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The Enormous Complexity Of Being Fair .

In Perspedives on Guidance, Hal Gann and Roy Strowd discuss the sts of tax complexity and the asts of simplification.

Hal Gann isa member of Mill er & Chevalier, Chartered, in Washington. He served as an attorney-adviser and associate tax
legislative munsel in Treasury's Office of Tax Policy from 199094. Roy Strowd is a partner with Price Waterhouse, LLP, in
Portland, Ore. He served as an acmuntant-adviser in the Office of Tax Policy from 198992.

Each month, the authors will analyze arecent development in tax guidance, e.g., regulation, IRS pronouncement, statute, or
court dedsion. They will offer their insights and suggestions, and hope that readers will , as well.

A few yeasbad, "SIMPLIFY" becane amantra for the
Service and the Treasury Department, as well as sme
taxpayers and praditioner groups. The fad of the matter
was (and is) that the complexity of our tax system was
bowing, if not quite bre&king, our badks. Nevertheless
the mantra has pretty much worn off and it is fairly
common today for people to regard references to
simplificaion as mere "cocktail party talk.” It is easy to
cite examples where Congress has written complex new
code provisions, or where the IRS and Treasury have
written complex new regulations, but why is the law
beoming so complex? Is there nothing that the
Congress IRS, Treasury, taxpayers, and praditioners
can do about it? Is there an identifiable cnstituency that
will suppat simplification, even if it sometimes costs
taxpayers alittle tax or the fisc alittle revenue?

Wethink it is clea that the principal cause of complexity
is the desire to measure taxpayers' liabiliti es with ever-
greder predsion. Predsion is desirable becaise it
reduces economic distortions, becaise it increases equity
by more acwrately measuring taxpayers relative
incomes, becaise it often raises additional revenue
without raising rates (which can also be expressd as a
preference for taxing everyone equally before raising the
rates on some), and because it increases resped for the
tax system (which is probably just a third way to
describe the quest for equity). But ever-greater predsion
also caries a price It is fairly smple to compute a
taxpayer's foreign tax credit using an overall limitation.
If you want to prevent taxpayers with operations in

several foreign countries from using income eaned in
high-tax countries to shelter income eaned in low-tax
courtries, applying a per-country limitation is a bit more
complex. Allowing taxpayersto apply either an overall or a
per-country limitation takes you up another rung on the
complexity ladder. And if you also want to prevent
taxpayers from using high-taxed types of income to shelter
low-taxed types of income, a system with numerous
"baskets," as well as an overal limitation, is sveral rungs
higher still. Asking individuals, as well as corporations, to
climb thisladder isredly asking alot.

As Congress endeavors to make eah subchapter of the
code similarly predse, it becomes difficult to fit the entire
code into two volumes, the regulations necessarily expand
to fill six volumes, and few IRS agents and praditioners
find themselves able to "keep up" with the detailed rulesin
more than a few aress of the law. Each increment of
predsion caries with it a series of additi onal tax forms and
related compliance costs, as well as an additiona
investment of resources in corporate tax departments. The
resulting frustration causes a loss of resped for the tax
system, which was, of course, a principal reason for
pursuing greder predsion in the first place

The onventional response is that as the world emnomy
becwmes incressingly complex and dynamic, the tax
system must respond with increasingly complex and
dynamic rules. But is this conventional wisdom corred?
The opportunities for technologicad improvements in the
administration of, and compliance with, the tax system
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should be & lesst as grea as the oppatunities for
technologicd improvements in other areas of the
eoonomy. The tax system should enjoy net efficiency
gains like the gains enjoyed by the remainder of the
enomy.

Sometimes, when the level of predsion sought by the
statute fails to justify the complexity it causes, the IRS
and Treasury can rebalance the two. In Treas. reg.
sedion 1.55-1, the IRS and Treasury got some suppart
for simplifying the individual AMT, even in a way that
cost many taxpayers money. When Congress wrote the
new AMT in 1986 it contemplated a mpletely
separate and paralel system of taxation. Thus, ead of
the regular tax rules would operate in a separate and
parallel fashion within the AMT system (e.g., a regular
tax inventory ac@unting system and a parallel system of
AMT inventory acwunting). The legidative history gave
Treasury the aithority to mitigate the complexity of the
separate and perallel system if it could do so without
changing the substantive results too much.
Unfortunately, no one caame forward with suggestions, or
even responded to the mncens that the IRS and
Treasury expresed about the complexity of the separate
and perallel system. /1/ But when the tax forms were
revised to refled the separate and perallel system, the
folks who write the tax preparation software became
responsive; they could not believe that the law required
them to program a "loop" that would completely
recompute taxable income from line 7 for any individual
with tax preference items. The alprit: any preference
item that fell "above the line" caused an increase in
adjusted grossincome (AGI) that affeded the floor on
medicd expense deductions, the limitation on charitable
contribution  deductions, the 2-percent floor on
miscellaneous itemized deductions, the phaseout of
itemized deductions, etc. Of course, the millions of
taxpayers who till use pencils to prepare their tax
returns were required to perform this "loop" at even
greder cost.

The AICPA, which aso deserves much of the aedit for
promoting the "SIMPLIFY" mantra, came forward and
asked for simplification, even though it would cost
taxpayers me money. The Service responded by
proposing and finali zing regulationsin 1994that prohibit
individuals from recomputing AGI for AMT purpaoses.
How did taxpayers fed when simplificaion came & a
cost? Some former mantra-chanters found themselves
oppasing the proposed regulations on behalf of clients.
But the AICPA, to its credit, stuck to its principles and
supparted finali zation of the regulations.

Why didn't the Service ad Treasury let ead taxpayer
choose to recompute AGI if he or she felt it was worth
the mplexity? One reason may have bee

administrability; it is smpler for revenue aents and
Service Center computers if all taxpayers compute their
AMT one way. Also, every eledion requires rules about
how to make the dedion and how to change the dection,
and scores of cases inevitably arise where taxpayers
mistakenly make, or do not make, the dection and want to
amend their returns. A seand reason may have been
revenue; there ae winners and losers under either rule, but
there ae only winners if ead taxpayer can choose his or
her own rule. Finally, it would be hard to argue that thereis
any red simplicity in alowing taxpayers this type of
choice many taxpayers (and most tax preparers) would
fed compelled to compute their tax liability both ways and
choaose the method that would minimizetheir tax.

The question whether choice is smple or complex comes
up in a surprising number of regulations. Here ae three
recent examples:

(1) Tress. reg. sedion 1.12754. The regulations on
contingent debt instruments that were dmost propased in
January 1993 gave taxpayers © many choices that some
commenters bemoaned the cmplexity of the "Chinese
Menu' approach. The aurrent proposed regulations on this
topic dlow much lesschoice, and are much more popular
with the commenters. Perhaps where predsion is
impossble, taxpayers prefer smplicity.

(2) Treas. reg. sedion 1.150255. Commenters have noted
that the proposed consolidated AMT regulations would
take away some of the choices that have dways been
permitted under the regular tax consolidated return rules,
and have urged the government to al ow taxpayers to craft
methods to fit ead taxpayer's circumstances.
Unfortunately, finalizing these regulations did not make it
onto the 1995 Business Plan. The law appeas to be
simpler, for revenue agents as well as taxpayers, if a
unified method can be prescribed and adhered to by
everyone. But is that till true if half of the taxpayers are
forced to change their acmunting methods to readh
unification? The longer it takes to finalize the regulations,
the more settled taxpayers will become in their own
methods.

(3) Treas. reg. sedion 1.4464. The regulations on
acounting for hedging transadions bestow upon taxpayers
the benefits and the burdens of designing methods of
acounting that fit their business neads while "reasonably
matching” the recognition of income on hedges to the
recognition of income on the items being hedged. These
reguations were fairly well-recéved, but whether
taxpayers methods will become ontroversial on audit
remainsto be seen.

It seems clea that in ead case, the government tries to
balance simplicity against predsion, but it is not always
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easy to predict how the commenters will read. Nor is it
always obvious who should bea the asts of this type of
simplificaion. As we mentioned above, Tress. reg.
sedion 1.55-1, and the simplificaion achieved therein,
often increases individuals tax obligations. In other
cases, simplificaion will be posshble & areasonable st
to the fisc, and should be pursued there, as well. /2/

Sometimes, the IRS and Treasury are powerless to
reduce the complexity of a statutory provision. That is
the cae, we think, with the sedion 59A environmental
income tax. Introduced by the Superfund Amendment
and Reauthorizaion Act of 1986 this tax applies to all
corporations with "modified alternative minimum
taxable income" in excess of $2 million. The tax base
was designed as broadly as possble to spreal the burden
evenly acossall corporations and to keep the rate very
low. The design was carried out by applying a flat rate of
0.12 percent to "modified alternative minimum taxable
income." The tax raises about $500million ead yea to
finance the Superfund program, but a recent study by the
Brookings Ingtitute and Resources for the Future
concluded that corporations administrative and
compliance msts of computing and remitting the
environmental income tax may exceel the revenue
raised. /3/ We susped that these st estimates are
overstated, but this tax clealy imposes unnecessary
administrative axd compliance w@sts by forcing
taxpayers who do not owe aiy AMT to compute
modified AMTI solely for purposes of sedion 59A. Is
there no way to design such a tax without forcing
taxpayers to choose between (1) incurring significant
costs to compute AMTI, and (2) beacoming scofflaws by
"guesdimating” their AMTI? Granting that complexity is
sometimes needed to adiieve predsion, were not
convinced that this a cae where much predsion is
needed. After all, the tax is being imposed at a very low
flat rate on &l corporations. How much less predse
would it be to use grossprofit as the tax base and lower
the tax rate even further? Or to use taxable income & the
tax base and raise the tax rate abit?

Moving from sedion 59A to the AMT itself, we think it
may be time to consider repeding this entire separate
and perallel system of taxation. When it was enaded in
1986 as part of the base- broadening and rate-lowering
tax reform effort, the AMT raised a significant amount
of revenue and answered pditicd criticism that some
taxpayers were not sharing the st of funding
government. Some even harbored hopes that our obvious
inabili ty to maintain indefinitely two parallel tax systems
might lead to reped of the regular tax, leaving the much
broader AMTI as a singe, more equitable tax base that
could suppart lower tax rates. But by now it must be
clea to everyone that the AMT is a mere shadow of its
former self and is only shrinking, both in terms of the

revenue raised and in its ability to ensure that everyone
shares the mst of government. It seems to us that the time
has come to admit that the AMT is no longer predse
enough to justify its complexity. If a minimum tax is still
needed to respond to the perception that not all taxpayers
pay their fair share, why not return to a much simpler add-
on tax on preference items? At the very least, do we need
two AMT systems -- a regular AMT system and an ACE
system?

As policymakers continue this yea to evaluate proposals to
replacethe income tax with an alternative tax system, costs
of compliance and administration must be caefully
considered. How will these red-world costs be kept in
chek as these proposals move from their theoreticd
frameworks to adual implementation? It is easy to argue
that in theory, the msts of impasing a different tax should
be much lessthan the adua costs of our income tax, but
the pdliticd processthrough which red tax systems must
pass makes it hard to put much faith in theoreticd
estimates. If, as we susped, Congress is more likely to
enad a seoond tax system than to replacethe income tax
system, it is hard to believe that administration and
compliance msts will dedine. The AMT has taught us that
additional tax systems tend to increase, not reduce,
complexity.

We eaicourage policymakers to take steps this yea to
significantly reduce the red-world compliance msts
asciated with our current tax system. The environmental
income tax and the AMT might be agood paceto sart.
We have focused on the AMT because it is an areaof the
code that we know. /4/ Maybe you know an area of the
code and have ideas about how Congress or the IRS and
Treasury could reduce the st of compliance or simplify
the law without being unfair, and without costing the
government or taxpayers too much money. If so, please
consider sharing your thoughts.

FOOTNOTES

/1 See eg., Treaury's reguest for simplification
suggestions in the preamble to proposed regulations
regarding adjusted current eanings or "ACE" (55 Fed.
Reg. 18629 May 3, 1990). According to the preamble to
the final ACE regulations, "The Service spedficdly
requested comments when it published the notice of
proposed rulemaking on whether the statute and legidative
history required ACE to be aseparate tax system, and if so,
whether there were ways in which the Service ould
mitigate the resulting complexity without deviating from
the substantive results Congress intended. The Service
recéved no comments on these isaues." ( 56 Fed. Reg.
11080, March 15, 1991).
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/2] Treas. reg. sedion 1.56(g)-1(f)(3) is one example of
the government's willingness to pursue such pro-
taxpayer simplification measures. The recature rule in
the proposed regulations was a little simpler (and less
harsh on taxpayers) than the rule in sedion 312(n)(4) on
which it was sipposed to be based. And the final
regulations sgnificantly simplified the cdculation of the
ACE LIFO adjustment (and reduced government
revenues) by completely eliminating the "baseline LIFO
recgture limitation."

/3/ K. Probst, D. Fullerton, R. Litan & P. Portney,
"Footing the Bill for Superfund Cleanups” 54-90
(1995). The study's estimate of administrative and
compliance ®sts is based on a survey of 365
corporations by Joel Slemrod and Marsha Blumenthal.

/4] Our palicy isto disclose when our column focuses on
an issue in which one of us had significant involvement

at Treasury, or to which one of us has devoted significant
attention on behalf of clients. In this case, we both pradice
in the AMT area and one or both of us were involved in
writing ead of the AMT regulations discussed in the
column. We hope that the clumn dces not appea unduly
hard or soft on these regulations.

Editor's Note: On Thursday, March 9, Ways and Means
Committee Chairman Archer proposed to reped the
corporate AMT (but not the individual AMT) for tax yeas
beginning after December 31, 2000. Although changes are
proposed for various tax preferenceitems, the separate and
parallel system concept would remain in place for all
taxpayers through the yea 200Q and for individuals after
that. Seerelated news gory on p. 1583
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