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WHERE DID ALL THE MONEY GO?




The Two-Tax, Two-Class Society



So you have a feeling that you’re paying taxes at a higher rate than a lot of millionaires?


That when politicians start talking about how they are going to tax the rich they mean—you?


That for your struggling family, the overall tax bill—local, state, and federal—has gone up, while for your more affluent friends it’s gone down?


You have a feeling that your children are paying out a larger share of their income in federal, state, and local taxes than you did at their age—and aren’t living nearly as well?


That the Social Security tax being withheld from your paycheck is going to someone whose income far exceeds yours?


That when members of Congress talk about cutting entitlements they mean yours—not theirs?


You have a feeling that as a single working parent you’re paying a larger share of your income in taxes than some wealthy foreign investor who buys up American companies and eliminates jobs?


That the small business you run pays a higher percentage of its revenue in taxes than a Fortune 500 company?


That you and your spouse are paying comparatively more in real estate taxes on your three-bedroom home than the couple across town in the six-bedroom, six-bathroom mansion?


Are those your feelings?


If so, trust them.


For over thirty years, members of Congress and Presidents—Democrats and Republicans alike—have enacted one law after another to create two separate and distinct tax systems: One for the rich and powerful—call it the Privileged Person’s Tax Law; another for you and everyone else—call it the Common Person’s Tax Law.


As a result, they have transferred the tax burden:


• From people who can most afford to pay to those less able to pay.


• From corporations to individuals.


• From foreign corporations to domestic corporations.


• From foreign investors to American workers.


• From multinational companies to medium-sized and small businesses.


• From the federal government to state and local governments, whose taxes already fall most heavily on those in the middle and at the bottom.


They have provided tax incentives for corporations to close plants in this country and export the jobs offshore. They have provided tax incentives to foreign corporations operating in the United States that they have denied to U.S. businesses. They have provided tax incentives to encourage corporate takeovers and restructurings that eliminate jobs. They have given foreign governments veto power over state tax laws. And they have exempted select corporations from payment of any income tax.


In short, they have taken tax and economic policies that once nurtured the growth of history’s largest middle class, and replaced them with policies that are driving the nation toward a two-class society, eroding living standards for most Americans, and causing—for the first time since the Great Depression—a decline in the population sandwiched between the haves and the have-nots.


The people in Washington, as might be expected, would have you believe otherwise. To this end, they have crafted tax laws so complex that only the powerful and the influential can use them to their advantage. At the same time, that complexity enables the defenders of moneyed interests to confuse, mislead, and, when necessary, lie to citizens about the consequences of those laws.


Along the way, the politicians have created one tax myth after another:


• That they are soaking the wealthy.


• That those at the top of the economic pile are paying stiffer taxes than ever before.


• That corporate America is hobbled by an onerous tax load.


• That hefty taxes are discouraging investment and job-creation.


• That high taxes are undermining individual initiative.


• And, finally, that there is a desperate need for shared sacrifice.


Don’t believe it.


If you are called upon by lawmakers and policymakers to make a shared sacrifice for the good of the country, you may fairly assume that this means a strengthening of the two tax systems, with comparatively little or no sacrifice for the privileged and yet more for you.


If you are a member of America’s shrinking middle class—no matter whether you are a married wage earner, a single parent, an unmarried worker, a small-business owner, or whatever—you may fairly assume that you are paying taxes at a substantially higher rate than your parents or grandparents did—and have less money left over for housing, food, clothing, and other essentials.


If you are among the 91 million individuals and families who earn less than $75,000 a year and derive most of their income from a weekly paycheck, you may fairly assume that you are picking up a disproportionate share of the nation’s lax burden.


And if you have just left high school or college to enter the job market, or will do so in the next few years, you may fairly assume that you will pay taxes at a higher rate than those starting out in any preceding generation since the turn of the century.


Nonetheless, the myths persist, fostered by both political parties, each playing to longtime constituencies. Such was the case during debate over President Clinton’s budget bill in the summer of 1993. Opponents said the bill would cruelly soak the rich; its supporters said no, it would just make the tax code fair once again.


“The President and my Democrat colleagues are proud, even ecstatic, over the progressivity of [the] tax structure in this bill. . . . It is, in fact, nothing less than the politics of envy,” said Rick A. Lazio, Republican representative from New York.1


“I make no apology for the fact that we are finally getting the wealthiest I percent in this country to pay their fair share for a change, no apology whatsoever,” said David R. Obey, Democratic representative from Wisconsin.2


In fact, when measured in historical terms, neither was true.


Which might help to explain the rising level of frustration expressed by citizens everywhere. On August 6, 1993, as the Senate prepared to vote on the budget bill, reporters for CBS Evening News interviewed people at random on city streets, asking what they thought would happen if the measure was approved. One earnest woman, wearing a pained expression, stared into the camera and said:


“I don’t know who to believe any longer.”


Indeed.


With those eight words she summed up the feelings of millions of Americans. For today, when it comes to the interwoven issues of the American economy, the budget deficit, and the federal tax system, no one seems trustworthy. Democrat or Republican. Incumbent or challenger. Economist or bureaucrat. Member of Congress or President.


And there are solid reasons for the distrust.


For instance:


In 1986, when Congress passed that year’s Tax Reform Act, overhauling the Internal Revenue Code, the Joint Committee on Taxation, the congressional committee that oversees all tax legislation, offered this explanation:


“After extensive review of virtually the entire prior tax statute, Congress concluded that only a thorough reform could assure a fairer, more efficient, and simpler tax system. Congress believed that the act, establishing the Internal Revenue Code of 1986, will restore the trust of the American people in the income tax system and lead the nation’s economy into greater productivity.”3


That “fairer” tax system produced America’s most expensive social welfare program ever, measured in dollar benefits received by the average participant. From 1987 to 1991 alone, the cost to the U.S. government totaled more than $150 billion. By the end of 1994, it will top $200 billion.


Where did all the money go? To feed hungry children, perhaps? To create desperately needed middle-class jobs? To build new bridges, highways, or sewer systems? Or, maybe, to provide medical care to the working poor?


Not at all.


The $200 billion represents the federal income tax money that Congress decided to return to the nation’s most affluent individuals and families—a tax break for the well-to-do.


How many people benefited from the windfall?


About 150,000 individuals and families with annual incomes over a half-million dollars. That’s fewer than one-fifth of 1 percent of all taxpayers. Overall, from 1987 to 1991, they came away with an extra $200,000 a year in newfound spending money, thanks to the Privileged Person’s Tax Law.


To understand how the two tax laws work, to understand who benefits from them, to understand why millions of people who are hurt by them are losing their middle-class lifestyles, let’s look at two families: one that pays taxes under the Privileged Person’s Tax Law; another that pays taxes under the Common Person’s Tax Law.


First, the prosperous family: George H. W. Bush and his wife Barbara, the former President and First Lady. The Bushes reported adjusted gross income of $1,324,456 for 1991. They paid $194,594 in federal income tax. Their tax rate: 14.7 percent.


For some comparison, that same year 12.3 million individuals and families filed tax returns on which they reported adjusted gross income of $30,000 to $40,000, and paid income tax. (Median family income that year was $35,939, meaning half of all families earned more, half earned less.) The average tax bill was $3,679, or 10.6 percent of income—4.1 percentage points less than the Bushes paid.


But there is more. Next, add in the Bushes’ Social Security tax payments, a maximum of $15,370. This brought their total federal tax payments to $209,964, for a combined tax rate of 15.9 percent.


Again, by way of comparison, families in the median-income range, with earnings between $30,000 and $40,000, paid $2,437 in Social Security taxes, bringing their total federal tax payments to $6,116. That worked out to a combined tax rate of 17.6 percent for the heart of working America.


Thus, the working middle-class family with an income of $35,000 paid federal taxes at a rate 1.7 percentage points higher than President Bush and his wife, whose income was more than $1.3 million.


That’s the good news.


The bad news is that those numbers did not include local and state income taxes, or real estate taxes. The Bushes again fared quite nicely. With an income of $1.3 million, they paid $4,312 in state and local income and personal property taxes. That tax rate: three-tenths of 1 percent. The Bushes also paid $24,807 in real estate taxes, bringing their total tax payments—federal income tax, Social Security tax, state and local income tax, personal property tax, and real estate tax—to $239,083.


Their overall tax rate: 18.1 percent.


That’s the Privileged Person’s Tax Law.


Now the Common Person’s Tax Law, as applied to Jacques Cotton and his children.


Cotton, forty-seven, is raising a son and a daughter, Clinton, seven, and Leslie, six, in the small town of Battle Ground, Washington, on the outskirts of Portland, Oregon. A ruddy-faced man with a deep, resonant voice, Cotton represents one of the fastest-growing categories of income tax filers—heads of household.


Most are women, but a growing number are men like Cotton, who are raising children. After he and his wife were divorced. Cotton was granted custody of their son and daughter and has assumed financial and emotional responsibility for rearing them.


Cotton works the night shift at a busy truck terminal—loading and unloading freight coming into or out of the Pacific Northwest. Working nights, he finds himself in a constant struggle to balance the demands of his job with the needs of his children. “Basically, I don’t have much choice,” he said. “If one of them is sick, I miss work.”4


On a typical day, Cotton awakens the children at 7:00 A.M. to be dressed, fed, and sent to school. His son rides a bus to a nearby elementary school. Cotton drops his daughter off for a half day of kindergarten classes. Early in the afternoon he picks up Leslie and takes her to the home of a woman who looks after the children while he works. The bus discharges his son at the same home later in the afternoon. Cotton drives to Portland to work the 3:00–11:00 P.M. shift, then returns at midnight to pick up his sleepy children. He puts them to bed and turns in about 2:00 A.M. Five hours later he is up, repeating the process.


Child care is Cotton’s largest expense, about $300 to $400 a month per child. “That’s the going rate,” he said. “That’s me taking them to the sitter’s home and dropping them off. And this was hard to find because I work nights.”5 Child care costs him more than his rent, which is $425 a month for a modest duplex in Battle Ground, a town of 3,800 north of Portland.


His other major expense is occupational therapy for his son, Clinton, who suffers from a birth defect, which Cotton describes as incorrect development of the nervous system. The problem has affected Clinton’s coordination and ability to perform certain common functions. Cotton’s employer-paid health plan has paid most, but not all, of Clinton’s medical expenses. Some months Clinton’s therapy bills range from $200 to $300.


“Money has been tight because of the situation with Clinton,” Cotton said. “There are not a lot of doctors who know about this or who have even heard about it, so there are not a lot of therapists who are knowledgeable in this area. So there has been a lot of trial and error and visits to different doctors. That’s been a lot of expense.”6 Yet Cotton believes it has been money well spent. His son has worked hard, and Cotton is proud of him. “He’s getting better,” he said.7


In 1992, Cotton earned $33,499. When it came time to fill out his tax return, he did not itemize but, like most Americans, took the standard deduction—$5,250. Personal exemptions for himself and his two children—$6,900—brought his taxable income to $21,349. On that amount, $3,199 in federal income tax was due.


Cotton did have one write-off—a tax credit for part of his child care expenses. The credit is for 20 percent of those expenses, up to a maximum of $2,400 per child. For many families who need child care full time, it covers only a portion of out-of-pocket costs. Cotton is typical.


In 1992, he paid about $8,000 for both children. Because of the ceiling imposed by Congress, Cotton could claim only $2,400 for each child—$4,800 total. Twenty percent of $4,800 gave him a tax credit of $960, which he subtracted from the $3,199 in federal income tax he owed. This brought his federal income tax bill to $2,239.


In addition to federal income tax, he paid $2,562 in Social Security and Medicare taxes. As is true for many middle- and lower-income people today, Cotton’s Social Security and Medicare taxes exceeded his federal income tax. On top of his total outlay of $4,801 to the federal government, Cotton paid an additional $1,817 in Oregon state income tax. All told, Cotton paid $6,618 in Social Security tax and federal and state income taxes in 1992.


That was 19.8 percent of his income.


George and Barbara Bush’s tax rate, remember, was 18.1 percent.


Thus, the Bushes, whose income was forty times greater than Cotton’s, paid taxes at a rate 9 percent below his—courtesy of the Privileged Person’s Tax Law.


Actually, the real tax load was even higher on Cotton, the disparity with the Bushes even greater. That’s because the figures do not take into account state and federal excise taxes on gasoline, the federal telephone excise tax, sales taxes, and other such taxes, all of which fall more heavily on those in the middle and at the bottom. In Cotton’s case, counting them in would boost the tax collectors’ take to more than 20 percent.


For Cotton the last few years have been “a real grind,” with virtually every penny coming into the house going back in taxes and expenses to keep his household running. Even so, Cotton considers himself more fortunate than many he knows—families who have no health coverage and who earn less money.


“I don’t know how some people do it,” he said. “Basically, I’m established. I work at a pretty good job. I make more money than the average person. A single mother making less than me—how do they get by? I can’t imagine the kinds of pressures that go on inside people’s heads.”8



Squeezing the Middle Class



The pressures abound. And they are unraveling the nation’s social fabric, as the longtime social contract between employer and employee, citizen and government, is canceled.


Most Americans undoubtedly share a belief that businesses should be encouraged to do the things that sustain the nation’s economy and its people: to hire American workers, invest in American plants and equipment, create products that the United States can export to bring money into the country. Instead, businesses today are rewarded as they eliminate jobs, substitute minimum-wage or lower-paid workers for those who once earned middle-income wages, employ part-time rather than full-time workers, trim or eliminate health care benefits, slice into pensions and other benefits, and move their manufacturing plants offshore.


The federal government rewards investors who seek short-term profits at the expense of long-term growth that would create jobs. It talks of retraining the newly unemployed to fill high-tech jobs that don’t exist. It encourages people to secure an advanced education to qualify for jobs at companies that are not hiring or are paying wages that make the degree a poor economic investment.


Many factors, to be sure, have contributed to America’s economic decline—a chronic trade imbalance, a perpetual federal deficit, a failed educational system, the fraying of the traditional family. But even if all these problems were resolved overnight, the nation’s tax system, which is so out of balance, would continue to force the nation toward a two-class society.


Just what kind of a system is this?


Very simply, a system that is rigged by members of Congress and the executive branch. A system that caters to the demands of special-interest groups at the expense of all Americans. A system that responds to the appeals of the powerful and influential and ignores the needs of the powerless. A system that thrives on cutting deals and rewarding the privileged. A system that permits those in office to take care of themselves and their friends.


It was not always this way. To understand just how different it used to be, let’s look at four sets of statistics contrasting the 1950s with the 1980s and 1990s. In the 1950s, the tax system was designed to encourage the growth of a broad-based middle class. Which it did. In the 1980s and 1990s, the tax system has been designed to restrict middle-class growth, to force people down the economic ladder, and to keep people at the bottom trapped there.


SQUEEZING THE AMERICAN FAMILY—PART ONE. In the early months of 1954, when individuals and families began filing their tax returns for income received in 1953, they could claim personal exemptions that represented a significant percentage of their income.


Median family income in 1953 was $4,233—meaning that half of all families earned more, half less. The income was earned usually by one working spouse. It was enough to allow families who had never owned a home to buy one, enough to establish a middle-class lifestyle. Millions did just that.


The individual exemption that year was $600. For a family of four, that added up to $2,400. The $2,400, along with itemized or standard deductions, was subtracted from their $4,233 in earnings to determine the amount of income on which they had to pay taxes.


Forty years later, as Americans filed tax returns for 1993, the median family income was an estimated $38,000. The personal exemption was $2,350, so for a family of four, the exemptions totaled $9,400.


That $9,400, along with itemized or standard deductions, was subtracted from their $38,000 in earnings to determine the amount of income on which they had to pay taxes.


Examine carefully the relationship between the numbers in 1954 and 1994. In 1954, the average family’s exemptions amounted to 57 percent of its income. That means more than half of the family’s income escaped taxation. But in 1994, the average family’s exemptions amounted to 25 percent of its income. Only one fourth escaped taxation.


If the 1994 exemption bore the same relation to income as 1954’s, it would be worth $5,386. Per person. That would mean that the family of four with an income of $38,000 could deduct $21,544 in exemptions.


The bottom line: A tax cut of nearly $2,000.


SQUEEZING THE AMERICAN FAMILY—PART TWO. In 1953, the Social Security tax rate was 1.5 percent. It applied to only the first $3,600 in wages. This meant that Social Security taxes were withheld from the median-income family’s paycheck for forty-five weeks. For seven weeks, the family received its full check. No withholding. The family’s effective Social Security tax rate was 1.3 percent. Its total Social Security tax bill: $54.


In the years that followed—and especially in the 1970s and 1980s—Congress played with the numbers. Sometimes it raised the tax rate. Sometimes it raised the amount of income subject to tax. Sometimes it did both.


In 1993, that estimated $38,000 in median family income was earned, for the most part, by two working spouses. The Social Security tax rate was 7.65 percent. But it was applied to $57,600 in wages.


As a result, Social Security taxes were withheld from the median family’s paycheck for fifty-two weeks. The family paid the full 7.65 percent rate—all year. Its total taxes: $2,907.


Let’s review. From 1953 to 1993, median family income went up 798 percent. But the median family’s Social Security tax bill spiraled 5,283 percent. While the 1993 family earned nine times more than the 1953 family, its Social Security taxes were more than fifty times greater.


If income had gone up at the same pace as Social Security taxes, the average family in 1993 would have earned $228,000.


That’s $228,000. Or more than $4,000 a week.


SQUEEZING THE AMERICAN FAMILY——PART THREE. In 1954, corporations paid seventy-five cents in taxes for every dollar paid by individuals and families. In 1994, they will pay about twenty cents for every dollar paid by individuals and families.


Here is another way to look at it: In 1954, the national total of corporate income taxes matched the sum paid by individuals in twenty-one states, from New York to California, from Florida to Oregon. The other seventeen are Connecticut, Georgia, Kentucky, Maryland, Massachusetts, Minnesota, Missouri, Nebraska, New Jersey, North Carolina, Ohio, Oklahoma, Pennsylvania, Texas, Virginia, Washington, and Wisconsin.


In 1994, the total taxes paid by corporations nationwide will be less than that paid by individuals and families living in just three of those states—California, Ohio, and New York.


Looked at from still another perspective: If corporations paid taxes in the 1990s at the same rate they did in the 1950s, nearly two thirds of the federal deficit would disappear overnight.


All of this brings us to Tax Rule No. 1: If someone does not pay taxes, or pays less than his or her share, someone else will have to make up the difference. That someone else is you.


Now, keep in mind that so far we have been talking only about the federal tax system.


Next, throw in the tax systems of fifty states and thousands of local governments—from cities to counties, from school districts to townships—and the result is an overall national tax structure that is more hostile to ordinary Americans than any since the Robber Baron era a century ago.


One reason: With few exceptions, state and local taxes hit middle-income and lower-income workers harder than federal taxes. They also are weighted more heavily in favor of the affluent and of some—but not all—businesses than are federal taxes.


Again, consider a sampling of the results of tax policies—this time those of state and local governments.


SQUEEZING THE AMERICAN FAMILY—PART FOUR. In 1953, a median-income family—usually one wage earner—living in Philadelphia paid a wage tax of 1.25 percent. Total tax: $53.


By 1993, the Philadelphia wage tax rate had shot up to 4.96 percent. The median-income family’s tax bill from the city—just on wage income—was $1,885. That represented an increase of 3,457 percent. Yes, median income also rose during that period—but only by 798 percent, remember.


Next, add on the Pennsylvania income tax. For 1953, that’s easy. There was none. In 1993, the state income tax was 2.8 percent. It applied to virtually all income—wages, interest, dividends. No exemptions. No deductions. The median-income family’s state tax bill went from $0 to $1,064.


Now combine just these two taxes, the Philadelphia wage tax and the Pennsylvania income tax, keeping in mind that there are many other taxes—sales taxes, real estate taxes, personal property taxes.


In 1953, a family moving into the middle class paid $53 in Philadelphia wage tax. There was no state income tax. In 1993, a family struggling to remain in the middle class paid $2,949 in Philadelphia wage tax and Pennsylvania income tax.


That worked out to a tax increase of 5,464 percent.


Once more, if the family’s income had gone up at the same pace as its city and state taxes, its earnings in 1993 would have been $236,000.


That’s $236,000 for the average family.


SQUEEZING THE AMERICAN FAMILY—PART FIVE. At the same time that middle-income and lower-income individuals and families in 1994 are shouldering a far heavier local and state tax burden than did their parents and grandparents, those in the upper-income classes are enjoying some of their lowest tax bills ever. Take, for instance, real estate taxes in California.


Consider first a working-class neighborhood in west Los Angeles. Along a street of modest single-family ranch homes, the real estate tax bill was $3,248 for a typical house with two bedrooms and one bath. For another house with two bedrooms and two baths, it was $3,267.


Now consider the homes in Beverly Hills, where the motion picture stars, the entertainment industry executives, and business leaders live. There, on a street with manicured lawns and gardeners at attention, the real estate tax bill for one multimillion-dollar dwelling—seven bedrooms, seven baths—was $4,743. For another home, with six bedrooms and eight baths, it was $6,664.


What the numbers mean is this: If you are a middle-income family, you may pay nearly as much in real estate taxes as a wealthy family whose home has a market value ten to fifteen times what yours is worth. And in some cases, you may even pay more.


For middle-income folks and the working poor, these are but a few of the consequences of the nation’s two tax systems, explaining why you will not fare nearly so well as your parents or grandparents did in their day. In historical terms, more of your income is subject to federal income tax, thanks to smaller personal exemptions. More of your income is subject to a Hat Social Security tax, which is bad for you, good for those above you on the income scale. More of your income is subject to largely flat local and state taxes.


What’s more, the growing percentage of your money going to federal, state, and local tax collectors is coming out of a shrinking paycheck, when income is adjusted for inflation. In 1992, median family income amounted to $36,812. That was slightly less than thirteen years earlier, in 1979, when median family income was $37,136 in 1992 dollars. And it was up a scant 4.8 percent from twenty years earlier, in 1972, when income was $35,126 in 1992 dollars.



Subsidizing the Haves



The folks who brought you the middle-class squeeze have fashioned quite another tax system for the very wealthy over the last two generations.


In addition to the slash in tax rates that produced an extraordinary windfall for the nation’s richest taxpayers, they preserved existing preferences, or arranged new ones, enabling those at the top to further trim their tax bills. For all the talk about ending tax shelters and closing loopholes, Congress has preserved some of the biggest and the best—from the longstanding tax exemption on capital gains at death to the exemption for gifts of appreciated property from stocks to works of art.


While many people in and out of government maintain that taxes are too high overall—that the combined federal, state, and local tax burden is crushing—the real problem is not the size of the burden, but how it is distributed. It is possible to structure a tax system that imposes taxes in such a way that people at the top are left with sufficient money to buy several houses, and everyone in the middle can buy one house. Or it is possible to structure it in such a way that people at the top are left with sufficient income to buy many houses, and a large number of the people in the middle cannot buy one.


In the 1950s, the United States had the former tax system. In the 1990s, it has the latter.


Why? Because Congress effectively jettisoned the progressive income tax—which held that tax rates should rise along with income—and replaced it with comparatively low rates plus a generous mix of preferences, and exceptions, and deductions that are designed to benefit the more affluent individuals and families: the Privileged Person’s Tax Law.


Like the deduction for investment interest.


In 1990, the latest year for which these figures are available, 1.7 million individuals and families deducted investment interest expense on their tax returns. The total write-off came to $11.6 billion. That was the interest paid on money borrowed to speculate in gold futures or to buy shares in Wall Street’s latest hot investment. In a word, it was the interest paid by people who had enough left over after taking care of food, clothing, shelter, insurance, education, and the like to gamble with a bit of it.


And let’s put the number of beneficiaries in perspective. A total of 113.7 million returns were filed that year, including 96.7 million by persons reporting wage and salary income. In other words, fewer than 2 percent of working people profited from the deduction.


Actually, the numbers are even more tilted when they are broken down further. Of the $11.6 billion deducted for investment interest expense, $9.4 billion—or 81 percent of the total—was claimed by 669,000 individuals and families with incomes over $100,000.


The bottom line: Fewer than seven-tenths of 1 percent of working Americans derived any benefit from the deduction. For those at the very top, nearly 32,000 persons with incomes over $1 million, the investment interest expense write-off averaged $115,000.


For some, the write-off can be most advantageous. Consider the deduction claimed by Joe L. Allbritton, a Washington, D.C., banker listed in the Forbes magazine directory of the 400 richest Americans. Born in Mississippi in 1924, Allbritton made his early money in Texas real estate and banking before moving on to Washington in the 1970s.


His holdings over the years have included a life insurance company (California regulators in 1991 ordered him to repay $12 million in improper dividends), a chain of funeral homes and cemeteries (the final resting places of Marilyn Monroe, Natalie Wood, and John Wayne), banks, television stations, newspapers, and horses (Hansel, his three-year-old Thoroughbred, retired in 1991 after winning the Belmont and the Preakness and was sold to Sheik al-Maktoum for something “less than the $12 million” asking price).9 Allbritton now presides over Riggs National Bank, a Washington financial institution with a rich history—Abraham Lincoln banked there. It sits opposite the U.S. Treasury Building, down the street from the White House.


But the bank has not been doing well of late. It lost $57 million in 1990. It lost $63 million in 1991, and $21 million in 1992. Because of its 1990 loss and the size of Allbritton’s salary that year—$1.4 million—Barrons, the weekly financial publication, designated him as America’s most overpaid banker.


Some years ago, Allbritton described his personal financial situation as “comfortable,” rather than “rich rich.”10 Forbes calculated that in 1993 he was worth about $300 million. Like many “comfortable” people, Allbritton at times has paid federal income tax below the rate paid by people at the bottom of the middle-income range. His bank, by the way, doesn’t pay corporate income tax, since it is losing money. It collects refunds instead. In 1991 and 1992, it picked up a total of $14 million in refunds. That was tax money the bank had paid in earlier years when it was profitable.


As for Allbritton’s personal taxes, when he and his wife completed their tax return for 1985, they reported adjusted gross income of $18.3 million. This placed them among the top one-tenth of 1 percent of the 87.2 million working Americans who filed tax returns that year.


Allbritton’s investment interest expense deduction totaled $16.4 million. The write-off was so large—90 percent of income—that it reduced the Allbrittons’ tax bill to just $179,800, or less than 1 percent of adjusted gross income.11


As a result, on the taxpaying scale the Allbrittons came in well below the 24.5 million individuals and families with incomes between $10,000 and $20,000, who paid taxes at a rate of 8 percent.


One other note: That $16.4 million in interest expense? The interest had not been paid entirely in 1985, the year it was deducted. Some of it actually had been paid in 1984. But the tax code limits the amount of the deduction in any given year, and Allbritton had reached that limit for 1984. So he carried over the unused amount to 1985 and wrote it off on that year’s return. And because he still had some leftover interest expense, he carried that over to his 1986 tax return.


While the merits of such a deduction are debatable, what is not debatable is that Congress tends to enact preferences that benefit a limited number of persons. Hence, one tax law for the privileged person, another for the common person.


In theory, some preferences can be used by all taxpayers. In practice, it never works out that way. Only a comparatively small number of taxpayers are able to make use of them. Take, for example, another perennial topic, the capital gains tax rates.


Capital gains means the profit you get from selling something for more than you paid for it. What you sell could be stocks, bonds, your house, a painting or other piece of art work, a tract of vacant land. The idea is that this kind of income should be taxed just as wage or salary income is. But some people, especially in Washington, believe that a capital gains dollar is better than a paycheck dollar.


Under the 1993 tax-law changes, the new top rate on ordinary income—wages, tips, salaries—goes to 39.6 percent on the taxable amount over $250,000. But capital gains income will continue to be taxed at the more favorable rate of 28 percent—11.6 percentage points below the top income rate. In certain situations, the maximum capital gains rate is even lower—just 14 percent. Here is how it works:


An investor buys $1 million worth of stock in a new company. Seven years later, it’s worth $9 million. The investor sells the stock and collects an $8 million profit. The tax on that income: $1,120,000, for a tax rate of 14 percent. A single professional woman, on the other hand, who earns $40,000 and accumulates money in a savings account, must pay tax at a rate of 28 percent. Different dollar bills; different rates.


Many lawmakers and policymakers believe that the capital gains rate should be further reduced—some would like to see it eliminated entirely. They say that a rate reduction would create jobs and lead to prosperity by fueling entrepreneurial advances, encouraging risk taking, and benefiting the stock market. Everyone, they say, would benefit. But who really does?


You may draw your own conclusions, based on the following statistics compiled from IRS tax data.


For the years from 1989 to 1991, capital gains income averaged $126 billion annually. Of that amount, $87 billion—or 69 percent—went to 1.2 million individuals and families with incomes above $100,000. Among that group, people with incomes above a half-million dollars got the lion’s share, $51 billion. At the very top, 40,000 individuals and families with incomes of more than $1 million reported $40 billion in capital gains income in each of the three years.


In short, one twenty-fifth of I percent of working Americans collected 32 percent of all capital gains income. And they will benefit most from any further cuts in the tax.


Perhaps the most telling statistic that illustrates the two tax systems: In any given year, 93 percent of all persons filing tax returns receive no capital gains income.



The IRA Flimflam



Every so often, Congress, sometimes by accident, sometimes by default, extends a benefit reserved for the privileged to everyone. It never lasts. A case in point: retirement savings plans.


Before 1981, only workers whose employers did not provide pensions could establish Individual Retirement Accounts (IRAs). They could contribute 15 percent of their earnings, up to a maximum of $1,500 a year, and deduct the money from taxable income. People covered by pension plans where they worked were barred from having an IRA.


Congress, naturally, had provided a more attractive alternative for wealthier professionals—lawyers, physicians, accountants, and others—who could contribute up to 30 percent of their income (in certain situations much more) to a retirement plan called a Keogh account. A lawyer who earned $100,000 could deposit $30,000 in the tax-free account and reduce his taxable income by $30,000.


The professional could set aside 30 percent for retirement; the average worker with no pension, 15 percent. Interest in both accounts accumulated tax-free.


In 1981, after Ronald W. Reagan moved into the White House, he unveiled his first master plan for tax reform. This included a proposal that all workers be allowed to establish IRAs, even those already enrolled in a company pension plan. While many of the President’s tax recommendations provoked strong opposition, the universal IRA concept won wide bipartisan support. One after another, lawmakers tossed their own bills into the legislative hopper.


Representative William Frenzel, Minnesota Republican, who introduced an IRA measure with John H. Rousselot, California Republican, and James J. Pickle, Texas Democrat, explained the importance of broadening the retirement program:


“Under current law, many employees are barred from making contributions to an Individual Retirement Account because they are active participants in an employer sponsored pension plan, even though the benefits that they eventually will receive from the plan are very small, or they are not vested in the plan at all. Therefore, these individuals are denied the opportunity to prepare adequately for their retirement by receiving a tax deduction for their contributions to a retirement savings plan.”12


Treasury Secretary Donald F. Regan concurred. Allowing all workers to establish IRAs, Regan said, would “help the Social Security problem. Remember that Social Security was originally designed as a supplement and we have failed to follow through on the other part of that, that is, have people more self-reliant as far as their pensions are concerned.”13


Other lawmakers pushed more sweeping changes, urging that IRAs be extended to housewives. “Many homemakers cannot invest in an Individual Retirement Account today,” said Paul S. Trible, Jr., Republican representative from Virginia, “because they do not earn any wages. I think that is wrong. Paycheck or not, you and I know how hard homemakers work and how valuable is their work. I believe it is time to recognize the economic value of a homemaker’s contribution to society.”14 Over in the Senate, David Durenberger, Minnesota Republican, agreed: “Wives and mothers should not be forced to choose between pension security and raising a family.”15


With such widespread support among lawmakers in both parties, Congress handily enacted the new retirement law, which permitted any employed person to contribute up to $2,000 a year to an IRA and deduct that amount from taxable income. Wives who devoted their lives to rearing children were still treated as second-class citizens. They were prohibited from establishing an IRA, although their working husbands could increase contributions to a joint IRA by $250 for a maximum annual investment of $2,250.


The carrot of the IRA sent working Americans to their banks by the millions. Their response far exceeded expectations.


The numbers: In 1980, before IRAs were expanded to all workers, 2.6 million people contributed $3.4 billion to IRA accounts. In 1982, when the plan was offered to every worker, the number of contributors soared to 12 million, their contributions to $28.3 billion. From 1982 to 1985, an average of 14.3 million taxpayers set aside $134 billion for retirement. Note that most of the savings belonged to Middle America. Less than 6 percent came from persons with incomes over $100,000.


The Treasury Department was stunned. When the 1981 law was enacted, Congress’s Joint Committee on Taxation had estimated that the expanded IRA would cost $3.3 billion in tax revenue in 1984. But the actual loss turned out to be $15.9 billion—a $12.6 billion mistake.


Despite the unanticipated revenue drain, federal officials held fast to the idea of encouraging people to save for retirement. Their attitude stemmed in part from an uneasy feeling that the Social Security system eventually would be unable to pay the promised benefits. As a result, in November 1984, when the Treasury Department issued its historic tax reform plan—the proposal that set the legislative wheels grinding toward the Tax Reform Act of 1986—it called for further expansion of IRAs.


To correct the bias against housewives, the Treasury tax writers recommended that “eligibility for IRAs be extended on equal terms to those who work in the home without pay and to those who work in the labor market.”16 Furthermore, they urged that the maximum contribution be boosted from $2,000 to $2,500 for a single person and to $5,000 for a husband and wife.


The expanded IRA was one of scores of provisions in a massive Treasury proposal intended as a genuine step toward fairness in the tax system. The plan retained the progressive rate structure and closed many blatant loopholes. Naturally, it was doomed. The suggestion that loopholes should be closed while rates remained progressive touched off a frenzied attack by special interests. President Reagan then disavowed many of the recommendations.


In May 1985, Reagan put forth his own reform plan. It was a shadow of the original, but it did retain the Treasury Department’s idea of allowing housewives to establish IRAs—although the President suggested that contributions be limited to $2,000 for a single person, $4,000 for a husband and wife. “The existing limitations on IRA contributions,” he said, “are illogical and inequitable as applied to married couples.”17


And then something happened that was seemingly inexplicable.


Quietly, without any public debate, the President, Treasury officials, and many of the same lawmakers who once ardently championed IRAs began backing away from them. Members of Congress who six years earlier had tripped over one another in the rush to make tax-deductible IRAs available to all working people—except housewives—now scrambled to explain why they were unnecessary. In 1981, lawmakers had deemed the IRA crucial to let workers “prepare adequately for their retirement.” In 1986, they labeled the same IRA a tax shelter—just like buying into a Santa Gertrudis cattle partnership in Texas or investing in jojoba oil in Costa Rica.


People didn’t really need IRAs, the reasoning went. Not only were the tax-free retirement accounts a cheap shelter, but they stifled people’s initiative in investing their money. Senator Bob Packwood, the Oregon Republican who coauthored the 1986 tax act, gave a typical argument:


“What I’m going to try to do over and over, whether it’s the IRA deduction, whether it’s the real estate tax shelters, whether it’s the interest deduction on automobiles, what I’m going to try to convince people is that they are better off to have rates as low as possible and then they make the investments they want at a very low tax rate, whether that be in IRAs or automobiles or real estate or grocery stores or duplexes.”18


When the Tax Reform Act of 1986 was finally signed into law, the tax-deductible IRA disappeared for millions of workers.


Single persons whose employer provided a pension—no matter how small or how secure—lost part of the deduction when their income reached $25,000, and they lost the full deduction at $35,000. Married couples lost part of the deduction when their income reached $40,000, and they lost the full deduction at $50,000. Housewives, naturally, remained second-class citizens and were barred from establishing an IRA.


Why did politicians revoke for most Americans the tax deduction that they had introduced with such fanfare only five years before?


The Joint Committee on Taxation, which has the task of explaining congressional intent on such matters, provided the official reason:


Congress determined that, since 1981, the expanded availability of IRAs had no discernible impact on the level of aggregate personal savings . . .


Further, Congress determined that data had consistently shown that IRA utilization was quite low among lower-income taxpayers who could be the least likely to accumulate significant retirement savings in the absence of a specific tax provision. For example, for the 1984 tax year, only 7.8 percent of returns with adjusted gross income (AGI) under $30,000 (who represent 76 percent of all taxpayers) made IRA contributions, whereas 59 percent of returns with AGI of $50,000 or more made IRA contributions. It was clear to Congress, therefore, that utilization of the IRA deduction increased substantially as income increases.19


In other words, the committee said Congress was doing away with IRAs because they were largely a tax write-off for the affluent.


Nothing could have been further from the truth. In 1985, 16.2 million individuals and families claimed a deduction for contributions to an IRA. Of that number, 14.5 million—or 90 percent of the total—had incomes below $75,000. A full 71 percent had incomes below $50,000.


No, the unstated reason Congress canceled IRAs for working persons was to help offset the tax revenue lost by cutting the top rate on the wealthiest from 50 percent to 28 percent. This was, remember, a keystone of Reaganomics.


But what about those other retirement savings plans, the Keogh accounts available to professionals—as well as to members of Congress? After all, those, too, were tax write-offs for retirement—just bigger ones than IRAs. Revised slightly, the Keogh plans remained firmly in place. Once more, IRS statistics tell the story of the two tax systems.


In 1980, the year before Congress enacted the universal IRA, 2.6 million individuals and families, mostly middle-income workers, contributed $3.4 billion to their IRAs. In contrast, 569,000 individuals and families, mostly upper-income professionals and self-employed persons, contributed $2 billion to Keogh accounts. IRA contributions exceeded Keogh contributions by $1.4 billion.


Five years later, in 1985, contributions to IRAs, again largely from middle-income Americans, had soared 1,024 percent, from $3.4 billion to $38.2 billion. Contributions to Keogh accounts also had climbed, although not so sharply, rising 160 percent, from $2 billion to $5.2 billion. Now IRA contributions exceeded Keogh contributions by a whopping $33 billion.


Middle America had had a taste of the Privileged Person’s Tax Law and responded accordingly.


Not to worry. Congress recognized the error of its ways. The Tax Reform Act of 1986 would restore the proper balance between the Privileged Person’s Tax Law and the Common Person’s Tax Law.


From 1985 to 1991, the number of returns showing an IRA deduction plummeted 73 percent, falling from 16.2 million to 4.3 million. Contributions paralleled the decline, plunging 76 percent, from $38.2 billion to $9.2 billion. This was, of course, because millions of Americans were now ineligible to take the deduction they’d so eagerly sought before.


The Keogh statistics, as you might have guessed, were going in the other direction. The number of returns with Keogh contributions rose 24 percent, from 675,800 to 841,100. Contributions followed the upward trend, climbing 31 percent, from $5.2 billion to $6.8 billion.


Consider what happened to different income groups under the two tax laws between 1985 and 1991:


The number of persons with incomes between $50,000 and $75,000 who claimed an IRA deduction fell 88 percent, dropping from 3 million to 375,000.


At the other end, the number of persons with incomes between $200,000 and $500,000 who contributed to a Keogh account went up 217 percent, from 27,100 to 86,000.


The number of persons with incomes between $40,000 and $50,000 who claimed an IRA deduction fell 78 percent, dropping from 2.6 million to 560,000.


At the other end, the number of persons with incomes between $500,000 and $1 million who contributed to a Keogh account went up 63 percent, from 8,100 to 13,200.


The number of persons with incomes between $30,000 and $40,000 who claimed an IRA deduction fell 75 percent, dropping from 3.2 million to 807,200.


At the other end, the number of persons with incomes of more than $1 million who contributed to a Keogh account went up 135 percent, from 2,000 to 4,700.


Hence, the two tax systems. While Congress curtailed or eliminated the tax-deductible retirement plan for individuals making more than $25,000 and families making more than $40,000, it preserved the tax-deductible retirement plan for the affluent.


But wait, only those persons who work for a company that provides a pension lost their tax-deductible IRA. At least they still will receive a pension when they retire. Right?


Perhaps.


But the sweeping changes in the American workplace, which started in the 1980s with corporate buyouts and will continue through the 1990s and beyond with restructurings attributable to the so-called global economy, make those pensions less certain.


Under the new economic order, as envisioned by both Democrats and Republicans, few persons will ever find lifetime employment with one company and collect the guaranteed pensions those companies once provided. Instead, they will join a nomadic workforce that moves from city to city, from company to company, from occupation to occupation, sort of itinerant electronic-age tinkerers.


Lynn Martin, secretary of labor during the Bush administration, once put it this way: “The days when job security could be guaranteed by a company, a union, or even government are largely over. Today, job security can only be achieved when workers have the willingness and the opportunity to learn and are not discouraged from moving from job to job and career to career.”20


In the end, the pension may be there. Or it may not.


But there will certainly be a nest egg waiting for the Keogh contributors.


And who might they be? Doctors, dentists, investors, accountants, and writers, among others.


There is yet a third group of retirement plan beneficiaries not counted in either the Keogh or the IRA statistics. They are members of partnerships. Arrangements between two or more persons to share profits and losses, partnerships are engaged in operating all sorts of businesses—farming, manufacturing, wholesale trade, real estate, motels, construction, banking, retail stores, securities and commodities trading. But when it comes to partnership retirement plans, one group stands out above all the others—lawyers.


The law partnership typically establishes a retirement plan and makes contributions on behalf of the individual members. Such is the case at Wachtell, Lipton, Rosen & Katz, the large New York law firm that was at the center of the corporate takeover wars during the 1980s.


In 1986 and 1987, Herbert M. Wachtell, a senior litigator and name partner in the firm, had a total of $500,740 contributed to a tax-deductible retirement plan on his behalf. Remember, that’s $500,740 that otherwise would have been part of his taxable income.21


Martin Lipton, who developed the legal strategies used to thwart takeovers, had a total of $481,875 contributed to a retirement plan on his behalf. Bernard W. Nussbaum, the firm’s other senior litigator, who went on to become counsel to President Clinton, had $345,665 contributed to his retirement plan.22


Let us summarize: If you work for a company that promises to pay you a pension, and where you may or may not have a job five years from now, you are barred from making a tax-deductible contribution to a retirement plan. If you are a lawyer (or any other professional), you may make a tax-deductible contribution of a quarter-million dollars or more. Hence, one tax law for the privileged person, another for the common person.


There is a darker side to all this. For in the process of fashioning two tax laws, Congress has successfully fed a mean-spirited antagonism by playing off one individual against another, one family against another. At the heart of the two systems is an overall tax-rate structure that assigns to the same income class people with markedly dissimilar incomes, people confronted with markedly different economic problems.


Think about it.


A family that earns $40,000 a year is not faced with the same obstacles to improving its standard of living as a family that earns $20,000. The family with the larger income has, for example, the option of renting or buying a house. For the family with the smaller income, the only option—except in isolated cases—is to rent. Yet members of Congress consider both families equal, in economic terms, and tax them at the same rate—15 percent.


A family that earns $100,000 a year is not confronted with the same financial choices as a family that earns $60,000. The family with the larger income may own its home, buy a gilt-edged health insurance policy, and send a child to Harvard University. The family with the smaller income will be compelled to make choices among the three alternatives. Yet members of Congress consider the families equal, in economic terms, and tax them at the same rate—28 percent.


A family in Austin, Texas, with an income of $250,000 is not faced with the same financial uncertainties as a family in New York City with an income of $175,000. Yet members of Congress consider the families equal and tax them at the same rate—36 percent.


A family in Miami with an income of $3 million is not faced with the same financial decisions as a family in San Francisco with an income of $300,000. Yet members of Congress consider both families equal and tax them at the same rate—39.6 percent.



Tax-Free Millionaires



Then, of course, there are the most favored families of all. They are the people whose income puts them in the top 39.6 percent tax bracket, but who pay taxes well below the rate imposed on middle-income and lower-income working folks. And some pay no tax at all.


For this you can thank Congress, which year after year boasts loudly that it is revoking the tax privileges of the wealthy and will force them to pay higher taxes. You can judge for yourself the truth of the lawmakers’ claims, by weighing their words against the results in their never-ending quest to ensure that every affluent person pays income tax. Call it the elusive millionaires’ tax.


It all began on January 17, 1969, when Treasury Secretary Joseph Walker Barr marched up to Capitol Hill to sell the tax program of outgoing President Lyndon B. Johnson. Barr, a Harvard-trained economist with a flair for congressional string-pulling, wanted to stir interest in a new way of looking at tax policies—the concept of “tax expenditures,” meaning money that would no longer be collected in taxes if Congress enacted a given deduction or write-off.


As part of his sales pitch, he told the lawmakers:


“Our income tax system needs major reforms now, as a matter of importance and urgency. That system essentially depends on an accurate self-assessment by taxpayers. This, in turn, depends on widespread confidence that the tax laws and the tax administration are equitable, and that everyone is paying according to his ability to pay.”23


He then warned that the country faced the real possibility of a taxpayer revolt. “The middle classes,” he said, “are likely to revolt against income taxes not because of the level or amount of the taxes they must pay, but because certain provisions of the tax laws unfairly lighten the burdens of others who can afford to pay.”24


To illustrate the inequities, Barr pointed to 155 tax returns filed by wealthy Americans for 1966 with incomes above $200,000, “on which no federal income taxes were paid, including 21 with income above $1 million.”


Newspapers, magazines, radio, and television seized on the disclosure. “Treasury Secretary Warns of Taxpayer’s Revolt,” exclaimed the New York Times.25 “Treasury Chief Warns of Taxpayer Revolt,” echoed the Wall Street Journal.26 “It now appears that the nation’s middle class . . . may be fed up,” asserted Time, adding:


“What upsets Americans most is the feeling that they are being cheated.”27


The drumbeat of news accounts about millionaires who paid no taxes fueled official Washington’s greatest fear: That large numbers of ordinary individuals and families would lose faith in the system and avoid paying their taxes.


Congress responded with the most extensive overhaul of the Internal Revenue Code since 1954. The centerpiece was a new concept—the minimum tax. Now nobody could get away without paying taxes, the lawmakers bragged. Sure, the affluent had used the existing rules and regulations to escape payment of income taxes—but now Congress would create a second batch of rules and regulations overlaying the first, to ensure that everyone would have to pay something.


To reassure a skeptical public, members of Congress’s two tax-writing bodies, the House Ways and Means Committee and the Senate Finance Committee, were loud in voicing displeasure that people with seven-figure incomes were paying no taxes. A report prepared by the Senate committee, then headed by Russell B. Long, Louisiana Democrat, put it this way:


Increasingly in recent years, taxpayers with substantial incomes have found ways of gaining tax advantages from the provisions that were placed in the code primarily to aid limited segments of the economy. In fact, in many cases these taxpayers have found ways to pile one advantage on top of another.


The committee agrees with the House that this is an intolerable situation. It should not have been possible for 154 individuals with adjusted gross incomes of $200,000 or more to pay no federal income tax.28


By the time the House and the Senate had worked their will, never again would the rich be excused from paying a penny in federal income tax. Lawmakers said so.


“Million dollar incomes without tax liability will become a thing of the past,” said Representative Wilbur D. Mills, Democrat from Arkansas and the chairman of the tax-writing House Ways and Means Committee.29


“It was unconscionable that some 155 very wealthy persons paid no tax at all in prior years; the minimum tax and list of tax preferences should foreclose this opportunity,” said Representative Ogden R. Reid, Republican from New York.30


“I do want to point out that this bill does represent a real accomplishment in three fundamental areas. First, it increases tax equity by substantially closing loopholes that have enabled some citizens to avoid paying their fair share of taxes while imposing unduly heavy burdens on other citizens,” said Representative John W. Byrnes, Republican from Wisconsin.31


“As to those 155 or so individuals who supposedly had incomes in excess of $200,000 a year but, because they paid no federal income taxes thereon, set this whole matter in motion, it might be noted that most, and possibly all of them, from now on, will have to start paying at least something again in the way of federal income taxes as a result of this bill’s passage,” said Representative Howard W. Robison, Republican from New York.32


When President Richard M. Nixon signed the tax bill into law on December 30, 1969, he, too, assured working folks that everyone would now be required to pay income taxes:


“A large number of high-income persons who have paid little or no federal income taxes will now bear a fairer share of the tax burden through enactment of a minimum income tax comparable to the proposal that I submitted to Congress. . . . ”33


The “fairer share” turned out to be more of the same—nothing.


In what has become one of those tax miracles so common in Washington, those at the top continued to escape the income tax. In 1974, the number of individuals and families with income over $200,000 who paid no tax stood at 244—up 57 percent from 1966.


So Congress enacted another “tax reform” law aimed in part, once more, at affluent citizens who paid no taxes. If the Tax Reform Act of 1969 was supposed to end the practice by which wealthy people could avoid payment of taxes, the Tax Reform Act of 1976 would really end it.


As Representative Christopher J. Dodd, Connecticut Democrat, explained during House debate in September 1976:


“The conference report also tightens up the minimum income tax provisions substantially, to insure that wealthy individuals will not be able to use tax shelters to get out of paying income taxes entirely.”34


Over in the Senate, Paul J. Fannin, Arizona Republican, asserted that “actions taken by the conferees will assure that all taxpayers pay a reasonable amount of taxes as a result of curbing tax shelter devices and expanding the minimum tax.”35


President Gerald R. Ford said so, too, when he signed the measure into law on October 4, 1976:


“This bill raises the minimum tax paid by high-income persons and eliminates or restricts many tax shelters. These actions are consistent with my firm support of measures designed to close the loopholes and ensure that each taxpayer bears his or her fair share of the overall tax burden.”36


And two months later, the Joint Committee on Taxation emphasized Congress’s reasoning for tightening the minimum tax provision:


The minimum tax was enacted in the Tax Reform Act of 1969 in order to make sure that at least some minimum tax was paid on tax preference items, especially in the case of high-income persons who were not paying their fair share of taxes.


However, the previous minimum tax did not adequately accomplish these goals, so the [1976] Act contains a substantial revision of the minimum tax for individuals to achieve this objective.37


Nevertheless, the numbers kept going the wrong way. By 1986, the number of high-income persons who paid not a penny in federal income tax had climbed to 659—up 170 percent from 1974 and up 325 percent from 1969, when the first of the tax laws was enacted to prevent such an occurrence.


But 1986 would be different. The tax reform act to end all tax reform acts would guarantee it. As lawmakers rushed to praise their handiwork before voting on the Tax Reform Act of 1986, they spoke passionately of what it would achieve in fairness—how never again would the people at the top be granted immunity from paying taxes.


Listen to their words:


“This bill adopts a tough certain exacting minimum tax. We are not going to see stories about this corporation or this rich fellow or this rich woman earning a major amount of money and paying nothing in taxes. . . . What is at stake here is us demonstrating to the American people that we are willing to take the tough choices, make the tough decisions and give them a tax system that they can count on, that is fair, that will finance this government in the right way,” said Representative Byron L. Dorgan, Democrat from North Dakota.38


“Ordinary citizens—those people without the use of high-paid lawyers and fancy tax shelters—have had to witness a parade of newspaper headlines heralding the . . . hundreds of millionaires who paid no federal income taxes. This proposal will make that kind of unfairness a thing of the past,” said Senator John F. Kerry, Democrat from Massachusetts.39


“Madam Speaker, the vote today is for fairness and equity. For decades, the Congress has called for tax reform. This is our chance. We have railed against the abuses of a tax code that allows millionaires and the rich to escape tax-free, while the working men and women of this country pay for everything,” said Representative William B. Richardson, Democrat from New Mexico.40


“By instituting a tough, inescapable minimum tax, we have assured that no matter what special tax incentives wealthy individuals or profitable corporations use, they will be required to pay a minimum amount of tax,” said Senator John H. Chafee, Republican from Rhode Island.41


“Fairness is the hallmark of this bill. We have strengthened the minimum tax for corporations and individuals. No longer will we hear about those who escape their tax responsibility. Taxpayers and corporations alike will pay their fair share,” said Representative Frank J. Guarini, Democrat from New Jersey.42


“It wasn’t too long ago that my constituents were outraged because of news stories that detailed how wealthy individuals and corporations were escaping taxation by cleverly manipulating the law. Under the tax bill, this will no longer take place,” said Representative George C. Wortley, Republican from New York.43


“It makes me angry that 250 families earned over $1 million last year and paid no taxes. . . . This bill makes sure that does not happen anymore,” said Representative Richard A. Gephardt, Democrat from Missouri.44


“[This bill] includes a strong minimum tax provision that assures that wealthy individuals and profitable corporations will pay at least some taxes,” said Senator Charles McC. Mathias, Jr., Republican from Maryland.45


And, finally, one of the two principal authors of the tax bill, Senator Bob Packwood, the Oregon Republican who headed the Senate Finance Committee:


“Every year, the story is printed in the papers—and I paraphrase—844 Americans last year made over $1 million and paid no taxes. That, justifiably, galls the average taxpayer who is making $15,000 a year and paying $1,000 in taxes. This bill closes those loopholes.”46


It did not.


In 1989, the latest year for which statistics are available, the number of persons with incomes above $200,000 who paid not one penny in federal income taxes crossed the 1,000 mark for the first time, reaching 1,081.


That was up 64 percent from 1986.


Let us summarize:


In 1969, it was disclosed that 155 individuals and families, by employing a variety of perfectly legal tax-avoidance devices put into the Internal Revenue Code by Congress, paid no federal income taxes.


Congress said it would put an immediate halt to this intolerable practice by overhauling the tax code. Congress called its solution the Tax Reform Act of 1969.


It didn’t work. Lawmakers, conveniently, left a good many tax preferences intact and created some new ones. As the years went by, the lucky people at the top continued to avoid payment of federal income taxes.


Congress said this was terrible and that it would fine-tune the law and end the preferences. This time, the solution was called the Tax Reform Act of 1976. It didn’t work. Lawmakers, conveniently, left a good many preferences intact and created some new ones. As the years went by, the lucky people at the top continued to avoid payment of federal income taxes. Now there were more of them.


Congress said OK, now we’ll roll up our sleeves and make the tough decisions to really halt this practice. Congress called this solution the Tax Reform Act of 1986. It didn’t work. Lawmakers, conveniently, left a good many preferences intact and created some new ones. As the years went by, the lucky people at the top continued to avoid payment of federal income taxes.


Now there are more of them than when Congress enacted the first “tax reform” bill, or the second, or the third.


Oh, well, you may say—what difference does it make if a thousand or so rich people don’t pay income taxes?


A lot. For four reasons.


ONE. At a cost to the economy of untold billions of dollars, Congress has amended, written, and rewritten the tax laws over and over to halt this one practice—without success. Multiply the minimum tax fiasco by the hundreds of other tax issues that lawmakers have dealt with in a similar fashion, and with the same results, and you begin to understand the current state of America’s tax system.


TWO. The grandiose claims made by lawmakers each time they rewrote the law reflect one of the most enduring traditions in Washington: Say that you have fixed something even when you know—or certainly should know—that you have not. This practice, perhaps more than any other, is undermining the essential trust between those who govern and the governed.


THREE. As a result of that erosion of trust, coupled with the belief that Congress takes special care of certain taxpayers, a growing number of people are flouting the law. Some play the audit lottery, deliberately filing tax returns with questionable entries in the expectation that they will not be examined. (Only five of every hundred returns with income over $100,000 were audited in 1992.) Some file false returns by failing to report all income, inflating deductions, or claiming deductions to which they are not entitled. And some don’t file returns at all—an estimated 7 million in 1992. The estimated loss of tax revenue for 1992: $135 to $150 billion, almost enough to eliminate the deficit.


FOUR. The comparatively few people at the top who pay no taxes are symptomatic of the two-class, two-tax system in which Congress has imposed one tax on the privileged, another on everyone else. The twin systems allow tens of thousands of affluent individuals and families to pay federal income taxes at a rate below that of a middle-class family, and, in some cases, of the working poor.
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