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More and more U.S. citizens are 
getting more and more fed up with OUR HOUSE 
the way this country's government 
runs its finances. That may not seem like 
news, but lately the muck has gotten 
deep enough for two major magazines, 
Fortune and Atlantic; to devote in-depth 
articles to what to do about the mess. 
Fortune; in its October '93 cover story 	 , li 
by Rob Norton, "Our Screwed-Up Tax 
Code," pulls no punches: "The U.S. tax 
system is an unwieldy, inefficient, ungodly mess - and this 
summer's shenanigans in Washington have just made it worse." So 
much for the income side of the public-finance picture. In the 
October '93 Atlantic; Peter C. Peterson takes on the spending side. 
His article, "Facing Up," shows how social-welfare programs, 
which now consume over half of the federal budget, overwhelm-
ingly benefit the middle and upper classes. 

Dissatisfaction with the income tax code is deep and perva-
sive. The Fortune article quotes former Bush Administration IRS 
Commissioner Shirley Peterson: "I would repeal the Internal 
Revenue code and start over." Many executives share this assess-
ment. "I personally believe we are near the end of the road on 
income taxation," said William Modahl, Director of Tax Affairs 
at Digital Equipment. 

The business community's ire focuses on two main points: 
the numbing complexity of the tax code which wastes time and 
money, and the anti-investment character of much of the tax code, 
particularly as it deals with corporate ventures. It is hard to argue 
with either. Two photos that accompany the article are worth 
many thousand words. One shows Ms. Peterson peeking out over 
a stack of the seven volumes of IRS regulations for 1993. In the 
other, the chief tax counsel for Chrysler Corporation sits behind a 
six-foot stack of paper: the company's 1991 federal tax return. 
Income tax regulations have reached an almost mystical level of 
complexity. According to the Director of Taxes at General Mills, 
"There are areas of the tax code where you have no way of telling 
whether you have the right answer.... You wait until the audit and 
hope you can come to an understanding with the government." 

University of Michigan economist Joel Slemrod, presented 
here as "the leading authority on the subject," cites these sobering 
statistics: The average household spends $343 a year figuring out 
its taxes. Total annual cost of corporate tax compliance exceeds 
$8 billion. Add the annual budget of the IRS ($6.5 billion), and 
pretty soon you're talking real money: some $50 billion - 
more than the federal excise taxes collected on gasoline, 
alcohol and tobacco. 

What really has business steamed, though, is the way 
the tax system discourages business investment and dis-
torts incentives. For example, a number of capital-intensive 
industries have been paying huge tax bills through the 
recent recession although they have been losing money. 
This is because of a corporate tax provision called the 
alternative minimum tax, or AMT, instituted in 1970 to 
ensure that corporations did not abuse existing tax breaks 
for investment. Companies that invested heavily in plant 
and equipment during the booming 80s (airlines, for 
instance) found that the depreciation they claimed on that 
equipment kicked in the AMT charges, raising their costs 
of capital and prolonging the recession. 

The tax code has also proved itself capable of nudg-
ing firms toward locating more of their operations over-
seas. Companies get a credit for foreign taxes that they 

OF  FI'A'CIAmust pay. Money made in overseas 
I I operations, on the other hand, is not 

taxed until it comes back into this 

t o
country. Although there is a limit on 

the amount of cash a foreign subsidiary 
can have on hand (above which it be-
comes taxable in the U.S.), there is noth-
ing to stop companies from simply 

dy Davies 	 spreading their surplus around among 
as many foreign subsidiaries as they want 

to maintain. 
Finally, income tax incentives strongly favor corporate debt, 

because interest on it is deductible. These deductions increase 
corporate net profits (before they are double-taxed by the personal 
income tax). So, there is a pervasive trend to fiance investment out 
of debt rather than equity - a process which is weighted against 
small and innovative companies. 

The main reason why all these silly things remain lodged in 
our tax code, writes Norman, is that the federal government is 
strappd and in debt - and all these provisions bring money into 
the treasury, however perversely. Congress finds it practically 
impossible to rescind any provision in the code that 1) brings in a 
few more billion and 2) is obscure and unpublicized. On the other 
hand, a "soak-the-rich" issue like cutting the deductibility of 
business meals is easy to support, even though more truck drivers 
are deducting their lunches than CEO's. Regardless of how they 
hobble businesses and decrease long-run revenue, many provisions 
in the tax code are off-limits in our current $billion-pinching 
deficit-reduction climate. 

How will we tackle the federal deficit? 
Here we must turn to the questionable ways in which our 

questionably-collected revenue is spent. Peter G. Peterson in his 
article "Facing Up" points out sobering facts about our federal 
budget arithmetic. 

Back in the early 80s, when it was "morning in America," the 
Reagan administration suggested that our deficit problems would 
be over of only we stopped the waste, fraud and abuse in the welfare 
system. When President Clinton came along, his first State of the 
Union message talked of shared sacrifice, and promised to get 
serious about the deficit problem. Author Peterson was thrilled 
with that - but what has emerged in the Clinton budget plan, he 
argues, is another scapegoat: the rich. 

Now, to be sure, we can get more deficit reduction from 
taxing the rich than we can from cutting the public pittance 

Hey! Aren't Social Security and Medicare an earned right, 
because citizens merely get back what they have paid In? 

Not exactly. Not even close, in fact, although it comes as a shock to 
most citizens. Social Security is thought to be a pension system, but in 
actuarial terms it is not, because there is no coupling between the payments 
an individual makes and the benefits he or she receives. There is no social 
security account in Washington with anyone's name on it. Social Security 
benefits increase according to their own cost-of-living formulas; this has 
nothing to to with any sort of return on invested Social Security payments. 
In fact, according to Peterson, the typical recipient of Social Security 
benefits receives two to five times the amount that his or her premiums 
would have garnered had they been paid into an actual pension. 

Yet, is not the Social Security fund financially sound, and even 
showing a surplus? Yes, for the present. However, a large portion of the 
trust fund's assets are in the form of loans to the federal government to 
decrease its annual deficit. When the baby-boom generation, now still 
mainly in its wage-earning years, starts to collect Social Security, it will then 
depend on the current payments of a smaller work force. Unless there is a 
substantial increase in S.S.I. payments, the relentless numbers will catch up. 
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devoted to the poor. Nevertheless, the only real sacrifices called 
for in Clinton's narrowly-passed first budget are from those 
making over $200,000 a year - only one per cent of U.S. house-
holds. Whife the rich unarguably got richer (even faster than 
before) during the previous twelve years, the bitter arithmetic of 
the federal budget is that the top 1% is a relatively minor portion 
of the tax base. The huge group of households with incomes 
between $30,000 and $200,000 pay three-quarters of federal in-
come. And this same group receives 43% of the $800 billion spent 
in federal entitlements. Clearly, a tremendous amount of direct 
federal spending goes to people who cannot be considered poor. 

Compounding the prob-
lem, the federal government for-
goes more hundreds of billions 
in so-called "tax expenditures" - 
the most prominent being tax 
deductions for home mortgages 
and health insurance premiums. 
What's at issue here is not whether 
it is a bad idea to subsidize home-
buying or medical care. The prob-
lem is that, tax subsidies can only 
benefit those who can afford such 
things in the first place. 

Taken together, entitlement 
payments and tax subsidies to the 
middle class account for such a 
massive redirection of income, 
Peterson argues, that the federal 
deficit can never be reduced unless they are brought under 
control. The numbers bear him out. To balance the budget in the 
next eight years by taxing the rich, we would have to tax away all 
of the taxable income of everyone earning over $175,000. Or, 
alternately, we could reach the same goal by doubling the tax bill 
for every wage-earner over $50,000. Although it is true that the 
income tax burden in the U.S. is less than in other developed 
countries, it is also cleat that rio such draconian increase in 
income taxation would ever get through Congress. 

The only other way to balance the budget, Peterson argues, 
is to make progressive reductions in the entitlements and tax 
breaks given to those with income over $30,000. Here we are 
talking about 73% of household income, and 43% of federal cash 
payments. From the conventional point of view on public revenue 
(at least), the middle class is where the money is. 

But what is the middle class, anyway? Statistics paint a 
disturbing picture of income distribution in this country. Sup-
pose we define the middle class as half of all U.S. households 
equally distributed around the national median income. That 
median is $31,700- which makes the statistical middle class range 
from $14,040 to $55,880. Understandably, many families with 
incomes somewhat higher than that feel they are just getting by, 
what with inflation, rent, taxes and personal debt. It is easy to see 
why this middle class (which is also the greatest number of voters) 
might be eager to hang the nation's fiscal problems on either 
Reagan's scapegoat, or Clinton's. 

All Scream for Investment 
Both of the writers discussed here share the conviction that 

it is absolutely essential, if the American Dream is not to fade 
utterly, to invest more. We need more investment in all manner 
of future-oriented goods & services: plants and equipment, public 
infrastructure, education, preventive health care, education... The 
question is how to get these things without bankrupting the 
current economy. 

The consensus of Fortune analysts on the matter was that the 
income tax should be scrapped. Fbr a replacement, some advocate 
a Value Added Tax. Still more want to see a "consumed-income 
tax" - in other words a type of income tax based not on income 
earned but on income spent. Such a tax would, in effect, exempt all 
saving from taxation. This would be a boon to corporate invest-
ment - and, as a fresh start, it could simplify the surrealistic world 
of the IRS. However, like all consumption-based taxes, it would be 
steeply regressive: the rich can save more than the poor can. 

One thing the Fortune people manifestly do not want is any 
increase in the capital gains tax. Now, a student of Henry George 
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them that productive capital 
(i.e., capital in the classical defini-
tion) does not appreciate; it is 
speculative investments that ap-
preciate - particularly land; hence 
a capital gains tax is a relatively 
fair revenue-raiser. However, cor-
porations can perhaps be forgiven 
for wishing to hold on to a favor-
able capital-gains status, given that 
in the current screwed-up state of 
the economy, productive capital 
simply doesn't do so well for them. 
One might say that businesses 
feel the need to use their unearned 
income to subsidize the produc- 
tive, wealth-creating activities 

in which there is less and less profit. 
Analogously, can the middle class be blamed for being 

reluctant to shoulder the main burden of cleaning up the federal 
deficit mess? Their economic picture, burdened at every step with 
taxes and ever-increasing rents, is far from rosy - which is why it 
has been so difficult to pry their federal entitlements away. 

The Alternative 
The time has never been riper for policymakers to check out 

a fresh new (centuries-old) strategy for raising public revenue. The 
principle of using the rental value of land as the basis for taxation 
answers all of the problems raised in this discussion. 

Complexity of tax collection? That fact that one per cent of 
GDP is wasted just on calculating the income tax? Land assess-
ments are already public information, and the process becomes 
considerably easier when we dispense with the messy and inexact 
chore of assessing improvements. 

Distortion of incentives? This is the strongest possible 
argument for basing public revenue on the collection of land 
rents. Land speculation distorts land use patterns, promotes urban 
sprawl and pollution, and encourages wasteful and exploitive 
absentee farm ownership. Land speculation was the collateral 
motor of the savings and loan fiasco. Examples abound. Low 
wages and unemployment can be traced to the unused productive 
capacity in the natural resources held out of use. This, of course, 
distorts the economy by requiring welfare payments, paid for with 
taxes on labor and capital which hopelessly distort incentives! 

Lack of saving and investment? Across the country large and 
small investors tie up huge sums in real estate investments, hoping 
to ride the wave of economic expansion, yet doing nothing to keep 
it moving. Remove that option, and investment in productive 
capital will be much more attractive. We won't need quick fixes 
such as "enterprise zones." If the cost of land were not growing 
at many times the rate of inflation, would home-buyers need 
mortgage deductions? (continued on back page) 

Need further corroboration of the pervasiveness of the 
land problem in our economy Consider the creative scheme 
of this California developer. Bridge Housing Corp. has built 
over 3,700 inexpensive homes in the Bay Area. But we thought 
there was no profit in affordable housing! There isn't, normally 
- but Bridge uses the magic of zoning concessions. 

Land in California (as elsewhere) is what makes housing 
expensive. Bridge's scheme is to buy a property zoned for, say, 
ten units. Then they will get permission to build fifteen. They 
can recoup their costs by selling ten of the units at a market rate 
of, say, $300,000. Although the other five are identical to the 
first ten, they sell for a mere $100,000, because, due to the 
zoning concession, they have been built on essentially free land. 

Bridge tells none of the neighbors which homes are 
which. And, to avoid creating windfalls, the $100,000 homes 
come with a non-interest bearing second mortgage, which the 
developer holds and the homeowner must pay if they sell their 
home at the going market price. (From Fortune; Oct. 1993) 
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The deficit? Yes, FINANCIAL the U.S. government 
('1 has whitewashed itself 

into a corner, and 
needs to raise stupen- 
dous sums of money. 

Would the rent fund be enough? 
Two answers: 1) Perhaps. An accu-

rate estimate of national rental income is 
exceedingly hard to make, because the nec-
essary statistics are not kept. Prof. Steven 
Cord estimates aggregate rent at about 
27% of national income, a more-than-in-
consequential amount. It must be noted 
that the usual distribution-of-income sta-
tistics, which show rent as a much smaller 
amount (often less than 2%) are referring 
only to explicit payments for leased sites, 
not land rent in the classical sense. 

2) It doesn't matter! Henry George 
asserts that the rental value of land would 
be more than enough to cover government 
expenses. But suppose he's wrong. Sup-
pose the entire annual rental value of land, 
once we'd deducted the expenses of local 
governments, could merely cover a fourth 
of the federal budget plus debt service. 

Is anyone else proposing a way to 
bring in the same amount of federal rev-
enue, while correcting distorted economic 
incentives and cutting federal taxes by 
twenty-five per cent? FM 
(Special thanks to HGS Trustee Heather 
Rem qfl,7or inspiration and research help!) 


