








SMU LAW REVIEW

tions, diversified investments, and automatic rollover should the em-
ployee change jobs.89 The employee would be given the opportunity to
opt out.90 It is not clear from the Panel's report whether traditional
profit-sharing, money purchase, or Keogh plans would also be replaced
by save at work plans.91

The Save for Retirement accounts would replace all current IRAs as
well as deferred executive compensation plans.92 Contributions of up to
$10,000 per year would be permitted into those accounts with no income
phaseouts for contributions. 93 Those accounts would be fully back-
loaded, in that contributions would be "after tax" with no tax on account
earnings. Tax-free distributions would be permitted after age fifty-eight,
or upon death or disability. 94 Tax and penalties would apply to distribu-
tions for any other reason.95

Roth IRAs would be automatically converted to Save for Retirement
accounts. 96 Existing traditional IRAs (including those to which nonde-
ductible contributions were made) could be converted into a Save for
Retirement account by subjecting the value of those accounts to taxes
once, similar to a current-law conversion of a traditional IRA account to
a Roth IRA account. 97 Income limits would not restrict conversions. 98

Save at Work accounts could be rolled directly from an employer plan
into a Save for Retirement account by paying income tax on the rollover
amount.99 Existing traditional IRAs that could not be converted into
Save for Retirement accounts would continue to exist, but the plans
would require contributions to the Save for Retirement accounts. 100

The Save for Family accounts would replace all other tax-favored sav-
ings vehicles in the tax code (health savings accounts, flexible spending
accounts, education accounts, and so on). Individuals would be permitted
to make contributions of up to $10,000 each year in those accounts. 101

There would be no income phaseouts and earnings would be tax-free. 10 2

Withdrawals would be limited to $1,000 each year for any purpose and
unlimited withdrawals would be permitted to cover health costs, educa-
tion expenses, home purchase, or retirement. 10 3

The Panel recommended a refundable "savers credit," which would
equal 25% for contributions up to $2,000 that are made into those ac-

89. Id. at 118-19.
90. Id. at 119.
91. Id. at 118-19.
92. Id. at 119.
93. Id.
94. Id. at 120.
95. Id. at 119-20.
96. Id. at 119.
97. Id.
98. Id.
99. Id. at 119.

100. Id. at 119-20.
101. Id. at 120.
102. Id.
103. Id. at 120-21.
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counts. 104 The rules would be coordinated with the work credit to target
that benefit to lower-income savers, and the credit would phase out rata-
bly as income rises. 10 5

The Panel also recommended as part of the SIT Plan a more consistent
treatment of savings held outside of those tax-preferred accounts. 10 6

Currently, there are no annual limits on the tax benefits for some de-
ferred compensation arrangements and increases in the cash value of an-
nuities and life insurance. The Panel recommended putting new rules in
place to treat those arrangements like other investments. 10 7

Regarding the inside buildup in some life insurance and annuity poli-
cies, the Panel recommended treating the increase in value in those poli-
cies as current income that would be subject to tax annually, at the
taxpayer's ordinary income tax rate.108 However, the SIT Plan would al-
low whole-life insurance policies and deferred annuities to be purchased
like other financial investments through tax-deferred Save for Retire-
ment and Save for Family accounts, subject to the dollar limits. 10 9

Also, the Panel Report provided that annuities, life insurance arrange-
ments, and deferred compensation plans currently in existence would
continue to be taxed under current-law rules. 110 In general, the SIT Plan
would tax interest income (other than that from tax-exempt municipal
bonds) earned outside the tax-favored vehicles at ordinary income
rates."' The GIT Plan would tax interest income (other than that from
tax-exempt municipal bonds) at a rate of fifteen percent. 112 Both reform
plans would maintain current-law treatment of state and local tax-exempt
bonds for individual investors."13 Under the SIT Plan, however, the
Panel recommended eliminating the exclusion from business income for
state and local tax-exempt bond interest.1 1 4 "As under current law, indi-
vidual investors would be able to deduct the amount of interest incurred
to generate taxable investment income. The deduction for investment in-
terest would be limited to the amount of taxable investment income re-
ported by a taxpayer." 115

In general, I believe these recommendations for individual tax reform
make sense. They amount to significant simplification of current law and
are likely to increase savings (especially through the AutoSave proposal).
Thus, they should form part of any reform package that emerges from
Congress.

104. Id. at 122.
105. Id. at 122-23.
106. Id. at 123.
107. Id. at 123-24.
108. Id. at 123.
109. Id.
110. Id. at 124.
111. Id.
112. Id. at 159.
113. Id. at 126.
114. Id.
115. Id.
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IV. THE REPORT PROPOSALS: TAXATION OF SAVINGS

A. DESCRIPTION OF PROPOSALS

The taxation of income from savings differs significantly between the
two Plans. The SIT Plan envisions full corporate integration for United
States corporations. Foreign-based firms would not be eligible for that
treatment. Under the plan, individuals and corporations would be able to
exclude 100% of dividends attributable to domestic earnings. 116 Corpo-
rations would notify shareholders of the portion of dividends subject to
tax based on the proportion of the corporation's income not subject to
United States taxation in the prior year. 117

In addition, under the SIT Plan, individuals could exclude 75% of capi-
tal gains attributable to sales of corporate stock held for longer than one
year, with the remaining 25% of capital gain includable in an individual's
taxable income and taxed at ordinary rates.118 The Panel noted that the
special treatment for corporate capital gains is warranted to level the
playing field between businesses that pay out earnings in the form of divi-
dends and those that retain earnings when shareholders realize those
gains on disposition of the corporate stock. 119 All other capital gains re-
ceived by individuals would be taxed as ordinary income, as would inter-
est income. 120

Thus, under the SIT Plan dividends are generally taxed at 0%, capital
gains from the sale of stock (assuming an individual in the top bracket of
33%) at 8.25%, and other capital gains and interest income at 33%.121

In the GIT Plan, on the other hand, all dividends (from foreign as well
as domestic corporations), interest, and capital gains are taxed at a uni-
form rate of 15%.122 In this sense the GIT Plan is more similar to current
law which generally applies a 15% rate to dividends and capital gains.12 3

B. EVALUATION

In my opinion, the GIT Plan is superior to the SIT Plan in the propos-
als for taxation of income from savings. To explain why, it is necessary to
review the arguments for corporate integration. 124 Historically, there
have been three reasons advanced for countries to adopt corporate/share-
holder integration to overcome biases in the classical system:

1. Under the classical system, there is a bias to conduct business in
non-corporate forms, since they are not subject to double taxation

116. Id. at 124.
117. Id. at 124-25.
118. Id. at 125.
119. Id. at 124.
120. Id. at 125.
121. Id.
122. Id. at 159.
123. Id. at 157.
124. See Reuven S. Avi-Yonah, The Pitfalls of International Integration: A Comment on

the Bush Proposal and Its Aftermath, 12 INT'L TAX & PUB. FIN. 87 (2005).
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(although this is mitigated if the individual rate exceeds the corpo-
rate rate, since in corporate form the individual tax can be deferred);
2. Under the classical system, there is a bias to avoid dividend distri-
butions and instead retain earnings, thus avoiding the double tax
(this bias is exacerbated when the individual rate exceeds the corpo-
rate rate);
3. Under the classical system, there is a bias in favor of capitalizing
corporations with debt (producing deductible interest) rather than
equity (producing non-deductible dividends).12 5

None of these arguments are completely convincing, which may be a
reason why the United States maintained the classical system from 1936
to 2003, and indeed strengthened it in 1986 with the repeal of the "Gen-
eral Utilities" doctrine, which enabled corporations to avoid corporate
tax on a distribution of appreciated assets.126 First, the alleged bias
against the corporate form is mitigated to the extent the top individual
rate exceeds the corporate rate, as it generally did until 2003, and by the
absence of strong provisions to prevent retentions in the domestic context
(the accumulated earnings tax and the personal holding company tax are
both weak.)

In addition, under current rules, the classical system applies primarily
to large, publicly traded corporations, while small, closely-held businesses
are able to avoid the double tax even if they are in corporate form for
non-tax purposes. It is doubtful, if there is sufficient substitutability be-
tween the two forms of business, for the double tax to create much dead-
weight loss ("DWL") from the bias toward non-corporate form. Most
estimates of the DWL from this bias are quite low. For example, Profes-
sor Austan Goolsbee found that an increase in the corporate tax rate by
10% reduces the corporate share of firms by 5%-10% and the corporate
share of sales and employment by 2%-6%.127 Goolsbee concluded that
"[the] impact of tax rates is and order of magnitude larger than previous
estimates ... and suggests a larger DWL from corporate taxation, but is
still relatively modest."'1 28 The double tax is a price large businesses have
to pay for access to the public equity markets and the liquidity that ac-
companies such access. From this perspective, the corporate tax is essen-
tially a benefit tax on large organizations that want to take advantage of
the corporate form. Given that most large firms in the United States are

125. MICHAEL J. GRAETZ & ALVIN C. WARREN JR., INTEGRATION OF THE UNITED
STATES CORPORATE AND INDIVIDUAL INCOME TAXES: THE TREASURY DEPARTMENT AND
AMERICAN LAW INSTITUTE REPORTS (1998).

126. For other reasons see Jennifer Arlen & Deborah M. Weiss, A Political Theory of
Corporate Taxation, 105 YALE L.J. 325 (1995); Steven A. Bank, Corporate Managers,
Agency Costs and the Rise of Double Taxation, 44 WM. & MARY L. REV. 167-216 (2003).
For an explanation of the "General Utilities" doctrine, see BERNARD WOLFAM & DIANE
M. RING, FEDERAL INCOME TAXATION OF CORPORATE ENTERPRISE 25 (4th ed. 2005).

127. Austan Goolsbee, The Impact and Inefficiency of the Corporate Income Tax: Evi-
dence from State Organizational Form Data (Nat'l Bureau of Env'I Research, Working
Paper No. 9141, 2002), available at http://nber.org/papers/w9141.

128. Id. at 15.
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incorporated, it follows that the benefits of incorporation must outweigh
the (tax) costs.

Finally, to the extent that the corporate tax can be shifted to consumers
or to labor, the bias disappears, and the Treasury's 1991 integration study
and many others have suggested that considerable shifting can take
place.12 9 The bias reappears again if non-corporate businesses can like-
wise shift the individual tax burden, but it seems plausible that the shift-
ing potential of large multinationals is larger than that of small, closely-
held businesses. 130

Second, the bias in favor of retentions is reduced when (as both before
and after 2003) the corporate rate is not significantly lower than the indi-
vidual rate. In addition, this bias was mitigated before 2003 by the ability
of corporations to redeem shares from shareholders at the favorable capi-
tal gains rate, and by the fact that numerous shareholders are tax-exempt
or corporate (and thus do not pay a full tax on dividends). Even when
the tax rate on dividends is the same as that on capital gains (as under the
GIT Plan), capital gain transactions may still be preferred for the ability
to offset basis. That is why many United States corporations have
adopted structured redemption programs addressed to their taxable indi-
vidual shareholders. Other corporations retain all their earnings, but it is
not clear that this is primarily tax-motivated (corporations used to pay
dividends under the same rules in the past). Admittedly, more corpora-
tions are paying dividends now than in previous years, but this trend be-
gan before 2003, and again it is not clear that this is primarily tax-
motivated. Finally, there is an unresolved debate among economists as to
whether the dividend tax is capitalized into the price of the shares.131 If it
is, then the retention bias applies only to new equity, but new equity is
unlikely to pay dividends for non-tax reasons.

Third, the bias in favor of debt and against equity is a general problem
of the income tax that should not be addressed only in the corporate tax

129. See also Martin Feldstein, Incidence of a Capital Income Tax in a Growing Econ-
omy with Variable Savings Rates, 41 REV. ECON. STUDS. 505 (1974); Don Fullerton & Gil-
bert E. Metcalf, Tax Incidence, in HANDBOOK OF PUBLIC ECONOMICS (Alan J. Auerbach &
Martin Feldstein eds., 2002); GRAETZ & WARREN, supra note 125; Ronald E. Grieson, The
Incidence of Profits Taxes in a Neo-Classical Growth Model, 4 J. PUB. ECON. 75 (1975);
Arnold C. Harberger, The Incidence of the Corporation Income Tax, 70 J. POL. ECON. 215
(1962); Masaaki Homma, A Dynamic Analysis of the Differential Incidence of Capital and
Labour Taxes in a Two-Class Economy, 15 J. PUB. ECON. 363 (1981); Kenneth L. Judd,
Redistributive Taxation in a Simple Perfect Foresight Model, 28 J. PUB. ECON. 59 (1985);
Casey B. Mulligan, Capital Tax Incidence: First Impressions from the Time Series (Nat'l
Bureau of Econ. Research, Working Paper No. 9374, 2002), available at http://nber.org/
papers/w9374.

130. See generally Fullerton & Metcalf, supra note 129; John Mutti & Harry Grubert,
The Taxation of Capital Income in an Open Economy: The Importance of Resident-Nonres-
ident Tax Treatment, 27 J. PUB. ECON. 291 (1989).

131. See, e.g., Robin Boadway & Neil Bruce, Problems with Integrating Corporate and
Personal Income Taxes in an Open Economy, 48 J. PUB. ECON. 39 (1992); David Bradford,
The Incidence and Allocation Effects of a Tax on Corporate Distributions, 15 J. PUB. ECON.
1 (1981).
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area.132 Moreover, to address it completely, it is necessary to make divi-
dends deductible rather than exempt, a form of integration that has never
been adopted (in part because it would automatically extend integration
to foreign and tax-exempt shareholders). If integration takes the normal
forms of imputation or dividend exemption, there is still a difference in
treatment between interest and dividends that can be manipulated. For
example, if interest is taxed but dividends are not, there can be clientele
effects (tax exempt entities will hold bonds and taxable shareholders
stock, as well as invest in stock and use derivatives to turn this economi-
cally into an investment in bonds).1 33 Neither of these problems arise if
both interest and dividends are deductible or (as under the Treasury's
1991 CBIT model) non-deductible, but neither of these applies under the
SIT Plan.134

From these perspectives, the GIT Plan is superior to the SIT Plan pre-
cisely because it has the same rate for dividends, interest, and capital
gains. In the SIT Plan, the gain from integration (fully exempting divi-
dends) may be more than offset by the transaction costs of planning
around the different treatment of dividends, interest, and capital gains.

In addition, the GIT Plan treatment of dividends is superior to the SIT
Plan treatment because it (like current law) does not discriminate be-
tween dividends from domestic and foreign corporations. Even if one ac-
cepts the validity of all the biases generated by the classical system set out
above, all of them need to be offset by the countervailing biases created
by integration in the international context. From a theoretical perspec-
tive, two situations need to be considered: when the source country is
integrationist and the residence country classical, and when the source
country is classical and the residence country integrationist. In the follow-
ing, I will first lay out the theoretical problem, and then apply it to the
SIT and GIT Plans.

Classical residence country: If a portfolio investor residing in a classical
country invests in shares of a company of an integrationist country, the
resulting bias depends on the form taken by integration. If the source
country grants integration in the form of dividend exemption, the classi-
cal country investor would not benefit since the classical country would
tax him on the dividend without allowing a foreign tax credit for underly-
ing corporate taxes. A domestic investor in the source country would be
subject only to the corporate tax, while the classical country investor
would be subject to the corporate tax, any foreign withholding tax on
dividends, and the residual classical country tax.

If the source country grants integration by way of imputation credits,
the key issue is whether such credits are extended to foreign investors (by

132. See generally Alvin C. Warren Jr., Financial Contract Innovation and Income Tax
Policy, 107 HARV. L. REV. 460 (1993); Bradford, supra note 131; Joseph E. Stiglitz, Taxa-
tion, Corporate Financial Policy, and the Cost of Capital, 2 J. PUB. ECON. 1 (1973).

133. Warren, supra note 132.
134. GRAETZ & WARREN, supra note 125.
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treaty or otherwise). If (as is typical) the credits are not extended to for-
eigners, a domestic investor would only be subject to tax at his or her
individual rate, while the classical country investor would be subject to
tax at the corporate level, any withholding tax on dividends, and the
residual classical country tax. Whether the combination of these taxes ex-
ceeds the source-country tax on domestic investors depends on how high
the source-country rates are (it is conceivable, for example, that a com-
bined tax on the classical country investor of sixty percent would be
matched by the single level source country tax on a domestic investor).

If the imputation credits are extended to classical country investors, a
different bias arises. In that case, both domestic source country and classi-
cal country investors in a foreign corporation would be taxed the same by
the source country, but the cost of imputation credits to classical country
investors would be borne by the source country, while any tax on the
dividend would be collected by the classical country. From a classical
country perspective, moreover, there would be a bias in favor of investing
in source country corporations and against investing in classical country
corporations, since only dividends from the former would carry the impu-
tation credits. Such a bias would not be eliminated by the classical coun-
try taxing the dividends in full, since the investor would still receive an
imputation credit check from the source country not available for her
classical country investment.

Classical source country: If the integrationist residence country grants
integration by way of dividend exemption, presumably the exemption
would apply to dividends from the classical country as well as from do-
mestic corporations (this is true for many dividend exemption countries
but not for others, and is generally true under the GIT Plan but not under
the SIT Plan). In that case, a bias is created in favor of foreign investors
in classical country companies, since they would be exempt from tax on
the dividend (unless a classical country withholding tax applies, but such
taxes are generally reduced by treaty or avoided by other devices). By
contrast, a classical country domestic investor would be taxed on the divi-
dends in full.

If the foreign country grants integration by way of imputation credits,
there will be no credits available for a foreign investor who invests di-
rectly in a classical country company. In that case, there will be a bias in
favor of the foreigner investing in her own country's domestic corpora-
tions. This bias may be partially eliminated if credit is given for classical
country taxes to a domestic portfolio investor in a domestic company with
classical country source income. But, similar to the case of a dividend
exemption, that would create a bias in favor of foreign investors in such
companies over classical country investors in a domestic classical country
corporation.

Thus, from a theoretical perspective, as long as there are both classical
and integrationist countries in the world, integration creates biases that
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do not arise in a world with only classical countries.1 3 5 Theoretically, the
biases could also be eliminated in a world in which all countries practiced
integration and extended its benefits to foreign investors and invest-
ments, but this seems a very unrealistic scenario, which is certainly not
fulfilled under present conditions.

Under the SIT Plan, dividend exemption only applies to dividends
from domestic corporations, which are exempt if the corporation's in-
come was fully taxed. This is true even if the dividend derived from
United States corporations with foreign source income (through a branch
or subsidiary), since both direct foreign taxes and withholding taxes can
be counted as equivalent to United States taxes. Dividends from foreign
corporations, on the other hand, are fully taxed, with a credit available
only for foreign withholding taxes and for United States taxes on effec-
tively connected income. Significantly, United States portfolio investors
investing in foreign corporations with United States source income do not
get a credit even for United States withholding taxes or branch profit
taxes. The SIT Plan thus creates a very significant bias against investing in
foreign corporations. In the context of an open economy, this bias could
well lead to greater welfare losses to United States portfolio investors
than their gains from domestic integration.

The GIT Plan does better in this regard since it applies the lower 15%
rate to dividends from foreign corporations, as well as from domestic cor-
porations. 13 6 Nevertheless, the GIT Plan creates another bias in terms of
the sourcing of equity capital to United States corporations, since they
would have an incentive to raise such capital domestically (15% tax on
dividends) rather than from foreign investors in classical countries or in-
tegrationist countries that do not extend dividend exemption to foreign
investments (United States withholding tax at 15% plus residual resi-
dence country tax). In addition, corporations in classical countries may be
biased in favor of raising capital from United States investors rather than
from domestic investors.

From a theoretical perspective, there seems to be no reason to assume
that the biases created by integration from an international perspective
are less important than the biases created by the classical system from a
domestic perspective. In fact, the former may be gaining in importance as
cross-border investment grows, while (as discussed above) there are rea-
sons to doubt the importance of the latter. This is the reason why many
countries (for example, Germany and the U.K.) have recently been re-

135. See generally PETER A. HARRIS, CORPORATE/SHAREHOLDER INCOME TAXATION

(1996); Hugh J. Ault, Corporate Integration, Tax Treaties and the Division of the Interna-
tional Tax Base: Principles and Practices, 47 TAX L. REV. 565 (1992); Reuven S. Avi-
Yonah, The Structure of International Taxation: A Proposal for Simplification, 74 TEX. L.
REV. 1301 (1996); Howell H. Zee, Taxing Capital in a Globalized World, 27 TAX NOTES
INT'L 1185 (2002).

136. REPORT, supra note 1, at 159.
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stricting integration.137 If the whole world reverted to the classical sys-
tem, the international biases would be eliminated.

Nevertheless, in the foreseeable future, some countries will continue to
grant integration, while others are likely to maintain a classical system. In
that situation, it is necessary to make a choice between the international
biases described above, which is similar to the choice between capital im-
port neutrality ("CIN") (treating all investors in the source country alike)
and capital export neutrality ("CEN") (treating all investment opportuni-
ties to a resident investor alike). Since most of the empirical evidence
continues to suggest that the elasticity of the demand for capital is greater
than the elasticity of the supply of capital, it is likely that most economists
would support a continued preference for CEN (neutrality in the alloca-
tion of investments) over CIN (neutrality in the allocation of savings).

If one prefers CEN, this suggests that integrationist source countries
should not extend integration benefits to foreign investors (since that
would violate CEN while maintaining CIN). This is consistent with cur-
rent practice. When the integrationist country is the residence country,
integration benefits should be extended to investments in classical source
countries. This can be done by granting integration credits for taxes paid
to the source country, either through a domestic corporation (which is
common) or even through a foreign corporation (less common but possi-
ble- it is equivalent to granting the indirect foreign tax credit to portfolio
United States investors, which would raise many difficult administrative
issues). A simpler solution, however, is to partially or fully exempt divi-
dends from both domestic and foreign corporations, as is achieved under
the GIT Plan (but emphatically not under the SIT Plan). This would still
leave a bias in the form of a dividend withholding tax imposed by the
source country (plus a branch profits tax if the investment is through a
foreign corporation), but in the case of the United States, portfolio inves-
tors can usually avoid the dividend-withholding tax.

Thus, the GIT Plan method of integration (partially exempting divi-
dends from both domestic and foreign corporations) is superior from an
international perspective to the SIT Plan. The GIT Plan result preserves
CEN as far as the United States is concerned, but there is still a bias in
favor of investing in domestic corporations to the extent foreign source
countries levy a withholding tax on dividends. In addition, foreign inves-
tors in United States corporations are still disadvantaged compared to
United States investors, either because of United States withholding
taxes on dividends (which the United States can and should abolish) or
because their country of residence taxes dividends (which the United
States can do nothing about).

Overall, though, it seems to me that the argument for corporate inte-
gration is shaky. Thus, I would prefer, even under the GIT Plan, to have
dividends, interest, and capital gains taxed as ordinary income (at thirty-

137. See generally Richard J. Vann, General Report, 88a CAHIERS DE DROIT FISCAL IN-
TERNATIONAL 21 (2003).
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three percent) like they were (briefly) under the 1986 Tax Reform Act. 138

Despite the current push toward "dual tax systems," I do not think there
is anything in the international or domestic environment that forces the
United States to adopt a lower rate for income from savings. I am not
aware of any empirical evidence for capital flight from the United States
in response to a 33% tax rate on income from savings, and I would gener-
ally support such a tax for the reasons set out above.

V. THE REPORT PROPOSALS: BUSINESS TAXATION

A. DESCRIPTION OF PROPOSALS

The SIT Plan calls for using a clean tax base for the corporate tax and
eliminating all credits and special preferences, except for accelerated de-
preciation. The Panel report specifically highlighted the elimination of
the § 41 research credit, the recently enacted § 199 production deduction,
and the corporate deduction for state and local income taxes.139

The corporate tax rate would be reduced to 31.5% and would be paid
by all business entities regardless of form (that is, passthrough entities
like partnerships, S corporations, and limited liability companies would
pay the corporate tax rate at the entity level). 140 Large businesses would
be defined as having annual receipts of $10 million or more.141 Passive
investment vehicles like regulated investment companies and real estate
investment trusts would be treated as under current law. In addition, the
plan would abolish the corporate AMT. 142

The Panel noted that it evaluated a proposal to tax large business enti-
ties based on financial statement net income, as opposed to requiring a
separate calculation of taxable income as under current law, and it rec-
ommended further study of that concept. 143

The Panel also recommended a greatly simplified cost-recovery system
for large taxpayers-replacing the nine different asset class lives, three
different recovery methods, and three different applicable conventions
with a system using only four asset categories. 144 The Panel envisioned
the new system providing roughly the same cost-recovery deductions as
does current law, but with simplification gains.1 45 Under the new plan,
taxpayers would increase the balance in one of four property accounts by
the amount of new purchases and be allowed a uniform allowance each
year. 146 Depreciation would be computed by multiplying the account's
average balance by the depreciation rate applicable to the specific asset

138. Tax Reform Act of 1986, Pub. L. No. 99-514, 100 Stat. 2085.
139. REPORT, supra note 1, at 129-32.
140. Id. at 129.
141. Id.
142. Id. at 108-09, 129-30.
143. Id. at 131.
144. Id. at 132.
145. Id.
146. Id.
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class.147

The SIT Plan would simplify the rules governing small and medium-
size businesses and improve compliance in that area. Under the plan,
small and medium-size businesses (firms with less than $10 million in an-
nual receipts) would be taxed on a cash basis at the top individual rate of
thirty-three percent. 148

Small businesses (with receipts less than $1 million) would report in-
come based on cash receipts less cash business expenses. 149 This method
would apply to all items of income and expense except for building and
land purchases.150 Small businesses also would be permitted to immedi-
ately expense all business expenditures (except for building and land
purchases, which would generally be treated as under current law).15'
Thus, there would be no need for businesses to keep track of depreciation
schedules for specific assets. Medium-size firms (with annual receipts be-
tween $1 million and $10 million) would be subjected to a simplified de-
preciation system for purchased business assets and, in some cases, a
simplified inventory method for physical inventories. 152 The gross re-
ceipts figure (for determining small and medium-size business eligibility)
would be based on the firm's prior three-year average. 153

Businesses with gross receipts less than $10 million could elect to be
treated as a large business to avail themselves of the exclusion rules for
dividends and corporate capital gains.' 54

To aid with compliance, small and medium-size businesses would be
required to set up a business bank account; those accounts could not be
used for personal transactions.1 55 Banks would be required to provide to
the IRS and to the taxpayer annual information reports on the transac-
tions in and out of the accounts. 156 Similarly, for those businesses, credit
and debit card companies would be required to provide annual informa-
tion reports summarizing business credit transactions. 57

The SIT Plan would impose new disclosure requirements on foreign
earnings and would adopt two international tax proposals that also had
been developed by the staff of the Joint Committee on Taxation and in-
cluded in a 2005 report entitled "Options to Improve Tax Compliance
and Reform Tax Expenditures" ("JCT Report").1 58 In addition to the
new disclosure requirements for foreign earnings, the Plan would replace

147. Id. at 131-32.
148. Id. at 127-28.
149. Id. at 127.
150. Id.
151. Id.
152. Id. at 128.
153. Id.
154. Id. at 129.
155. Id. at 128.
156. Id.
157. Id.
158. ld. at 134, 239; see generally STAFF OF THE J. COMM. ON TAXATION, 109TH CONG.,

OPTIONS TO IMPROVE TAX COMPLIANCE AND REFORM TAX EXPENDITURES, JCS-02-05
(2005).
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the worldwide, deferral-based system of current law with a territorial tax
regime and would define a publicly traded foreign-incorporated entity's
residence by reference to the location of its primary place of management
and control. 159

The Plan would contemplate new reporting requirements for United
States multinational corporations, including the filing of a new schedule
with their income tax return that shows consolidated worldwide revenues
and income before taxes, as reported in their annual financial state-
ments.160 The new schedule would disclose the proportion of domestic
and foreign revenues and income.161 Also, businesses would be required
to reconcile the income reported on their books with the taxable income
reported on their returns. 162

The SIT Plan would retain some features of current law, like subpart F.
Branches and controlled foreign corporations (foreign affiliates) would
be placed on an equal footing, with income of foreign branches treated
like income of a foreign affiliate. 163 Under a general rule, payments that
are deductible abroad would be taxed in the United States.164 A foreign
tax credit would be available to offset tax on passive and highly mobile
income, subject to a single, overall FTC limitation. 165

The Panel's recommendation would also modify the definition of busi-
nesses that are subject to United States tax by providing a "comprehen-
sive rule" that treats a business as a resident of the United States if the
United States is either the place of legal residency or the business's place
of "primary management and control."'1 66

Under the GIT Plan, all businesses (except sole proprietorships) would
be taxed at a thirty percent rate on their cash flow (defined as total sales
less purchase of goods and services from other businesses and less wages
and other compensation paid to employees). 67 Sole proprietorships
would be taxed at ordinary individual income rates. 68 Flow-through en-
tities, like partnerships and LLCs, would also be taxed at the thirty per-
cent rate on their business cash flow, although owners of those entities
could report and compute the tax on their individual returns. 169

Companies would be able to immediately expense all business invest-
ments, including all employee wages and other compensation. 70 That
plan also would remedy the current code's preference for debt financing
over equity financing. Nonfinancial businesses would not be taxed on in-

159. REPORT, supra note 1, at 134-35, 239-41.
160. Id. at 244.
161. Id.
162. Id. at 244.
163. Id. at 134.
164. Id.
165. Id. at 240-41.
166. Id. at 135.
167. Id. at 162.
168. Id.
169. Id.
170. Id. at 164.
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come from financial transactions like dividend and interest payments, but
they would not receive any deductions for interest paid or other financial
outflows. 171 Firms that generate losses could carry those losses forward
indefinitely, and those carryforwards would accrue interest. 172

Under the GIT plan, financial institutions would be treated very differ-
ently from nonfinancial institutions, necessitating new definitions and a
significant change in the tax base. Financial institutions would treat all
principal and interest inflows as taxable income and deduct all principal
and interest outflows. 173 Customers of financial institutions would disre-
gard financial transactions for tax purposes. 174 Complicated rules would
prevent the "over-taxation of business purchases of financial services" at-
tributable to deductible financial intermediation services (which would be
deductible as an expense for the customer).17 5

Rules would be necessary to determine which businesses qualify as fi-
nancial institutions, particularly in the case of businesses with both finan-
cial and nonfinancial business activities. The report recognized that there
may be an incentive for nonfinancial services firms to characterize trans-
actions as financial to escape taxation (for example, the Appendix to the
Panel's report contains an example of a car dealership posting a low sales
price on a car but selling the car on credit with a high financing
charge). 176 A similar incentive may exist to recharacterize nonfinancial
transactions as financial in the case of derivatives (for example, the
Panel's report indicated that a derivative entered into to hedge a nonfi-
nancial business asset or liability should be taxed in a manner similar to
the treatment of the underlying asset-subject to the cash flow tax). 177

Also, an interest rate that would be used as a proxy for the financial
cost component of financial cash flows would have to be established to
determine the value of the separate taxable service component. 178

The GIT Plan would tax international transactions under a "destination
basis" principle, with border tax adjustments (that is, imports would not
be deducted from cash flow and the cash flow tax would be rebated on
exports). 179 The Panel, however, did not provide definitive recommenda-
tions regarding important implementation issues. In particular, the Re-
port indicates that it is unclear whether the GIT Plan can be compatible
with the rules of the WTO for border adjustability, and its revenue esti-
mates do not assume border adjustability. 180

171. Id.
172. Id. at 167.
173. Id. at 166.
174. Id.
175. Id. at 166, 245.
176. Id. at 245.
177. Id.
178. Id. at 166.
179. See id. at 167-72.
180. Id. at 171-72.
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B. EVALUATION

In general, both the SIT and GIT Plans achieve significant improve-
ment and simplification over the current corporate tax.

The major advantage of the SIT Plan is to eliminate the distinction
between Subchapter C corporations and other forms of large business.
This is similar to business taxation in other countries and represents a
step forward, eliminating one argument for corporate integration (the
bias against the corporate form). The cleaned-up corporate tax base and
simplified taxation of small businesses are likewise steps in the right
directions.

I fully approve the Report's endorsement of the Joint Committee pro-
posal for a managed and controlled residency definition, which will deal a
blow to inversions (and close the loopholes and overcome the
grandfathering provisions in current law). 18 1

I have more concerns about the territoriality proposal. While not as
bad as some proposals for territoriality in retaining Subpart F and gener-
ally taxing passive income, territoriality in taxing active income suffers
from three flaws: first, it puts great pressure on the source rules; second, it
encourages transfer pricing; and third, it encourages harmful tax
competition.

1 82

The increased need to police the source rules and transfer pricing
means that the simplification advantages from territoriality are likely to
be lost because of the increased transactional complexity. Moreover, the
retention of both the foreign tax credit and Subpart F mean that the pro-
posal does not achieve much simplification to begin with.183

The main argument for territoriality is competitiveness, but as I have
written elsewhere, our trading partners are not fully territorial either, and
competitiveness can better be addressed by multilateral action through
the Organization for Economic Corporation and Development
("OECD"). 184 Adopting the Report proposal will surely lead to expan-
sion of territoriality by our trading partners and increased tax
competition.

The GIT Plan is a subtraction type VAT. However, there are three
strange aspects of this VAT. First, the treatment of financial institutions is
different than in most countries that have a VAT, and seems unnecessa-
rily complex. There is no reason to reinvent the wheel in this regard: As
South Africa has shown, it is possible to implement a VAT that disregards

181. This proposal was first developed in Reuven S. Avi-Yonah, For Haven's Sake: Re-
flections on Inversion Transactions, 95 TAX NoTEs 1793 (2002).

182. See generally Reuven S. Avi-Yonah, Comment on Peroni, Fleming & Shay, "Get-
ting Serious About Curtailing Deferral of United States Tax on Foreign Source Income, " 52
SMU L. REv. 531 (1999).

183. See Lee A. Sheppard, News Analysis: A Look at the United States Tax Reform
Plan's International Provisions, 40 TAX NoTEs INT'L 675 (2005).

184. Reuven S. Avi-Yonah, Tax Competition and Multinational Competitiveness: The
New Balance of Subpart F-Review of the NFTC Foreign Income Proflect, 18 TAX NoTEs
INT'L 1575 (1999).
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interest income and expense even for financial institutions and still taxes
financial intermediation services. 185

Second, it seems strange to combine a VAT with an income tax on sav-
ings. In my opinion we are better off retaining the income tax (as in the
SIT Plan) and, in addition, adopting a VAT, as in the GIT Plan. The GIT
Plan as it stands is a strange hybrid of income tax treatment for individu-
als and consumption tax treatment for businesses.

Finally, because of the attempt to make the business part of the GIT
Plan look like an income tax by giving a deduction for wages, combined
with a tax on income from savings, it seems clear that the GIT Plan would
not qualify as border adjustable under the GATT, which allows border
adjustability for the VAT but not for direct taxes. 186 If the GIT Plan is not
border adjustable, it must allow a deduction for imports and include ex-
ports. Since we import more than we export, the short-term revenue im-
pact of losing border adjustability due to the GIT Plan is very
considerable. In addition, allowing a deduction for imports raises signifi-
cant transfer pricing concerns that do not arise under a border adjustable
system.

VI. A PROPOSAL FOR REFORM: COMBINING SIT AND GIT

A major constraint imposed on the Panel by the President was that its
proposal had to be revenue neutral. The Panel claims to have met this
goal, although outside observers dispute this claim and argue that both
proposals would lose revenue. 187

However, my main problem with the Report from this perspective is
that we cannot afford revenue neutrality under present circumstances. To
finance the retirement and health needs of the baby boom generation,
not to mention urgent needs like extending health insurance to all Ameri-
cans, we face a budgetary gap of $70 trillion dollars. There is simply no
way to raise this kind of revenue with the existing income tax. Raising
income tax rates to the levels of the 1970s or earlier is counter-productive
because it imposes too high of a burden on the decision to work, and
because it drives away investors in the face of global tax competition.
Thus, if we do not want to unravel the social compact of the New Deal by
drastically cutting benefits, we need to adopt a VAT in addition to the
existing income tax.

I would propose that we adopt portions of both the SIT and GIT
Plans.' 88 The individual part of the Plans is identical except for the rate

185. See generally Avi-Yonah, supra note 3.
186. See generally Reuven S. Avi-Yonah, The WTO, Export Subsidies, and Tax Compe-

tition, in WTO & DIRncr TAXATION 115 (Michael Lang, Judith Herdin, & Ines Hofbauer
eds., 2005) (discussing the GATT rules).

187. See Leonard E. Burman & William G. Gale, A Preliminary Evaluation of the Tax
Reform Panel's Report, 109 TAX NOTES 1349 (2005); Daniel Shaviro, A Blueprint for Fu-
ture Tax Reform? Evaluating Reform Panel's Report 109 TAX NOTES 827 (2005).

188. This proposal is similar to the proposal advanced in more detail in Avi-Yonah,
supra note 3. See also Avi-Yonah, supra note 40.
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structure, so it can be adopted as is (the determination of rates depends
on revenue estimates, so I have no view on the rate structure). The GIT
Plan proposal for taxing income from savings is in my view superior and
should be adopted, except that the rate should be the same as the top
ordinary income rate.

As for taxation of businesses, I would adopt simultaneously both the
SIT Plan (except for the territoriality feature) and the GIT Plan (except
that I would eliminate the deduction for wages in the GIT Plan and possi-
bly modify the taxation of financial institutions as well). In that case the
business portion of the GIT Plan would simply be a VAT adopted in addi-
tion to an income tax, and it will clearly be border adjustable.

VII. CONCLUSION

By adopting both the SIT Plan and the business tax part of the GIT
Plan, we will join most other countries in the world (and every other
member of the OECD) in having both a much improved and simplified
income tax and a VAT.189

The adoption of a VAT on top of the income tax is likely to be opposed
by both conservatives and liberals. Conservatives will argue that increas-
ing the overall share of the government in GDP from about 30% to about
40% (the average level in the OECD) will slow economic growth. They
may be right, but the level of economic growth in other OECD member
countries has been acceptable, and in some cases (for example, Europe)
has been hindered by other factors we do not face, like low labor mobil-
ity. I believe that a slightly lower growth rate is an acceptable price to pay
for ensuring a decent retirement and health-care package for the baby
boom generation.

Liberals are likely to oppose the VAT because it is regressive. That is
true, but as I have explained elsewhere, the regressivity of the VAT can
be offset by using the revenues in progressive ways.190 Both social secur-
ity and Medicare are progressive, and if needed, some of the revenue can
be rebated to lower-income families to ensure further progressivity.

In 2003, the United States joined most of the OECD in enacting a form
of corporate-shareholder income tax integration. While I have misgivings
about this reform, it was a step towards eliminating one of the basic ways
in which our tax structure differed from that of other OECD member
countries. The time has come to eliminate the other, more glaring abnor-
mality of our tax system by adopting a VAT in addition to the existing
income tax. The political prospects for this type of radical tax reform may
be dim at present; but every year that brings the baby boomers closer to
retirement will make those prospects brighter.

189. This was in fact the recommendation of the OECD. See OECD, ECONOMIC SUR-
VEY OF THE UNITED STATES (2005), available at http://www.oecd.org/dathoecd/4/11/
35541272.pdf.

190. See Avi-Yonah, supra note 40.
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