”

36 See McCAFFERY, THE NEXT GREAT AMERICAN Tax REVOLT, supra note 35.

37 See McCAFFERY, Taxing WOMEN, supra note 3.

38 See generally CONTRACT, supra note 3; ConTrAcT II, supra note 3; both discussed in
McCaffery, Tax’s Empire, supra note 3. See also Christine Klein, A Requiem for the Rol-
lover Rule: Capital Gains, Farmland Loss, and the Law of Unintended Consequences, 55
WasH. & LeE L. Rev. 403, 409 (1998).

39 Lawrence Zelenak, The Selling of the Flat Tax: The Dubious Link Between Rate and
Base, 2 Cuar. L. Rev. 197 (1999); Alan Schenk, Radical Tax Reform in the 21st Century:
The Role for a Consumption Tax, 2 Cuap. L. Rev. 133 (1999); Barbara H. Fried, The Puz-
zling Case for Proportionate Taxation, 2 CHap. L. REv. 157 (1999). See also AICPA, supra
note 33 and SLEMROD & Bakuia, supra note 33.
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Democrats, meanwhile, ever distrustful of Republicans, paid
little or no attention to tax. They confused the preferred Republi-
can endpoint of smaller, less redistributive taxes and spending
programs with one of its institutional means, tax reform. Presi-
dent Clinton seems to have grown especially fond of small,
targeted, nonrefundable tax credits.* Looked at closely, this pre-
dilection, like the fondness for substantive positions such as the
one favoring school uniforms, consists more of rhetoric than real-
ity. The nonrefundable nature of the credits means that they can-
not possibly benefit the 40% or so of adult Americans too poor to
pay positive income tax, while their various caps and ceilings en-
sure that they cannot benefit the wealthiest Americans who are
most likely to act on tax law incentives.** We are left with small,
technical provisions that cost little and sound nice—serving wor-
thy goals such as helping adoptive families or the disabled—but
that do next to nothing.

In this climate, no one is advocating what is an obvious, sensi-
ble compromise. We should concede the base issue to the Republi-
cans and the rate issue to the Democrats. This compromise would
leave us with a progressive consumption-without-estate tax, a sys-
tem with attractive normative properties that seems to resonate
well with contemporary democratic values.** Yet, except for the
brief moment that the Nunn-Domenici USA Tax had in the sun,
no one has worked very hard to advance this sensible idea.*®

II. Tue MissING LINKS

Rhetoric has left us with the same old dreary reality. What is
to be done? In this part, I cash in on the promise of this essay’s
title and discuss the missing links in tax reform.

A. The People

Missing link number one is the people. The American tax sys-
tem is big, coercive, and important; nearly $3 trillion, roughly one-
third of our gross domestic product, gets churned through the tax

40 See, e.g., Heidi Glenn & Daniel Tyson, Clinton Throws Out First Tax Cut Chip, 82
Tax Notes 159 (1999). See generally Amrry SHLaES, THE GREEDY HAND: How Taxes DRIVE
AMERICANS CrazY AND WHAT To Do Asour It (1999).

41 See, e.g., Jane Bryant Quinn, The Downside of a Tax Credit for Caregivers, WasH.
Posr., Jan. 24, 1999, at H2. See also McCaFFERY, TaxiNG WOMEN, supra note 3, at 148-49.

42 I develop these arguments further in Edward J. McCaffery, The Uneasy Case for
Wealth Transfer Taxation, 104 YaLe L.J. 283 (1994) (hereinafter Uneasy Case]; Edward J.
McCaffery, The Political Liberal Case against the Estate Tax, 23 PHiLOs. & PuB. Arr. 281
(1994); Edward J. McCaffery, Being the Best We Can Be (A Reply to Critics), 51 Tax L. Rev.
615 (1996); and McCaffery, Tax’s Empire, supra note 3.

43 See generally LaureNnce S. SEiDMAN, THE USA Tax: A PROGRESSIVE CONSUMPTION
Tax (1997).



242 Chapman Law Review [Vol. 2:233

system each year.** It is simply unthinkable that we could change
such a massive and massively important system without popular
support, input, and understanding. Tax stands at the center of
our practical political lives. It often dominates our presidential
politics. The people care, passionately, about tax, yet we have
very little public understanding of the real facts and possibilities
of tax, and very few attempts to get more.

The people themselves can hardly be blamed fully for this
sorry state of affairs. Tax is complex and it hits close to the bone.
Modern life is complicated enough without expecting people to ed-
ucate themselves in the nuances of public finance and policy alter-
natives. The passions of tax make it even harder to think clearly
about it.** A further problem is that the people are not getting any
help in their obvious hunger to replace the current disaster of a
tax system with something more sensible, efficient, and fair.

One set of culprits is the politicos, the “inside the beltway”
crowd, who have proven time and time again to be out of step with
the American people, most recently in the extended saga of Presi-
dent Clinton’s impeachment.*® Insiders talk of tax in terms of “dy-
namic scoring” and narrow pragmatics. Talk of tax, as we have
seen above, gets wrapped up and lost in other agendas, such as
the Republicans’ for downsizing government or the Democrats’ for
preserving spending programs. There is even reason to be cynical
about the ultimate political will to change tax. A certain sociologi-
cal tendency of bureaucracy makes tax, an already complicated
subject, more and more distant from the language and concerns of
everyday people.”” At the same time, the fact that the taxing
power and the threat of its exercise provides a major impetus be-
hind campaign contributions leads one to doubt how much Wash-
ington insiders genuinely desire any radical change.*® A similar
pattern of heated rhetoric followed by icy inaction has character-
ized one of the other great areas of modern inertia: campaign fi-

44 See Bureau oF THE Census, U.S. DEp'T oF COMMERCE, STATISTICAL ABSTRACT OF
THE UNITED STATES 1998, at 307 tbl.499, 456 tbl.721 (118th ed. 1998).

45 Consider for example Hume’s observation: “As violent passion hinders men from
seeing directly the interest they have in equitable behavior towards others; so it hinders
them from seeing that equity itself, and gives them a remarkable partiality in their own
favours.” Davip HuMmE, A TREATISE oF HUMAN NATURE 538 (Lewis A. Selby-Bigge & P.H.
Nidditch eds., 2d ed. 1978) (1740).

46 See Howard Kurtz, Americans Wait for the Punch Line on Impeachment as the Sen-
ate Trial Proceeds, Comedians Deliver the News, WasH. PosT, Jan. 26, 1999, at Al.

47 See, e.g., Bayless Manning, Hyperlexis and the Law of Conservation of Ambiguity:
Thoughts on Section 385, 36 Tax Law. 9 (1982).

48 See generally Richard L. Doernberg and Fred S. McChesney, Doing Good or Doing
Well?: Congress and the Tax Reform Act of 1986, 62 N.Y.U. L. Rev. 891 (1987); Richard L.
Doernberg and Fred S. McChesney, On the Accelerating Rate and Decreasing Durability of
Tax Reform, 71 MinN. L. Rev. 913 (1987) (both articles suggesting and amply demonstrat-
ing that campaign contributions drive tax lawmaking and reform).
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nance reform.*® Tax as usual is part of business as usual. Those
who are in power have won under the rules, and seem hesitant to
change them.

In this climate, the academy, including lawyers, accountants,
and economists, has only proven to be a second culprit. Scholars
who have the time and talent to understand this kind of thing
could be helping to reach out to the people, to speak of tax and tax
reform in plain terms. Trapped in narrow debates among them-
selves, however, and concerned about appearing too “popular” or
“political,” the academy has been turning inward, not reaching
outward.®® Although the situation has been changing of late, with
symposia such as this one being an important example of a new
promise, too much tax scholarship is still too devoted to the con-
cerns of too few people.

All of this is unfortunate, for the people seem clearly ready
and willing to change—if they can be helped to see a way. Look-
ing at general attitudes, we see that the current tax system is
widely disdained. If this anger against the status quo can be
translated into a popular and understandable program, then the
people can get behind tax reform. We need them.

B. Principle

Missing link number two is principle. I mean “principle” in a
rather precise sense, picking up on the jurisprudential ideas of
Ronald Dworkin.?* Dworkin distinguishes between concerns of
“policy,” where matters can be left to a net balancing of social in-
terests—he cites as an example the decision to pursue some pro-
ject in national defense, or questions about which military bases
to close—and concerns of “principle,” where questions of right,
fairness, and justice trump any narrowly framed calculus of indi-

49 For the interesting idea that Congress often tries to delay in order to do nothing—to
“strike while the iron is cold”—see Roger G. Noll & James E. Krier, Some Implications of
Cognitive Psychology for Risk Regulation, 19 J. LEG. Stup. 747 (1990).

50 A somewhat contrary tendency has appeared in a new movement of tax scholarship,
to which I have often been linked, loosely called “critical tax theory.” To the extent that
adherents of this self-identified movement take a critical questioning and normative stance
in relation to tax law, doctrine, and policy, I think that the movement is salutary and long
overdue. At times, however, perhaps inevitably, critical tax theorists have also turned in-
ward and been as trapped within their own intellectual debates as the older generation of
tax law scholars of whom they are often critical. Critical tax theory itself has also become
bogged down in a debate over its meanings and possibilities. See, e.g., Lawrence Zelenak,
Taking Critical Tax Theory Seriously, 76 N.C. L. Rev. 1521 (1998) and the several re-
sponses to it in the same issue. For the record, I tend to think that such academic pursuits
are important and valuable, but that tax also needs for scholars to reach out and explain
things better to the people affected by it all.

51 RonaLp DworkiN, Law’s EMPIRE (1986); RoNaLD DWORKIN, A MATTER OF PRINCIPLE
(1985). See also Edward J. McCaffery, Ronald Dworkin, Inside-Out, 85 CaL. L. REv. 1043
(1997); Larry Alexander & Ken Kress, Against Legal Principles, 82 Iowa L. Rev. 739, 745
(1997).
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vidual interests.”? “Equality” is a principle, for example, and
when it is seen to come into play, its dictates must be followed.
Thus, in an example that I think should strike home for tax re-
formers today, the right to equal concern and respect, to equal op-
portunity, that propelled the Supreme Court to overrule the
“separate but equal” rule of Plessy v. Ferguson® in Brown v. Board
of Education,’ was a matter of principle. The fact that the transi-
tion to desegregated schools was difficult and costly, as well as the
fact that this change no doubt had its “losers,” did not count as
arguments against the principle. Rights “trump” interests, nar-
rowly conceived.

Now clearly tax is quite often a matter of policy—of horse
trades and dollars and cents. But it is more than that. The failure
to articulate a domain of principle for tax underlies and informs
the current gap between rhetoric and reality. Narrow questions of
distribution and transition are indeed fair game, and can often be
decisive, in a narrowly policy regime, but a huge and coercive sys-
tem like tax cries out for something else, and more. Democratic
legitimacy demands that the state’s exercise of coercive power
through its tax system be principled. Tax matters.

There are two connected reasons for this commitment to prin-
ciple in tax. First, there is a principle behind the need for princi-
ple. Tax is large and coercive and it affects far-reaching aspects of
our social lives: the kinds of people we are and might reasonably
hope to become, to paraphrase John Rawls.% It is a fundamental
part of a reasonable conception of democratic legitimacy_that
power be exercised with principle. "

Second, just as there is a principle of requiring principle, the
case for more principle in tax draws support from pragmatic poli-
tics. In short, principle sells. There is nothing bad or disingenu-
ous about this truth. The people cannot understand intricate
debates about tax, but they can understand the core principles
and commitments of alternative tax regimes. We ought to have
that out, to get a chance to arrive at principles that can serve as
going-forward guides to debate and reform.

We can understand these abstractions with reference to con-
temporary practice. The current income-plus-estate tax system
rests on a principle that tax burdens should be borne according to
one’s “ability to pay.”®® This principle suggests an income tax,

52 See RoNALD DworkIN, TakiNG RicHTs SERIOUSLY, ch. 2 (1977).

53 Plessy v. Ferguson, 163 U.S. 537 (1896).

54 Brown v. Board of Educ., 347 U.S. 483 (1954).

55 See John Rawls, Kantian Constructivism in Moral Theory, 77 J. PaiL. 515 (1980);
JouN RawLs, PoLrticaL LiBEraLism 269-71 (1993 & 1996).

56 For a seminal statement of the “ability to pay” norm, see Richard Musgrave, In
Defense of an Income Concept, 81 Harv. L. REv. 44, 45-46 (1967).
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which differs from a consumption tax only in its inclusion of sav-
ings within the base.’” Since savings add to a taxpayer’s ability to
pay, traditional tax theorists insist on including them within the
tax base.

As an a priori matter, “ability to pay” is a perfectly compelling
principle. The problem—and it is a factual problem—is that
nearly a century of experience has taught us that American soci-
ety is not committed to taxing savings. Thus, we have the realiza-
tion requirement, supplemented with the nontaxation of most
retirement savings, insurance, home equity, and human capital.*®
The practical and political inability consistently to tax the yield to
capital has left us with a hybrid income-consumption tax that is
badly flawed in practice and altogether ungrounded in theory. As
a practical matter, the current hybrid tax is no tax at all for the
rich and well-advised, especially if they presently have capital and
an inclination to spend it all on themselves. That situation is a
disgrace, or it ought to be, and it leaves us with no compelling
principle to take to the people in arguing for any particular tax
reform.

C. Policy

Missing link number three is policy, in a specific, practical
sense. The previous section argued that the people cannot get in-
volved in practical tax reform politics without some coherent prin-
ciple that they can understand and endorse. We need principle.
At the same time, however, principle needs policy—in the con-
crete, particular sense of a specific plan or proposal to carry and
illustrate it. Abstractions only go so far in America. “Equality,”
for example, has long been a widely accepted principle, but the
case of Brown v. Board of Education was necessary to suggest that
the principle required desegregation of public schools.

In the case of tax, this all might seem hopeless. There is so
much talk of tax and so little agreement. Where are the common
principles, other than that everyone wants to tax someone else?
There seems to be neither principle nor policy to cling to in tax.
Fortunately, however, it all comes together when we step back a
bit and take a calm, dispassionate look at the current lay of the
land.

Let’s start with two simple facts of tax logic. One, as I have
mentioned above, is the recognition that questions of a tax’s base
are logically separate from questions about its rates. We can talk

57 See generally Hybrid, supra note 35.
58 I discuss these deviations from an income concept in Hybrid, id., and I return to
them in chapter 4 of McCarreRY, THE NEXT GREAT AMERICAN Tax REVOLT, supra note 35.
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about them separately. Let’s put the more contentious rate issue
aside, and focus on the base.

Two, in understanding the tax base, we have the familiar
Haig-Simons definition of income to guide us. In simplified terms,
this definition states that:

Income = Consumption + Savings,*

which tells us no more and no less than that all money is either
spent or not.

Nonetheless, we can rearrange the Haig-Simons definition to
see the very important point that, since

Consumption = Income — Savings,

a consumption tax is any tax that does not tax savings.®

These simple insights allow us to see the practical missing
link in talk of tax today. Briefly and simply put:

It’s Consumption, Stupid.

It turns out, on closer inspection, that all popular reform propos-
als feature some variant of a consumption tax. This is true of the
national sales tax, the VAT tax, all popular proposals for “flat”
taxes, and the Nunn-Domenici USA Tax.®® Even more striking,
the theme of consumption taxation is present in almost all “in-
come” tax reform in the 1990s. Movements to lower the tax rate
on capital gains, exempt the gain from the sale of homes from tax,
and expand IRAs or other savings account vehicles are all the stuff
of consumption taxation, because they retreat from an income
tax’s theoretical commitment to taxing savings. Our so-called in-
come tax is already well on its way towards being a “consumption”
tax in fact, and it is getting closer and closer with each and every
major act of tax legislation in the 1990s.5?

The movement towards consumption taxation is not just of
practical interest. A consumption tax is appealing to both in-
dependent, abstract, moral and political theory and commonsensi-

59 See generally HENRY SiMoNs, PErsoNAL INcoME TaxaTioN: THE DEFINITION OF IN-
cOME as A ProBLEM oF FiscaL PoLicy (1938) and HENRY SiMons, FEDERAL Tax REFOrRM
(1950). See also Robert M. Haig, The Concept of Income—Economic and Legal Aspects, in
Tue FEDERAL INcoME Tax 1, 7 (Robert M. Haig ed., 1921), reprinted in READINGS IN THE
EconoMics oF Taxation 54 (Richard A. Musgrave & Carl S. Shoup eds., 1959). See also
Hybrid, supra note 35.

60 See Hybrid, supra note 35; William D. Andrews, A Consumption-Type or Cash Flow
Personal Income Tax, 87 Harv. L. REv. 1113 (1974); NicoLas KaLDor, AN ExPENDITURE Tax
(1955).

61 See, e.g., Schenk, supra note 24; SLEMRrOD & BaKkuia, supra note 33; AICPA, supra
note 33.

62 See generally Hybrid, supra note 35.
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cal popular morality, because a consumption tax rests on a
principle that we can indeed endorse and take to the people:

We should consistently tax spending, not work or savings.

This simple principle goes a surprisingly long way in crafting
practical tax reform proposals. It not only suggests a more sys-
tematic exemption for savings than our present hybrid income-
consumption tax features, but it also has relevance for such con-
temporary debates as that over “death” taxes. Specifically, the
principle of taxing spending, and spending alone, suggests that we
should indeed abolish the estate and gift tax for one simple rea-
son: Dead men don’t spend.

An estate tax falls only on savings, or nonconsumed wealth.5?
As such, it encourages and rewards consumption; it encourages
the wealthy elderly to spend down their wealth in one grand final
binge, and discourages and penalizes savings, especially, and in-
deed only, long-term, inter-generational savings. It is an anticon-
sumption tax. Further, under the consistent principle of a
consumption tax, no death tax is needed, even in the cause of fair-
ness or justice. A consistent consumption tax can tax the heirs,
when and as they spend the wealth, as current law systematically
fails to do.

The careful reader will have noticed that I have not yet said
anything of substance about the appropriate tax rates. This omis-
sion is by design, following the first fact of tax. The consistent
principle we have thus far developed is about the “what” of taxes.
Now, however, having agreed on a consumption tax base, there
are compelling reasons to advocate maintaining the historic
American commitment to progressive effective tax rates.

Once again looking at the practical proposals—since part of
the idea, after all, is to pay respectful attention to the people®*—
all of these turn out not to be “flat” taxes at all, but rather to be
two-rate plans, with some kind of rebate or zero bracket for the
lower income or consumption levels.®* Under a consistent con-
sumption tax, and under a general tax system now committed to
the principle of being principled, accommodation for the first dol-
lars of a family’s spending can be seen to rest on another compel-
ling principle:

Spending on life’s necessities should bear a lower rate of tax
than spending on life’s ordinary matters.

63 I elaborate on all these arguments at much greater length in Uneasy Case, supra
note 42.

64 This is my central argument in McCaffery, Being the Best We Can Be, supra note
42,

65 See Zelenak, supra note 39.
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This same principle can support reasonable exclusions under a
consumption tax base, such as for medical or education expenses.
What we would have, which we now lack, is a consistent principle
against which to measure these “special” provisions.®

Having said that, there is no reason to pull up short and stop
the argument for progression at the lower and middle classes. In
point of fact, the experience of practical politics suggests that
while the flat tax plans are initially attractive, the bloom soon
fades from the rose.” Once the distributive tables are trotted out
showing that all popular flat-rate tax plans, which tend to feature
something like a 20% marginal rate, would in fact involve a tax
increase on the middle classes to pay for a tax decrease for the
rich, the appeal of this radical tax plan fades. And why shouldn’t
it? What'’s fair about making the middle classes, who have suf-
fered enough under the current disaster of a tax system, pay a
dollar price for its improvement, while the rich get richer?

Now, once again, we are committed to principle. Stating
these attitudes in principled fashion leads to the following:

Spending on life’s luxuries should bear a higher rate of tax than
spending on life’s ordinaries, which should bear a higher rate of
tax than spending on life’s necessities.

And, voila, we are done. We have made the case for a progres-
sive consumption-without-estate tax. Note that, just as the con-
sumption and anti-estate tax elements were grounded in both
current popular democratic norms and some sense of ideal polit-
ical theory, so too with the progressive element. Americans have
consistently shown support for at least moderate progressivity in
the tax system.®® This arrangement strikes us as fair; liberal
political theory supports it; and we can see it in the current polit-
ical winds, most importantly in the ultimate disillusionment with
the flat tax.

D. A Modest Proposal

We have developed important governing principles for tax,
looking both to popular attitudes and moral theory. All that re-
mains to be done is to wrap these principles into a coherent policy
proposal, one that the people can understand and endorse. Then
our missing links will have been supplied.

66 See generally William D. Andrews, Personal Deductions in an Ideal Income Tax, 86
Harv. L. Rev. 309 (1972); Thomas D. Griffith, Theories of Personal Deductions in the In-
come Tax, 40 Hastincs L.J. 343 (1989).

67 See Zelenak, supra note 39.

68 See Marjorie Kornhauser, supra note 20; Peggy A. Hite and Michael L. Roberts, An
Experimental Investigation of Taxpayer Judgments on Rate Structure in the Individual In-
come Tax System, 13 J. Am. Tax. Ass'N 47 (1991).
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It is not all that difficult to implement our principles. Practi-
cal proposals exist, such as the Nunn-Domenici USA Tax Plan,*
which get pretty close to doing just that. Starting with current
law, we would have to take just three or four basic steps:

(1) allow unlimited IRAs or other savings accounts;

(2) repeal the gift and estate tax and allow IRAs or other tax-
free savings accounts to be transferred with zero basis;"®

(8) include debt in the tax base, to prevent arbitrage;’* and,
(4) if we wanted to, we could even raise the progressive margi-

nal rates at the high end, so that we would have, in essence,
a general luxury tax in place

What is most important about this modest proposal is that
principle has been its guide. Officials must make reforms with
core commonsensical beliefs in mind. This would help us to have a
tax system open to public scrutiny and accountability—properties
highly and independently attractive to ideal political theory.

To keep the conversation going, consider some simplifying
moves. Imagine this. We put in place a national sales tax at, say,
a 15% rate. There are technical reasons to prefer a value-added
tax to a literal sales one, but this comes out to much the same
place for our purposes.”

To create a “zero bracket,” we give a rebate to consumers, say
for spending of up to $5000 per person. There are several ways to
do this, including by allowing an exemption from Social Security
contributions. Although the typical American family of four would
pay $3000 in sales taxes on its first $20,000 of consumer
purchases, they would get this money back via the rebate, effec-
tively netting out at a 0% tax rate over this initial range of
spending.

To create a higher bracket for high-end consumption, we next
set up an individual consumption tax, such as the one proposed by
then-Senators Nunn and Domenici in the mid-1990s.” By al-
lowing unlimited deductions for savings, such a tax isolates out

69 See SEIDMAN, supra note 43; SLEMRoD & BaAkisa, supra note 33; AICPA, supra note
33.

70 Note, importantly, that this proposal does not mean that heirs are getting off the
hook. They would pay tax when and as they spent their inheritance, in withdrawing from
the accounts. This situation is as it should be under a consistent consumption tax.

71 See generally Alan J. Auerbach, Should Interest Deductions Be Limited, in UNEASY
ComproMISE: PROBLEMS OF A HysBrID IncoME-ConsumpTioN Tax (Henry J. Aaron et. al.
eds., 1988). If this strikes us as too radical—even though a sales tax, the most commonly
understood form of consumption tax, similarly reaches out to include spending out of
debt—we might have an even more systematic interest deduction limitation than current
law now has. LR.C. § 163 (1994 & Supp. IIT 1997).

72 See generally AICPA, supra note 33, for a discussion of the value added tax versus
sales tax.

73 See generally SEIDMAN, supra note 43.
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consumption. Because everyone would already be paying tax
under the 15% national sales tax, we could have a large exemption
level from this so-called Supplemental Consumption Tax.

Imagine, for example, that we exempted the first $100,000
that a family of four spent. Only those Americans spending more
than this high level need to be concerned with the supplemental
tax. This step would remove tens of millions of Americans from
the annual tax rolls. The supplemental tax could be levied at a
flat rate, again say 15%. Then, spending over $100,000 would
bear the regular 15% sales tax, plus the 15% supplemental tax, for
a combined marginal tax rate of 30%.

Voila. We are done. We now have a tax system economically
equivalent to a progressive national sales tax, with a rate struc-
ture that looks as follows:

TaBLE 1: Tax RATEs UNDER A PROGRESSIVE NATIONAL SALES Tax

SPENDING Tax RATE
$0 to $20,000 0%
$20,000 to $100,000 15%
over $100,000 30%

The progressive national sales tax would relieve most Ameri-
cans from the burden of filling out annual tax forms. It would sys-
tematically exempt savings from tax, and thus in one stroke
greatly simplify the law. Yet, it would also maintain our historic
commitment to some progression in tax rates and avoid the ab-
surdity of raising taxes on the middle classes to lower them on the
upper classes. We could easily maintain the most popular and im-
portant features of the present tax system, such as home mort-
gage interest deductions, charitable contribution and
extraordinary medical expense deductions, and additional exemp-
tions for children and other personal dependents.’™

The call for a progressive national sales tax actually isn’t too
crazy. It is similar to proposals independently put forth by former
Representative Sam Gibbons, a Democrat from Florida,” and Pro-
fessor Michael Graetz of Yale Law School.” Both Gibbons and
Graetz would have a broad-based national sales or value-added
tax, supplemented with a continuation of the current income tax

74 See LR.C. §§ 163(h) (home mortgage interest deduction), 170 (charitable contribu-
tion deductions), 213 (extraordinary medical expense deduction), and 151 (personal depen-
dency exemptions) (1994 & Supp. 111 1997).

75 See H.R. 4050, 104th Cong. (1996).

76 See MicHAEL J. GrRaETZ, THE DECLINE (AND FALL?) oF THE INcoME Tax (1997).
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for high earners. Because I consider the actual income tax to be a
failure, and the very idea of taxing savings to be misguided, my
proposal instead keeps a consistent focus on consumption. Indeed,
under a progressive national sales tax, we can even eliminate the
gift and estate, or so-called “death,” taxes, because a consistent
consumption tax would fall on anyone who spends, parent, child,
or heir, when and as she spends. Under the progressive national
sales tax, there is no need for the costly, confusing, inefficient and
unpopular death tax.

The important thing, however, is not the smallest of specifics.
The devil may be in the details, but we ought, at least, to look for
angels first. The modest proposal is a consistent and progressive
consumption tax, and that’s a practical policy proposal that the
American people can understand and endorse. It’s also a long way
from where we are today.

IIT. ConcrLusioN: WHERE THERE'S A WAY?

As we stand at the dawn of the millennium, the state of tax is
a state of disgrace. Our major federal tax, the nominal income-
plus-estate tax, is complicated, costly, inefficient, and unfair. The
rich and clever can avoid paying taxes altogether, while the mid-
dle classes continue to toil under what has become, with the in-
creasingly important social security system factored in, an
onerous wage tax system. The people have noticed, and the in-
come tax and its administrators are among the most loathed of our
public institutions. Yet they are also among the most important.
We cannot get around the central fact of modernity that tax is big,
coercive, and wide-ranging in its effects. In short and in sum, tax
stinks. And as long as it does, our great democracy is hindered
from reaching its full potential.

The people’s anger alone is not sufficient to effect change.
This is the lesson that the last decade of radical antitax talk has
taught us. The people need some sense of where to go. They need
help in seeing some light—any light—at the end of what might
seem to be more a bottomless pit than a tunnel. If the people are
our first missing link in tax reform, principle is our second, for the
people need some set of ideals to rally around.

Fortunately, with a little bit of intellectual work, it is indeed
possible to discern principles in the cacophony of antitax talk. A
principled reading of democratic values and norms gives us reason
to hope that a progressive consumption tax may one day arrive.
Using what we know and have learned about tax, it is possible to
package these principles in an attractive policy proposal, for what
is, in essence, a progressive national sales tax. Such a plan effects
a Grand Compromise between Republicans calling for a consump-
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tion tax base and Democrats wishing to maintain at least a mod-
erate degree of progressivity in our laws. It is a good, fair,
efficient, and sensible thing to do. With any luck at all, we just
might do it.

Until that day, we can at least aspire to abide by the Hippo-
cratic oath: do no harm. Rather than continue to tinker with our
tax system, we ought to let principle be our guide in the small, as
well as in the large. We should strive in each and every tax act to
get a fairer, simpler, more sensible law, by taking even more sys-
tematic steps in the direction of a consumption tax and maintain-
ing progressive rates on spending, even as we eliminate taxes on
savings altogether. We should keep trying to get lower and mid-
dle-class Americans off the tax rolls, for filling out an annual tax
form has become one of modern life’s worst horrors. One day, just
maybe, we will get to a better place in our most important system
of social and economic control. Until that day, let’s not make
things worse.



CORRESPONDENCE

Some Comments on Our Constitutionalized
Adversary System by Monroe H. Freedman

Marvin E. Frankel*

It is probably fitting at the outset to acknowledge that this
critical comment is “inspired,” to choose a doubtful word, by dis-
covering my name and some of my phrases scattered unflatter-
ingly through the pages of Professor Freedman’s article.! I will
devote only slightly excessive space to personal rejoinders. In-
stead, I attempt to state the issues more soundly, and propose
that suggested reforms (not abolition) of the adversary system are
not necessarily sacrilegious.

For openers, and most fundamentally, it should be noted that
the central problem about which I have written, steadily obscured
by Professor Freedman, has to do with seeking factual truth in
litigation. My initial venture into this field of debate began with a
lecture prompted by some years of observing from the bench the
daily practices of obfuscation and downright perjury that often
disfigure our trial proceedings. Coining a word meant to reflect
the American trial judge’s odd role, somewhere between “umpire”
and “referee,” I gave my piece an arch title that I would probably
improve on in my now more advanced old age: The Search for
Truth: An Umpireal View.? Be that as it may, the gist of that arti-
cle was complaints about distortions of factual truth in the court-

* Former Professor of Law, Columbia University School of Law, and Judge, District
Court for the Southern District of New York, now in private practice with the New York
City law firm of Kramer Levin Naftalis & Frankel LLP.

1 Monroe H. Freedman, Our Constitutionalized Adversary System, 1 Cuap. L. REv. 57
(1998).

2 Marvin E. Frankel, The Search for Truth: An Umpireal View, 123 U. Pa. L. Rev.
1031 (1975).
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room, and some incipient suggestions for reform—not, for
heaven’s sake, abolition—of the adversary system. The article be-
came a substantial portion of the little book® in which Professor
Freedman finds ominous threats to the Constitution and the liber-
ties of Americans.*

On the other hand, the Professor has a chronological jump on
me in the business of adversariness and the truth. In 1966, he
published one of the most debated articles in the history of law
review controversy. The article was entitled Professional Respon-
sibility of the Criminal Defense Lawyer: The Three Hardest Ques-
tions.® Those “three hardest questions” were the following:

1. Is it proper to cross-examine for the purposes of discrediting
the reliability or credibility of an adverse witness whom you
know to be telling the truth?

2. Is it proper to put a witness on the stand when you know he
will commit perjury?

3. Is it proper to give your client legal advice when you have
reason to believe that the knowledge you give him will tempt
him to commit perjury?®

Professor Freedman tendered affirmative answers to each of these
questions. These responses presumably reflected the way he prac-
ticed as a criminal defense lawyer, and thought that everyone
should. In the intervening years, the Code of Professional Respon-
sibility, to which he now pays tribute, overruled him on the second
question,” and he confessed error on the third.® I think he pur-
ports to live comfortably with his answer to the first question. The
reader may judge whether it is fitting in a learned profession to
pursue the trail of falsity in the manner Professor Freedman’s an-
SWer proposes.

In any case, I think it makes professional sense to join issue
on such specific questions, and that there is room for answers both
ways. The fact of major interest for this reply, however, is that
Professor Freedman has substantially abandoned the field on
which his present article purports to be engaged with me and
others, and has distorted the real issues about what, if anything,
needs to be done to improve the adversary process as we have
tended to administer it.

The most notable fact about Professor Freedman’s article is
that he chooses to mount a passionate defense where nobody has
undertaken an attack. He cites a number of cases in which the

3 MarviN E. FRANKEL, PARTISAN JusTICE (1980).

4 Freedman, supra note 1, at 64, 66, 73-75.

5 Monroe H. Freedman, Professional Responsibility of the Criminal Defense Lawyer:
The Three Hardest Questions, 64 MicH. L. REv. 1469 (1966).

6 Id. at 1469.

7 MonEL CobpE oF ProressioNAL ResponsiBiLITY EC 7-26, DR 7-102(A)(4) (1981).

8 MoNrROE H. FREEDMAN, LAWYERS’ ETHICS IN AN ADVERSARY SYstEM 71-76 (1975).
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Supreme Court has written glorious chapters of constitutional law
by ordering school desegregation, upholding the right to litigate in
constitutional cases, sustaining the right of free speech, and other-
wise elaborating treasured rights under the Constitution.® None of
these cases remotely approaches the specific issues—related to
factual controversies—between the Professor and me. The deci-
sions he cites did not involve issues of fact or concerns about try-
ing issues of fact. I believe it unnecessary to protest my
attachment to the great constitutional rulings Professor Freed-
man defends against me. On the other hand, noting that he does
not mention his “three hardest questions,” I find it bemusing that
he now chooses to create ersatz disputes, while defining out of
existence the genuine subjects of legitimate disagreement.

I should note, by the way, that the furor generated by Profes-
sor Freedman’s 1966 article included regrettable attacks upon
him from places as high as the chambers of the then Chief Justice
of the United States, whence proposals for his disbarment were
heard to emanate.® The legitimacy of the Professor’s expressions
as subjects for honest discussion should never have been doubted,
and I never doubted it. What I not only doubt, but thoroughly
regret, is the tendentious and intellectually bankrupt form in
which he recasts the problem and distorts the genuine concerns.

The major point I want to make in this short submission is
that it little profits to mount arguments whether we should “re-
place or radically reform the adversary system.”*! Insofar as Pro-
fessor Freedman poses a series of questions about whether we
should preserve the right to counsel, the right to a jury trial, the
right generally to be heard and to submit evidence in opposition,
this is a parade of straw men that can lead to no place useful.

Finally, circling back to the provocations that led to this inter-
vention, and before suggesting more concretely some of the real
problems, let me say that Professor Freedman’s quotations from
and representations of my sundry positions are not a reliable
source for learning about those things. I select a couple of exam-
ples. The Professor says that I have “proposed significant restric-
tions on confidentiality that would subordinate clients’ interests to
those of nonclients.”? For that he cites my 1980 book, without
page reference. This is a broadside that lacks rudimentary fair-
ness. I think I do recall raising the question, without stopping
now to find the exact place, whether a confidence disclosing that
the client committed a crime for which someone else is languish-

9 Freedman, supra note 1, at 66-73.

10 For a brief discussion of the immediate reaction to Professor Freedman’s 1966 arti-
cle, see FREEDMAN, supra note 8, at viii.

11 Freedman, supra note 1, at 73.

12 Id. at 58.
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ing in prison or facing execution could be breached in a civilized
system of justice. If that is the kind of subordination that worries
Professor Freedman, it may merit discussion in specific terms, but
not in terms of the unmanageable generality he chooses to assert.

One more example will serve to sufficiently prolong this ag-
gravation. The Professor says that “Frankel . . . recognizes . . .
that his proposals for change run counter to constitutional inter-
ests in ‘privacy, personal dignity, security, autonomy, and other
cherished values’.”® For this he cites page 12 of my book, and I
reproduce in the margin the passage from which he quotes.’* If
anyone can find in that passage where I made proposals running
“counter to constitutional interests in privacy, personal dignity,
security, autonomy, and other cherished values,” I will simply
plead that the passage was not meant to say—and I do not now
read it to say—anything of the sort.

These examples are enough, in any event, in the way of per-
sonal protests. Outside the teapot in which academic tempests
rage, there are real and difficult questions about how we under-
take to deal with the factual histories that lead to legal judg-
ments. Our methods for handling this age-old problem are no
more final or eternal than was trial by ordeal or compurgation.
The notion that they are sacrosanct is silly. Efforts to improve
them are necessary and should be welcomed. Invocations of the
Constitution and other sacred texts against would-be reformers
are ill-calculated to move us toward a better legal world.

There is no meaningful practical question, though Professor
Freedman purports to discern one, about abolishing the adversary
system and substituting an inquisitorial system. There is no need
for anyone in 1998 to be taking over 30 pages and 200 footnotes to
defend “Our Constitutionalized Adversary System” against the
onslaughts of those who stand “for abandoning the adversary sys-
tem in favor of the inquisitorial system.”® There are no such on-

13 Id. at 73.

14 “Like any sweeping proposition, the claim that our adversary process is best for
truth seeking has qualifications and limits recognized by its staunchest proponents. While
it would not be essential, we have again the high authority of the Supreme Court pro-
nouncements noting that lawyers in the process are often expected, with all propriety, to
help block or conceal rather than pursue the truth. These endeavors are commonly justi-
fied in the service of interests that outweigh truth finding—interests in privacy, personal
dignity, security, autonomy, and other cherished values. The problem of how to weigh the
competing values is, obviously, at the heart of the concerns to be addressed in these chap-
ters. Nobody doubts that there are ends of diverse kinds, at diverse times and places, more
worthy than the accurate discovery or statement of facts; that there are even occasions, not
easily defined with unanimity, when a lie is to be preferred. One way to state the thesis of
this book is to say, recognizing the complex relativities of life, that the American version of
the adversary process places too low a value on truth telling; that we have allowed our-
selves too often to sacrifice truth to other values that are inferior, or even illusory.” Fran-
KEL, supra note 3, at 12.

15 Freedman, supra note 1, at 85.
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slaughts requiring heavy defenses. The meaningful subject is not
about wholesale “system” changes, but about concrete, specific,
real-life issues—the kind familiar to common-law (and other) law-
yers—as to whether we can find remedies for the specific defects
in our adversary process that continue, after generations of de-
bate, to create dissatisfaction, both within and outside the bar,
with the way our litigation practices work. We know that there
are palpable reasons for the lay impression—sometimes well
founded, sometimes not—that lawyers are more prone than they
should be to shade or block factual truth in the interest of winning
their cases. That is the central subject for legitimate debate—not,
forsooth, whether Brown v. Board of Education'® should be
overruled.

When Professor Freedman raised his three hardest questions,
and gave his unsound answers, he was in the target area. He
knew, and we all still know, that lawyers, in numbers, practice in
accordance with his prescriptions. Comparable issues continue to
plague us. Another well-known law professor proclaimed re-
cently, from his seat near Boston, that in his frequent representa-
tions of criminal defendants, he never asks the client to say
whether he did the deed. He correctly observes that his practice,
in this respect, is widespread in the criminal defense bar. Think
of that practice for a minute. A learned professional deliberately
avoiding knowledge of the problem he or she is engaged to ad-
dress. Picture the physician who refrains from asking where it
hurts, or the engineer who chooses to be ignorant of the subsur-
face conditions in the place where the foundation is to be laid.
Think of what these comparisons tell us about the concern for
truth on the part of lawyers who say they do not want to know,
and, indeed, about whether the lawyers claiming to work behind
blindfolds are really being candid with themselves or you when
they make that claim.

Let me suggest that the lawyers making this claim do not and
cannot mean exactly what they say. Imagine the case of a defend-
ant client who is actually innocent, as all are presumed to be. No
conceivable lawyer—certainly none of the sophisticated types that
we are talking about—would fail to learn everything that that cli-
ent knows in order to avoid the horrible miscarriage of justice that
a guilty verdict would accomplish. So what is really meant by the
“don’t ask, don’t tell” variety of lawyers? They mean, as a practi-
cal matter, that they do not ask because they know, in fact, that
the client is guilty, but want to remain in a state for which the
ugly word “deniability” was coined not long ago.

16 Brown v. Board of Educ., 347 U.S. 483 (1954).
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The lawyers that follow this course represent only one in-
stance, if a striking one, of the games lawyers in our forms of the
adversary system feel entitled to play. They have no hesitation to
announce this publicly. Interestingly, this practice flies in the
face of the fact that the Model Code of Professional Responsibility
forbids a lawyer “knowingly . . . [to] make a false statement of law
or fact” or to “use perjured testimony or false evidence.”” The
Model Rules of Professional Conduct, followed now in more states
than the Model Code, contains substantially identical prohibi-
tions.'® Despite such rules, our views about privileges and zealous
lawyers are thought, tacitly and openly, to countenance ambigui-
ties that make it comfortable for lawyers to wink at the notion of
pursuing truth in the courthouse. Real questions arise as to
whether we could revise this kind of deception and self-deception
without impairing worthwhile values of the adversary system.'

Without pursuing in detail this or comparable questions in
the brief space generously given for this Comment, I simply men-
tion that our adversary system has opened the way for a variety of
debatable tactics by our public and private “officers of the court,”
as we lawyers are proudly labeled. Are we pleased with prosecu-
tors who, having heard of the presumption of innocence, announce
indictments as if they were convictions? Or defense lawyers, who
know the difference between witnesses and counsel, proclaiming
on the courthouse steps the entire innocence of their clients?
Think what we have wrought with the wonderful Miranda warn-
ings, under which an ignorant suspect can waive his or her way
into prison, while a knowledgeable hood pays no attention, know-
ing and confidently exercising the right to keep still.*® Consider
whether our vaunted system of ideal trial procedures might be re-
lated to the facts that (1) we have the most severe sentencing
ranges of almost any country in the world, and (2) we alone in the
West have, and are increasingly using, capital punishment. Is our
trial system fine beyond needs for serious reform when one of our
greatest judges, Learned Hand, found it appropriate to express his
famous dread??* Or when, blessed with that perfect system, 90%
of defendants choose plea bargains over the right to be tried??? Is
it possible, with the sentencing guidelines and other causes of en-

17 MobpEeL CopE oF PROFEsSIONAL REsponsiBiLITY DR 7-102(A)(4) & (5) (1981).

18 MopEeL RULEs oF ProressioNaL Conpuct Rule 3.3(a)(1) & (4) (1997).

19 Cf. Marvin E. Frankel, Clients’ Perjury and Lawyers’ Options, 1 J. INST. FOR THE
Stupy oF LEcaL Etnics 25 (1996).

20 See FRANKEL, supra note 3, at 95-99.

21 “I must say that, as a litigant, I should dread a lawsuit beyond anything else short
of sickness and death.” Quoted in JEROME FRANK, COURTS ON TRIAL: MYTH AND REALITY IN
AMERICAN JusTICE 40 (1949).

22 See BUREAU OF JUSTICE StaTisTics, OFFicE oF JusTICE Programs, U.S. DEP'T OF
JusTice, COMPENDIUM OF FEDERAL JUSTICE STATISTICS, 1996, at 1 (1998) (noting that 91%
of federal felony convictions in 1996 were through plea bargains).
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hanced prosecutorial power, that the ex parte decision to indict
has become the main event, and the classic trial largely a vestigial
appendix?

I do not propose to answer these rhetorical questions here. I
pose them merely to note that Professor Freedman’s simplistic
view of the adversary system, if it ever could have been signifi-
cant, is at best an irrelevant anachronism.

The short of this subject is, I think, that orations about the
" system, and whether it should be replaced by another system, are
beside the point. The system we have will remain in place for the
long future, changing only at a glacial pace, the way that systems
in a democracy generally change. Taken all in all, it is by no
means a bad system. Nevertheless, a key office for scholars in-
cludes the perception and understanding of defects, followed by
the formulation of remedies. The office is not well served by dis-
torting the problems and conquering windmills.






COMMENT

Oversimplification: Value and Function:
Wetland Mitigation Banking

S. Scott Burkhalter

I. INTRODUCTION

One morning . . . I rose early to see the sun come up. I was
rewarded by moonflowers heavy with dew. They are white and
as large as morning-glories. They close by day and open by
night. I walked to the shore line to see what had been abroad.
There were raccoon tracks on the beach. Not far offshore a
small spit of sand showed. A mangrove had taken root there,
sending down long tentacles from its branches that formed roots
and gave the appearance of a tree on stilts. These roots were
beginning to catch the debris of Florida Bay. Eventually that
debris would accumulate, additional sand and marl would de-
posit, and in time a new key would be formed . . . Man tampered
dangerously with this delicate balance . . . Settlers moved in and
towns grew . . . [Dlrainage canals to the oceans were dug; and
farmers started tilling the rich peat land that had lain for centu-
ries under the fresh waters . . . Endless acres of saw grass be-
came dry. The great flights of birds went south, looking for
water holes, and found only brackish water. The rich peat land
shrunk and oxidized under the intense sun . . . The Everglades
were dying.!

Historically, the destruction of wetlands in the United States

has steadily increased from one generation to the next. The Envi-
ronmental Protection Agency (EPA) has estimated that more than
one million acres of U.S. wetlands were destroyed between 1985

and 1995.2

1 WiLLiaM O. DoucLas, My WiLDERNEss: East To Kataupin 127-28, 135 (1961).

2 See John H. Cushman, Jr., Nation’s Wetlands Continue to Vanish; 1 Million Acres

Disappeared From 1985 to 1995, U.S. Reports, BALTIMORE SuN, Mar. 8, 1998, at B15. But
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In an effort to prevent further destruction of these valuable
resources, the federal government and the states have imple-
mented legislation to protect wetlands or to at least minimize the
adverse effects that people have on them.? One such mechanism
to preserve wetlands is mitigation banking.

Mitigation banking is “a system in which the restoration, cre-
ation, enhancement, or preservation of wetlands is recognized by a
regulatory agency as generating credits that may be used to com-
pensate for multiple wetland impacts occurring generally within
the same watershed as the banked wetlands.” Mitigation bank-
ing is a useful tool to preserve vast acres of wetlands and their
inherent values.® However, mitigation banking may also be a sim-
ple device used by developers to offset development costs and cir-
cumvent accountability to the environment.®

Various techniques are used in the mitigation banking con-
text to assess wetland characteristics, ranging from simple, lim-
ited indices to broad, ecologically comprehensive assessments.” A
serious question exists concerning the consequences of using one
technique as opposed to another. Specifically, current data sug-
gests that the majority of mitigation banks use simple indices, the
result of which is the potential loss of valuable ecosystems with
their attendant contribution to the overall integrity of the natural
environment.®

This comment questions the techniques used to value mitiga-
tion banking credits in mitigating unavoidable wetland loss and
concludes that successful mitigation banking requires the use of
broad, ecologically comprehensive methods for valuing mitigation
credits to assure adequate compensation for destroyed or im-
pacted wetlands in development projects.

see VIRGINIA S. ALBRECHT & BERNARD N. GoobpE, P.E., WETLAND REGULATION IN THE REAL
WoRLD ix, Appendix A (1994) (the actual loss of wetlands is often overstated).

3 See 33 U.S.C.A. § 1344 (West 1986 & Supp. 1998) (Section 404 Dredged and Fill
Material Discharge Permit Program). See infra Section III.

4 ENVIRONMENTAL Law INsTITUTE, NaTIONAL WETLAND MITIGATION BANKING STUDY,
WETLAND MrTicaTioN BANKING v (Institute for Water Resources (IWR) Report 94-WMB-6
Feb. 1994) [hereinafter ELI, MiticaTioN BankiNnG Stupny]. The Institute for Water Re-
sources has, and continues to conduct, a series of studies on wetland mitigation banking.
The objectives of the studies are to evaluate the feasibility and appropriateness of wetland
mitigation banks. See id. at 2.

5 See id. at 127; for example, Minnesota Wetland Habitat Mitigation Bank (1750
acres), South Carolina Department of Transportation (Bank) (1000 acres), Louisiana De-
partment of Transportation and Development (Bank) (2944 acres), Fina LaTerre (7014
acres). See id. at 142-44.

6 Telephone Interview with Elizabeth White, EPA Region Nine, Water Resources,
Coordinator on Mitigation Banking, U.S. Environmental Protection Agency (Apr. 7, 1998)
[hereinafter White, Interview].

7 Generally, simple indices, narrowly tailored, and broadly tailored. See ELI, Mrrica-
TION BANKING STUDY, supra note 4, at 63-64. See infra notes 270-345 and accompanying
text.

8 See infra notes 281-97 and accompanying text.
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Following this introduction, Section II recognizes that the de-
struction of wetlands continues at an alarming rate, and examines
California’s response to that destruction. Section III presents the
federal government’s response to the destruction of wetlands
under the section 404 permit process. Section IV discusses the
component of the section 404 permit process that requires permit
applicants to compensate for unavoidable adverse impacts to wet-
lands occurring in the applicants’ development projects. Section V
discusses the concept of wetland mitigation banking and high-
lights the techniques used to value mitigation credits in compen-
sating for unavoidable wetland loss. Section VI questions the
various techniques used in valuing mitigation credits and sug-
gests that an ecologically comprehensive method is needed to pre-
vent further loss. Section VII compares the ethical considerations
of using simple indices versus using ecologically comprehensive
methods for assessing wetland values and functions. Section VIII
suggests some solutions to valuing wetland function and values.
Finally, Section IX concludes that wetland mitigation banking is a
useful form of mitigating adverse impacts on wetland loss as a re-
sult of development, but that the success of mitigation banking
depends upon using ecologically comprehensive methods of valu-
ing mitigation credits.

II. TaE DECLINING WETLANDS

The EPA estimates that more than one million acres of wet-
lands were destroyed between 1985 and 1995 and that 70,000 to
90,000 acres of wetlands on nonfederal, rural lands are lost each
year in the United States.® As of 1993, only 10% of the total wet-
lands located in California prior to European settlement
remained.®

Wetlands serve important public interests, including: 1) nat-
ural biological functions;! 2) wildlife sanctuaries; 3) drainage; 4)

9 See Environmental Protection Agency, U.S. Map: Wetland Loss Index-1780s-1990s
(last revised Oct. 27, 1998) <http://www.epa.gov/surf2/iwi/19980ct/ii7_usmap.html#why>
(hereinafter EPA, Wetland Loss). See also Cushman, supra note 2.

10 See CALIFORNIA STATE CoasTAL CONSERVANCY, OPTIONS FOR WETLAND CONSERVA-
TION: A GUIDE FOR CALIFORNIA LANDOWNERS 7 (1994) [hereinafter Guipe] (“The Central
Valley once had . . . over some 4 million acres; these have diminished to a mere 300,000
acres.”); California Resources Agency, Major Gains Achieved in State Wetlands Manage-
ment; 78,000 acres of Additional High-Quality Wetlands; Unique Internet Site Unveiled,
Added to “CERES” (Jan. 24, 1996) <http://www.ceres.ca.gov/CRA/PressReleases/wetlands-
site_012496.html> (in 1996 “a total of over 529,000 acres of high-quality permanent wet-
lands” existed in California). The California Resources Agency tracks existing wetlands
from various federal and state agencies. The data (consisting of 273 projects) shows a sig-
nificant increase in wetland acreage as a result of acquisition, restoration, enhancement, or
creation. The largest increase was a result of wetland enhancement and the smallest in-
crease derived from wetland creation. See also California Resources Agency, Statewide
Wetland Tracking (modified Aug. 26, 1997) <http://ceres.ca.gov/wetlands/tracking.html>.

11 For example, food chain preduction, animal habitat, and spawning ground.
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flood control; 5) erosion and storm damage barriers; 6) ground-
water maintenance; 7) filtering systems;!? and 8) aesthetic and
recreational value.’®* According to the EPA and the United States
Fish & Wildlife Service (USFWS), wetlands provide critical
habitat for over one-third of all federally listed threatened or en-
dangered species.'* Similarly, “[bletween 60 and 90% of all fish
caught commercially . . . use wetlands as a spawning ground and
nursery.”'®

As these factors suggest, the loss of our nation’s wetlands has
had a very negative impact on the environment. In response to
this problem, the federal government and the states have devel-
oped strategies to encourage landowners to protect these valuable
resources. Additionally, federal and state laws are becoming in-
creasingly stringent, requiring permits prior to interfering with
wetland values and functions in order to compel landowners to
take a prospective approach to preserving wetlands.

In California, for example, the California Resources Agency
has identified several strategies for the effective protection of wet-
lands, including: 1) conservation easements; 2) remainder inter-
ests; 3) management agreements; 4) limited development
strategies; 5) leases; 6) transfer of full title; and 7) the voluntary
landowner incentive program.'®

A conservation easement is established when landowners
transfer their rights to use property containing wetlands to a non-
profit conservation organization or government agency.!” The
nonprofit organization or government agency then ensures that
the property is maintained in a manner such that its natural, ag-
ricultural, scenic or historic value is protected.’® In return, the
landowner may be compensated for the easement, receive a tax
deduction, or simply enjoy the personal satisfaction gained from
contributing to the preservation of a natural resource.®

A remainder interest in property is created when landowners
transfer full or partial title to a nonprofit organization or govern-
ment entity upon their death.?® Similar to the conservation ease-
ment, the effect is the protection of the valuable resource conveyed

12 For example, water purification, and water quality.

13 See EPA, Wetland Loss, supra note 9. See also GUIDE, supra note 10, at 6; 33 C.F.R.
§ 320.4(b) (1998) (general policies for evaluating permit applications).

14 The Wildlife Society, Wetlands, Mitigation and Mitigation Banking (visited Feb. 18,
1998) <http://www.wildlife.org/wet.html>. See also EPA, Wetland Loss, supra note 9.

15 Id. See, e.g., Steve LaRue, Wetlands Vital to Fishing Industry, Report Claims, SAN
Diego UnioN & Tris., Oct. 1, 1993, at B3.

16 See generally GUIDE, supra note 10.

17 See id. at 9.

18 See id.

19 See id. at 9-10.

20 See id. at 10.
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to the government entity or nonprofit organization.?! In return for
the dedication of a remainder interest, the landowner is entitled to
a tax deduction in “proportion to the anticipated length of time
[before the nonprofit organization or government entity] takes
over the interest.”??

A management agreement is an agreement between a non-
profit organization or government agency and the landowner.?
Typically, such an agreement provides that the landowner will
preserve or restore the natural integrity of the property in ex-
change for financial compensation and technical expertise.?

For landowners who wish to derive income from the use of
their property, a limited development strategy may be available.?
This strategy provides for partial development on the property,
while protecting its more environmentally significant and sensi-
tive areas.” In effect, the strategy places the land in trust, and
simplifies and expedites the necessary development approvals.?’

Leases to a nonprofit organization or government agency pro-
vide the landowner with a steady source of income while protect-
ing the valuable resource.?® Generally, leases last for 15 to 25
years and are negotiated between the landowner and the respec-
tive entity.”®

The transfer of full title ensures the permanent protection of
the natural resource.?* The landowner transfers ownership by
either sale or donation,?! and is relieved of all tax and other liabili-
ties for the property.*

Voluntary landowner incentive programs are designed to en-
courage the landowner to enter into a management agreement
with a nonprofit organization or government agency for a financial
or personal return on the “use value” of the property.?® Such pro-

21 See id.

22 Id.

23 See id. at 10-11.

24 See id.

25 See id. at 11. Two groups with experience with this technique are The Trust for
Public Land and The State Coastal Conservancy. See id. at 12.

26 See id. at 11.

27 See id.

28 See id. at 12.

29 See id.

30 See id.

31 Donation entitles the landowner to a larger tax deduction than donation of a con-
servation easement. See id.

32 See id.

33 See id. at 15-27. Examples are: Agricultural Conservation Program, Water Bank
Program, Wetland Reserve Program, Partners for Wildlife, California Waterfowl Habitat
Program, Permanent Wetland Easement Program, Inland Wetland Conservation Program,
Forest Stewardship Program/Stewardship Incentive Program, California Forest Improve-
ment Program, and State Coastal Conservancy Resource Enhancement and Agricultural
Programs.
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grams are also structured to provide for long-term or permanent
protection of the property.*

III. FEDERAL REGULATION OF WETLANDS: SEcCTION 404 PERMIT

If the landowner’s property contains wetlands, and the owner
seeks to develop the property, then the owner must apply for a
permit under the Clean Water Act (CWA).3® Congress enacted the
CWA in 1972 pursuant to the Commerce Clause.?® The Act’s objec-
tive is to “restore and maintain the chemical, physical, and biolog-
ical integrity of the Nation’s waters.”’

Under section 301(a) of the CWA, it is illegal for any person to
discharge any pollutant into waters of the United States unless
the discharge is made in compliance with applicable CWA provi-

34 See id at 27-42. Examples are: Conservation Reserve Program, Wetland Reserve
Program, Acquisition Program of the U.S. Fish and Wildlife Service, Wildlife Conservation
Board Program, Inland Wetland Conservation Program, Permanent Wetland Easement
Program, Debt Restructuring Program, Williamson Act (Land Conservation Act of 1965),
State Coastal Conservancy Resource Enhancement and Agricultural Programs, Tahoe Con-
servancy Programs, Santa Monica Mountains Conservancy Programs, San Jeaquin River
Conservancy Programs, Coachella Valley Mountains Conservancy Programs, Land Trusts,
and Open Space Districts.

35 See 33 U.S.C. § 1344(a) (1994) (permit required for discharge of dredged or fill ma-
terial); 33 U.S.C.A. § 1344 (West 1986 & Supp. 1998). For a discussion on advising clients
of potential changes in CWA jurisprudence see Daniel K. Slone & F. Paul Calamita, Wet-
lands Reform: Is the Tide Turning?, 10 Pros. & Prop. 7 (1996). See generally Lynn M.
GALLAGHER & LEONARD A. MiLLER, CLEAN WATER HANDBOOK 151-90 (2d ed. 1996); WiLLIAM
L. WanT, Law oF WETLANDS REGULATION (1998). See also Virginia C. Veltman, Comment,
Banking on the Future of Wetlands Using Federal Law, 89 Nw. U. L. Rev. 654 (1995) (with
appropriate federal regulation, mitigation banking can be “an important tool in wetlands
resource management.” Id. at 688. In general, federal regulatory authority over the states
and private property is derived from the Commerce Clause of the United States Constitu-
tion. U.S. Consr. art I, § 8, cl. 3 (Congress has the power “to regulate Commerce . . . among
the several states. . . .”). Thus, like other federal environmental legislation, the provisions
of the CWA stem from this authority. 33 U.S.C.A. §§ 1251-1387 (West 1986 & Supp. 1998).
Historically, the Court held that the regulation of “navigable waters” is within the com-
merce power. Gibbons v. Ogden, 9 Wheat. 1 (1824). Today, the regulation of navigable
waters is limited to the Court’s interpretation of the commerce power. Elaine Bueschen,
Comment, Do Isolated Wetlands Substantially Affect Interstate Commerce?, 46 Am. U. L.
Rev. 931 (1997) (with the use of scientific data, courts could determine that isolated wet-
lands substantially affect interstate commerce). Id. at 935. The current interpretation of
the commerce power is reflected in United States v. Lopez, 514 U.S. 549, 559 (1995), where
the Court held that a regulated activity must have a substantial effect on interstate com-
merce to be upheld. For additional discussion on the power to regulate wetlands pursuant
to the commerce power see Lori J. Warner, The Potential Impact of United States v. Lopez
on Environmental Regulation, 7 DUuKE ENvTL. L. & PoL’y F. 321 (1997) (endangered species
and wetland regulation will survive Lopez analysis); J. Blanding Holman IV, Note, After
United States v. Lopez: Can the Clean Water Act and the Endangered Species Act Survive
Commerce Clause Attack?, 15 Va. EnvrL. L.J. 139 (1995) (habitat modification and isolated
wetland provisions of Endangered Species Act are susceptible to more stringent review
under Lopez); Jonathan G. Hieneman, The Shrinking Reach of the Commerce Power: Is
Wetland Jurisdiction in Danger?, 10 J. NaT. REsources & EnvTL. L. 341 (1995) (debate
between wetland jurisdiction and commerce power).

36 U.S. ConsT. art I, § 8, cl. 3.

37 33 U.S.C.A. § 1251(a) (West 1986 & Supp. 1998).
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sions.®® One such provision is 33 U.S.C. § 1344, commonly re-
ferred to as the section 404 Dredged and Fill Material Discharge
Permit Program. The U.S. Army Corps of Engineers (Corps) has
the primary authority to determine whether a particular activity
requires a permit.*® Consequently, the federal wetlands permit
program is run primarily by the Corps.** Under section 404,*
however, the EPA retains ultimate authority to regulate the dis-
charge of pollutants,*? including the power to veto permits.** The
EPA may veto section 404 permits for disposal at specific sites if
there would be an unacceptably adverse effect on environmental
resources.** However, this power has been used sparingly by the
EPA.** In 1989, the EPA and the Corps entered into a Memoran-
dum of Agreement (MOA) which limited the EPA’s authority.*® In
essence, the EPA makes only jurisdictional determinations when
a permit involves important policy or technical issues; the Corps
retains all other jurisdictional authority.*’

38 See 33 U.S.C. § 1311(a) (1994) (compliance with CWA provisions includes §§ 1312,
1316, 1317, 1328, 1342, 1344).

39 33 U.S.C. § 1344(a) (1994).

40 The Corps’ role in issuing § 404 permits is not exclusive. Other federal agencies
play a role in the federal regulation of wetlands; e.g., United States Fish & Wildlife Service
(USFWS) (comments on § 404 permits), National Marine Fisheries Service (MFS) (com-
ments on § 404 permits), Natural Resources Conservation Service (NRCS) (Swampbuster
program). See Mark A. Chertok, Federal Regulation of Wetlands, SB91 ALI-ABA 859, 866-
67 (1997); Margaret N. Strand, Wetlands: Avoiding the Swamp Monster, in ENVIRONMEN-
TAL ASPECTS OF REAL EsTATE TraNsacTIONS 603, 604-05 (James B. Witkin ed., 1995). En-
forcement authority is vested in both the EPA and the Corps, 33 U.S.C.A. §§ 1319, 1344(s)
(West 1986 & Supp. 1998).

41 33 US.C.A. § 1344 (West 1986 & Supp. 1998) (dredged and fill permit program).
See also Lawrence R. Liebesman, The Section 404 Dredged and Fill Material Discharge
Permit Program, in THE CLEAN WATER Act HanpBoOKk 136-82 (Parthenia B. Evans ed,,
1994).

42 See 33 U.S.C.A. § 1342(a) (West 1986 & Supp. 1998).

43 See 33 U.S.C. § 1344(c) (1994).

44 See id.; Bersani v. EPA, 850 F.2d 36 (2d Cir. 1988), cert. denied sub nom. Robichaud
v. EPA, 489 U.S. 1089 (1989) (upholding EPA’s veto of § 404 permit issued by Corps for
construction of a shopping mall). See also Chertok, supra note 40, at 865 (authority has
been used sparingly); 33 U.S.C. § 1344(g) (1994) (EPA may approve delegation of § 404
permitting to states).

45 See Chertok, supra note 40, at 865. The author also argues that in recent years the
EPA veto power has become controversial. See id. at 897. The appropriate standard of
review under this veto power is “arbitrary and capricious.” See James City County v. EPA,
12 F.3d 1330, 1338 n.4, 1339 (4th Cir. 1993) (EPA action under statute governing permits
for dredged or fill material . . . is reviewable under “arbitrary and capricious” standard). By
1992, the EPA had exercised its veto authority 11 times. See Liebesman, supra note 41, at
153-56.

46 See Memorandum of Agreement Between the Department of the Army and the En-
vironmental Protection Agency Concerning the Determination of the Geographic Jurisdic-
tion of the Section 404 Program and the Application of the Exemptions Under Section
404(f) of the Clean Water Act, 58 Fed. Reg. 4995 (1993).

47 See Chertok, supra note 40, at 871.
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A. Defining Wetlands

Under the federal wetlands program, a section 404 permit
must be issued for the discharge of dredged or fill material into
the navigable waters at specified disposal sites.*® Jurisdiction
under the section 404 program extends to all navigable waters of
the United States.*® “Navigable waters” are defined as “the wa-
ters of the United States, including the territorial seas.”® The
Corps and the EPA have broadly defined navigable waters to in-
clude wetlands adjacent to the waters of the United States,*" arti-
ficially created wetlands,”® and wetlands physically separated
from other waters or isolated wetlands.®* The regulations thus
provide that the CWA applies to 1) all traditional navigable wa-
ters;** 2) all interstate waters, including interstate wetlands; 3)
wetlands adjacent to other waters; and 4) all waters, including

48 See 33 U.S.C. § 1344(a) (1994); “Discharge of a pollutant” means, “any addition of
any pollutant to navigable waters from a point source. . . .” 33 U.S.C. § 1362(12) (1994).
Dredged or fill material “means material that is excavated or dredged from the waters of
the United States.” 33 C.F.R. § 323.2(c) (1998). The regulations broadly define fill material
as “any material used for the primary purpose of replacing an aquatic area with dry land or
of changing the bottom elevation of any waterbody.” 33 C.F.R. § 323.2(e) (1998). Further-
more, Section 401(a) of the CWA requires that any applicant for a federal permit, who con-
ducts “any activity . . . which may result in any discharge into the navigable waters, shall
provide the licensing or permitting agency a certification from the state in which the dis-
charge originates or will originate . . .” and no “permit shall be granted until the certifica-
tion . . . has been obtained or has been waived . . .” 33 U.S.C. § 1341(aX1) (1994). An
example of discharging fill material occurred in United States v. Banks, 115 F.3d 916 (11th
Cir. 1997). A landowner who bulldozed his property for farming was considered to be dis-
charging fill material into a wetland. In contrast, the “placement of pilings in waters of the
United States for piers, wharves, and an individual house on stilts generally does not have
the effect of a discharge of fill material.” 58 Fed. Reg. 45,008, 45,038 (1993) (to be codified at
33 C.F.R. pt 232.2). But see Fox Bay Partners v. United States Corps of Eng’rs, 831 F.
Supp. 605 (D. I1L. 1993) (Corps denied application for permit for construction of marina on
river because the project would contribute to the significant degradation of the aquatic
system of the United States).

49 See Liebesman, supra note 41, at 136-37.

50 33 U.S.C. § 1362(7) (1994). See NRDC v. Callaway, 392 F. Supp. 685, 686 (D.D.C.
1975) (“Congress [intended] ‘the waters of the United States, including the territorial seas’
[to provide federal jurisdiction] to the maximum extent permissible under the Commerce
Clause of the Constitution.”); United States v. Phelps Dodge Corp., 391 F. Supp. 1181, 1187
(D. Ariz. 1975) (“[Tlhe scope of [CWA] control must extend to all pollutants which are dis-
charged into any waterway [which] could reasonably end up in any body or water . . . in
which there is some public interest.”).

51 See 33 C.F.R § 328.3(a) (1998), 40 C.F.R. § 230.3(s) (1998). See also 33 C.F.R.
§ 328.2(c) (1998) (adjacent wetlands are defined by three parameters: soils, hydrology, veg-
etation); United States v. Riverside Bayview Homes, Inc., 474 U.S. 121 (1985) (adjacent
wetlands play an important role in protecting and enhancing water quality). The EPA
possesses the ultimate authority to define the existence and extent of wetlands. See Cher-
tok, supra note 40, at 866.

52 See, e.g., Leslie Salt Co. v. United States, 55 F.3d 1388 (9th Cir.), cert. denied sub
nom. Cargill, Inc. v. United States, 516 U.S. 955 (1995) (artificially created pond); Chertok,
supra note 40, at 874 (“All waters” may include artificial ponds, lakes or reservoirs.). Id.

53 See United States v. Riverside Bayview Homes, Inc., 474 U.S. 121 (1985).

54 This definition includes oceans, bays, and rivers.
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wetlands, the use, degradation, or destruction of which could af-
fect interstate commerce.?®

B. Wetland Delineation

Generally, the Corps and the EPA define wetlands as “those
areas that are inundated or saturated by surface or ground water
at a frequency and duration sufficient to support . . . a prevalence
of vegetation typically adapted for life in saturated soil condi-
tions.”® Although they use the same definition, “the Corps and
EPA often do not agree upon whether a given area is a wetland.”™”’
In addition, a multidisciplinary approach has developed for as-
sessing whether an area is a wetland; the various agencies have
developed different methodologies for making the determination.®®
As a practical matter, the approach used by federal agencies and
most states is set forth in the 1987 delineation manual developed
by the Corps.*

In 1989, the Corps, EPA, USFWS and the Soil Conservation
Service (SCS) adopted a “joint federal manual” to identify and de-
lineate wetlands.®® However, the 1989 manual is considered to
constitute a supplement to the 1987 Corps Manual because the
1989 version did not undergo the requirements of Administrative
Procedure Act (APA) rulemaking.®

55 See Strand, supra note 40, at 606; 33 C.F.R. § 328.3 (1998). “All waters” would
include isolated wetlands. However, the federal government’s authority to regulate iso-
lated wetlands is still unsettled. See United States v. Wilson, 133 F.3d 251 (4th Cir. 1997)
(regulation’s definition of wetland that could affect interstate commerce held invalid); Hoff-
man Homes, Inc. v. EPA, 999 F.2d 256 (7th Cir. 1993) (isolated wetland having no source of
moisture other than rainfall outside jurisdiction of EPA under CWA). Compare Leslie Salt
Co. v. United States, 55 F.3d 1388 (9th Cir.), cert. denied sub nom. Cargill, Inc. v. United
States, 516 U.S. 955 (1995) (isolated wetlands used by migratory birds were within scope of
CWA). See also Edward Alburo Morrissey, The Jurisdiction of the Clean Water Act Over
Isolated Wetlands: The Migratory Bird Rule, 22 J. LEcIs. 137 (1996) (Congress should cod-
ify migratory bird rule); Michael Bablo, Note, Leslie Salt Co. v. United States: Does the
Recent Supreme Court Decision in United States v. Lopez Dictate the Abrogation of the
“Migratory Bird Rule™?, 14 Temp. EnvrL. L. & TEcH. J. 277 (1995) (“tenuous tie between
migratory birds and interstate commerce does not satisfy the tests of Commerce Clause
enunciated in Lopez”). Id. at 278. See also James H. Levine, Note, Leslie Salt Co. v. United
States: The Ninth Circuit Revisits Federal Jurisdiction Over Isolated Wetlands, 9 TuL.
EnvtL. L.J. 167 (1995) (Corps must find substantial evidence that migratory birds use iso-
lated wetlands before asserting jurisdiction); John A. Leman, Comment, The Birds: Regu-
lation of Isolated Wetlands and the Limits of the Commerce Clause, 28 U.C. Davis L. Rev.
1237 (1995) (Congress cannot regulate isolated wetlands based on potential use by migra-
tory birds). Compare Marni A. Gelb, Note, Leslie Salt Co. v. United States: Have Migra-
tory Birds Carried the Commerce Clause Across the Borders of Reason?, 8 ViLL. EnvTL. L.J.
291 (migratory bird rule was a reasonable interpretation of the CWA).

56 33 C.F.R. § 328.3(b) (1998); 40 C.F.R. § 230.3(t) (1998).

57 Liebesman, supra note 41, at 138.

58 See id. The agencies include the EPA, Corps, USFWS, and Soil Conservation Ser-
vice (SCS).

59 See id.

60 See id.

61 See id. at 139. For a comparison between the 1987 and 1989 manual see id. at 140.
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Wetlands are delineated according to the landowner’s individ-
ual parcels or property.®? Historically, federal agencies have used
three factors to delineate wetlands: hydrology, hydrophytic vege-
tation, and hydric soils.®® The 1989 manual requires that all three
technical criteria be satisfied for a particular site to warrant the
“wetland” label, “but describes methods for determining wetlands
where one or more of the criteria are missing, especially for dis-
turbed or difficult areas.”™ In reality, these factors or characteris-
tics may be difficult to assess.®® A trained professional may have
to determine where these wetland characteristics begin and
cease.®® Often, the trained professional is hired by the developing
landowner,*” because the Corps and the EPA are not required to
provide a wetland delineation to a property owner on demand.®
This private consulting performed at the bequest of the landowner
is encouraged by the Corps to save time,* to designate “safe” ar-
eas for immediate construction,” and to inform the landowner
whether he or she qualifies for an exemption or general permit.”
The professional’s determination is, however, subject to Corps’
approval.™

Generally, “sufficient hydrology exists when there is inunda-
tion of the subject area, either by surface flow or groundwater, for
a specified percentage of the growing season.”” This test may be

62 See Strand, supra note 40, at 609.

63 See Liebesman, supra note 41, at 138. Factors are based on the 1989 Delineation
Manual. See id. See also United States v. Riverside Bayview Homes, Inc., 474 U.S. 121
(1985).

64 Liebesman, supra note 41, at 139. An example of a disturbed area is prior con-
verted cropland. “Prior converted cropland is not considered wetlands because the water
regime has been substantially altered.” Id.

65 See id. at 138.

66 See Strand, supra note 40, at 609.

67 See id.

68 See id.

69 Corps offices may be too understaffed to perform delineation upon demand. See id.

70 See id. The landowner should exercise caution in developing sites without Corps
approval. The Corps retains the ultimate authority to determine whether the developed
property requires a permit. See generally id.

71 See id. See MARK S. DENNISON, WETLAND MITIGATION: MITIGATION BANKING AND
OTHER STRATEGIES FOR DEVELOPMENT AND CoMPLIANCE 107-08 (1997) (“[Alpplicants for
Section 404 permits are encouraged to arrange preapplication meetings with the Army
Corps, other federal agencies, and state and local governmental authorities. Such meet-
ings are crucial to applicants because they provide a background in specific application
procedures which may vary from site to site, and often indicate to the applicant what spe-
cific mitigation procedures, monitoring requirements, etc. may be considered acceptable.”).
Id. at 107; Telephone Interview with Dr. Robert W. Brumbaugh, Policy Analyst, Institute
for Water Resources, U.S. Army Corps of Engineers (Feb. 2, 1998) (beneficial for the appli-
cant to consult early with the Corps) [hereinafter Brumbaugh, Interview].

72 See Strand, supra note 40, at 609. In some instances the Corps will accept a pri-
vately consulted delineation without a site review (office review). See id.

73 Chertok, supra note 40, at 868.
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demonstrated by the presence of hydrophytic vegetation.” Like-
wise, hydric soils can be determined using a field comparison of
soil color at certain depths matched with soil color reference
charts.” The soil charts “reflect the anaerobic conditions typical
of water-saturated soils.””®

C. Wetland Exemptions

If the property in question meets the delineation criteria, it is
considered a wetland.” Unless the wetland is statutorily exempt
from the CWA, the landowner must apply for a permit to dis-
charge dredged or fill material.”®

. The exemptions under the CWA are enumerated in 33 U.S.C.
§ 1344().” Some examples of exemptions under the CWA are:
normal farming, silviculture, ranching, emergencies, mainte-
nance, and temporary sediment basins.®® The courts have tended
to construe the exemptions narrowly;® therefore, a permit will
typically be required. Two types of permits are available to the
landowner: a general, nationwide permit (NWP) or an individual
permit.52

74 An area has hydrophytic vegetation when, “under normal circumstances, more than
50 percent of the dominant species are either obligate wetland plants, facultative wetland
plants, or facultative plants.” Chertok, supra note 40, at 869. See Liebesman, supra note
41, at 139.

75 See Liebesman, supra note 41, at 139.

76 Chertok, supra note 40, at 869.

77 See supra notes 56-76 and accompanying text.

78 See Strand, supra note 40, at 613.

79 33 U.S.C. § 1344(f) (1994).

80 See id.

81 See Strand, supra note 40, at 612. See, e.g., United States v. Akers, 785 F.2d 814,
819 (9th Cir. 1986), cert. denied, 479 U.S. 828 (1986); United States v. Huebner, 752 F.2d
1235, 1240-41 (7th Cir.), cert. denied, 474 U.S. 817 (1985); Avoyelles Sportsmen’s League,
Inc. v. Marsh, 715 F.2d 897, 925 n.44 (5th Cir. 1983).

82 “[Tlhe Secretary may, after notice and opportunity for public hearing, issue general
permits on a State, regional, or nationwide basis for any category of activities involving
discharges of dredged or fill material if the Secretary determines that the activities in such
category are similar in nature, will cause only minimal adverse environmental effects when
performed separately, and will have only minimal cumulative adverse effects on the envi-
ronment.” 33 U.S.C. § 1344(e). “The term ‘individual permit’ means a Department of the
Army authorization that is issued following a case-by-case evaluation of a specific project
involving the proposed discharge(s) in accordance with the procedures of this part and 33
CFR Part 325 and a determination that the proposed discharge is in the public interest
pursuant to 33 CFR Part 320.” 33 C.F.R. § 323.2(g) (1998). “The term ‘general permit’
means a Department of the Army authorization that is issued on a nationwide or regional
basis for a category or categories of activities when: (1) Those activities are substantially -
similar in nature and cause only minimal individual and cumulative environmental im-
pacts; or (2) The general permit would result in avoiding unnecessary duplication of regula-
tory control exercised by another Federal, state, or local agency provided it has been
determined that the environmental consequences of the action are individually and cumu-
latively minimal.” 33 C.F.R. § 323.2(h) (1998).
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D. Nationwide Permits

The Corps will issue an NWP for development projects that
will have only minimal adverse effects on the impacted wetland.®®
This process saves the Corps considerable time in evaluating miti-
gation projects compared to issuing thousands of individual per-
mits to developer applicants.®

Currently, there are 39 NWPs available with one reserved.®
NWPs are prior-issued by rule;? after a project meets the requi-
site conditions of an NWP, the permit is considered to have al-
ready been issued.®” NWPs are commonly used in California.®®
However, landowners who believe they meet the criteria of an
NWP must carefully review the conditions.®® Regulations author-
ize the Corps to modify, suspend, or revoke NWPs for specific ac-
tivities, and a district (regional authority) may impose its own
additional conditions.®** In addition, “certain NWPs require
predischarge notification (PDN) to the Corps of information re-
garding delineation of wetlands and compliance with other condi-
tions.”* If, after reviewing the PDN, the district engineer
determines the impacts are more than minimal, the Corps may
require mitigation to allow the project to continue.®? Finally, an
activity will not be eligible to operate under an NWP if the activity
affects: 1) navigation, erosion, siltation, or aquatic life more than
minimally; 2) species listed as endangered or designated critical
habitat; 3) properties eligible for listing on or listed on the Na-
tional Register of Historic Places; 4) tribal properties; or 5) desig-
nated wild and scenic rivers.®® In these instances, an individual
permit will be required.

E. Individual Permits

If a landowner’s property does not meet a statutory exemption
or an NWP, then an application must be filed for an individual

83 See William T. Gorton, Replacing Nationwide Permit 26: The Next Battle Over Wet-
lands Development, 18 CoNsTRUCTION Law. 43, 44 (1998).

84 See id.

85 See 33 C.F.R. § 330.4 (1998). It should also be noted that NWP 26—Headwaters
and Isolated Waters Discharges—is the most controversial (allows unregulated develop-
ment to small parcels of property); Strand, supra note 40, at 613-14. NWP 26 is the most
commonly used NWP in California. See PauL D. CYLINDER ET AL., WETLANDS REGULATION:
A CoMPLETE GUIDE TO FEDERAL AND CALIFORNIA PROGRAMS 71 (1995).

86 See CYLINDER, supra note 85, at 66.

87 See id.

88 See id. at 67.

89 See id.; Strand, supra note 40, at 613.

90 See 33 C.F.R. § 330.1(d) (1998).

91 CYLINDER, supra note 85, at 67.

92 See Liebesman, supra note 41, at 159.

93 See CYLINDER, supra note 85, at 69.
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permit.®* The permit process may be expensive and time-consum-
ing.®® For example, the process involves public notice, mitigation,
and potential multi-agency involvement.*

1. Public Interest Review Process

The section 404 individual permit process “consists of steps of
determinations and considerations.”” The first step in the Corps’
determination of whether or not to issue a permit is the Corps’
public interest review process,® which requires public notice and
comment.”® The process subjects the Corps’ decision to scrutiny;
thus, the process is a delicate one.!® The factors the Corps consid-
ers include: 1) the probable impacts, including cumulative im-
pacts on the public interest and its intended use;'*" 2) the relative
extent of public and private need for the proposed project; 3) the
reasonable alternative locations and methods to accomplish the
proposed project (mitigation); 4) a weighing of the detrimental and
beneficial effects of the project; 5) the overall effect on the wetland,;
6) the views of the USFWS and the National Marine and Fisheries
Service (NMFS) concerning fish and wildlife impacts; 6) considera-
tion of property ownership;'*? and 8) other federal, state, or local
requirements.’®® No single factor controls the outcome of the pub-
lic interest review process.'**

2. EPA Guidelines

The second step in the permit process involves application of
the EPA’s section 404(b)(1) Guidelines.'®® Under the Guidelines,'%
the Corps must first determine if there is a practicable alternative
to the discharge of dredged or fill material having an adverse im-
pact on the environment.!”” The Corps considers the costs (eco-
nomics), technology, and the project’s logistics in making its

94 “The term ‘individual permit’ means a Department of the Army authorization that
is issued following a case-by-case evaluation of a specific project involving the proposed
discharge(s) in accordance with the procedures of this part and 33 CFR Part 325 and a
determination that the proposed discharge is in the public interest pursuant to 33 CFR
Part 320.” 33 C.F.R. § 323.2(g) (1998); see supra note 82 and accompanying text.

95 See Strand, supra note 40, at 614.

96 See id.

97 Liebesman, supra note 41, at 146.

98 See id. ’

99 See 33 C.F.R. § 325.3 (1998).

100 See Liebesman, supra note 41, at 147.

101 See id. at 146. Other factors include economics, aesthetics, general environmental
concerns, historic properties, and water supply. See id.

102 For example, the right to reasonable private use, property protection, access, and
the right to exclude others.

103 See 33 C.F.R. § 320.4(j) (1998).

104 See Liebesman, supra note 41, at 146.

105 See 40 C.F.R §§ 230-230.80 (1998).

106 See id.

107 See 40 C.F.R. § 231.1(c) (1998). See Chertok, supra note 40, at 890-91.
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determination.!® The burden is on the applicant to demonstrate
that an alternative is “not practicable.”’”® Even if the applicant
meets the burden of clearly demonstrating that no practicable al-
ternative exists,!'® the application still may be denied if discharg-
ing of the dredged or fill material violates other federal or state
laws or contributes “to the significant degradation of the waters of
the United States.”! “Significant degradation” includes signifi-
cant adverse effects on human health or welfare, ecosystems, bio-
diversity, recreation, aesthetics, and economic values.’’® The
Corps’ findings of significant degradation are based on appropri-
ate factual determinations, evaluations, and tests.!® The Corps
further requires that “no discharge of dredged or fill material shall
be permitted unless appropriate and practicable steps have been
taken which will minimize potential adverse impacts of the dis-
charge on the aquatic ecosystem.”*

3. Sequencing

In 1990, an MOA between the Corps and EPA standardized
section 404(b)(1) into a three-step sequencing process for evaluat-
ing permit applications.'’® The stated purpose of the MOA was to
“Improve consistency in the implementation of the Guidelines and
to eliminate misunderstanding and confusion on the part of
agency personnel.”’'® The process consists of: 1) avoidance, 2)
minimization, and 3) compensation.!'” The first step, avoidance,
requires that the applicant demonstrate that there are no practi-
cable alternatives to the project and that the impacts cannot be
avoided.!*® The second, minimization, requires that appropriate
project modifications and permit conditions be met to minimize
the adverse impacts.'’® The third, compensation, requires appro-

108 See 40 C.F.R. § 230 (1998).

109 See 40 C.F.R. § 230.10(a)(3) (1998) (“[Plracticable alternatives that do not involve
special aquatic sites are presumed to be available, unless clearly demonstrated
otherwise.”).

110 See id.

111 40 C.F.R. § 230.10(b)-(c) (1998). See Chertok, supra note 40, at 894.

112 See Chertok, supra note 40, at 894.

113 See id.

114 40 C.F.R. § 230.10(d) (1998).

115 See Memorandum of Agreement Between the Department of the Army and the En-
vironmental Protection Agency Concerning the Clean Water Act Section 404(bX1) Guide-
lines, 55 Fed. Reg. 9210 (1990) [hereinafter MOA].

116 Id. at 9210.

117 See id. at 9211.

118 See id. at 9212. In National Wildlife Federation v. Whistler, 27 F.3d 1341, 1342-43
(8th Cir. 1994), the Eighth Circuit upheld a section 404(b) permit for a planned housing
development’s boat access to a nearby river. In granting the permit, the Corps reasoned
that no practicable alternative existed in the project’s proposal and that the boat access
could not be located elsewhere.

119 See Fund for Animals, Inc. v. Rice, 85 F.3d 535, 544, 548 (11th Cir. 1996), where the
Eleventh Circuit granted a county’s motion for summary judgment on a challenge to the
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priate and practicable compensatory mitigation for unavoidable
adverse impacts which remain after all minimization measures
have been exercised.”® Compensation may take the form of on-
site mitigation, off-site mitigation, or mitigation banking.’*® Com-
pensatory mitigation is discussed in Section IV.

4. Choosing Appropriate Mitigation

In practice, the choice of mitigating adverse impacts to wet-
lands requires an evaluation of individual wetland functions and
values.'? Some of the goals of mitigation include: enhancing, cre-
ating, or restoring wildlife and fisheries habitat; protecting water
quality;'* providing flood protection; stabilizing shorelines; facili-
tating groundwater recharge; and protecting socioeconomic val-
ues, such as recreation and aesthetics.!**

In determining which goals are appropriate for a given pro-
ject, all pertinent functions and values should be considered.'* In
addition, multiple objectives are often desired to afford the great-
est protection to the affected wetland.’*® The objectives may not
always be reconcilable with each other, such as habitat conserva-
tion versus aesthetic value.’* In such a case, clearly identifying
the objectives in a proposed mitigation plan is necessary to yield
optimal results.'?®

“Successful mitigation” is determined by the ability of the
mitigated wetland to provide the biological, hydrological, and bio-
geochemical functions of the original wetland or emulated wet-
land.'”® These functions can be evaluated based on observable
characteristics within the compensated wetland. The characteris-
tics of a successful mitigation project include: 1) basic structural

proposed construction of a municipal landfill. In reaching its conclusion, the circuit court
recognized that the county minimized the proposed landfill’s adverse impact on an isolated
wetland by scaling down its original design from 120 acres to 74 acres.

120 See MOA, supra note 115, at 9212. In Friends of the Earth v. Hintz, 800 F.2d 822,
837-39 (9th Cir. 1986), the Ninth Circuit upheld the Corps’ decision to issue a section 404
permit authorizing a logging company to discharge fill material into a wetlands area. In
granting the permit, the Corps secured a mitigation agreement whereby the developer
would compensate for the unavoidable loss of wetlands in dispute by restoring other prop-
erty owned by the developer back to wetlands.

121 See MOA, supra note 115, at 9212.

122 See CYLINDER, supra note 85, at 110.

123 For example, sediment trapping, chemical detoxification, nutrient removal, and nu-
trient cycling. See id.

124 See id.

125 See id.

126 See id.

127 See id.

128 See id.

129 See Watersheds, Successful Mitigation, (visited Feb. 18, 1998) <http://h2osparc.
wq.ncsu.edu/info/wetlands/mitsucc.html> [hereinafter Watersheds]. See also Michael G.
Le Desma, Note, A Sound of Thunder: Problems and Prospects in Wetland Mitigation
Banking, 19 Corum. J. ENvTL. L. 497, 513-14 (1994); 28 C.F.R. § 63.6 (1998).
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considerations, such as landscape and contour design; 2) a self-
perpetuating hydroperiod similar to that of the emulated wetland;
3) successful colonization of wetland vegetation; 4) chemical and
physical soil properties similar to the emulated wetland; and 5)
diversity, density, and biomass of animal species similar to the
emulated wetland.’® Successful mitigation thus requires that the
wetland’s ecological characteristics be as good as that which was
impacted or as good as a model wetland possessing high values
and functions. Furthermore, these characteristics or criteria are
interdependent; a failure in one can lead to a failure in others over
time.'?!

F. Impact of Other Federal Legislation on the Section 404
Permit Process

Other federal legislation works in connection with, or is man-
dated in the section 404 permit process. For example, under the
National Environmental Policy Act (NEPA),**? the Corps is re-
quired to prepare an Environmental Assessment (EA) to deter-
mine if the proposed project will have a significant effect on the
quality of the human environment.’®® If such an effect is found,
then an Environmental Impact Statement (EIS) is required.’® If
there will not be a significant effect, then the Corps prepares a
Finding of No Significant Impact (FONSI).*?

The Coastal Zone Management Act (CZMA) requires that
each applicant receive approval from the appropriate coastal zone
agency if the proposed discharge is within a coastal zone as de-
fined under the Act.’® The Act requires that each applicant
demonstrate that the proposed discharge is consistent with the
state’s Coastal Management Program.'®’

Under section 7 of the Endangered Species Act (ESA), the
Corps is required to ensure that the permitted activity “is not
likely to jeopardize . . . any endangered or threatened species.”?

130 See Watersheds, supra note 129; DaviD SALVESEN, WETLANDS MITIGATING AND REG-
ULATING DEVELOPMENT IMPacTs 136-37 (2d. ed. 1994) (process of successful mitigation re-
quires consultation with the Corps, the use of experienced crews, and a detailed mitigation
plan).

131 See Watersheds, supra note 129.

132 42 U.S.C.A. §§ 4321-4370d (West 1994 & Supp. 1998).

133 See 33 C.F.R. § 230 (1998) (procedures for implementing NEPA); 40 C.F.R. § 1508.9
(1998).

134 See 40 C.F.R. § 1508.11 (1998).

185 See 40 C.F.R. § 1508.13 (1998); 42 U.S.C.A. §§ 4321-4370d (West 1994 & Supp.
1998) (NEPA requirements).

136 See 16 U.S.C.A. §§ 1451-1464 (West 1985 & Supp. 1998).

137 See 33 C.F.R. § 325.2(b)(2) (1997).

138 16 U.S.C. § 1536 (1994 & Supp. III 1997).
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Thus, an applicant’s permit must be denied if “it is determined
that such [a result is] likely.”*%°

The National Historic Preservation Act (NHPA) requires the
Corps to consult with the Advisory Counsel on Historic Preserva-
tion (Council) if the proposed project may affect properties listed
on the National Register of Historic Places.’*® The Council may
request the Secretary “to provide a report to the Council detailing
the significance of the property, describing the effects of the un-
dertaking on the property, and recommending measures to avoid,
minimize, or mitigate adverse effects.”*

The Fish and Wildlife Coordination Act (FWCA) requires the
Corps to consult with the USFWS, the NMFS, and state wildlife
agencies on the proposed effect of the project on wildlife and their
habitat.'** However, the Corps is not required to comply with the
Agencies’ recommendations.!*

G. Enforcement

Once the Corps considers all the relevant factors discussed
above, a final permit is issued, subject to the EPA’s veto author-
ity.”** However, the Corps, the EPA, and private citizens still
have the opportunity to ensure that the applicant is complying
with the permit’s requirements through various enforcement
mechanisms.’*® Such mechanisms are also available in instances
where the landowner has failed to properly acquire a section 404
permit and has improperly filled a wetland.*#¢

There are four types of enforcement mechanisms available
under the CWA: administrative, civil, criminal, and citizen
suits.’*” They are designed to penalize landowners for the illegal
filling of wetlands or improper compliance with section 404
permits.'*®

Section 309 of the CWA empowers the EPA to issue compli-
ance orders for the illegal discharge of fill material into wet-
lands.*® A compliance order may require the violator to stop the
illegal filling of wetlands and order corrective action such as resto-

139 Liebesman, supra note 41, at 152. See Tennessee Valley Auth. v. Hill, 437 U.S. 153
(1978) (environmental groups brought action to prevent completion of Tellico Dam because
the project had an adverse impact on the habitat of the endangered snail darter).

140 See 36 C.F.R. § 800.10 (1998).

141 36 C.F.R. § 800.10(b) (1998).

142 See 16 U.S.C.A. § 662 (West 1985 & Supp. 1998).

143 See 16 U.S.C. § 662 (1994).

144 See 33 U.S.C. § 1344(j)) (1994).

145 See 33 U.S.C.A. §§ 1319, 1344, 1365 (West 1986 & Supp. 1998). See also infra notes
147-61 and accompanying text.

146 See 33 U.S.C. § 1362(5) (1994). See also infra notes 147-61 and accompanying text.

147 See 33 U.S.C.A. §§ 1319, 1344, 1365 (West 1986 & Supp. 1998).

148 See 33 U.S.C.A. § 1365 (West 1986 & Supp. 1998).

149 See 33 U.S.C.A. § 1344(s) (West 1986 & Supp. 1998); 33 U.S.C. § 1319(a) (1994).
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ration or mitigation.’® The CWA also authorizes the Corps and
the EPA to assess administrative penalties for violations under
state issued permits and permits authorized under the CWA.**!

Similar to administrative penalties, the CWA authorizes civil
penalties under section 309(c) for failing to comply with a section
404 permit.’®? Civil penalties can be severe and are designed to
deter the violator from further illegal action.'®®

Criminal enforcement is allowed under the CWA for negligent
and knowing violations.’® A negligent violation carries a mini-
mum $2500 fine and maximum $25,000 penalty per day for each
violation.’”® The violator may also be imprisoned for up to one
year.'®® A knowing violation carries a minimum fine of $5000 and
maximum fine of $50,000 per day or for each violation.'®” Addi-
tionally, the violator may be imprisoned for not more than three
years.'™® If the landowner knowingly commits a second violation,
the maximum fine is $100,000 per day for each violation, or the
violator may be imprisoned for not more than six years.'s®

Section 505 of the CWA authorizes citizen suits against “any
person” for violating any provision of the CWA, including the ille-
gal discharge of fill material.’®® The provision also authorizes a
suit against the Administrator of the EPA for failure to perform
any act or duty under the CWA which is not discretionary.!¢!

H. Remedies

If the Corps denies a permit application, the applicant can 1)
challenge the permit denial in a federal district court, or 2) prove
that the denial of the permit constituted a “taking” under the
Fifth Amendment to the United States Constitution.!®?

150 See id. See also Liebesman, supra note 41, at 162.

151 See 33 U.S.C.A. § 1319(g) (West 1986 & Supp. 1998).

152 See 33 U.S.C. § 1319(b) (1994).

153 See 33 U.S.C.A. § 1319(d) (West 1986 & Supp. 1998) (penalties can be assessed at
$25,000 per day for each violation).

154 See 33 U.S.C.A. § 1319(c) (West 1986 & Supp. 1998).

155 See 33 U.S.C.A. § 1319(c)(1)(B) (West 1986 & Supp. 1998).

156 See id.

157 See 33 U.S.C.A. § 1319(c)(2)(B) (West 1986 & Supp. 1998).

158 See id.

159 See id.

160 See 33 U.S.C. § 1365 (1994 & Supp. III 1997).

161 See 33 U.S.C. § 1365(a)2) (1994 & Supp. III 1997).

162 For a thorough discussion on “takings” jurisprudence and the effect upon wetlands
see Charles H. Ratner, Comment, Should Preservation Be Used as Mitigation in Wetland
Mitigation Banking Programs?: A Florida Perspective, 48 U. Miam1 L. Rev. 1133, 1165-73
(1994); Dawn S. Spratley, Note, Constitutional Law—Regulatory Takings—The Meaning of
a Taking Under the Fifth Amendment and the Definition of Just Compensation Entitle
Property Owners Regulated by the Wetlands Protection Act to Judicially Defined Compensa-
tion for Both Temporary and Permanent Takings. K & K Constr., Inc., et al. v. Dep’t of
Natural Resources, 551 N.W.2d 413 (Mich. Ct. App. 1996) 75 U. Der. MERCY L. REV. 467
(1998); Peter L. Henderer, The Impact of Lucas v. South Carolina Coastal Council and the
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To establish a Fifth Amendment violation,'®® the applicant
must prove that his or her property was “taken for public use,
without just compensation.”%* The first factor to be considered is
whether the challenged regulation substantially advances a legiti-
mate state interest.’®® If the regulation does advance a legitimate
state interest, then it must be determined whether the regulation
deprives the landowner of all economically viable use of his or her
property.’® In Lucas v. South Carolina Coastal Council,*®” the
Supreme Court held that, where a landowner is denied all eco-
nomically viable use of his or her property, the landowner has suf-
fered a per se taking.!® If some economically viable use of the
property remains, the court still may determine that there is a
taking.'®® The court’s determination is based on an ad hoc factual
inquiry (i.e., balancing test) for determining whether or not a tak-
ing has occurred.'” Essentially, the government’s interest in the
regulation is balanced against the economic harm the regulation
will have on the landowner.' Alternatively, if the granting of the
permit is conditioned upon the landowner’s dedication or granting
of some property interest to the government (i.e., an exaction), the
condition or granting of the property interest must have an essen-
tial nexus between the permit condition exacted and the legiti-
mate agency interest being pursued.!’? Furthermore, the
condition exacted must be roughly proportional to the harm
caused by the landowner’s use of his or her property.'” Lastly, the
landowner must meet the procedural requirement of ripeness by
showing that he or she has obtained a final decision from the regu-
latory agency, including the agency’s decision to grant permits
and variances.!™

Logically Antecedent Question: A Practitioner’s Guide to the Fifth Amendment Takings of
Wetlands, 3 ENvrL. Law. 407 (1997); Royal C. Gardner, Banking on Entrepreneurs: Wet-
lands, Mitigation Banking, and Takings, 81 Iowa L. Rev. 527 (1996).

163 U.S. Const. amend. V.

164 Id.

165 See Nollan v. California Coastal Comm’n, 483 U.S. 825 (1987).

166 See Lucas v. South Carolina Coastal Council, 505 U.S. 1003 (1992).

167 Id.

168 See id. at 1019. Cf. United States v. Riverside Bayview Homes, Inc., 474 U.S. 121,
126 (1985) (holding “that the mere assertion of regulatory jurisdiction by a governmental
body does not constitute a regulatory taking”).

169 See Lucas, 505 U.S. at 1015-16 & nn.6-7.

170 See Penn Central Transp. Co. v. City of New York, 438 U.S. 104 (1978). See also
Lucas, 505 U.S. at 1015-16 & nn.6-7.

171 See Ehrlich v. City of Culver City, 911 P.2d 429 (Cal. 1996).

172 See Nollan v. California Coastal Comm’n, 483 U.S. 825 (1987).

173 See Dolan v. City of Tigard, 515 U.S. 374 (1994).

174 See Williamson Co. Reg’l Planning Comm’n v. Hamilton Bank, 473 U.S. 172 (1985);
See also First English Evangelical Lutheran Church of Glendale v. County of Los Angeles,
482 U.S. 304 (1987).
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IV. COMPENSATORY MITIGATION

The goal of compensatory mitigation is to prevent any net loss
of acreage, functions, or values.!” As part of his political cam-
paign in 1988, then-Vice President George Bush “pledged no-net-
loss of wetlands as a national goal.”*™® President Bill Clinton and
the EPA continue to support the no-net-loss policy of preserving
wetlands.'”” California also endorses this policy to “[elnsure no
overall net loss and achieve a long-term net gain in the quantity,
quality, and permanence of wetland acreage and values in Califor-
nia in a manner that fosters creativity, stewardship and respect
for private property.”*”® Generally, four methods of compensatory
wetland mitigation are recognized: preservation, enhancement,
restoration, and creation.'™

A. Preservation

Wetland “[plreservation refers to the protection of ecologically
important wetlands or other aquatic resources in perpetuity
through the implementation of appropriate legal and physical
mechanisms.”® In theory, wetland preservation is the preferred
method of compensatory mitigation because it is performed on-
site.’® However, in the context of mitigation banking, wetland
preservation is generally discouraged because the typical result is
a “net loss” of wetlands.'®® This result is likely to occur because
awarding credits for preservation does not replace lost wetland
values and functions.’®® Regardless of the policy considerations,
preserving wetlands on-site may be an attractive form of compen-
satory mitigation for developers,'® because it saves them consid-
erable time, costs, and aggravation by building around wetlands
rather than in them.'® In addition, preserving wetlands may in-
crease property values by keeping property in its unadulterated
state.!®®

175 See Alyson C. Flournoy, Preserving Dynamic Systems: Wetlands, Ecology and Law,
7 Duke EnvTL. L. & Povy. F. 105, 126 (1996).

176 Liebesman, supra note 41, at 170.

177 See Cushman, supra note 2.

178 Governor Pete Wilson, California Wetlands Conservation Policy (Aug. 23, 1993)
<http://ceres.ca.gov/wetlands/policies/governor.html> [hereinafter Gov. Wilson, Conserva-
tion Policy].

179 See id. See also DENNISON, supra note 71, at 118-20.

180 DENNISON, supra note 71, at 118.

181 See MOA, supra note 115, at 9212.

182 See DENNISON, supra note 71, at 118-19.

183 See id. at 119. See also MOA, supra note 115, at 9212 (preservation of existing
wetland resources accepted as compensatory mitigation only in exceptional circumstances).

184 See SALVESEN, supra note 130, at 91.

185 See id.

186 See id. Preserving wetlands may increase property values simply as a result of
aesthetic beauty. For case studies and examples supporting wetland preservation see id. at
91-99 (“cluster concept,” educational value, aesthetic beauty). The Elliott Ranch project is
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B. Enhancement

Wetland enhancement is achieved by increasing desirable at-
tributes of an existing wetland at a mitigation site.’®” However,
enhancing only the desired attributes logically results in a nega-
tive trade-off between aquatic resource structure, functions, and
values of other, undesirable characteristics of the enhanced wet-
land;'®® that is, a positive result in one function or value may re-
sult in a negative effect to another.’® The enhancement approach
has been criticized because the net result may not be beneficial to
the overall ecological value of the altered wetland.'® Thus, devel-
opers should consult ecologists and others with expertise in the
field to maintain the ecological integrity of the impacted
wetland. ™!

C. Restoration

Wetland restoration involves “re-establishing wetlands where
they once existed but were lost due to disturbance of one or more
of the site’s physical or biological components.”**? Wetland restor-
ation is the preferred method of compensatory mitigation of all
federal and most state mitigation policies.’®® This preference may
be attributed to the fact that wetland restoration results in a “net
gain” of wetlands,'®* and involves less risk than creating new wet-
lands.'®® Critics of this approach argue that the restoration of de-
graded wetlands as a compensation for filling perfectly good ones
actually leads to a “net loss” of wetland acreage and values.!®
However, a “net loss” would not result if the restored wetland “is
created out of upland, assuming that the created wetland exhibits

an example of preserving a wetland to offset the adverse impacts of development. At Elliott
Ranch, 67 acres of vernal pool and seasonal marsh wetlands were preserved to mitigate the
placement of fill into 66.2 acres of wetlands in a mixed-use planned community develop-
ment project. California Resources Agency, Elliot Ranch (last modified May 13, 1996)
<http://ceres.ca.gov/wetlands/projects/elliot_ranch.html>.

187 CYLINDER, supra note 85, at 106.

188 DENNISON, supra note 71, at 119.

189 See id.

190 See id. at 119-20. In response to such criticism, proponents argue that “human
interventions into nature can be creative and indeed can improve on nature, provided that
they are based on ecological understanding of natural systems and of their potentialities
for evolution as they are transformed into humanized landscapes.” SALVESEN, supra note
130, at 114 (quoting René Dubos).

191 See generally, DENNISON, supra note 71, at 119-20.

192 CYLINDER, supra note 85, at 106. See generally Robert E. Beck, The Movement in
the United States to Restoration and Creation of Wetlands, 34 Nar. REsources J. 781
(1994).

193 See DENNISON, supra note 71, at 120; See also Gov. Wilson, Conservation Policy,
supra note 178 (encouraging landowners to conserve and restore wetlands).

194 Compare with wetland preservation, which results in a “net loss” of wetlands. See
DENNISON, supra note 71, at 119.

195 See SALVESEN, supra note 130, at 100.

196 See id.
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the same values and functions as the one filled.”**” Regardless of
which view is followed, restoration may be the better alternative
in mitigating adverse impacts because of the existing wetland’s
ecological value.'®®

D. Creation

Wetland creation is “the development of new wetlands where
they have not historically occurred.”® This form of mitigation in-
volves creating wetlands from scratch, such as by turning dry
woods into swamps, or sandy shores into salt marshes.?”® The cre-
ation of wetlands is “strongly supported by the Corps, by develop-
ers, and especially by a cadre of environmental consultants who
travel around the country creating wetlands where none ex-
isted.”?* However, creating wetlands is a complex process, re-
quires technical expertise, and may be costly.?*?> Variations among
regions and wetland type cause the complexity.2”® Wetlands typi-
cally occur as a result of their natural setting: “the topography,
soil conditions, hydrology, and climate” are crucial to their forma-
tion.? Wetland creation has been met with varying degrees of
success.?® Regardless, it continues to be a favored activity of the
Corps because the creation of wetlands is a viable solution to the
burgeoning of development in environmentally sensitive areas.?*®
Developers cannot practically restore and enhance enough ex-
isting wetlands to achieve “no net loss” while at the same time
realizing a high level of development.

V. MiricaTioNn BANKING

Under traditional methods of regulating wetlands, developers
and governmental agencies with regular construction needs®”’

197 Id.

198 See CYLINDER, supra note 85, at 112.

199 Id. at 106. See generally Beck, supra note 192.

200 See SALVESEN, supra note 130, at 120.

201 Id.

202 See id. at 120-31.

203 See Jon A. Kusler & Mary E. Kentula, Executive Summary, in WETLAND CREATION
AND REsTORATION (Jon A. Kusler & Mary E. Kentula eds., 1990).

204 SALVESEN, supra note 130, at 121.

205 See id. at 120; WETLAND CREATION AND RESTORATION (Jon A. Kusler & Mary E.
Kentula eds., 1990) (series of articles and case studies of wetland creation and restoration
successes and failures).

206 See Brumbaugh, Interview, supra note 71. However, Elizabeth White, EPA Region
Nine, Water Resources, Coordinator on Mitigation Banking, disagrees. She states that it
may be preferable to mitigate on-site because of the existing ecological value of the wetland
marked for destruction. She attributes the Corps’ position to pressure from developers to
expedite the section 404 permit pracess. White, Interview, supra note 6; See also Shirley
Jeanne Whitsitt, Wetlands Mitigation Banking, 3 ENvTL. Law. 441, 459-62 (1997) (advan-
tages of mitigation banking over on-site mitigation).

207 For example, the California Department of Transportation (Caltrans).
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faced recurring and unpredictable time delays and costs in ob-
taining approval for projects which impact wetlands.?”® As a re-
sult, the need for means of advanced planning arose that would
make the permitting process more reliable and less costly.?”® Re-
sponding to this need, the concept of mitigation banking
emerged.?

A. Policy Development

Consistent with the policy goal of “no-net-loss” endorsed by
the federal government and the states, wetland mitigation banks
are considered a useful tool.?'* However, a brief discussion of wet-
land mitigation policy leading up to mitigation banking must first
be considered.

1. Federal

On May 24, 1977, President Jimmy Carter issued Executive
Order No. 11,990 for the protection of wetlands.?’? President
Carter announced that “each agency shall provide leadership and
shall take action to minimize the destruction, loss or degradation
of wetlands, and to preserve and enhance natural and beneficial
values of wetlands in carrying out the agencies’ responsibili-
ties.”'® Regarding the beneficial values of wetlands, the Execu-
tive Order specified factors such as 1) the public health, safety,
and welfare;?** 2) maintenance of natural systems and ecological
value;?'® and 3) other uses such as public interest, which includes
aesthetics and recreation.?'®

Consistent with those policy objectives and the “no-net-loss”
policy announced by President Bush, in 1993 the Clinton adminis-
tration endorsed the use of mitigation banks for mitigating una-
voidable wetland loss in the section 404 permit process.?” The
Corps, USFWS, EPA, and other federal agencies responded by an-
nouncing a memorandum for federal guidance for the establish-

208 See Robert D. Sokolove & P. Robert Thompson, The Future of Wetland Regulation Is
Here, 23 ReaL Est. L.J. 78, 85 (1994).

209 See id.

210 See id.

211 See Michael Lenetsky, Comment, President Clinton and Wetlands Regulation:
Boon or Bane to the Environment?, 13 Temp. ENvTL. L. & TECH. J. 81, 95 n.146 (1994).

212 Executive Order No. 11,990, 42 Fed. Reg. 26,961 (1977), reprinted in 42 U.S.C.
§ 4321 (1994 & Supp. III 1997).

213 Id.

214 These factors include water supply, quality, pollution, and flood control. See id. at
26,963.

215 These factors include conservation and long-term productivity, habitat protection,
and biodiversity. See id.

216 See id.

217 See Joyce Price, Criticism Greets Environmental Plan, WasH. TIMESs, Aug. 25, 1993,
at A3.
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ment, use, and operation of mitigation banks in 1995.2® The
document provides guidance for the successful creation, manage-
ment, and implementation of mitigation banks as a means of com-
pensating for wetland loss.?’”® The enumerated policy
considerations are: key planning considerations, goal-setting, site
selection, technical feasibility, and the role of preservation.?** Un-
derlying these considerations is attention to preserving wetland
values, effectiveness, efficiency, cost, and the integrity of the
ecosystem.?”! Thus, the memorandum attempts to balance the
overall effectiveness of using mitigation banking between low de-
velopment costs and prospective planning with the ecological
value the banks represent.

2. The California Approach

In 1993, Governor Pete Wilson announced California’s Wet-
lands Conservation Policy.?”” The stated goals of the policy are to:

e Ensure no overall net loss and achieve a long-term net gain in
the quantity, quality, and permanence of wetlands acreage
and values in California in a manner that fosters creativity,
stewardship and respect for private property;

¢ Reduce procedural complexity in the administration of state
and federal wetlands conservation programs; and

218 See 60 Fed. Reg. 58,605 (1995).

219 See id.

220 See id.

221 See id.

222 See Gov. Wilson, Conservation Policy, supra note 178. Like a wetland mitigation
bank, “[clonservation banking enables developers and others to compensate for environ-
mental impacts by purchasing credits that can be consolidated, thus making it possible to
acquire ecologically important areas of greater value than otherwise might be obtainable.”
Douglas P. Wheeler, Letter to the Editor, Conservation Banking Gains a Foothold in San
Diego County, San Dieco UnioN & Tris., Dec. 27, 1995, at B9. There are 39 conservation
banks in California which currently are in operation or in the process of being created. The
majority of the banks are located in San Diego County, with 20, followed by Sacramento
County, with five. California Resources Agency, Restoration and Mitigation Projects (last
modified Jan. 21, 1998) <http:/ceres.ca.gov/topic/banking/shasta.html> [hereinafter Cata-
logl; The Santa Ynez River Conservation Bank in Lompoc, California is being developed by
McCollum Associates. The Bank is designed to preserve willow-riparian habitat and may
be used as flood control for adjacent farmland. Ideally, the end result will be a “large wild-
life corridor along the Santa Ynez River” in Santa Barbara County. Credits produced from
the bank may be sold to other individuals, firms, or agencies that are required under law to
compensate for the adverse environmental impacts of a development project. McCollum
Associates developed the first conservation bank in April 1995. The bank, Carlsbad High-
lands Conservation Bank, located in San Diego, is a 180-acre bank consisting of coastal
sage scrub habitat. “Multispecies credits are sold to mitigate for most upland impacts
throughout . . . San Diego County, including coastal areas.” Other wetland mitigation
banks developed by McCollum Associates are: Medford Island Conservation Bank (sea-
sonal and riparian wetland habitat), Barry Jones Wetland Mitigation Bank (e.g., fairy
shrimp), and Wilmont Ranch (ocean, riparian). McCollum Associates, Conservation Banks
(visited Apr. 15, 1998) <http://www.mccollum.com/Mitbanks.htm>.
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¢ Encourage partnerships to make landowner incentive pro-
grams and cooperative planning efforts the primary focus of
wetlands conservation and restoration.?

To achieve these goals, the policy calls for 1) statewide policy
initiatives;*** 2) “geographically based regional strategies in which
wetlands programs can be implemented, refined, and combined in
unique ways;”?*® and 3) the “[c]reation of an interagency wetlands
task force on wetlands to direct and coordinate administration
and implementation of the policy.”?*® The policy states that Cali-
fornia must “develop and adopt guidelines for wetland mitigation
banks which recognize [ ] regional concerns, contain flexible miti-
gation ratios, are consistent with Federal agency guidelines, and
encourage decisions to locate banks in the context of local or re-
gional plans.”?" For example, the California Coastal Commission
has established procedural guidance for the establishment of wet-
land mitigation projects in California’s coastal zone.??®* Generally,
the procedures are: 1) making an ecological assessment;??® 2) de-
fining the project’s goals, objectives and performance standards; 3)
identifying the type of mitigation used; 4) selecting the location; 5)
monitoring; and 6) evaluating wetland performance.?*® The docu-
ment attempts to define the proper methods and procedures for
the successful implementation of a mitigation plan that will
achieve the best results in protecting the ecological integrity of the
impacted wetland.

B. History and Concept

Mitigation banking is a relatively new concept, which has had
limited success to date.?®' Generally, mitigation banking is de-
fined as “off-site wetland restoration, creation, enhancement, and
in exceptional circumstances, preservation undertaken expressly

223 See id. See generally GUIDE, supra note 10 (wetland conservation options).

224 A statewide wetlands inventory, support for wetland planning, improved adminis-
tration of existing regulatory programs, strengthened landowner incentives to protect wet-
lands, support for mitigation banking, development and expansion of other wetland
programs, integration of wetlands policy and planning with other environmental and land
use processes. See Gov. Wilson, Conservation Policy, supra note 178, at 2-7.

225 The Central Valley, San Francisco Bay Area, and Southern California. See id. at 1-
2.

226 Id. at 2. Participating entities include the California Resources Agency, Cal/EPA,
the State Water Resources Control Board and other agencies. See id. at 10.

227 Id. at 5.

228 See California Resources Agency, Procedural Guidance for the Establishment of
Wetland Mitigation Projects in California’s Coastal Zone (visited Feb. 21, 1998) <http./
ceres.ca.gov/coastalcomm/weteval/wetc.html>.

229 For example, assessing wetland habitat, functions, and ecological contribution to
the landscape. See id.

230 See id.

231 See Dr. Robert W. Brumbaugh, Wetland Mitigation Banking: Entering a New Era?,
(visited Mar. 11, 1999) <http//www.wes.army.mil/EL/wrtce/bulletins/v5n3/brum.html>
fhereinafter Brumbaugh, New Eral.
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for the purpose of mitigating unavoidable adverse wetland losses
in advance of development actions.”®? The central goal of mitiga-
tion banking is to “provide for the replacement of the chemical,
physical, and biological functions of wetlands and other aquatic
resources which are lost as a result of authorized impacts.” Mit-
igation banking is different from the normal permitting process in
two key aspects: 1) it attempts to construct mitigation areas in
advance of anticipated projects that will have an adverse impact
on existing wetlands;?** and 2) banks are typically sufficiently
large in area to allow multiple users use of the bank to offset the
impacts of the wetland(s) affected by their specific projects.?®* Mit-
igation banking is premised on the theory that “in some circum-
stances there may be ecologically better ways of providing
compensatory mitigation for wetland conversions than onsite
replacement.”?3¢

The mitigation banking concept was first developed by the
USFWS in the early 1980s “in an attempt to increase the effective-
ness of wetlands mitigation while reducing the costs to the regu-
lated community.”” As of 1994, there were 46 existing wetland
mitigation banks, with 64 proposals for creating new ones.?* The
majority of mitigation banks were located in California, with 11,
followed by Florida, with 8.2%°

232 DENNISON, supra note 71, at 129-30.

233 Id. at 130.

234 See id. (effectively this consolidates the compensation requirements of the § 404
permit). See id.

235 See id.

236 ELI, MiTicaTioON BANKING STUDY, supra note 4, at 127.

237 DENNISON, supra note 71, at 130.

238 See ELI, MITiGATION BANKING STUDY, supra note 4, at 131-34. See also William W.
Sapp, The Supply-Side and Demand-Side of Wetland Mitigation Banking, 74 Or. L. REv.
951 (1995). A 1994 report by the Corps found that 8 out of 21 operational banks were of
questionable success. Yancey Roy, State Ponders Construction of Alternative Wetlands,
Tmes Union, Oct. 20, 1995, at B1.

239 See ELI, MITIGATION BANKING STUDY, supra note 4, at 131-32. In 1997, there were
approximately 100 banks; See E-mail from Dr. Robert Brumbaugh, Policy Analyst, Insti-
tute for Water Resources, U.S. Army Corps of Engineers (Apr. 20, 1998) (on file with Chap-
man Law Review) (report in E-mail to be called ENVIRONMENTAL Law INSTITUTE, NATIONAL
WETLAND MITiGATION BANKING STUDY, OPERATING WETLAND MITIGATION BANKS (not veri-
fied) (Institute for Water Resources (IWR), Feb. 1997)) [hereinafter ELI, OPERATING
Banks]. California had approximately 17 banks and more are expected as a result of the
state’s policy in protecting and preserving wetlands. See id.; John Grove, Vice President of
American Wetlands and Natural Resource Exchange Corp., estimates that there are be-
tween 100 and 200 wetland mitigation banks in the country. Linda McCrerey, Wetland
Banks Preserve Land, CorLo. Bus., Nov. 1, 1997, at 18.
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C. Types

There are three types of wetland mitigation banks: 1) single
client, private and public; 2) publicly sponsored, commercial; and
3) privately sponsored, commercial.?*

1. Single Client, Private and Public

Single client banks are typically developed by a landowner or
local government.?*! The former may be called a single client-pri-
vate bank and the latter a single client-public bank. Using a sin-
gle client bank expedites the permit review process for a developer
who may foresee a series of development activities involving com-
pensatory mitigation.*? A developer thus uses the bank to fulfill
its own mitigation needs.?*® For example, several single client-
public banks were used to mitigate impacts of highway construc-
tion projects.?*

Funding for a single client bank may present some obstacles
for the developer.?*5 In the case of single client-public banks, the
government entity?*® may “front” the money and recoup its costs
from the development agencies as the project proceeds.?*” With a
single client-private bank, the private developer is typically a
“major player” who can afford to finance the bank and recoup the
costs from the subsequent profits of the compensated project.?*®

240 See Whitsitt, supra note 206, at 454. See ELI, MiTicaTiON BaNKING STUDY, supra
note 4, at 98-100. In 1994, the United States had 40 single client banks, 2 publicly spon-
sored banks, and 4 privately sponsored banks. See id. at 131-32, 141-47. At that same
time, there were 34 proposed single client banks, 15 proposed publicly sponsored banks,
and 16 privately sponsored banks. See id. at 132-34 (2 banks are public/private banks).

241 See DENNISON, supra note 71, at 134-35. As of 1994, in the United States there
were 6 single client-private and 33 single client-public banks representing 87% of the ex-
isting wetland mitigation banks in the country. See ELI, MrricaTion BaNkING STUDY,
supra note 4, at 131-32, 141-47 (one additional bank was a hybrid public/private bank).
The same year there were 29 proposed single client-public and 5 single client-private banks
representing 53% of the total proposed wetland mitigation banks. See id. at 132-34. Com-
pare with 1997. There were 43 single client-public and 14 single client-private banks. See
ELI, OrPERATING BANKs, supra note 239.

242 See Whitsitt, supra note 206, at 454.

243 See ELI, MrtacaTioN BaNkiNG StUDY, supra note 4 at 134.

244 Huntington Beach Wetlands Restoration Project, Georgia Department of Transpor-
tation, Acequia, Louisiana Department of Transportation and Development, Minnesota
Wetland Habitat Mitigation Bank, Dahorney National Wildlife Refuge, Malmaison Wildlife
Management Area, State Line Bog & Dead Dog Bog, Interagency Wetland Mitigation
Bank, Company Swamp, Pridgen Flats Mitigation Site, North Dakota State Highway De-
partment Bank, Highway Mitigation Bank, South Carolina, Wetlands Accounting System,
West Tennessee Wetland Mitigation Bank, Goose Creek/Bowers Hill Tidal Mitigation
Bank, Cabin Creek, Fort Lee Wetland Mitigation Bank, Otterdam Swamp, Patrick Lake
Wetland Mitigation Bank. See ELI, MrTiGaTION BANKING StuDY, supra note 4, at 135-45.

245 See Whitsitt, supra note 206, at 454.

246 For example, the Highway Department. See id.

247 See ELI, MiTicaTioN BanKING STUDY, supra note 4, at 100. Additional methods
include issuing bonds, permitting fees, federal and state grants, and general revenue
(taxes). See id.

248 See Whitsitt, supra note 206, at 454.
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2. Publicly Sponsored, Commercial

Publicly sponsored commercial banks are “developed with
public funds which the government seeks to recoup by selling mit-
igation credits to permit applicants.”**® A publicly sponsored bank
may be advantageous because the government entity is “moti-
vated . . . by a desire to protect and enhance wetland values,
rather than out of a desire for profit” or to compensate for destruc-
tion of wetlands elsewhere.?®

3. Privately Sponsored, Commercial

Like publicly sponsored banks, privately sponsored or en-
trepreneurial banks are developed by private entities to generate
credits for subsequent sale to permit applicants.?®® A distinguish-
ing characteristic of privately sponsored banks is that the bank,
rather than the permittee, bears the legal and financial responsi-
bility for mitigation failure.?®®

The Fina LaTerre Bank, located in Terrebonne Parish, Louisi-
ana is perhaps the best known privately sponsored wetland miti-
gation bank in the country.?® The bank is also one of the largest,
comprised of 7,014 acres.?®* Fina LaTerre was established in 1984
by the Tenneco Company.?®® As part of an MOA between the Ten-
neco Company and various state and federal agencies,?® the Ten-
neco Company “is required to spend $3 million per year over a 25-

249 DENNISON, supra note 71, at 135; See also APOGEE RESEARCH INC., ALTERNATIVE
MEcHANISMS FOR COMPENSATORY MITIGATION: CASE STUDIES AND LEssonNs Asoutr FEE-
Basep CoMPENSATORY WETLANDS MrriGaTION (Institute for Water Resources (IWR) Work-
ing Paper, Mar. 1993). “Mitigation Credits” are discussed in the next section.

250 Jonathan Silverstein, Comment, Taking Wetlands to the Bank: The Role of Wetland
Mitigation Banking in a Comprehensive Approach to Wetlands Protection, 22 B.C. ENVTL.
Arr. L. Rev. 129, 144 (1993-94). As of 1994, there were only two publicly sponsored wet-
land mitigation banks in the United States, representing 4% of the total existing banks.
See ELI, MrTicaTioN BankinGg Stupy, supra note 4 at 131-32 (Washoe Lake Mitigation
Bank, Astoria Airport). However, 14 publicly sponsored banks were proposed, representing
22% of the total proposed banks; See id. at 132-34. Compare with 1997. There were 14
publicly sponsored banks. See ELI, OPERATING BANKS, supra note 239.

251 See DENNISON, supra note 71, at 134; PauL Scopari & RoBERT BRUMBAUGH, Na-
TIONAL WETLAND MrTiGaTION BaNKING STUDY, COMMERCIAL WETLAND MITIGATION CREDIT
VENTURES: 1995 NaTioNAL SURVEY (Institute for Water Resources (IWR) Report 96-WMB-
9, Aug. 1996) (case studies of commercial ventures).

252 See Whitsitt, supra note 206, at 456. As of 1994, there were only four privately
sponsored wetland mitigation banks in the United States, representing 6.5% of the total
existing banks. See ELI, MiticaTioN BaNKING STUDY, supra note 4, at 131-32, 141-47.
(Bracut Wetland Mitigation Marsh, Mission Viejo/ACWHEP, Morse Reservoir, Fina
LaTerre). However, 15 privately sponsored banks were proposed, representing 23% of the
total proposed banks; See id. at 132-34. Compare with 1997. There were 32 privately spon-
sored banks. See ELI, OPERATING BANKS, supra note 239.

253 See DENNISON, supra note 71, at 138.

254 See ELI, MiTicaTiON BANKING STUDY, supra note 4, at 143.

255 See DENNISON, supra note 71, at 138.

256 USFWS, SCS, NMFS, LA Department of Natural Resources, and LA Department of
Wildlife & Fisheries. See id.
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year period” to enhance fish and wildlife habitats within the Fina
LaTerre Bank.?” In return, the Tenneco Company generated mit-
igation credits to offset the company’s own mitigation require-
ments in future development projects or for sale to other
developers for profit.?*®

D. Mitigation Credits

Mitigation banking “involves the sale of mitigation credits to
permit applicants who are seeking off-site mitigation” to compen-
sate for an adverse impact to an on-site wetland involved in the
development project.?®® Mitigation credits represent an increase
in the function or value of the wetland bank derived from restored,
created, enhanced or preserved wetlands at the mitigation
bank.?® Debits represent the unavoidable wetland loss of on-site
development.?®* Credits and debits are the “currency” of the miti-
gation bank.?*?> However, a mitigation bank does not function like
a checking account; instead, “[c]redits placed in deposit by a spon-
sor can only be spent by a user (developer) if the regulator ap-
proves the action.”?¢?

Typically, a single credit represents a unit of acreage or
habitat.?* For example, mitigation banks typically assign a single
credit to one acre of wetland value or function. Generally, the
number of credits available at a mitigation bank will be based on
“standards tailored to the specific restoration, creation, or en-
hancement activity at the bank site or through the use of an ap-
propriate functional assessment methodology.”?%

E. Credit Valuation: Functional Value Assessment

The value of the credits is determined by various valuation
techniques®® that may be divided into three categories “which
roughly correspond to greater scopes of ecological comprehensive-
ness.”?” These are: 1) simple indices; 2) narrowly tailored assess-
ment methods; and 3) broadly tailored assessment methods.?®

257 DENNISON, supra note 71, at 138.

258 See id. at 139.

259 Id. at 131.

260 See id; Brumbaugh, New Era, supra note 231.

261 See Brumbaugh, New Era, supra note 231; DENNISON, supra note 71, at 131.

262 See DENNISON, supra note 71, at 131. The sale of credits is represented in dollars.
See id. See also Charles P. Edmonds et al., Wetland Mitigation, 65 AppraisaL J. 72 (1997);
David M. Keating et al., A Conceptual Framework for Appraising Wetland Mitigation
Banks, 65 AppraisaL J. 165 (1997).

263 Brumbaugh, New Era, supra note 231.

264 See DENNISON, supra note 71, at 131.

265 Id. at 132.

266 See id.

267 ELI, MiTicaTiON BANKING STUDY, supra note 4, at 63.

268 See id. at 63-64.
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Many banks use a combination of these various techniques in as-
sessing wetland values and functions.?®

1. Simple Indices

Simple indices “are derived from quickly and easily observed
characteristics of a wetland” such as its size and the number of
species.?® The technique is preferred by developers and regula-
tory agencies because valuation can often be completed quickly,
and the information gained can be readily understood.?”* With
simple indices, the developer has the advantage of “being able to
avoid the complexity of developing project-specific mitigation
plans,” and thus saves valuable time, cost, and resources.?”? The
regulatory agency benefits because the technique is “not resource-
intensive to apply,” saving the agency time, effort, and
resources.?

The obvious disadvantage to using simple indices is their rel-
atively limited scope. The simple index technique merely assesses
wetland values based on quantitative, rather than qualitative
data.?”* For example, “[tlhe most common simple index used in
mitigation banking is acreage.”®® Based on acreage, a developer
may simply purchase “x” number of credits represented by “x”
number of acres contained in the mitigation bank to compensate
for the unavoidable wetland loss in his or her project.?”® Thus, the
correlation between the affected wetland and the banking credits
is, at best, a replacement for lost characteristics of the impacted
wetland. In reality, the sole use of acreage for replacing wetlands
“ignore[s] the complexities of wetland ecosystems.”””

To correct this problem, other indices may be used, in lieu of
or in addition to acreage, to offset the inadequacies of using acre-
age as the sole component.?”® For example, diversity of species
present within a given area could be used to form an index for
conversion into mitigation credits.?”® However, determining which
species are present in a given area and their corresponding value
may be time-consuming.?®® The end result of using other indices

269 See id. at 72.

270 Id. at 63-64.

271 See id. at 64.

272 Id.

273 Id.

274 See id.

275 Id.

276 See id.

277 Id.

278 See id. at 65.

279 See id.

280 See id. In some instances, using diversity of species may be advantageous to a spe-
cific development project because the core aim is the replacement of a particular species in
mitigating the impacts of the project. For example, at Hawes Ranch Mitigation Bank in
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for determining the value of mitigation credits may undermine the
advantages of using a simple index method.

In 1994, almost half of the banks in the United States and a
majority of banks in California used this method. More specifi-
cally, 22 wetland mitigation banks (48% of the total) used simple
indices for valuing mitigation credits in the United States,?®' and
in California, 6 of the total 11 mitigation banks (55%) used this
method.”®> One example, the Naval Amphibious Base Eelgrass
Mitigation Bank, is a 10-acre bank operated by the U.S. Navy and
created to transplant aquatic beds of eelgrass to mitigate develop-
ment impacts of the San Diego Naval Base.?®* The compensation
ratios used to mitigate and compensate for project impacts is 1-to-
1.2%¢ The 1-to-1 ratio means that for every one acre of destroyed or
impacted wetland, one acre of compensated wetland in the bank
must be used. Thus, the Naval Amphibious Base Eelgrass Mitiga-
tion Bank represents a mere quantitative method for replacing a
single wetland characteristic*®® and does not consider the complex-
ities of the entire wetland ecology.

The use of a simple index for compensating unavoidable wet-
land loss may be inconsistent with the goals of the section 404
permit process and public policy. For example, under the Code of
Federal Regulations, the decision whether or not to issue a section
404 permit “will be based on an evaluation of the probable im-
pacts, including cumulative impacts, of the proposed activity and
its intended use on the public interest.”*¢ Wetlands serve impor-
tant public interest functions, including natural biological func-
tions, wildlife habitat, flood control, groundwater maintenance,
aesthetic value, and recreation.?®” Thus, there are several factors
to be considered when evaluating the values that wetlands serve
to the public interest, contrary to merely evaluating a single wet-
land characteristic like the Naval Amphibious Base Eelgrass Miti-
gation Bank in San Diego does.

In addition, the regulations indicate that “the specific weight
of each factor is determined by its importance and relevance to the
particular proposal.”?® The transplant of eelgrass at the San Di-

California (also called Barry Jones Wetland Mitigation Bank, see supra note 222) the
targeted species is vernal pool fairy shrimp, tadpole shrimp, and Orcutt’s grass. California
Resources Agency, Hawes Ranch Mitigation Bank (visited Mar. 11, 1999) <http:/ceres.
ca.gov/topic/banking/shasta.html>.

281 See ELI, MrTicaTioN BANKING STUDY, supra note 4, at 145-47.

282 See id.

283 See id. at 141, 145.

284 See id. at 145.

285 See id.

286 33 C.F.R. § 320.4(a)(1) (1998).

287 See EPA, Wetland Loss, supra note 9; 33 C.F.R. § 320.4(b) (1998) (general policies
for evaluating permit applications).

288 33 C.F.R. § 320.4(a)(3) (1998).
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ego bank may be the most important value of that particular wet-
land area. However, by simply requiring a 1-to-1 replacement
ratio based solely on eelgrass vegetation, the mitigation bank, on
its face, fails to consider all ecological impacts that the loss of that
wetland will have upon the environment, and destroys the poten-
tial for future use.?®®

In addition to losing the ecological value of a wetland by using
simple indices, mitigation credits are often undervalued.”® For
example, in 1996 the EPA rejected a MOA submitted through the
Corps for the creation of a mitigation bank along the Santa Ana
River in Riverside County, California.?®* The proposed bank®?
was to be located on a 174-acre site “to promote natural revegeta-
tion and restoration of native habitat for the endangered least
Bell’s vireo and other native riparian species through the removal
of Arundo donax, Ricinius communis and Tamarix spp.”®* In re-
jecting the proposal, the EPA listed its concerns: 1) the “long term
viability of a native riparian ecosystem at the bank” was not con-
sidered;?** 2) the bank actually would result in a “net loss” of wet-
lands because the proposal simply enhanced the value of the
wetland in the bank and did not adequately mitigate the perma-
nent loss of wetland acreage elsewhere;** 3) there was no acreage
cap or maximum specified in the proposal, thus resulting in a
gross undervaluation of the credits that would be used to mitigate
other development projects;?*® and 4) the proposal did not consider
other significant aspects of the bank, including biodiversity, hy-

289 See supra notes 283-85 and accompanying text.

290 See White, Interview, supra note 6.

291 See Letter from Daniel A. Meer, Chief, Clean Water Act Compliance Office, EPA, to
Richard J. Schubel, Chief, Regulatory Branch, U.S. Army Corps of Engineers (Nov. 22,
1996) [hereinafter Letter from EPA] (on file with Chapman Law Review).

292 To be called the Santa Ana River Mitigation Bank. See id.

203 Id. Arundo donax, Ricinius communis and Tamarix spp is a giant cane-like weed.
Erik Smith, War Declared on Plant That Chokes Rivers: $6.4 Million Fight Readied
Against the Baneful Weed, THE PrRESs-ENTER., Mar. 4, 1997, at B1. “It grows up to 10 in-
ches a day, with 30-foot bamboo-like stalks so dense they squeeze out native plants and
animals, not to mention people.” Id. The plant (weed) has infested up to 5,000 acres and
consumes “enough water each day to serve the city of Riverside, and Colton.” Id. See also,
Editorial, Reclaiming the Santa Ana, THE Press-ENTER., Mar. 5, 1997, at A10.

294 The proposed bank called for only a 20-year management period. The EPA consid-
ered this a significant problem because the bank would be part of the greater Santa Ana
watershed which contains 5000 acres of Arundo. See Letter from EPA, supra note 291.

295 See id.

296 See Letter from Alexis Strauss, Acting Director, Water Division, EPA, to Lieuten-
ant Colonel Robert L. Davis, District Engineer, U.S. Army Corps of Engineers (Feb. 24,
1997) (on file with Chapman Law Review). “The MOA allows the bank to be used as miti-
gation for impacts under the individual permit process. While the MOA states that it
would only be used for minimal impacts, EPA is concerned that there is no acreage cap.
Without a cap on the acreage, we believe that the bank could be used inappropriately as
mitigation for the significant permanent loss of wetlands.” Id. See Letter from EPA, supra
note 291.
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drology, and other wetland functions.??” The EPA thus signified
that it was primarily concerned with the long-term viability of the
proposed bank and its value as an entire ecosystem with its at-
tendant effects upon the environment.

2. Narrowly Tailored Assessment Methods?®

In contrast to using simple indices, narrowly tailored systems
attempt to directly measure and predict particular wetland func-
tions.?®® For example, these methods assess the habitat of species,
hydrology, or soil conditions.?®

The most common narrowly tailored assessment method s
the Habitat Evaluation Procedures (HEP) developed by the
USFWS.2** Under this technique, a standard computer model
evaluates the “biological requirements and tolerances for certain
indicator species to environmental variables as they occur on the
subject property.”?°

Many mitigation banks have used the HEP assessment
method in evaluating credits.?®® However, in most cases, the miti-
gation banks have altered the HEP methodology “to facilitate eas-
ier comparison of disparate wetlands.”®

A method similar to the HEP is the Habitat Evaluation Sys-
tem (HES) developed by the Corps.?®® The HES method “examines
an entire wetland for the structural indicators of habitat . . .
rather than selecting species themselves as function indicators.”
Thus, the HES method examines the dominant indicators of spe-
cies habitat but fails, nonetheless, to assess the entire ecology of
the property.®”’

Like simple indices, narrowly tailored assessment methods
fail to evaluate all wetland functions.?*® However, from an ecologi-

297 See Letter from EPA, supra note 291.

298 There are various assessment methods developed by the states (e.g., SUPERBOG).
See ELI, MrricatioN BANKING STUDY, supra note 4, at 67. Some are variations of the
methods that are discussed here. Others are tailored to the specific projects involved. See
id. at 67-68.

299 See id. at 63, 65.

300 See id. at 65-68.

301 See DENNISON, supra note 71, at 132.

302 Id. For example, water depth and quality, flooding periodicity, vegetation density
and type, and soil type. See id.

303 See ELI, MiTicaTioN BANKING STUDY, supra note 4, at 67.

304 Id. The Astoria Airport Mitigation Bank in Clatsop County, Oregon has estab-
lished the available credits to be the difference in totals of the species HUs before and after
restoration. Thus, this variation considers the number of habitat units available after re-
storing the wetlands rather than the HEP’s version of prior assessment. See id. at 143,
147.

305 See id. at 68.

306 Id.

307 See id.

308 See id. at 65 (emphasis added).
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cal perspective, these approaches are superior to using simple in-
dices because they require more information in assessing actual
wetland functions, rather than a cursory evaluation of wetland
characteristics.

As of 1994, 13 wetland mitigation banks (28% of the total)
used narrowly tailored assessment methods for valuing mitigation
credits in the United States.?*® In California, 4 of the total 11 mit-
igation banks (36%) used the same method.?® One example is the
San Joaquin Marsh in Orange County, California.®"' The bank,
developed by the Irvine Company,'? is 492 acres, the largest
freshwater marsh in Southern California.?*® As part of the resto-
ration, several species of plants were transplanted into the marsh
and several non-native plants were removed.?* These plants and
other wetland functions and values were assessed using a Habitat
Valuation Analysis (HVA), a narrowly tailored method similar to
the HEP .35

3. Broadly Tailored Assessment Methods

In response to the disadvantages of simple indices and nar-
rowly tailored assessment methods, “wetland scientists have de-
veloped assessment methods that attempt to evaluate a broader
spectrum of wetland functions.”¢ Ideally, these methods empiri-
cally measure each wetland function in the field and produce mea-
surable, quantitative values.’’” However, the time and expense
involved in using these methods may be impracticable for use in
mitigation banking.?'®

The Wetland Evaluation Technique (WET) developed by the
Corps and Federal Highway Association is an example of this
technique.?® WET has been used by many agencies and banks in

309 See id. at 145-47.

310 See id.

311 See id.

312 The Irvine Company is a privately held real estate investment firm based in Orange
County, California. It owns roughly one-sixth of the land in Orange County, thereby con-
trolling much of the development of the County. It has substantial holdings in the cities of
Irvine, Newport Beach, and Tustin.

313 See California Resources Agency, San Joaquin Marsh (visited Mar. 30, 1998)
<http://ceres.ca.gov/wetlands/geo_info/so_cal/san_joaquin.html>.

314 California bulrush or tules, Olney’s bulrush, Alkali bulrush, Common rushes
(transplanted), tamarisk, artichoke, black mustard (removed). See Tim Bradle & Marjorie
Patrick, Department of Ecology & Evolutionary Biology, UC Irvine, Restoration of a Marsh
Pond in the San Joaquin Freshwater Marsh Reserve (visited Apr. 20, 1998) <http://128.200.
23.67/sjfmr/restore2.html>. See also Bill Bretz, Office of Natural Resources, U.C. Irvine,
San Joaquin Freshwater Marsh Reserve (last modified Mar. 9, 1999) <http:/nrs.ucop.edu/
reserves/sjfm.html>.

315 See ELI, MiTIGATION BANKING STUDY, supra note 4, at 145.

316 Id. at 68.

317 See id.

318 See id. at 68-69.

319 See DENNISON, supra note 71, at 132.
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assessing wetland functions.®”® Under this technique, the analyst
first gathers information from maps and other printed materials
about “various wetland characteristics or ‘indicators.’”?! These
indicators are then combined into “three ratings®*? for each of
eleven wetland functions: groundwater recharge; groundwater
discharge; flood-flow storage & desynchronization; shoreline
anchoring & dissipation of erosive forces; sediment trapping; nu-
trient retention & removal; food chain support; fisheries habitat;
wildlife habitat; active recreation, and passive recreation & heri-
tage value.”* The ratings represent, for each function, the wet-
land’s projected “effectiveness,”®* “opportunity,”* and “social
significance.”?® The ratings are qualitative rather than quantita-
tive.*”” Thus, the overall quality of the wetland is assessed to de-
termine the probability that each of the indicators supply their
corresponding wetland functions.3?®

Similar to WET, the Wetland Evaluation Methodology (WEM)
values wetland functions by assessing wetland characteristics or
indicators.’”® WEM, however, uses fewer indicators to value wet-
land functions.®*® The indicators are processed and the data is as-
sessed into quantitative and numerical functional ratings.?!
These ratings are then converted to represent a quantitative
value, and are assigned a rating based on their importance to wet-
land functions.?3?

The greatest disadvantage in using a broadly tailored assess-
ment methodology is that the process is time-consuming, complex,
and expensive.?®® The obvious advantage of using this method is
that it provides a better representation of the entire ecological
value of the mitigation bank or compensated wetland.33

As of 1994, only four mitigation banks (9%) used a broadly
tailored method for assessing wetland functions and values.?*®
Two of the four were supplemented by using the best professional

320 See ELI, MiTicaTiON BANKING STUDY, supra note 4, at 69.

321 Id. Including, gradient of the basin, soils, land cover, and habitat. See id.

322 Those ratings are low, moderate, and high. Id.

323 Id.

324 “[Clan the wetland perform the function?” Id.

325 “[D]oes the wetland have the opportunity to be effective?” Id.

326 Id. “[Hlow important is the function to society?” Id.

327 See id.

328 See id.

329 See id. at 70.

330 See id. (Flood-flow characteristics, water quality, wildlife, fish, shoreline anchor-
ing, and visual values). See id.

331 See id.

332 See id.

333 See id. at 68.

334 See id.

335 See id. at 145-47.
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judgment approach.®*® In California, no mitigation banks used
this approach in assessing wetland values and functions.?’

Wetland mitigation banks that use this method, such as the
Hillsborough County Utilities Department in Florida,®*® assess
wetland values based on several wetland indicators, such as
groundwater recharge and discharge, flood control, sediment trap-
ping, food chain support, and wildlife habitat.?® Thus, rather
than merely assessing a few of the dominant wetland characteris-
tics like a narrowly tailored assessment method, the broadly tai-
lored approach attempts to determine how several wetland
functions contribute to the overall ecological value of the wetland
bank being analyzed. Therefore, the broadly tailored approach
provides a better representation of the overall value of the wet-
land and its attendant values and functions.

4. Best Professional Judgment

Although not listed within the three categories of valuation
techniques, some banks use best professional judgment in assess-
ing wetland values and functions.?*® Under this technique, indi-
viduals who are familiar with wetlands and their functions make
the decisions regarding the best use of the wetland “based on their
own knowledge.”*!

The advantage of this method is that it produces an educated
and well-founded assessment of individual wetlands based on ex-
pertise and experience.>*?> The disadvantage is that the individual
making the assessment is granted limitless power and thus the
“real issue then becomes holding the [assessor] to a standard of
quality and loyalty to the ecological objectives of wetland
mitigation.”

As of 1994, only three wetland mitigation banks (6%) used
this method in the United States.3** In California, one bank (9%)
used best professional judgment for assessing wetland values and
functions.?*> A summary of the number of banks using each tech-
nique both nationally and in California is listed in the following
tables.

336 Cheval Tournament Players Club, Hillsborough County Utilities Dep’t Mitigation
Bank. See id. at 141, 145; See infra notes 340-45 and accompanying text.

337 See id. at 145-47,

338 See id. at 141, 145,

339 See id. at 69.

340 See id. at 71-72.

341 Id. at 72.

342 See id.

343 Id.

344 See id. at 145-47.

345 See id. at 141, 145.
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TABLE 1. WETLAND MITIGATION BANKS & CREDIT VALUATION
METHODS—UNITED STATES (1994)346

Number of Banks Percentage of Banks

Credit Valuation Method Using Method Using Method
Simple Indices 22 48%
Narrowly Tailored 13 28%
Broadly Tailored 4347 9%
Best Professional Judgment 3 6%
Other®® 4 9%
Totals 46 100%

TABLE 2. WETLAND MiticaTION BANKS & CREDIT VALUATION
MEeTHODS—CALIFORNIA (1994)34°

Number of Banks Percentage of Banks

Credit Valuation Method Using Method Using Method
Simple Indices 6 55%
Narrowly Tailored 4 36%
Broadly Tailored 0 0

Best Professional Judgment 1 9%
Other 0 0
Totals 11 100%

Based on the 1994 data, the majority of wetland mitigation
banks in the country use simple indices for determining wetland
values and functions.*®*® The second most common approach is a
narrowly tailored method.?* Thus, the data suggests that more
mitigation banks are using a simpler, easier, less expensive ap-
proach to assessing wetland values and functions, rather than us-
ing more sophisticated, ecologically responsible approaches.

VI. CHALLENGE: CREDIT VALUATION

A continuing debate exists over whether or not wetland miti-
gation banking is a good mode of compensatory mitigation.®** One
author concludes that mitigation banking is a useful tool for pro-
tecting wetlands because mitigation banks can be more successful

346 See id. at 131-32, 145-47.

347 Two banks used a broadly tailored assessment method and best professional
judgment. See id. at 145.

348 See id. at 145-47. (Other, not specified, case-by-case).

349 See id.

350 See id. at 145-47.

351 See id.

352 See Andrew Roe, These Banks Are All Wet: Wetland Banks Are Growing as an Al-
ternative to Fragmented Rebuilding of Damaged Sites, But Their Rules Are Changing,
Enc’c NEws-REcorp, Feb. 16, 1998, at 32.
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ecologically, as well as more convenient and less expensive to the
applicant.?®® On the other hand, one opponent argues that mitiga-
tion banking decreases the national supply of wetlands because
they often fail,®* the sale of credits is not susceptible to public
scrutiny through review and comment, and mitigation banking
significantly alters the type and location of wetlands.?® The oppo-
nent concludes: “[w]etlands mitigation may be a necessary evil,
but mitigation banks may well be the devil incarnate.”%¢

Generally, “as the understanding of wetland types and func-
tions has increased, [mitigation banking] has been recognized as
potentially detrimental within a watershed” because, by allowing
“out-of-kind” mitigation such as restoration and creation, “regula-
tory agencies cause overall local gains of certain common, easily
attained, earlier successional-stage [sic] wetland functions, while
concurrent losses are of increasingly scarce, difficult to replace,
more complex functions.”®” The detriment to the watershed and
the supply of wetlands is caused primarily by “gaps in technical
understanding of ecological functions [that] make it difficult for
regulators to require applicants to quantify such functions in site
assessments and mitigation designs.”%®

One way to correct this problem is to simply require on-site
mitigation.’®® However, requiring on-site mitigation effectively
dismantles the mitigation banking concept. To continue using
mitigation banking as a form of compensatory mitigation, regula-
tors must apply an ecologically comprehensive method of assess-
ing wetland functions and values which are, in the mitigation
banking framework, represented by credits.

353 See William W. Sapp, Mitigation Banking: Panacea or Poison For Wetland Protec-
tion, 1 ENvrL. Law. 99 (1994). Benefits include: an organization can remove the uncer-
tainty of mitigation requirements by obtaining credits from a bank, thus expediting a
project and more quickly realizing financial objectives; an organization will save time and
money on site acquisition, environmental analysis, regulatory negotiations and the mainte-
nance and monitoring of a wetlands mitigation site; a company can purchase mitigation
credits for less than it would cost the company to perform its own mitigation or to contract
out for the mitigation; and an organization will be freed of mitigation requirements and -
liability including long term monitoring. Michael G. Le Desma, Note, A Sound of Thunder:
Problems and Prospects in Wetland Mitigation Banking, 19 CoLuM. J. ENVTL. L. 497 (1994);
But see White, Interview, supra note 6 (wetland mitigation banking may not be preferable
to on-site mitigation because it is too “easy for a developer to simply cut a check” rather
than take the ecological value of the impacted wetland into consideration).

354 See Arthur Feinstein, Mitigation Banks Often Rob Us, ENG’c NEws-RECORD, Apr. 6,
1998, at 91 (citing recent Florida study showing that many mitigation projects subse-
quently failed).

355 See id. (“An entrepreneur will seek the cheapest land for a mitigation bank and it
is cheaper to dig a shallow hole rather than design and create a complicated ecosystem.”).

356 Id.

357 Watersheds, supra note 129.

358 Id.

359 See White, Interview, supra note 6.
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VII. OVERSIMPLIFICATION: EcoLocgicAL ETHICS

The extensive use of simple indices for assessing wetland val-
ues and functions is problematic in essentially three ways: 1) it is
ecologically irresponsible; 2) it is inconsistent with the goals and
objectives of the section 404 permit process; and 3) it is contrary to
public policy at both the federal and state level.

A. Ecologically Irresponsible

The primary argument against using simple indices for valu-
ing wetland functions and values is based on ecological ethics.3®
Professor Joseph Sax has identified two conflicting views of prop-
erty rights based on a private citizen’s use of property versus the
property’s inherent worth.?®* The first view is referred to as land
in a “transformative economy.”¢? The second, ecological approach,
is called the “economy of nature.”®

In a transformative economy, which Professor Sax calls the
“conventional perspective of private property,” property is viewed
“as a discrete entity that can be made one’s own by working it and
transforming it into a human artifact.”%* Land “is in a passive
state, waiting to be put to use.”® In the context of mitigation
banking, the property is being put to use by a developer depositing
dredged or fill material into a wetland for a particular develop-
ment project for his or her own use. To compensate for the loss of
that wetland, the developer uses mitigation credits to replace the
functions and values of the destroyed wetlands.?® It is irrelevant
to the developer whether or not the credits used are of comparable
value and function to the destroyed values and functions of the
wetland, because the land is “subject [to the] owner’s dominion”
and control.?” Therefore, this view supports the proposition that
land has a single purpose—to be transformed into the desirable
use of the property owner.

In contrast, the economy of nature “views land as consisting
of systems defined by their function, not by man-made bounda-
ries.”™®® “Land is not a passive entity waiting to be transformed by
its landowner. . . . Land is already at work, performing important

360 For another example of environmental ethics, see PAuL W. TaYLOR, RESPECT FOR
Nature: A THEORY oF ENvIRONMENTAL ETHICS (1986) (biocentric outlook on nature).

361 Joseph L. Sax, Property Rights and the Economy of Nature: Understanding Lucas
v. South Carolina Coastal Council, 45 Stan. L. Rev. 1433, 1442 (1993).

362 Id.

363 Id.

364 Id.

365 Id. See also Jonathan R, Macey, Property Rights, Innovation, and Constitutional
Structure, in PrRorERTY RiGHTS (Ellen Frankel Paul et al. eds., 1994).

366 See DENNISON, supra note 71, at 138.

367 Sax, supra note 361, at 1445,

368 Id. at 1442,
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services in its unaltered state.”™®® For example, wetlands are
sanctuaries for wildlife, act as flood control, and are barriers to
erosion and storm damage.?” In the context of mitigation bank-
ing, the wetland being impacted by the developer is already at
work performing valuable services to the ecological integrity of the
natural environment. Thus, the mitigation credits used to com-
pensate for a developer’s adverse impact on that wetland should
represent similar values and functions to maintain ecological
equilibrium.

The issue becomes the interest of the developer in using the
property “at will” versus an ecologically based ethic that land has
inherent value. Viewing land as being under the dominion and
control of the landowner suggests that any method of assessing
wetland values and functions is proper in the mitigation banking
context. Thus, whether or not the regulatory agency assesses wet-
land values and functions based on simple indices, narrowly tai-
lored methods, or a broadly tailored approach is irrelevant.
However, the use of simple indices is preferred by the landowner
because this technique saves the developer considerable time and
costs. This preference is criticized, because, as one environmental
scientist has stated, “[w]hat you end up with is a lot of lousy miti-
gation sites because people do the minimum they can to get a
permit.”"!

In contrast, viewing land as having inherent, ecological value,
that is already providing valuable services to the natural environ-
ment, requires utilizing the best methods available for assessing
wetland values and functions in determining the value of mitiga-
tion credits. The widespread use of valuing wetlands using simple
indices is repugnant to maintaining the ecological balance of the
natural environment because of their limited scope in actually
considering all functions and values present in the wetland
ecosystem. The “economy of nature” view requires a broadly tai-
lored assessment method to ensure actual replacement of lost wet-
land values and functions because of the method’s ecologically
comprehensive approach.

In making a decision as to which view of private property
rights is the correct one, morality and ethical considerations may
differ from the law.®”? For example, some may view the filling of
wetlands as morally irresponsible, although it may be legal via the
section 404 permit process. Similarly, the use of simple indices in

369 Id.

370 See supra notes 11-13 and accompanying text.

371 Patty Reinert, Developers, Environmentalists Find Common Ground on Wetlands
Bill, DaiLy Recorp, Mar. 29, 1993, at 5.

372 See TiMoTHY BEATLEY, ETHICAL LAND USE: PRINCIPLES OF PoLicy AND PLANNING 16
(1994).
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valuing wetland mitigation credits may not be the morally best
method of assessing wetland values and functions. Thus, an ex-
amination of the goals and policy of the section 404 permitting
scheme is required to determine which view of land is reflected—
that land’s single purpose is to be transformed into the desirable
use by the landowner, or that land is already at work performing
important services in its unaltered state—and which assessment
method is consistent with that view.

B. Inconsistency with Goals and Objectives of Section 404
Permitting

Applying the EPA Guidelines,*” the Corps is required to deny
a section 404 permit if the discharge of dredged or fill material
violates state or federal law or contributes to the significant degra-
dation of waters of the United States.?™ In determining what con-
stitutes “significant degradation,” the Corps must consider the
adverse effects on human health or welfare, ecosystems, biodivers-
ity, and economic values.?”® Thus, a consideration of adverse im-
pacts on ecosystems and biodiversity are components in the Corps’
analysis of whether or not a permit should be granted.

By definition, the use of simple indices does not consider the
overall ecological value of the wetland being assessed.?’® Instead,
only a few characteristics of the wetland are identified, such as
eelgrass in the Naval Amphibious Base Eelgrass Mitigation Bank
in San Diego.?” The result is therefore a one-for-one acreage re-
placement based on a few characteristics between the two wet-
lands in the form of a credit, rather than making a general
assessment of the overall ecological value of the wetland in the
mitigation bank and the compensated wetland.?”® One may con-
clude that by using simple indices the Corps fails to adequately
identify the potential impact on the ecosystem and other factors,
such as biodiversity, making it impossible to correctly determine if
there is significant degradation to the waters of the United States.

Similarly, the 1990 MOA between the EPA and the Corps
identifies the requirements necessary for compensating for wet-
land loss when there is an unavoidable adverse impact to a wet-
land in a proposed development project after all minimization
measures have been exercised.®” In that case, the applicant de-
veloper is required to compensate for the unavoidable loss by us-

373 See 40 C.F.R. §§ 230-230.80 (1998).

374 See 33 U.S.C.A. § 1344 (West 1986 & Supp. 1998).
376 See 40 C.F.R. §§ 230.10(b)-(c) (1998).

376 See supra notes 270-71 and accompanying text.
377 See supra notes 283-85 and accompanying text.
378 See id.

379 See MOA, supra note 115 at 9211-12.
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ing on-site mitigation, off-site-mitigation, or mitigation banking,3°
The MOA expressly states that on-site mitigation is the best alter-
native.®®! This preference is attributed to the belief that on-site
mitigation is a better representative of the overall ecological value
of the impacted wetland.®®? In contrast, the use of mitigation
banking as an alternative is least preferred because mitigation
banks often fail to adequately represent the overall functions and
values lost or destroyed in the wetland impacted by a development
project.?®® The failure to replace lost values and functions of a wet-
land ecosystem may be attributed to the use of simple indices be-
cause only a select few of the wetland characteristics are identified
and used in replacing lost values or functions.?®* In contrast, miti-
gation banks that use a broadly tailored assessment method
should consider the overall ecological value of the wetland.®®
Banks using a broadly tailored assessment method are arguably
similar to those using the preferred on-site mitigation because the
actual lost values and functions are adequately replaced.

In conclusion, simple indices fail to adequately consider the
overall ecological value of the wetland mitigation bank and com-
pensated wetland. This failure is inconsistent with the goals and
objectives of the section 404 permitting process, because the intent
of the Corps and the EPA is to replace all functions and values of a
destroyed or impacted wetland with similar values and functions
represented in a mitigation bank. To accomplish this result, the
use of broadly tailored assessment methods is necessary because
these techniques do, in fact, assess wetlands based on multiple
characteristics and values which are a better representation of the
overall ecological value of the wetland being compensated with the
ecological value in the mitigation bank.

C. The Better Approach: Comparable Ecological Value

Both federal and state policy considerations recognize that
wetlands play a vital role in maintaining the ecological integrity of
the nation’s waters.?®® Thus, the federal government implemented
the no-net-loss policy, which was endorsed by the states.®®” Argua-
bly, the no-net-loss policy is a call for maintaining the existing
number of wetlands in the United States. This interpretation
merely requires that for each acre of wetland destroyed, one must
be replaced. However, such an argument is contrary to broader

380 See id. at 9212,

381 Id.

382 See White, Interview, supra note 6.

383 See id.

384 See supra notes 270-71 and accompanying text.
385 See supra note 316 and accompanying text.

386 See supra notes 211-30 and accompanying text.
387 See id.
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social goals and objectives involved in preserving wetlands be-
cause it fails to consider whether what is being replaced is ecologi-
cally comparable to what has been destroyed. Therefore, the
correct interpretation of the no-net-loss policy is not simply a one-
for-one replacement of wetlands restored, enhanced or created for
ones destroyed, but a one-for-one replacement of wetlands of com-
parable ecological value to those destroyed. Since simple indices
fail to assess the overall ecological values and functions present in
a compensated wetland or mitigation bank, the results are uncer-
tain about whether there is actually a net loss of wetland values
and functions between the compensated wetland and mitigation
bank.?®® To correct this uncertainty, a broadly tailored assess-
ment method is necessary to determine if actual wetland functions
and values are being compensated in the bank.

VIII. REMEDIATING THE OVERSIMPLIFICATION DILEMMA

The simplest means of correcting the problem of valuing wet-
land mitigation credits is to abandon mitigation banking alto-
gether. This approach would require landowners and regulators
to use traditional forms of compensatory mitigation, such as on-
site preservation or off-site creation, restoration, or enhancement.
Alternatively, the landowner could utilize one of many wetland
protection strategies, such as a conservation easement, manage-
ment agreement, limited development agreement, or voluntary
landowner incentive program.®®* However, such a solution does
not really correct the problem; it ignores it.

One way to correct the widespread use of simple indices in
valuing mitigation credits would be to require landowners and
regulators to use ecologically comprehensive methods of assess-
ment, such as the Wetland Evaluation Technique or Wetland
Evaluation Methodology. The use of these comprehensive or
broadly tailored assessment methodologies results in a better rep-
resentation of the entire ecological value of the compensated wet-
land versus the functions and values of the mitigation bank.3%
However, the use of broadly tailored assessment methods is time-
consuming, complex, and expensive.?*® These characteristics are
inconsistent with the mitigation banking concept because mitiga-
tion banking is designed to reduce costs to the regulated commu-
nity and save time by creating banks in anticipation of
development.

388 See supra notes 270-77 and accompanying text.
389 See supra notes 16-34 and accompanying text.
390 See supra notes 316-17 and accompanying text.
391 See supra note 318 and accompanying text.
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To remedy this inconsistency, the developer or regulatory
agency can exercise various land-use planning techniques. For ex-
ample, section 404(b)(1) of the CWA allows the Corps and the EPA
to identify wetlands as suitable or unsuitable for disposal sites
even before a permit application has been filed (Advanced Identifi-
cation Program).*®® The developer-applicant can reasonably fore-
see whether or not his or her proposed project will require a
section 404 permit. This prospectlve planning may save the devel-
oper-applicant considerable time in determining whether or not
the property will have to be mitigated. A similar approach exists
under applicable special area management plans and procedures,
such as California’s procedural guidance for the establishment of
wetland mitigation projects in California’s coastal zone.>*® These
plans and procedures guide the developer in determining which
mitigation measures are appropriate within a defined geographic
region such as the coastal zone. Like the Advanced Identification
Program,®** the developer-applicant can reasonably determine
what mitigation measures are appropriate for his or her project.
Finally, state and local planning agencies may assist landowners
in defining what mitigation will be appropriate for their potential
projects under various planning techniques. For example, Califor-
nia’s conservation policy and programs assist developer-appli-
cants in determining suitable areas for mitigation, determining
the actions required, and in creating incentives for the developer-
applicant to comply with the program’s requirements, such as tax
deductions, technical advice, and limited liability.**®* Thus, the de-
veloper can save time and costs by consulting various planning
techniques already instituted by various federal, state, and local
authorities.

The disadvantages of using broadly tailored assessment
methods, such as time, complexity and costs, can be offset by ap-
plying various federal, state, and local planning techniques. The
end result would be a broader, more ecologically comprehensive
approach to assessing wetland values and functions. The ecologi-
cal integrity of the wetland would be preserved, the goals of the
section 404 permit process met, and federal and state policy con-
siderations satisfied.

392 See 40 C.F.R. § 230.80 (1998).

393 See California Resources Agency, Procedural Guidance for the Establishment of
Wetland Mitigation Projects in California’s Coastal Zone (visited Feb. 21, 1998) <http://
ceres.ca.gov/coastalcomm/weteval/wetc.html>, See also 60 Fed. Reg. 58,605-14 (1995).

394 See 40 C.F.R. § 230 (1998).

395 See generally Timothy Beatley, Preserving Biodiversity Through the Use of Habitat
Conservation Plans, in COLLABORATIVE PLANNING FOR WETLANDS AND WILDLIFE: ISSUES
aND ExampLEs 35 (Douglas R. Porter & David A. Salvesen eds., 1995).
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IX. ConNcLusiON

The destruction of wetlands in the United States continues at
an alarming rate.?*® To prevent further destruction of this natural
resource, the states and the federal government have imple-
mented legislation to protect wetlands or at least to minimize ad-
verse effects upon them.**” One such mechanism to prevent
further destruction of wetlands is mitigation banking, a form of
compensation in the section 404 permit process for unavoidable
impacts on wetlands in development projects.?*® However, for mit-
igation banking to work successfully, ecologically comprehensive
methods of valuing mitigation credits must be employed to assure
that there are, at least, similar wetland values and functions in
the mitigation bank to compensate for the destroyed or impacted
wetland in the development project. The use of ecologically com-
prehensive methods is consistent with the goals and objectives of
section 404 permitting, federal and state policy, and is simply a
matter of ecological ethics: land is at work, performing valuable
services to the ecological integrity of the natural environment.

396 See supra notes 1-2 and accompanying text.
397 See supra note 3 and accompanying text.
398 See supra notes 4-6 and accompanying text.
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