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Tax Reform Update

Tax reform has been in the offing ever since the 2008 elections. It took a back seat to more pressing national
problems for a few years, but calls for major tax legislation have become more frequent and believable.
One source of the calls has been the White House when seeking a “grand bargain” on taxes and spending
programs, which so far have fallen on deaf ears in Congress. The other sources have been various interest
groups and members of Congress who are thinking of tax reform in other terms. Now, Senator Baucus has
released drafts of several specific proposals. Itis useful to review what form tax reform can take in general.
We will discuss the specific Baucus proposals in later issues.

1954-Style Tax Reform

The 1954 Code can be seen as a rationalization of the existing tax laws—the last major rewrite had occurred
in 1939. Since then, World War Il had been fought, an excess profits tax enacted, and the income tax had
been converted into a mass tax from a class tax through vast rate changes and withholding.

Also, a few years prior to the 1954 Code, the IRS had been rocked by scandals. As a result, a broad-scale
reorganization had occurred, which was reflected in part in the Code itself.

Certainly many political calculations led to many favors and detriments being planted in the 1954 Code.
However, it was not an occasion for massive redistribution of the tax burden. The tax rates hardly changed.

1986-Style Tax Reform

The 1986 Code also was supposed to be revenue neutral. However, itinvolved two major moving parts that
did not appear in the 1954 Code: base broadening and rate lowering. It went far beyond rationalization of
the tax law.

The rate lowering was one of a series of rate reductions that had been sought from the high World War I
rates. Reductions did occur in fits and starts from the Kennedy administration forward, but even Eisenhower
opposed some tax cuts, as did Nixon and Ford. Across the board, rate reductions accelerated when the
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Reagan years arrived. As it turned out, the lowest rates since 1926 appeared in the 1986 Code: 28 percent
for individuals’ ordinary income and capital gains.

But the bargain did not hold because deficits were ballooning in the 1980s as a result of earlier tax cuts and
other factors. So the linkage of the capital gains rate and the ordinary income rate was broken in 1991 and
the split has widened since, as the capital gains rate has been driven down and the base for it expanded
to dividends.

Areplay of 1986-style tax reform might seek to again eliminate the capital gains rate differential, but that has
not been suggested by any of the major players in the process. Therefore, while base broadening and rate
lowering, which is sometimes called loophole closing, may be pursued in 2014, elimination of many of the
major complicating features of the Code—like the capital gains differential—is not likely to be addressed.

New Types of Taxes

A totally different type of tax reform has not been seen in the United States since 1913: movement to a
totally different type of tax, either to replace the income tax or to accompany it. During the 1980s and "90s,
there was substantial discussion of flat taxes, consumption taxes and the VAT. The principal impetus for
those discussions was the view that adopting such a tax would have a positive impact on economic activity.

Economic activity is at the top of the list of congressional concerns today, but discussions of consumption
taxes have been relatively muted.

Other Targets for Economic Activity

The major remaining sort of tax reform would be changes designed to encourage economic activity in
particular, but broad, segments of the economy. The principal proposal discussed has been a change in
the method of taxing foreign income earned indirectly by U.S. taxpayers. Multinational corporations, at
least, would think that a change in the subpart F rules is major tax reform. The rest of the country may not
understand what the big deal is.

Conclusion

“Tax reform” is an all-purpose label for several legislative activities. What it may amount toin 2014 remains
to be seen. However, one fundamental feature of all tax reform legislation surely will be true of this one, if
itappears: if a tax law train starts to move toward enactment, many will want to climb on board. Lobbying
will be heavy. We will issue future updates on tax reform.

For assistance with tax lobbying, call members of the Alston & Bird Tax Group.

For more information, please contact Jack Cummings at (919) 862-2302.
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If you would like to receive future Federal Tax Advisories electronically, please forward your contact information to
taxgroup@alston.com. Be sure to put “subscribe” in the subject line.
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