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Globalization Poses New Challenges for Tax Reform
by William Hoffman

Tax Notes Today

The effects of globalization and international competition on the U.S. economy and the government's fiscal
condition will require any tax reform effort made in the coming months to be much different from past efforts,
panelists said January 18 during a conference cosponsored by Pepperdine University and Tax Analysts.

"There is no pot of gold from which to finance tax reform," Columbia Law School professor Michael Graetz said at
the Malibu, Calif., conference, titled "Tax Advice for the Second Obama Administration." Drafters of the 1986
reforms helped finance lower individual tax rates by repealing tax benefits for plants and equipment, limiting tax
shelters, and equalizing rates for capital gains and income, Graetz said. That won't be possible this time.

"Given internationalization of economic activity and increased competition from abroad, repeating the 1986 act's
reliance on increased taxation of corporate income is not, in my view, possible," Graetz said. "Given the size of the
national debt and projected increases in that debt for the near and long-term future, it seems essential for tax
reform to be capable of producing additional revenues going forward."

Tax rates and policies that promote fairness while stimulating economic growth have a dim outlook, Graetz and
other panelists said. Capital mobility and "the interdependence of the world economy makes trying to impose high
income tax rates on multinational corporations and business partnerships counterproductive," Graetz said. "The
substantive difficulties of designing sound corporate income tax policies for today's global economy are difficult
enough," he added, "but taking political considerations into account makes the task positively Herculean."

Tax professors and professionals presented research and offered their take on business and international tax
matters, estate and gift taxes, income and wealth inequality, and the balance between fairness and growth during a
one-day symposium organized by Pepperdine University law professor Paul Caron, author of TaxProf blog, and Tax
Analysts. Most participants agreed that if there is any big reform coming, high- and middle-income earners will
likely see their taxes rise -- although the former will have more opportunities than the latter to escape the burden.

'We Have to Go After Wealth'

"The 800-pound gorilla in the room is wealth," said Edward McCaffery of the University of Southern California
Gould School of Law. "I think we have to go after wealth. I don't think any major tax reform in America has gone
after wealth. What we're doing is shoring up the income tax as a wage tax, or maybe making it more progressive,
but we're not getting at wealth at all. And I think we have to do something."

Graetz said that despite talk on Capitol Hill and in the media about maintaining the nation's tax-to-GDP ratio, or
about the unfairness of President Obama's "class warfare" tax policies, "neither revenue neutrality nor distributional
neutrality will likely suffice for very long." Growing concentrations of wealth and income will persuade some political
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leaders to insist on more progressivity in the tax code, he said.

Who defines progressivity? "The complexity of the fiscal situation in America allows people to make very different
rhetorical claims, and it makes it difficult to figure out what's going on," McCaffery said. The estate tax is the most
progressive tax in the United States, he argued, but it does not contribute meaningfully to wealth equality. In fact,
he said, "if you have capital sufficient to live on, all major American taxes are optional."

And who defines wealth, especially in an age of $1 trillion annual deficits and the government's relentless search
for income to meet its expanding obligations? Kirk J. Stark of UCLA School of Law suggested that although middle-
income taxpayers are financially squeezed, their tax situation is better now than at any time since the 1940s. "It's
hard to imagine a more popular four words than 'middle-class tax relief,'" Stark said. "But in our view, this is a
long-standing bipartisan festival that is worth reconsidering at this important juncture for the American fiscal
system, in part because of concerns about the long-term fiscal stability of the country."

Although some may be ready to raise taxes on middle-income earners, others aren't prepared to let the rich off the
hook. Bruce Bartlett, former Treasury deputy assistant secretary and a columnist for Tax Notes, said he agreed
with Stark, adding, "But I also agree that we need to soak the rich a lot more, too."

David S. Miller of Cadwalader, Wickersham & Taft LLP added, "I think the real key to denting income inequality is
really to dent wealth inequality and to tax the wealthiest people on the wealth that today is untaxed."

Catching Revenue From Passthroughs

Panelists zeroed in on passthrough entity taxation and the estate tax as two areas ripe for reform.

Passthrough entities today generate roughly half of U.S. net business income, according to Karen C. Burke of the
University of San Diego. While passthrough structures include many small businesses, 62 percent of passthrough
income in 2006 went to taxpayers with more than $250,000 in adjusted gross income. Burke proposed taxing
capital gains and dividends at the same rate to ensure a uniform tax burden on distributed corporate earnings.
Higher rates for those taxes could finance a lower corporate tax rate while enhancing overall progressivity, she
said. "If you're going to go where the money is, you're going to have to look at passthroughs," she argued.

Regulatory uncertainty plagues the taxation of passthrough entities, according to Michael L. Schler of Cravath,
Swaine & Moore LLP. "It's actually worse than it sounds because when it's a complete mess, it means the taxpayer
can take any position they want," Schler said. "That's a real revenue loss to the government."

Several speakers took aim at the $5 million estate tax exemption and the section 1014 rule regarding stepped-up
basis on death.

"The $5 million exemption for estate and gift [taxes], and especially for generation-skipping transfer taxes, makes
no sense at all," said Grayson M.P. McCouch of the University of San Diego School of Law. "By opening a $5
million exemption, coupled with unlimited basis stepped up at death, we have basically just opened up a huge
giveaway to not even the middle class but to more than 99 percent of decedents to just escape the basic income
tax . . . and we've pulled away what used to be a substantial countervailing tax that offset the benefit of that step.
And that, I think, is hard to defend."

One possible reform would be to prospectively curtail the $5 million exemption, at least for long-term trusts,
McCouch said.

McCaffery called for repeal of the stepped-up basis rule. In 2010, he said, taxpayers had the option of either no
estate tax and a carryover basis or a $5-million-per-person exemption and a stepped-up basis. "The overwhelming
majority of decedents chose the latter," he said. "Stepped-up basis is very big, very important, [and] it's always
been linked to the estate tax."

Joseph J. Thorndike, director of Tax Analysts' Tax History Project and a contributing editor of Tax Notes, said the
estate tax might be "irrelevant" for revenue and progressivity purposes (as Caron argued in a paper coauthored
with James Repetti of Boston College), but it's likely not yet dead politically. The estate tax addresses wealth



inequality indirectly, while "efforts to address inequality head on -- as in 'these people are just too damn rich and
other people are too damn poor' -- are historically not successful in the United States," he said.

'International . . . Where the Action Is'

Like the economy, tax law, policy, and regulations are increasingly global, panelists said. The international sphere
"is really where the action is, where the money is, because that's where the worst problems of the current system
seem to be," according to Robert Goulder, editor-in-chief of Tax Analysts' international publications.

Enthusiasm was guarded for replacing the current U.S. worldwide system of taxation with a territorial system.
Goulder said he has yet to be sold on the territorial system. A high statutory corporate tax rate creates incentives
to shift income to other countries and deductible items or losses to the U.S., he said. Taxing domestic profits
currently while foreign profits are taxed when repatriated means "a tax deferred is a tax avoided," he added. But, he
asked, why not keep a worldwide system, eliminate deferral, and push the corporate rate lower?

"I think the intelligent debate is not about what the rate is," Goulder said. "If you have tax reform that gets rid of
holding companies in the Cayman Islands, you've done something good. And by that I mean the bogus shell
companies in the Cayman Islands."

Martin A. Sullivan, chief economist at Tax Analysts, proposed changing the tax treatment of interest in a territorial
system from allocating interest by assets to allocating it by gross profit (that is, before interest deductions). Under
his proposal, a company with interest deductions that shifted profits to, say, Ireland would reduce the amount of
interest it could deduct in the United States, reducing the incentive to shift profits. Adopting new interest allocation
rules could prevent revenue losses and economic distortions caused by multinational corporations shifting interest
deductions to high-tax jurisdictions.

Reuven Avi-Yonah of the University of Michigan said he favors a single-factor sales-based apportionment system
(also known as a destination-based income tax system) because it treats U.S. and foreign-based multinational
corporations the same way. "The idea is you tax international [corporations] based on where their sales take place.
You tax importers and exempt exporters, and it has all the VAT-type advantages. . . . I think it's a big revenue raiser
. . . and it does away with all of this game playing," he said.

Allison Christians of McGill University said reformers should push for reciprocity in the Foreign Account Tax
Compliance Act. As is, FATCA "is a terrible deal for poor countries who cannot enter into an agreement with the
U.S. . . . because they don't have tax treaties," Christians said. "So all those countries from whom tax dollars are
siphoned on a daily basis to their huge detriment, all the poor countries of the world, are left out of this regime
altogether, and we have no answer to them from the U.S."

Occupy the Tax Code?

Panelists incorporated some themes of the Occupy Wall Street protesters in their presentations.

"Before we ask the middle class to pay their fair share, we have to do a much better job of ensuring that the
wealthiest pay their fair share," Miller said. "And maybe that won't be enough, but let's start there."

Dorothy A. Brown of Emory University argued that taxpayers of color do not benefit as much as members of
Congress do from special deals such as taxing income from stock at a preferential rate compared with wages. She
favored repeal of such special breaks, including the exclusion from income for employer- or union-provided
pensions, in exchange for shaving as much as 10 percentage points from most individuals' income tax rates.

How could reforms be achieved? "What we need is what political scientists call a focusing event," Brown said. She
would commission the IRS to study the unreleased tax returns of all members of Congress and release a report
comparing the results with what the average American pays. "I predict that after the '535 Report' is released, the
public will get angry, and Congress, even more concerned about primary challengers, will embrace tax reform,
which is good for most Americans even if it is bad for [Congress]," she said.



Miller contested the premise that Congress and the wealthy value deductions over rate reductions. Most of the
highest-income taxpayers "would trade away their deductions for a 10 percentage point reduction in a moment," he
said. Miller proposed a mark-to-market tax system on the wealthiest 0.1 percent of the population, which he said
would raise $2 billion from Warren Buffett alone.

Francine J. Lipman of the University of Nevada, Las Vegas, School of Law hailed the extension through 2017 of
enhanced earned income tax credit benefits in the American Taxpayer Relief Act of 2012 (P.L. 112-240). Lipman
worried what tax reform might do to anti-poverty programs, such as the EITC, that are administered by the IRS.
"We must preserve the anti-poverty relief in the tax code," she said. "While it certainly would be wonderful if these
individuals didn't have to actually file tax returns and get their relief from the tax system, and [instead] get it
automatically by not having to pay regressive Social Security taxes, we're using the tax system to deliver these
benefits, so let's first do no harm."

He Who Has the Gold Makes the Rules

If there is tax reform this year, panelists agreed, the winners will be those with the political power and will to
dominate the debate.

The rich know how to make their voices heard, through campaign donations and "lobbying the regs," Sullivan said.
Lobbyists and lawyers fill the meeting rooms when the IRS holds public hearings on regulations, and their voices
are that much more persuasive when Congress is less than supportive of the IRS's regulatory mission. "If we want
a change, then we don't need to march in the street," Sullivan said. "You should go to one of these hearings."

Lower-income Americans could be at a disadvantage in the tax reform political process. "I think the problem is
there are a lot of Americans, including a lot of low-income Americans, who sincerely believe that increasing taxes
on anybody means bigger government, and that big government is this country's biggest problem," Miller said.
"And I believe those beliefs have to be addressed directly."

Republicans have already shown their cards. Since California's passage of the property-tax-capping Proposition 13
in 1978, "antipathy to taxes has served as the glue that has held Republican coalitions together," Graetz said. "So
revenue-increasing tax reform will be extremely difficult if not impossible politically," he added.

However, few believed the GOP would blink in the recent fiscal cliff standoff. With the rich now paying a higher
income tax rate, some believe it might be easier to get middle-income earners to pay more, too. "Many tax reforms
that we would like to see that would raise income from the top quintile or the top decile -- such as carried interest,
for example -- those things politically are incredibly difficult to accomplish," Stark said. "But once there is a credible
possibility of a substantial increase in middle-class tax burdens, then we might start to take seriously some of
these other reforms affecting high-income households."
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