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REVENUE RAISING OPTIONS REQUIRED UNDER
THE FISCAL YEAR 1988 BUDGET RESOLUTION

~ FRIDAY, JULY 17, 1987

U.S. SENATE,
COMMITTEE ON FINANCE,
Washington, DC.

The committee was convened, pursuant to notice, at 10:08 a.m.,
in Room SD-215, Dirksen Senate Office Building, Hon. Lloyd
Bentsen (chairman) presiding.

Present: Senators Bentsen, Moynihan, Baucus, Bradley, Riegle,
Daschle, and Chafee.

[The press release announcing the hearing follows:]

[Press release No. H-56, July 7, 1987]
FinaNcE CoMMITTEE To HoLp HEARINGS ON BUDGET RESOLUTION

Washington, D.C.—Senator Lloyd Bentsen (D., Texas), Chairman of the Senate Fi-
nance Committee, announced today that a series of three hearings will be held to
consider the committee’s obligation for -aising revenues as required under the
hudget resolution for fiscal year 1988.

““The budget resolution passed by the Congress instructs the Finance Committee
to report legislation raising $19.3 billion in new revenues for fiscal year 1988. The
hearings will enable the committee to examine all possible options for meeting its
goal,” Bentsen said.

The hearings will focus on all available revenue options, particularly those includ-
ed in the Joint Tax Committee’s staff pamphlet published on June 25, 1987.

The hearings are scheduled for Wednesday, Thursday and Friday, July 15, 16 and
17, 1987 at 10:00 a.m. in Room SD-215 of the Dirksen Senate Office Building.

Senator Baucus. I guess we can begin. The first panel in our
third day of hearings on revenue options will be Dr. Richard Rahn,
Vice President and Chief Economist, U.S. Chamber of Commerce;
Mr. Rudy Oswald, Director of the Economic Research Department,
AFL-CIO; Mr. John Motley, Director, Federal Legislation of the
National Federation of Independent Business; and Mr. Paul Huard,
Vice President, Taxation and Fiscal Policy of the National Associa-
tion of Manufacturers.

I will remind the witnesses that you have five minutes for your
staterélents. Your prepared texts wil:, of course, be included in the
record.

Dr. Rahn, why don’t you begin?

STATEMENT OF DR. RICHARD RAHN, PH.D., VICE PRESIDENT,
CHIEF ECONOMIST, U.S. CHAMBER OF COMMERCE, WASHING-
TON, DC
Dr. RauN. Thank you very much, Mr. Chairman. I am Richard

Rahn, Vice President and Chief Economist at the United States

@
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Chamber of Commerce, and on behalf of 180,000 members, I wish
to thank you for allowinf us to testify today.

I will outline $27 to $47 billion worth of deficit reduction propos-
als for you to consider, $20 billion being within the jurisdiction of
this committee under the present rules.

Discussion of tax increases to date has proceeded in a disturbing
manner. We find ourselves debating tax increases on the merits of
their progressivity, their acceptability, and even their, disguis-
ability.

The fundamental question, ‘“Will Americans be better of given a
$20 billion tax increase?”’, seems rarely to be asked.

Our analysis gives us an unambiguous worse-off answer to that
question. Truly bizarre arguments have been made as to why Con-
gress cannot cut spending and why it must increase taxes.

Setting aside specific special interest pleading and ideology, let
us look at the facts.

Every time Congress has increased taxes since World War II,
spending on average has increased $1.58 for each $1.00 of tax in-
creases. As a result, deficits have tended to grow larger rather than
smaller after each tax increase.

Second, increases in tax rates on labor, capital, or directly on
goods and services tend to raise less revenue than initially forecast
because the tax increases the cost of whatever is being taxed, re-
sulting in a decline in the demand for the item being taxed.

Third, tax increases, by increasing the cost of whatever is being
taxed, results in less than optimum allocation of resources which in
turn lowers real incomes, reduces job opportunities and raises eco-
nomic misery.

Taxes alter the return to every activity undertaken by individ-
uals and businesses, thus altering the allocation of resources in the
economy away from the most efficient uses as determined by indi-
vidual decisions in the market.

Fourth, tax increases facilitate increases in Government spend-
ing, but beyond a certain percentage of gross national product, in-
creases in Government spending reduce rather than enhance eco-
nomic growth.

The United States has already passed that point, and further in-
creases in spending will reduce growth. The reduced growth rate
occurs for several reasons: the increased cost of tax administration
and compliance, the Government sector tends to be less efficient
than the private sector, and Government transfer payment pro-
grams tend to misallocate resources and provide disincentives for
productive economic activity.

Under your rules, the Gramm-Rudman-Hollings Act allows a
committee of the Senate or House that receives a budget reconcilia-
tion directive to substitute spending reductions egual to up to 20
percent of the revenue increases required by the directive.

.n accordance with this provision, we recommend that the com-
mittee substitute $3.9 billion in spending reductions for revenue in-
creases; and I hope you would particularly look at COLA adjust-
ments for Social Security and some adjustments in Medicare.

Capital gains taxation. There is a large body of evidence now
that a reduction in the capital gains rate would increase tax reve-
nues.
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We have had a lot of experience in recent years with increasing
and decreasing capital gains rates, and the body of evidence seems
to indicate that a maximum capital gains rate of between 15 and
17.5 percent would maximize revenue.

Recently, Professor Lawrence Lindsey of Harvard University did
an analysis of everybody’s studies, including his own, and after re-
viewing these, it appears that reduction of the maximum capital
gains rate from the current 28 percent to 15 percent would in-
crease revenues between $4 billion and $8 billion in 1988 and be-
tween $5 billion and $1 billion in 1989.

This rate reduction would give you more revenue and greatly in-
crease the efficiency of the economy and have many side benefits.

Now, I know when the Treasury representative testified, Senator
Wallop had asked him several questions about doing a revenue
forecast; and we would recommend that the committee request a
dynamic revenue forecast from the Treasury Department, includ-
ing the effect of the current stock of capital gains, the effect of cap-
ital gains tax rates on startup and innovative firms—the source of
much capital gains—and an analysis of the second-order effects tht
would result from increased capital gain realizations.

A lower capital gains sale a more efficient capital stock alloca-
tion and higher employment.

I have listed in my testimony numerous specific items for the
Congress to look at both in terms of increased revenue and expend-
iture reduction. Given the lack of time, I won’t review all those for
you.

But the proposals we have laid out would help enable the Con-
gress to meet its deficit reduction targets in an economically con-
structive manner without slowing economic growth, exacerbating
poverty, increasing unemployment, or harming the competitiveness
of U.S. business. -

It is possible for you to make tax and spending adjustments that
we believe will ensure a continuation of our near record peacetime
expansion. -

We urge you to take the constructive course we have recom-
mended rather than burden the economy with a major tax in-
crease, which is guaranteed to increase the misery of our citizens.

" Thank you very much, Mr. Chairman.

Senator Baucus. Thank you, Dr. Rahn.

The next witness will be Mr. Oawald.

[The prepared statement of Dr. Rahn follows:]
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I am Richard Rahn, Vice-President and Chief Economist of the United
States Chamber of Commerce. On behalf of our 180,000 member businesses,
associations and state and local chambers of commerce, I welcome the
opportwmivy to present our thoughts on the diffi:ult choices thet you must
make this year.

The recent budget resolution instructs the Senate Committee on Finance
and the House Committee on Ways and Means to raise $19.3 billion in new
revenues for Fiscal Year 1988 as part of an effort to substantially reduce the
deficit. That is the wpleasant task with which your committee is faced. It
requires the committee to make difficult choices that will have a lasting
ifmpact on the economic future of the cowntry. Proposals that the committee
will consider include those that are cowmterproductive and economically
destructive and those that are productive and economically constructive, which
will reduce the federal budget deficit, promote prosperity and improve the
standard of living of the American public.

The U.S. economy 18 today much healthier than it was in 1981.
Unemployment, inflation and interest rates are all significantly lower. Yet
the accomplishments of the last six years are not grounds for complacency, for
the economy is weaker than we would all prefer. During the past two years,
economic growth has averaged about 2.5 percent and projectinns for 1987 o not
include an improvement over that rate. (his lackluster performance can, in
large part, be traced to the climate of uicertainty surrounding tax policy.
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Discussion of tax increases has, to date, proceeded in a disturbing
manner., We find ourselves debating tax increases on the merits of their
progressivity, their acceptability and even their disguiseability. Lacking
from this debate has been any meaningful discussion over what makes good tax
policy. In essence, good tax policy starts with a very simple question, "Does
this provision belong in the tax code?” It does not, as has been all too
often the case, start with "Can this be taxed?” The. fundamental question -
"Will Americans be better or worse off given a twenty billion dollar tax
increase?” — seems to be rarely asked. Our analysis gives an unambiguous

"worse off"” answer to that questioan.

Truly bizarre arguments have been made as to why Congress cannot cut
spending and why it must increase taxes. Setting aside specific special
interest pleading and ideology, let's look at the facts:

1. Every time Congress has increased taxes since World War
II, spending has increased an average of $1.58 for every $1.00
increase in taxes. As a result, deficits have tended to grow larger

rather than smaller after each tax increase.

2, Increases in tax rates on labor, ::?pital or directly on
goods and services tend to raise less revenue than initially
forecast because the tax increases the cost of whatever 1s being
taxed, resulting in a decline in the demand for the item being taxed.

3. Tax iIncreases, by increasing the cost of whatever 1s being
taxed, result In a less than optimum allocation of resources, which,
in turn, lowers real incomes, reduces Job opportunities and raises
economic misery. Taxes alter the return tc every activity
undertaken by individuals and businesses, thus altering the
allocation of resources in an economy away from their most efficient

uses as determined by individual decisions 1n the market.
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4, Tax Increases, as shown in (1) above, facilitate increases
in government spending. But, beyond a certain percentage of Gross
National Product (GNP), increases in government spending reduce
rather than enhance economic growth. The U.S. has already passed
that point and further increases in spending will reduce growth. The
reduced growth rate occurs for three reasons: the increased cost of
tax administration and compliance, the government sector tends to be
less et‘fj.cien't than the private sector and government transfer
payment prograns tend to misallocate resources and provide
disincentives for preductive economic accivity. As ian the case of
tax increases, this reduced rate of economic growth results in fewer
job opportunitiea, less progress against poverty and more economic

misery.

Reconciliation Substitution

Section 310(c) of the Balanced Budget and Emergency Deficit Control Act
of 1985 (P.L. 97-177, Gramm-Rudman-Hollings) allows a committee of the Senate
or Houge that receives a budget reconciliation directive to substitute
spending reductiocns equal of uwp to 20 percent of the revenue increases
required by <he directive, In accordance with this provision, we recommend
that the committee substitute $3.9 billion in spending reductions for revenue
increases. In particular, we recommend that the committee consider the
price-indexed bond proposal described below or reduce entitlement spending

within its jurisdictioa.

In addition, we recommend the following revenue raising options for

your consideration.

Capital Gains Taxation

The Tax Reform Act of 1986 marked a significant change in American tax
policy. The Act recognized that high marginal tax rates served to hinder
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econonic growth by reducing incentives to work, save and invest., Tax rates
were lowered almost across the board, for both individuals and businesses. I
say almost across the board because the Act failed to extend that principle to
the treatment of capital gains, Rather than lower the capital gains rate, as
was done for all other forms of income, that rate was raised from 20 to 28
perceat, a 40 percent increase. If you consider state income taxes, the
capital g;sins rate was in some cases increased by as much as 66 perceat,,

Capital gains have shown a strong sensitivity to tax rates. In the
years 1969-1975, when capital gains were taxed at a rate of 42,5 percent,
there was essentially no growth in capital gains realization. When the rate
on capital geins was increased further in 1976 -~ to 49 percent —— there was
again little growth in capital gains notwithstanding the high rate of
inflation. When rates on capital gains were finally reduced in 1979 the
effect was not, as many had predicted, a revenue loss. Quite the contrary.
Capital gains increased from $45.3 billien in 1977 to $73.4 billion in 1979,
This increase in the amount of capital gains realized in 1979 translated :ato
$2.6 billion of additional revenue despite the lower tax rate applied to those
gains. In 1981 the rate on capital gains was reduwed from 28 to 20 percent,
and resulting in further federal revenue gains of more than $1 billion per

yeaz. -

Dr. Lawrence Lindsey, of Harvard University and the National Bureau of
Economic Research, has examined the relationship between tax rates and capital
gains. His findings confirm the negative effect of high capital gains taxes
on federal revenues and indicate that large vevenue zains are possible from a
reduction in the capital gains tax rate. Dr. Lindsey's re-estimation of
Martin Feldstein's work, excerpted in Table I, led him to project a $7.7
billioa increase in federal revenues for 1988 following a reduction in the
capital gains rate to 15 percent. Over the period 1988-1991 this gain could
amount to a3 much as $43.2 billion. Lindsey's own model predicts that

reducing the rate to 15 percent would increase revenues by $19.2 billiom.



TABLE I
POTENTIAL REVENUE EPFECT OF A
FIFTEEN PERCENT CAPITAL GAINS TAX
($ billicas, fiscal years)

Revenue 1988 1989 1990 1991 Total
Feldstein 7.73 10.99 11.80 12,73 43,2
Lindsey 3.49 4,92 5.25 5.57 19,2

Source: Lawrence Lindsey, Capital Gains Taxes wnder the Tax Reform Act of
1986: Revenue Egtimates Under Various Assuaptions (Cambridge, Massachusetts:
Nationsl Bureau of Economic Research, 1087)

Increages in capital gains realization would come primarily from the
affluent, In other words, reducing the capital gains rate would increase the
progressivity of the tax system by increasing the share of the overall tax
burden borne by upper income taxpayers. The experience of 1981-1985 shows how
dramatic this effect can Le. As Table Il shows, time periods with lower
capital gains rates have been associsted with increases in capital gains by
each and every income group. All income classe: increased their rzalization

P of capital gains, although upper income groups increased thelr capital gaias,
and therefore their taxes, by a larger amount than lower jncome groups.

‘An increase in capital gaine realization allows individuals to adjust
their portfolio holdings. At a lower rate, individuals are no longer "locked
in" to existing investments because they would not lose as high a percentsge
of their equity-to the government. The ability to engage in portfolio
adjustment 1s an integral part of a free market economy and will enhance
efficiency and promote economic growth. Moreover, these individuals will be

more willing to invest in entrepreneurial ventures once the tax on success is

smaller,

Clearly, a reductioa in the capital gains tax rate will have the
benefit of providing at least $3.5 billion in additional revenue for the
government. Moreover, it will increase capital formation and venture capital,

which in tum will create more jJobs and income for our citizens.
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TABLE IX
NET LONG-TERM CAPITAL GAINS 1978-1984

AGIL XChange X Change

Class ($000) 1978-1981 1981-1984

0-25 36.1% 78.81 B

25=-50 13.3 53.9
- 50-100 69,7 88.4

100-500 120,9 76.8

500 and above 302.7 169.1

Source: Statistics of Income, Internal Revenue Service, 1978-1984,

Tax Court Docket Relief

As of March, 1987, the Tax Court had an enormous backlog of 79,300
cases. A single case can take as many as 10 years before it i1s heard. The
effect of this backlog 15 twofold. It {s wmjust to the taxpayer and it
deprives the federal government of revenues for years. It is also unfair that
taxpayers must wait years to have their disputes with the Internal Revenue
Service (IRS) resolved, because the potential penalties and interest compound
and wmcertainty continues. Speedy resolution of disputes is a central notion
of &merican justice. Moreover, the federal government 1s deferring billions in
revenues by allowing the backlog to become =20 serious.

Several members of Congress have suggested that the government allow
taxpayers to settle their disputes with the IRS for a fixed percentage of the
amownt in dispute, plus interest. Such an approach would have the quadruple
benefit of aiding the administration of the civil justice system, enhancing
federal tax revenues during a period when reveaues are badly needed, reducing
Tax Court administrative expenses and freeing I.R.S. personnel for other
enforcement purposes. This revenue raising option could, based on the number
of outstanding cases :1d average awards, conceivably raise billions of dollars

and should raise at least one billion dollars. This option deserves serious

study to determine 1f there are any reasons not to go forward with 1t and to
establish sowmd procedures for implementation of the proposal. Similar
possibilities should be explored for tax cases before the U.S. District Court
and the Court of Claims.
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Naval Petroleum Reserves

Runing an oil field is a business and should not be a government
activity. However, for the past decade the Naval Petroleum Reserve (NPR) has
operated as a government-owned oil field, It has sold oil at rates far below
the market price. It is also burdened with many unnecessary government

regulations.

The Office of Management and Budget (OMB) estimates that about $2.5
billion in annual receipts can be generated from the sale of NPR to the
private sector. Critics allege that such o1l should remain in the ground for

security reasons. However, halting production is no longer a realistic
option. Once production has begun, the wells cannot be easily plugged because
oil would seep into areas from which it cannot be recovered. The goverment
also owns the Strategic Petroleum Reserve, a preferable way to handle a crisis

because it can pump oil 30 times faster than the NPRs.

Financial Asset Sales

.

A large amount of revenue can be generated by sales of federal loans.
A 1984 Congressional Budget Office (CBO) study estimated a potential one-time
net cash inflow to the Treasury of $95 billioan if $208 billion of the federal
loan portfolio were sold. The President's budget contains a much smaller,
politically arhievable, package of sales with a face value of $11.2 billien
which would generate about $5 billion in revenues for 1988, A Heritage

Foundation study cencludes that asset sales could realistically yield _3_12
billion for 1988.

Critics argue that loan asset sales do not constitute real deficit
reduction. However, loan asset sales do Increase the cash flow of government
on a dollar for dollar basis. This enables Congress to meet its deficit
reduction targets while puttiang into place spending reduction packages that

AL |
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generate larger savings in the out-years. Selling such loans also makes the
federal subsidy imbedded in these loans come to light, potemtially curbing
program abuse. Precedent for this approach was established when Congress
coumted the Rural Electrification Administration (REA) pre-payment as savings
in the 1988 budget resolution. This payment has the same upfront cash flow

element as loan asset sales.

User Fees on Inland Watexrway Projects

The Corps of Engineers (COE) currently spends $3 billion annually on
multipurpose water projects. Under current law, COE user charges are low and
in some cases nonexistent. Waterway users (i.e., commercial shippers)
currently contribute only 8 percent of federal expenditures on the inland
waterway system. The burden of waterway projects coqtinues to fall on the
taxpayers' shoulders. According to the Congressional Budget Office and the
Heritage Foundation, if annual user fees that covered operating and capital
costs were levied, they would reduwe the deficit by $1 billion annually.

Below~cost user fees have had other harmful effects besides
contributing to the size of the federal deficit. These include creating
excess demand for new dredging and construction projects and promoting
artificially high use of shipping for transporting goods rather than less

costly modes of transportatiom.

Contrary to critics' claims, increased user fees would not be
financially ruinous for U.S. shippers. The CBO has estimated that full-cost
recovery user fees for ports and harbors would increase the cost of goods only

slightly.

User Fees For Federal Gredit Programs

Increased user fees on a wide variety of federal credit programs
(Veterans Administration loans, Federal Housing Administration loans,
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Commodity Credit Corporation, export credit loans, maritime loans, education
loans, and RFA loans) have been proposed. The proposal is related to Grace
Commission recommendations to improve federal credit pollcy. The basic
proposal is to implement a 5 percent origination fee for most of these loans.
The proposal would affect more than 85 perceat of newly guaranteed loans that
do not currently have suth a fee in place. OMB estimates revenues of $1.5
billion for the first year.

Individuals and businesses who use such loans would have to confront
the higher user fees, However, other borrowers must pay higher interest
rates, receive less favorable credit terms or are unable to get credit at all
because the federal government has channeled credit to the borrowers whom it

favors.

Coast Guard User Fees

User fees could be established for U.S. Coast Guard services that
provide direct bemefits to commercial mariners and other users. According to
CBO, such user fees could generate $900 million in deficit reduction annually.

Just as automoblle owners assume the costs of building and maintaining
roads and as local taxes pay the costs of police and fire protection, so
should boat owners help defray the costs of federal services pravidé;i solely
for their benefit. In additiocn, the burden on most recreational boat owners
would be small; the CBO estimates that fees for recreational boaters would be
less than $20 per year, The impact of fees on the fishing industry and
commercial shippers wovld be greater but not overly burdensome. User fees
would merely cause industry prices to reflect more accurately the real cost of

these conmercial activities,

Auwction of the Unassigned Snectrum

The Administration proposes the use of awtions, instead of the present

practice of using hearings and lotteries, to assign Federal Communications
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Coumission licenses for use of the wmassigned spectrun. Revenues generated
from such sales are estimated to be $600 million annually.

Auction authority will not affect the terms of licenses awarded and
will not apply to licenses awarded in any medium of mass communications or
for public safety or amateur services. Public auwctiocas will capture the true
value of the license and give taxpayers & return for the use of the spectrus,

which 1s public property.

Excess Real Property

The President's Private Sector Survey on Cost Control and the General
Accowunting Office (GAO) point to the need for better policies for federal
asget disposal. Because agencies are often not compensated for asset
dispositions, little incentive exists for such sales. Congress must also

approve even very small sales.

Critics point out that such sales may disrupt the real estate market.
However, such sales could be phased-in over a period of years. Furthermore,
the amount that {8 currently marketable represents only one-half of cme
percent of all federal landholdings. Selling suwh property could yield as
much as $1.0 billion in annual receipts, according to the Private Sector

Survey dn Cost Control.

Private ownership would transform nonessential federal real property
into taxable, wealth-creating assets. If federal property of minimal national
significance were transferred to the the private sector, all parties would
benefit: developers could use the property for profit-making ventures, local
conmuwmities would have a larger tax base at their disposal and the federal

government would gain revenues to offset the deficit.
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Price-Indexed and Gold-Backed Bonds

Price-~indexed bonds and gold-backed bonds could save the Treasury
interest expense. These inflation~proof bonds would compensate investors for
wmexpected changes in the inflation rate. Thus, the Treasury would no longer

have to compensate investors for inflation uncertainty when f{ssuing new bonds.
One third of all new bonds In Great Britain have been so indexed since 1981,

Further studies should be dme to estimate the impact of inflation—proof bonds
in reducing our federal deficit.

For example, estimates from the Heritage Foundatfon suggest that such
inflation-proof bonds could, with as little as a two percentage point
reduction in the cost of federal borrowing, generate up to $12 billion in
annual interest saving and deficit reduction. Other estimates predict a more
modest savings of three billion dollars in the first few years, increasing to
$12 billion after full implementation of the program.

Antrak

According to OMB, privatization of Amtrak could yield $1.6 billion in
1988, Privatization of some or all of the system could be uade a sound
political alternative by giving key constituencies (Amtrak employees,
management, passengers) an ownership stake in the rallroad and eliminating
subsidies through Iimproved efficiency. By turning Amtrak assets over to the
private sector in return for temminating the subsidy, a net savings to the
taxpayer results. Moreover, if Amtrak were private, it would gay local, state

and federal taxes.

Proponents of such a strategy argue that the current subsidy provides
little incentive to cover costs. Cutting sudsidies would therefore effectively
reduce federal outlays and promote efficiency. Anmtrak carries less than 0.3
percent of all intercity passenger traffic in this nation. Even on the
heavily traveled portions of the Amtrak route structure, more than half of its
heavily subsidized patrons have incomes above $30,000, resulting in an Amtrak

subsidy that serves to redistribute income upwards.
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As 18 the case wich most federal subsidies, the subsidies afforded
Antrak could have created geveral times as many new jobs in the private
sector. If Amtrak were sold to the private sector, profitable and popular
routes would not be eliminated but rather would be operated by more
cost-efficient, taxpaying, private owners.

Military Bases

According to the President's Private Sector Survey on Cost Coatrol,
many Departmeut of Defense installations can be consolidated and many others
can be eventually phased-out. A portion of the real property assocliated with
these sites could be sold to the private sector or state and local
governments, Although smaller commwumities could suffer adjustment prodlems,
these problems could be overcome with an orderly phase-out of these
installatiocas.

Selling or reating commissaries for private sector usage and management
is also another source of revenue. Investigatfons have shown that suwch
commissaries are operated inefficiently and are heavily subsidized. Studies by
the Grace Commission have shown that military and private sector pay scales
are equivalent., Therefore, the commissary subsidy is not needed. Even if such
subsidies were useful, a voucher system would be far more efficfent than

federally operated stores.

Deficit reduction derived from base closures and consolidations and
rental income from privately owned commissaries could yield at least $1.5
billion annuslly, according to the Grace Commission.
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Conclusion
Table III sunmarizes ‘the revenue raising options discussed above.
REVENUE RAISING OPTIONS

Fiscal Year 1988 Revenues

Option Description
(Billions of dollars)

Reconciliation Substitution $3.9
Capital Cains 43.5-7.7
Tax Court Docket Relief $1.0-3.0
Military Base Reform $1.5
Naval Petroleun Reserve Sales $2.5
Excess Real Property Sales $1.0
Credit User Fees $1.5
Financial Asset Sales $5.0-10.0
Price~indexed Bonds $3.0-12.0
Aptrak $1.6
Inland Waterways User Fees $1.0
Coast Guard User Fees $0.9
Unassigned Spectrum Auction - $0.4
TOTAL REVENUE RAISING OPTIONS $26.8-47,0

Each of these proposals would help to enable the Congress to meet its
deficit reduction targets in an economically constructive manner, without
slowing economic growth, exacerbating poverty, increasing unemployment or
harming the competitiveness of U.S. business. The pattern of federal
spending, however, forces one into a pessimistic appraisal when assessing the
uses to which these revenues might be put. With federal revenues at record
levels for a peacetime economy, and for many wartime periods for that matter,
it i{s hard to believe that additional federal revenues will result in anything
but additional federal spending. To the degree that these proposals result in
more spending, then whatever beneficial features that they possess in the

abstract will at least in part be negated.

It 1s possible for you to make tax and spending adjustments that we
believe will ensure a coutinuation of our near-record peacetime expansion. We
urge you to take the constructive course we have recommended rather than
burden the economy with a major tax increase, which 1s guaranteed to increase

the misery of many of our citizeas.
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Thank you for the opportunity to present our views on the important
issue of how best to raise the revenues necessary to meet the budget
resolution requirements.
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STATEMENT OF RUDY OSWALD, DIRECTOR, ECONOMIC
RESEARCH DEPARTMENT, AFL-CIO, WASHINGTON, DC

Mr. OswaLp. Thank you, Mr. Chairman. I am happy to appear as
the Chief Economist of the AFL-CIO, representing some 13 million
members, and to be able to state what we feel are fair and equita-
ble measures to meet the budget resolution revenue targets.

The effect of the 1981 tax cut, the rapid buildup of defense spend-
ing, and mounting interest costs have resulted in a budget deficit
estlilmated at nearly $140 billion and a debt expected to exceed $2.6
trillion.

Revenue raising action is essential, and we support your efforts.
But central to our support for additional revenue is our strong
belief that any new revenues be raised on the basis of ability to
pay.
For that reason, we urge the committee to focus its attention on
the individual and corporate income tax and the estate and gift tax
in fulfilling the revenue targets with the Concurrent Resolution on
the Budget for Fiscal Year 1988.

We are opposed to new or expanded sales, excise, or other con-
sumption taxes. Regressive taxes are contrary to the goal of tax
justice and the intent of Congress just last year in enacting the
1986 reforms.

We also remain vigorously opposed to any renewed attempts to
tax employer-provided workplace benefits. Specifically, we suggest
that the necessary funds be generated through actions in the fol-
lowing areas: (a) maintain the top individual tax rate at 38.5 per-
cent, rather than 28 percent; (b) make the current individual tax
rate of 33 percent explicit, rather than a phase-in, phase-out rate;
(c) reduce corporate tax rate to 38.5 percent, rather than the cur-
rent 34 percent; (d) change the foreign tax credit to a deduction
and eliminate the deferral privilege for U.S. corporate income
earned abroad; (e) impose a surtax on upper income individuals
and corporations; (f) close the capital gains at death loophole and
eliminate reductions in the estate and gift tax rates; and (g) close
sui:h loopholes as limited partnerships and preferential accounting
rules.

Revenue from these sources could far exceed the $19.3 billion
called for in fiscal year 1988 and a three-year total of $64.3 billion.

The foregoing proposals are options the Congres: should consider
in its search for needed revenue. These alternatives would raise
revenue in a fair and equitable fashion forwarding the goal of tax
reform.

The changes we recommend would also offset the loss of revenue
after 1988 anticipated as a result of the 1986 Tax Reform Act.

That 1986 bill removed most of the working poor from the tax
ll;oll(si and required corporations to shoulder a fairer share of the tax

urden. -

The legislation, however, went too far in cutting tax rates for
wealthy individuals and highly profitable corporations.

As a result, although the 1986 effort did much to achieve goals of
taxing equals equally, it did little to make the tax structure more
progressive.
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We urge that the promise of tax reform be kept and rate sched-
ules be enacted that reflect the principle of taxation based on the
ability to pay.

Beyond the matter of tax receipts is the broader issue of social
responsibility demonstrated by the share of taxes required of indi-
viduals and corporations.

Taxpayer morale and support by Americans of the fiscal under-
pinnings of the Federal Government can be ensured only by contin-
ued Congressional action to spread the tax burden equitably.

The AFL-CIO urges Congress to freeze the top individual tax
rate at 38.5 percenc, rather than reduce it to 28 percent. The 38.5
percent rate would apply to income above $225,000 and would raise
some $4.7 billion in 1988.

The top rate has already been reduced substantially. Following
World War II, the top rate was 91 percent. In 1965, it was 70 per-
cent; and in 1981, the top rate was cut to 50 percent.

Now, in 1987, the rate is 38.5 percent with a further reduction to
28 percent scheduled for 1988.

In our estimation, this is too large a cut in the taxes of the
wealthy.

We wish that we could come before you and claim that the Fed-
eral deficit can be ignored, or that simple, painless measures—par-
ticularly on the spending side of the equation—will do the trick.
The facts, however, are otherwise.

The unfair and revenue devastating 1981 tax cut costs some $259
billion in 1988 revenues lost. Ten actions since that time to in-
crease Federal receipts offset that loss so that now it is only $136
billion, an amount sufficient to wipe out nearly all the deficit ex-
pected in 1988.

Inflation adjusted defense outlays since 1981 have grown by 44
percent, and interest rates on the debt—also in real terms—have
more than doubled in that same period.

Moreover, if we are to believe the President’s claim that his pro-
posals for defense and domestic spending in 1988 reflect the lowest
levels of such spending in keeping with the nation’s needs, then the
only way to achieve the balanced budget that the President contin-
ues to advocate is to increase revenues.

Revenue can be raised, and it can be done in a fair and even-
handed way. It can leave intact the 1986 tax structure for most
Americans, by asking the wealthiest to taie a somewhat smaller
cut in their taxes. Thank you, Mr. Chairma...

Senator Baucus. Thank you, Mr. Oswald.

Our next witness will be Mr. Motley.

[The prepared statement of Mr. Oswald follows:]
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STATEMENT OF RUDOLPH A. OSWALD, DIRECTOR
DEPARTMENT OF ECONOMIC RESEARCH

AMERICAN FEDERATION OF LABOR AND CONGRESS OF INDUSTRIAL ORGANIZATIONS

BEFORE THE SENATE COMMITTEE ON FINANCE
ON REVENUE OPTIONS

July 17, 1987

The AFL-CIO is pleased to have this opportunity to recommend fair and
equitable measures to meet the budget resolution revenue targets.

The effects of the 1981 tax cuts, the rapid buildup in defense spending and
mounting interest costs have resulted in a budget deficit estimated at nearly
$140 billion and a debt expected to exceed $2.6 triltion. Revenue raising action is
essential and we support your efforts. But central to our support for additional
revenue is our strong belief that any new ravenues be raised on the basis of ability
to pay. For that reason, we urge the Committee to focus its attention on the
individual and corporate income tax and the estate and gift tax in keeping with the
Concurrent Resc;lution on the Budget for Fiscal Year 1988.

We oppose new or expanded sales, excise, or other consumption taxes.
Re§ressive taxes are contrary to the goal of tax justice and the intent of Congress
last year in enacting the 1986 reforms. We also remain vigorously opposed to any
renewed attempts to tax employer-provided workplace benefits.

Specifically, we suggest that the necessary funds be generated through
actions in the following areas:

A, Maintain the top individual tax rate at 38.5 percent, rather than the

28 percent under current law;
B. Make the current individual tax rate of 33 percent explicit, rather

than a phase-in, phase-out rate;
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C. Reduce the corporate tax rate to 38.5 percent, rather than the
current 34 percent;

D. Change the foreign tax credit to a deduction and eliminate the

deferral privilege for U.S. corporate income earned ahroad;

E. Impose a surtax on upper income individuals and corporations;

F. Close the capital gains at death loophole and eliminate reductions

in the estate and gift tax rates; and

G. Close such loopholes as limited partnerships and preferential

accounting rules.

Revenue from these sources could far exceed the $19.3 billion called for by
Congress in [issal year 1988 and the three-year 1988-1990 total of $64.3 billion.
The foregoing-proposals are options that Congress should consider in its search for
needed revenue. These alternatives would raise revenue in a fair and equitable
fashion forwarding the goal of tax reform. The changes we recommend would also
offset the loss of revenue after 1988 anticipated as a result of the 1986 Tax
Reform Act,

The 1986 tax bill removed most of the working poor from the tax rolls and
required corporations to shoulder a fairer share of the tax burden. The legislation
however, went too far in cutting tax rates for wealthy individuals and highly
profitable corporations. As a result, although the 1986 effort did much to achieve
goals of taxing equals, equally it did little to make the tax structure more
progressive,

We urge that the promise of tax reform be kept, and rate schedules be
enacted that reflect the principle of taxation based on the ability to pay. Beyond
the matter of tax receipts is the broader issue of social responsibility demonstrated

by the share of taxes required of individuals and corporations. Taxpayer morale
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and support by Americans of the fiscal underpinnings of the federal government
can be ensured only by continued Congressional action to spread the tax burden
equitably.

The AFL-CIO urges Congress to freeze the top individual tax rate at
38.5 percent, rather than reduce it to 28 percent. The 33.5 percent rate would
apply to taxable income above $225,000 and would raise $4.7 billion in 1988
revenue and $26.9 billion over three years. The top rate has already been
substantially reduced. Following World War II, the top rate was 21 percent. In
1965, it was reduced to 70 percent, and in the 1981 legislation, the top rate was cut
to 50 percent. For 1987, the new rate of 38.5 percent is effective, with a further
reduction to 23 percent scheduled for 1988. In our estimation this is too large a
cut in the taxes of the wealthy.

The current phase-out rate of 33 percent applying to taxable incomes of more
than $71,900 should be made an explicit rate of 33 percent and not be hidden by the
current phase-in, phase-out provisions. It wou!d apply to taxable incomes between
$71,900 and $225,000. This proposal would raise $2.8 billion in 1988, and $18.2
billion over the three-year period.

Both of these proposals would only affect those with incomes of
approximately $90,000 or more and would leave intact the 1986 Tax Reform Act
rates and exeraptions for low and moderate income families.

We also recommend a top corporate rate of 38.5 percent, rather than the cut
to 34 percent called for in the Tax Reform Act. This proposed 38.5 percent rate is
substantially lower than the 46 percent rate applied to taxable income of $100,000
or more that was in effect until June 30 and would yield approximately $4 billion in
1988 and $14 billion over three years. This rate would also eliminate the anomaiy

under the current code, where corporations with taxable income of $100,000 to
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$335,000 would pay a marginal rate of 39 percent under current law, while
corporations with profits over $335,000 face a marginal rate of 34 percent.
Despite the revenue raising corporate tax refortas enacted last year the share of
taxes paid by corpcrations is still far below the levels of the mid-1950s when
corporate business financed over a quarter of the federal budget. In 1988, less than
13 percent of federal tax revenues are expected from corporations,

We also urge that the foreign tax credit be changed to a deduction and the
defercability of taxes on profits earned abroad should be ended. American firms
investing and producing abroad should not be subsidized by special U.S. tax
privileges. Like state and local taxes, foreign income taxes should be considerad a
cost of doing business and deducted from the taxable income rather than the
present system of credits against tax liability. Also the U.S. tax should be paid
when the profits are earned, not at some future time (or never) as currently
provided under foreign source income rules. In addition to ending a subsidy which
encourages US. corporations to invest and produce overseas, these changes would
yield approximately $10 billion in 1988 and $35 billion over three years.

We would also support a corporate surtax on tax over $10,000 and a surtax on
individuals with a tax liability higher than $10,000. A 5 percent surtax applied to
wealthier corporations and individuals who are best able to afford the additional
burden {primarily families with incomes of over $70,000) would amount to
$3.3 billion from corporations in the first year, and $15.7 billion over three years.
A 5 percent su:tax on individuals would amount to $3.1 billion in 1988 and
$16.7 billion over three years.

The estate and gift tax represents a source of revenue and tax equity.
Currently this fairest and most progressive tax accounts for only 6 percent of

federal revenues. We recommend that the rates be frozen at the 1987 level rather
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than suffer the revenue loss that would result from dropping the rate to 50 percent
on transfers of over $2.5 million. In addition, we believe that Congress should use
this opportunity to end the revenue losses resulting from the present law non-
taxation of capital gains passed on to heirs. A three year revenue gain of $12.6
billion would result.

The AFL-CIO also supports the proposals to tax as corporations the "Master”
Limited partnerships that are publicly traded and to put an end to the many
opportunities for tax avoidance through accounting techniques such as inventory
pricing and cash rather than accrual based deductions. Such measures would raise
as much as $6 billion in 1988 revenue and $27 billion over the 1988-1990 period.

We repeat our strong opposition to the use of regressive excise taxes and
general sales or value added taxes to raise revenue. Since such taxes place most of
the burden on low- and moderate- income consumers turning to excise taxes would
reverse the steps toward fairness taken in 1986 and represent a breach of faith
with the American people. Instead of using the taxes that are based on ability to
pay, a shift to excises would be a move towards a more regressive tax structure.
We believe that's bad tax policy.

Just one note in closing on the alternatives listed in the options of June 26,
pertaining to taxing employee benefits. We believe this issue goes far beyond tax
and budget considerations into basic social policy. Attempts to reap fiscal rewards
by taxing employee benefits is grossly unfair to the tens of millions of American
workers” who depend on benefits that have become the basis of a life-support
system.

Up to 140 million Americans for example, now rely on job-related health care
insurance protection -- so this is hardly a nonessential benefit available to a select

few. But, most important to tax health and life insurance, pensions, education,
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legal services, child care and other employer-paid benefits as if they were income

would destroy an established social policy without providing an alternative.

The AFL-CIO options amount to nearly $34 billion in 1988 revenue and to
$166 billion over three years. We are not urging an increase of this magnitude, but
rather offer alternatives that we believe are the preferred options that the
Congress should consider.

We wish that we could come before you and claim that the federal deficit can
be ignored or that simple, painless measures particularly on the spending side of
the equation will do the trick. The facts however, are otherwise. The unfair and
revenue devastating 1981 tax cut, costs $259 billion in 1988 revenues lost. Ten
actions since that time to increase federal receipts offsets the loss reducing it to
$136 billion -- an amount sufficient to wipe out nearly all the deficit expected in
1988. Inflation adjusted Defense outlays, since 1981, have grown by 44 percent and
interest payments on the debt, also in real terms, have more than doubled in the
1981-1988 period. Moreover, if we are to believe the President's claim that his
proposals for defense and domestic spending in 1988 reflect the lowest levels of
such spending in keeping with the nation's necds, then the only way to achieve the
balanced budget that the President continues to advocate is to increase revenues.

Revenue can be raised and it can be done in a fair and even-handed way., It
can leave intact the 1986 tax structure for most Americans, by asking the

wealthiest to take a somewhat smaller cut in their taxes.
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AFL-CIO Options To Meet Budget Targets
{Billions of dollars)

\

Proposals 1988 Revenue
Maintain top rate of 38.5% $4.7
Make 33% rate explicit 2.8

Lower top corporate rate to
38.5% instead of 34% 4.0

Enact a 5% surtax on individual
income taxes of over $10,000 3.1

Enact a 5% surtax on corporate tax
over $10,000 3.3

End foreign tax credit and
deferral 10.0

Retain 1987 estate and gift
tax rates and tax capital
gains at death --

Taxation of limited partnerships
and accounting reforms 6.0

Revenue over

Three Years

$26.9
18.2

14.0

16.7

15.7

35.0

#
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STATEMENT OF JOHN MOTLEY, DIRECTOR, FEDERAL LEGISLA-
TION, NATIONAL FEDERATION OF INDEPENDENT BUSINESS,
WASHINGTON, DC

Mr. MotLey. Thank you, Mr. Chairman. On behalf of NFIB’s
515,000 members coast to coast and the 225,000 members that
reside in the States of the members of this committee, I would like
to thank you for the opportunity to testify here today.

While the focus of this hearing is on raising revenue to meet the
reconcilation targets given the committee, I think I would be terri-
bly remiss if I did not start out by saying that NFIB members still
maintain their objection to tax increases to reduce the deficit.

They firmly believe that the deficit is a spending problem and
not a revenue problem. A decade of polling and surveys of our
membership show that they clearly believe that spending in this
country is out of control and that Congress should move to bring
{:)hat spending under control before any major tax increases are

egun.

The 1986 White House Conference on Small Business last August
concurred with this. Their number four recommendation was more
than 1,200 votes; it was simply a menu of those things that Con-
gress should do to help bring down spending.

Again, we have another reaffirmation of it. NFIB currently has
one of its mandate polls in the field, and the question that we ask
gives the members three options for reducing the deficit. Two of
those options combine tax increases with spending cuts. One of
them is a stock transactions tax and cut spending. The second one
is 1algasoline tax and cut spending. The third one is to cut spending
solely.

I don’t think I need to tell you how the vote would come out; but
on the stock transaction tax and cutting spending, 19 percent fa-
vored that; gasoline tax and cut spending, 8 percent favored it; cut
spending alone, 71 percent were in favor of that.

So, I think it is pretty clear that our membership across the
country still believes that Congress can do more in the area of cut-
ting spending.

Therefore, NFIB will not support any tax increase, even if it is
thoroughly dedicated to reducing the deficit.

While we oppose tax increases, there are certain revenue raising
options put forward by the Joint Committee that, from our stand-
point, are worse than others. Therefore, I would like to spend a few
minutes to discuss personal and corporate rates, estate taxes,
FUTA taxes, and capital gains taxes.

First of all, personal and corporate rates, Mr. Chairman. The
number one priority in tax reform last year of the small business
community was reductions in both personal and corporate rates.

Small businesses, especially those in capital-intensive areas,
traded their deductions for rate cuts. To raise rates at this time, we
believe, would be a breach of faith with those businesses.

Small corporations, those under $25,000 a year in taxable
income, received no rate cut last year. Therefore, any additional in-
crease in their rates this year would be second tax increase or a
tax increase two years in succession.

76-782 0 - 88 - 2
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Turning to estate taxes, Mr. Chairman, the discussion of the
State tax in here and in the Ways and Means Committee is one of
deja vous. It seems we had this debate in 1976 and in 1978 and in
1981; and we decided at that time that estate taxes were a fairly
efficient way of raising revenue, raising less than one percent of
total Federal revenues at a very high cost.

Estate taxes also provide a great hardship for many small busi-
ness owners and farmers across this country. They are forced to
seek expert advice simply to protect their farms or their businesses
from being sold out to meet tax obligations.

They also have to expend precious resources and capital in terms
of buying insurance to protect their farms and businesses against
the day that they may have to pay a large estate tax bill, therefore
cutting down on the amount of money they can put into those busi-
nesses and farms and the number of jobs that they can create,

And of course, I have already mentioned the worst scenario, that
is, when an individual has spent his life and a lot of the family’s
hard sweat and equity over the years, building a business. That
business is forced to be put on the block to be sold off to meet tax
obligations.

Elimination of estate taxes for closely held businesses were very
high recommendations of the 1980 and 1986 White Conferences on
Small Business.

Payroll taxes are the most onerous for labor-intensive small busi-
nesses in this country; and while individual and corporate rates
have been cut, payroll taxes now account for roughly one-third of
all Federal revenues.

We oppose both the extension of the temporary FUTA surcharge
and the indexing of the FUTA wage base.

I will spend just a minute on capital gains taxes, Mr. Chairman.
It is the only revenue raising option from the Joint Committee’s
paper that we can wholeheartedly support.

mall business owners have believed for a long time that cutting
capital gains taxes is an incentive for people to invest in their busi-
nesses; and raising necessary capital for business operations is a
constant problem for most small business owners.

NFIB believes that capital gains tax cuts would spur investment
in smaller businesses, increase economic activity, and raise reve-
nues.

And we believe that that is preferable to raising taxes, dampen-
ing economic activity, and in the end reducing revenues available.

In closing, Mr, Chairman, let me say just one word about the
deep concern that we have overf what appears to be a recent trend
to use reconciliation to legislate important concepts or initiatives
in the health area.

COBRA in the last reconciliation bill is an example of this.

NFIB feels strongly that reconciliation is not an appropriate
place to enact such important and far-reaching initiatives where
there is little opportunity for serious debate and for separate votes
where Congress can consider important initiatives like this.

We urge you to resist these initiatives and to consider them in a
manner which is conducive to proper consideration and debate.

Thank you very much, Mr. Chairman.

Senator Baucus. Thank you very much, Mr. Motley.
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Next, we will hear from Mr. Paul Huard, who is Vice President
for Taxation and Fiscal Policy of the National Association of Manu-
facturers.

[The prepared statement of Mr. Motley follows:]
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STATEMENT OF

JOHN J. MOTLEY III
DIRECTOR OF FEDERAL GOVERNMENTAL RELATIONS

NFIB

Mr. Chairman, on behalf of the more than 500,000 small business
owner-members of NFIB, I submit this statement for the official
hearing record, outlining the concerns of our membership with

respect to the committee's instructions to raise revenues for the

Budget Reconciliation.

Polling of NFIB members on budgetary issues consistently
indicates overwhelming agreement among small business owners that
federal spending is out of control, that the nation's deficit is
cause for alarm and is largely responsible for high interest rates

and tight credit markets.

Despite concern over deficits, small business does not buy the
charge that tax cuts and tax reform are the principal culprit, nor
do they agree with extreme supply siders. Two thirds do not believe

continued economic growth will eliminate the deficit, however there
is virtual unanimity that a strong economy will reduce it.

Revenues have played a role in deficit reduction. According to

a CBO analysis, total revenue increases since 1985 represent 22% of
the 1987 deficit reduction, more than equal to the cuts in
non-defense discretionary spending.

However, NFIB members are persistent in their opinion that

deficit 'reductions should be achieved primarily through spending

reductions. Preliminary results of our most recent Mandate ballot
reveal that 71% of the NFIB membership want Congress to reduce the
deficit through reductions in spending. not through new taxes or

increases in current taxes.

Y

D)
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Under the budget agreement recently reached, the House Ways and
Means Committee is charged with finding some combination of tax
increases or spending reductions to achieve budget savings of
approximately $20 billion in fiscal 1988. Potential tax increases
are always a concern to small business owners, and it is important
that you know the impact on smaller firms of certain revenue raising

options you are considering.

It is surely not necessary to remind the Committee about the
massive tax reform exercise which was completed just last October
The Tax Reform Act of 1986 was the culmination of an exhaustive,
two-year exercise. It may not be the most perfect document from the
perspective of small business, but it was the best bill that could
be achieved given the political and budgetary constraints that had

to be met.

The Tax Reform Act of 1986 (TRA) represents the single largest
reform of the Internal Revenue Code since ‘he 1954 code revision.
The Internal Revenue Service has just begun to release temporary
guidance on its implementation, and the Congress has yet to consider

a sizeable technical corrections bill

Small business owners are deeply disturbed by the prospect of
Congress substantively recpening tax reform; in particular there is
great concern over reports that Congress may adjust the tax rates

enacted in the TRA.

They are still confused about how tax reform affects them as

both business owners and individual taxpayers. A significant new
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tax bill within six months of passage of major tax reform before

that bill is even fully implemented is completely unwarranted.

Among the possible revenue options proposed by the Joint

Committee on Taxation, the following items are of greatest concern

to small business owners.

Tax Rate Issues

Based on & very recent survey of NFIB members, small business

owners wish to send Congress one very plain message:

DO NOT CHANGE THE TAX RATES PASSED IN TAX REFORM!

NFIB's support for tax reform was substantially based on
lowering corporate and individual tax rates. Enactment of lower tax
rates was the inducement for eliminating the investment tax credit--

a particularly important tax incentive for small firms. Any attempt

to change the rates will be seen as a breach of faith with the small

business community
Tax rate changes include any of the following:
o Delay in implementation of the corporate or individual rates

o Proposing a surcharge on the corporate or individual rates
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0 A straight increase in the corporate or individual rates

which were enacted in the Tax Reform Act of 1986

o Any changes in the indexing of tax rates.

Increases in tax rates would discriminate against small business
owners because small business owners in the lowest tax brackets
received the least amount of tax relief in the TRA. Prior to tax
reform, a corporation with $25,000 or less of taxable income paid a
15% tax rate; the TRA did not change this rate. However, this
taxpayer now no longer benefits from the investment tax credit or

several other provisions he might have benefitted from under the

previous Code.

A surcﬁarge. contrary to popular belief, would be particularly
unfair to small business. The result of a surcharge on the lowest
bracket taxpayers would be an effective increase in tax rates. Such
an increase would have a devastating impact on corporations with
$25,000 or less in taxable income -- approximately 50% of all

corporations in the United States.

Within the complex framework of tax rate reductions and reforms
in the tax code, the structure of the reduced rates was discussed,
and amendments were proposed and defeated by handsome margins in
both the House and the Senate. Any revision of the rates so soon
after passage of tax reform -- before any reasonable analysis can be
made of the impact of tax reform on taxpayers -- is bad tax policy

because it is bad economic policy.
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Small business owners insist that tax rate increases not be a
part of the debate over revenue raising in this budget

reconciliation bill.

Estate Taxes

Small businesses owners have consistently rated the estate tax
issue as a high priority, their preference being that the estate tax
be abolished. 1In both White House Conferences on Small Business,
held in 1980 and 1986, estate tax issues were ranked very high among
the list of concerns for small business owners from diverse
industries, geographic areas, and among all income-producing

categories.

Estate tax issues rank high in importance because to a small
business owner, estate taxes too often have a direct and adverse
effect on the owner's attempts to ensure the survival of the
business. Continuation of a family-owned business after the owner's
death compels a small business owner to be concerned with estate tax
planning. The need for liquidity to protect the business translates
into purchasing key man insurance and, to the extent possible,
ensuring & line of succession in the business. This results in
drains on capital reserves and hurts capital formation, consistently

the biggest problem small firms face.

To a small business owner, whose primary concern is running his
business, efforts to counteract the potential impact of estate taxes
are counterproductive since they divert funds which could otherwise

be used to buy more equipment or hire more employees, but which must
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now be used to buy life insurance and pay an estate tax consultant.
In addition the small business owner sees the estate tax as the

ultimate intrusion into his life: the small business owner's family
is often intimately and inseparably involved in the business and is

as responsible for its success as is the owner.

- In 1985, estate and gift taxes accounted for less than 1% of the
total collections of all taxes by.the Internal Revenue Service,

according to the Annual Report of the Commissioner and Chief Counsel

of the IRS. 1In gross dollar terms, this represents collections of
approximately $6.5 billion in 1985, an amount which has not varied
much since 1980, when collections from estate taxes totalled a

little more than §7 billion.

Clearly not much revenue is being collected from this tax, and
no analysis has ever been made to determine its efficiency as a
revenue-raising tool. The fact that less than 1% of all federal
revenues 4re being raised by estate taxes should lead one to at
least question the efficiency of the estate tax as a tool to raise

significant amounts of revenues.

The estate tax issue is not a pitting of the rich vs the poor
The distaste of the small business owner for estate tax issues is
based on concerns for a portion of the tax code which wastes
resources and compels the liquidation of the very family-owned

businesses Congress so steadfastly claims it is trying to enccurage.
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Big dollars are not taxed under the estate taxes because wealthy
families are protected by estate tax advisors who carefully plan

‘transfers and trusts for these wealthy families.

Small businesses are always hurt the most by estate taxes.
Small business owners typically do not engage estate planners for
sophisticatea planning. They prefer to put thei£ ;esources and
energies i1nto their businesses with the hope of leaving them to

their families.

What typically occurs, however, is that after the owner's death,
the business -- which is usually the primary estate asset -- must be
placed on the sales block, usually at distressed prices, to pay the
estate taxes. Estate tax is not just a tax to small business
owners; it is an insidious device which taxes their life's work at

death.

The liquidity 'of small estates nas been a key issue in every
debate over changes in estate tax rules. Proponents of changes in
the estate tax rules claim that :ncreasing estate tax rates is
equitable, but these proponeats are not looking behind the rhetoric

of the issue to determine who is really affected.

Among the options being considered by the Committee are estate
tax rate increases and reductions in the unified credit, repeal of
the stepped up basis rule, and imposition of an estate tax on the
net value of an estate. None of these are acceptable options to the

small business community.
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The Economic Recovery Tax Act of 1981 had several provisions on
estate taxes, most of which have finally become fully implemented
just this year. Once again Congress would be changing the rules
just as everyone becomes acclimated to them. In addition, the
increases in estate tax rates would hurt small business, not large

estates.

Federal Unemployment Tax Act (FUTA Provisions)

Two options cited by the Joint Committee on Taxation for raising
revenues affect FUTA taxes: indexing the FUTA wage base, and

extending the 0.2% FUTA surcharge which is due to expire this year.

Unemployment compensation tax rates are based on the employer's
experience vis-a-vis his/her industry counterparts; this system of
experience-based ratings is the cornerstone upon which the whole
U.C. system is based. Taxes are deposited in state and federal

funds to be used specifically for U.C benefit payments for workers.

The proposal for increasing the wage base would result in newly-
generated revenues which technically could not be used for anything
other than FUTA. This proposal both violates the longstanding
concept of experience-based rates in the unemployment compensation
system, and would not generate revenues which could be used to
reduce the deficit. Therefore 1t is simply a payroll tax increase
on employers which will only result in the creation of a big pool of

money in the U.C. funds.
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The second proposal under the FUTA section is a propcsal for
extending a surcharge imposed on FUTA tax rates. This proposal is
similarly misguided. The surcharge on FUTA taxes was implemented in
1976 for a specific reason: to help states that had borrowed heavily
during the high unemployment periods of the early 1980's pay off the
debt owed the Treasury. As of October 1, the states will have paid

off their debt to the federal government.

.The surcharge was intended as a temporary tax to cover a
specific problem. To extend the surtax now is a breach of faith
with the employers of our nation. Never again will they accept a
‘"temporary' tax for whatever purpose, because temporary can becoine
permanent too easily when Congress is searching for additional

revenues.

What is particularly disturbing about these two proposals is
that payroll tax increases are the worst kind of tax increase
Congress can impose because they increase the cost of labor
directly, thereby reducing productivity and, in the short éerm.

hurting job creation.

The membé&ship of NFIB strongly opposes both of the FUTA

provisions listed in the options list.

Additional Issues

In addition to the options we have already noted, the following

options are also opposed by the small business community.
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"A Value Added Tax (VAT)

NFIB would be very concerneu if, in the context of a budget
reconciliation bill, Congress seriously considered imposing a Value
Added Tax. 1In 1986, NFIB cosponsored a study of the impact of the
VAT on small businesses in Europe. This studyv, entitled VAT and

Small Business: European Experience and Implications for North

America, contains a series of findings the Committee would find most

enlighting.

Of the major findings of this study, one is most disturbing to

NFIB:

Both the business costs of complying with VAT and the

government costs of administration are regressive with

respect to size of firm. Measures typically taken to

- counteract this seem to be wholly or partially

self-defeating. VAT and small business do not go well

together.

In several Mandate polls on the issue of a consumption tax or a
VAT, the NFIB membership consistently opposed a VAT or consumption
tax when it was proposed as a tradeoff for some other tax. As a
free standing new additional tax, there is no question about small

business' strong opposition.

Imposition of a consumption tax or a VAT would have very broad
consequences for our economy. It is not a decision which should be
made in haste in the context of a budget reconciliation measure, ard
it certainly is ill advised before full implementation of the Tax

Reform Act. -
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Health Issues
In 1986 NFIB surveyed its members on the top problems they face

in running their businesses. This survey, known as the Problems and

Priorities Survey, revealed that health insurance costs was their

number one problem in 1986.

This is no great surprise, as the inflation rate in the health
care field has been more than double that of the rest of the
economy. These higher costs are rapidly translating into higher
insurance premiums, and the spiral in health insurance costs

continues upward.

Proposals to mandate increased coverages, by requiring
catastrophic coverage for employees, impliementing state risk pools,
or similar ideas, are the wrong way to approach this issue. We
would encourage this Committee not to take any actions in this area
until a full examination of all health care issues has been

accomplished.

Capital Gains Taxes

One of the more controversial decisions made in tax reform was
to eliminate the preferential tax rate on capital gains and to treat

income from the sale of capital assets as ordinary income.

Among the proposals listed in the JCT option book is a proposal
for a reduction in the capital gains tax rate. As a result sales of

capital assets would be taxed at a rate of 15% instead of the
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current rate of 28%. This rate change for capital gains would
restore the preferential rate on capital gains which existed prior

to enactment of tax reform.

Small business has traditionally favored a preferential tax rate
on long-term capital gains to promote the benefits or long-term
investment. Traditionally investors loocking to promote small
business have little in the way of incentives for making these
investments. Investments are long term, with highly questionable
liquidity, and the risk of no return or a total loss is fairly
high. For these reasons the preferential rate on long term capital
gains is believed to be a real inducement to invest in small firms.

Clear eVidence exists in the form of studies performed by the
Department of Treasury on the impact of previous reductions in the
rate of c;;ital gains. The results of the Steiger Amendment in the
1978 tax bill resulted in sUbstantial revenue gains. There is no
reason to believe that restoring the capital gains differential will

not have a similar effect.

Ensuring adequate levels of capital for small business is an
issue which needs to be considered. Tax reform eliminated many of
the incentives for investment which previously existed. The
emphasis of tax reform was to encourage investors to invest for
income, not tax benefits. Small business investment would certainly
be encouraged by reducing the tax rate on capital gains, and we
would encourage the Committee to include such a reduction in its

Reconciliation bill.
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NFIB supports a capital gains preference because it is a
pro-growth way to reduce the deficit. A capital gains tax cut will
not only encourage investment in small business, it will also
increase economic activity across a broad spectrum and raise
revenues to further reduce the deficit. From NFIB's standpoint, it
is much sounder economic policy to raise revenue by cutting capital
gains taxes than by raising other taxes that would damper economic

activity and eventually reduce total revenues.
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STATEMENT OF PAUL HUARD, VICE PRESIDENT, TAXATION AND
FISCAL POLICY, NATIONAL ASSOCIATION OF MANUFACTUR.
ERS, WASHINGTON, DC

Mr. Huarp. Thank you for the opportunity to participate in this
Aimportant inquiry and to present the views of our more than 13,500
members who employ 85 percent of all manufacturing workers.

NAM’s views on options to increased taxes are as follows. With
the sole exception of increased receipts derived from lowering cap-
ital gains tax rates, we oppose-any change that would increase Fed-
eral revenues from individual or corporate income taxes.

With no exceptions at all, we oppose any change that would in-
crease Federal revenues from selectively imposed excise.taxes, from
payroll taxes on private sector employers or private sector employ-
ees, or from estate and gift taxes.

Finally, our advice continues to be that the best technique for
lowering deficits is reduction of the overall growth rate of Federal
spending and not the enactment of new or increased taxes.

If Congress is nevertheless determined to ignore this advice and
raise additional Federal tax revenues, then we believe that this
should be done only by means of a general consumption tax im-
posed at a uniform rate on the broadest possible base of goods and
services.

Let me elaborate now on a few of the points I have just made.

First, as to income tax changes, we believe any further increase
in income tax burdens is wholly unjustified. Reliance on income
taxation is already excessive.

Under present law, the Federal government raised nearly 92 per-
cent of its total revenues from income and payroll taxes; in other
words, by taxing income from work, savings, and investment.

Taxes on consumption, on the other hand, account for only a
little over five percent of the total. Compared to the more balanced
ratios that prevail in other developed countries, our Federal tax
system indulges consumption and penalizes labor and thrift to a
degree that is very nearly scandalous.

This imbalance needs correction, not further aggravation.

The argument is often heard that the Federal income tax system
should be made more progressive and based on ability to pay.
These are polite euphanisms for soaking the rich and the corpora-
tions, an activity which apparently provides considerable emotion
gratification to some, but which cannot be justified on the facts.

The fact is that the top 10 percent of individual taxpayers pay
about half the total individual Federal income tax burden. This, in
our view, is more than amply progressive.

As to corporations, the fact is that corporations are overtaxed,
not undertaxed, relative to individuals.

It is true, of course, that individuals pay almost four times as
much income tax as corporations. Personal income, however, is
nearly 12 times as large as corporate profits, nearly $3.6 trillion
versus about $300 billion.

The relevant fact emerging from all this is that the effective rate
of Federal income taxation for corporations is around triple that of
individuals, in approximate terms, 33 percent versus 11 percent.
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This gross disparity, incidentally, also prevailed prior to the Tax
Reform Act of 1986. Indeed, for at least several decades prior to the
1986 reform legislation, the effective corporate rate was consistent-
ly at least twice that of individuals.

The 1986 changes, which increased corporate taxes some $120 bil-
lion over five years to pay for individual cuts of about the same
amount over the same period, merely serve to make an already bad
situation quite a bit worse.

Let me comment basically on the ways income taxes can be
raised. There are essentially only two, reflecting the fact that the
tax engine has only two moving parts, the rate and the base.

To get more revenue, you must either increase the rates or
broaden the base. Either approach, in our view, is objectionable at
this time.

Lower tax rates were the explicitly promised—Ilet me emphasize
and repeat that—explicitly promised tradeoff for the massive base
broadening that took place in the Tax Reform Act of 1986.

Congress should not erode what credibility it has in the realm of
tax policy by brazenly renegging on a commitment that is not yet
10 months old.

As to base broadening, this is a short end term for further en-
trusting the Internal Revenue Code with limitations, exceptions,
limitations within limitations, exceptions to exceptions, and multi-
ple alternate calculations—all designed to milk just a little more
revenue out of the system.

We believe the very last thing taxpayers need right now is an-
other dosage of the death by a thousand cuts that was adminis-
tered to them in 1982, again in 1984, and yet again in 1986.

The income tax laws have become so hopelessly convoluted that
they are beyond the ability of many taxpayers to understand; per-
haps mercifully, they might also be beyond the ability of many IRS
personnel to enforce.

In any event, possibly nothing would be of greater benefit to both
taxpayers and the Treasury Department than if Congress were to
make no further changes at all in the Internal Revenue Code for a
period of five to ten years.

On the subject of consumption taxes, we find selective excise
taxes objectionable for two reasons. First, they are inherently dis-
tortionary, unfairly raising the cost of taxed goods and services rel-
ative to those that are untaxed.

Second, they are undeniably regressive in many cases, and it is
simply not feasible to adjust for this regressivity.

A broad-based general consumption tax, on the other hand,
would be neutral rather than distortionary and can readily be cor-
rected for regressivity.

I emphasize again, however, that any tax increase is a vastly in-
ferior choice to additional spending cuts.

In closing, I would like to make one observation. We have heard
some complaints this morning about the excessive 1981 tax cuts
and how there is about $136 billion of that left.

I would point out that that entire amount accrues to the benefit
of individuals, mostly in the lower and middle income brackets.
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The amount that accrues to corporations is exactly zero. Indeed,
corporations had given back all of the 1981 tax cut before the en-
actment of the Tax Reform Act of 1986.

Thank you. :

Senator Baucus. Thank you very much for your testimony.

[The prepared statement of Mr. Huard follows:]
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TESTIMONY
OF THE
NATIONAL ASSOCIATION OF MANUFACTURERS

1. Introduction

Candor requires me to note that, when the conference agreement on H.Con.Res.
93 reached the floor of the House and Senate, NAM wrote each member of Congress
urging a negative vote. Although we continue to believe the nation would be
better off had the resolution been defeated, that legislative battle has now
been fought and lost. And while some have expressed doubts about the wisdom of
developing a painfully difficult tax bill that may well be vetoed, we believe
that by embarking expeditiously on such development, the Committee has exercised
the only responsible choice open to it. Y¥ou are to be commended for that.™

Let me turn now to the subject matter of this hearing, which is set forth in
a 291-page pamphlet entitled "Description of Possible Options to Increase
Revenues Prepared for the Committee on Ways and Means." (JCS5-17-87), June 25,
1987. This pamphlet was prepared by the staff of the Joint Committee on
Taxation in conjunction with the staff of the House Ways and Means Committee.

We acknowledge the fact that it is intended simply as a list for discussion
purposes, and is not to be construed as a recommendation of the Joint Committee
staff, or of the staff or any member of this Committee or of the House Ways and
Means Committee.

In the balance of this testimony, I will group the listed options into six
generic categeries, and explain our views on each such category. For the most
part, the views stated will apply with equal force to all items within the
category. In some cases, rowever, I will add comments directed only at a
particular item within the category. The six broad categories I will comment on
are: (a) income taxes; (b) selective excise taxes; (c) general consumption
taxes; (d) employment taxes; (e) estate and gift taxes; and (f) miscellaneous

non~tax revenue sources.
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II. Opposition to Income Tax Increases -

wWith one exception (see p.7)}, NAM opposes any option that would increase

federal individual or corporate income tax revenues. More specifically, we

would oppose and urge the President to veto any bill having one or more

provisions which would:

any

extend, for any period, any individual or corporate tax rate intended under
the Tax Reform Act of 1986 to be transitional in nature; or

increase, for any period at any bracket level, any marginal tax rate for
either individuals or corporations that was intended under the Tax Reform
Act of 1986 to be a permanent rate; or

impose, on any individual or corporate income tax liability arising under
existing law, any surtax whatsoever, regardless of the rate or duration
thereof; or

repeal or f:urbail, for any period, any credit, deduction, exclusion or
exemption ;vailable under existing federal individual or corporate income-
tax law; or

repeal, curtail or otherwise modify, for any period, any existing definition
or accounting rule in a manner that would increase the federal individual or
corporate income tax liability of any taxpayer.

Our reasons for opposing any individual or corporate income tax increase of
kind are summarized below:

Reliance on Income Taxation Is Already Excessive. Under present law, the

federal government raises nearly 92% of its revenues from income and payroll

taxes, in other words, by taxing income from work, savings and investment.

Taxes on consumption, on the other hand, account for only a little over 5% of

the

total. Compared to the much more balanced ratios that prevail in other
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developed countries, our federal tax system indulges consumption and penalizes
labor and thrift to a degree that is very nearly scandalous. Further revision
of the federal tax system—whether or not such revision generates any net
increase in revenues--should be directed at redressing this imbalance by
shifting the burden of taxation more onto consumption.

Congress Should Not Renege on Its Tax Reform Promises. Reduction in the

marginal rates of taxation on hoth individual and corporate income was the
explicitly-promised trédeo;f for the massive base—broadeniné which took place
under the Tax Reform Act of 1986. Congress should not further erode its
credibility by brazenly reneging on that promise less ten months after its
enactment. This rationale applies to all increases in marginal rates,. whether
direct or circuitous. In other words, we are opposed not only to outright
increases in the existing marginal rate structure, but also to "freezes" in
transitional rates, the addition of new rates and brackets, or the imposition of
surtaxes.

Income Taxes, Already Are Sufficiently Progressive. The argument is often

heard that the federal .ncome tax system should be more "equitable" and
"progressive," and based on "ability to pay." These are Lhinly—diséuised code
words for raising taxes on corporations and upper—income individuals. while
doing this may provide emotional gratification to some, it cannct be justified
on the basis of the facts.

It is true, for example, that individuals pay almost four times as much
federal income tax as corporations. Personal income, however, is nearly 12
times as large as corporate profits—nearly $3.5 trillion versus about $300
billion. The relevant fact emerging from all this is that the effective rate of

federal income taxation for corporations is around triple that of individuals
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[in approximate terms, 33% vs. 11%). This gross disparity, incidentally, also
prevailed prior to the Tax Reform Act of 1986. Indeed, for at least several
decades prior to the enactment of the 1986 reform legislation, the effective
corporate rate was consistently at least twice that of individuals. The 1986
changes, which increased corporate income taxes by some $120 billion over
1987-90 to pay for individual tax cuts of about the same wmount over the same
period, merely served to make an already bad situation quite a bit worse.

As regards individuals, the plain fact is that, before and after the Tax
Reform Act of 1986, the top 10% of individual taxpayers pay about 50% of the
total individual income tax burden. This degree of progressivity is, in our
view, more t.han ample. Moreover, the 1986 Act has already added an unbelievable
amount of clutter to the Internal Revenue Code in the form of complex rules and
phase~outs designed to limit the amount of tax relief flowing to upper-income
taxpayers. This is a problem that needs no further aggravation. Finally,
hindsight has demonstrated, both with regard to capital gains tax rates and the
marginal rates of tax on ordinary income, that lowering such rates actually
results in increased tax receipts from upper-bracket taxpayers.

The Income Tax Systes Should Tax Income, Not Gross Receipts. The Congress

in recent years has displayed a regrettable tendency to raise revenue by denying
or limiting deductions for ordinary and necessary business expenses. The
current limitations on deductibility of meal and entertainment expenses are but
one example of this. Another is the proposed option that would deny a deduction
for 20% of advertising costs.

NAM believes it is essential to preserve tle traditional concept that, as
applied to business taxpayers, Ehe federal income tax system is a tax on net

income, i.e., on gross income less all costs incurred in producing such income.
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Denial of a deduction for all or part of costs incurred in the ordinary course
of trade or business tends to change the nature of the system from a tax on
income to a tax on gross receipts. Gross receipts are an inappropriate and
inequitable base for the imposition ot federal taxes on business income, leading
to widely disparate tax burdens among taxpayers.

We therefore oppose all options that would repeal or curtail deductions for
ordinary and necessary business expenses, whether specifically targeted at a
particular type of expenditure or included as part of across-the-board cutbacks
on alleged "tax preferences."” Singling out one or more types of business
expenditure for nondeductible treatment--in full or in part--is objecticnable in
principle. Further, it is especially deplorable when the underlying motivation
is a naked attempt to extract additional revenue, devoid of any consideration
for the reasoned application of fair and consistent tax policy principles.

Additional Complexity Is Clearly Undesirable. About the last thing needed

just now by most taxpayers is another dosage of the "Death by a Thousand Cuts,"
as was administered to them in the tax laws of 1982, 1984 and 1986. The
cumulative effect these statutes has beer to subordinate sound tax policy
principles to revenue demands and political considerations to such a degree that
the system may be on the verge of foundering. In area after area, the need to
extract just a little more revenue has resulted in rule changes so byzantine and
convoluted that they are beyond the ability of many taxpayers to understand and,
in some cases, perhaps beyond the ability of many IRS persorinel to enforce.

If one thing is clear, it is that the almost continuous process of
encrusting the Internal Revenue Cede with more exceptions to exceptions, more
limitations within limitations, more alternative calculations applied to the

same set of numbers, etc. should be stopped dead in its tracks. Possibly
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nothing would be of greater benefit to both taxpayers and the Treasury than if
Congress made no changes whatsover in the federal income tax laws for a period
of five to ten years. And whenever further changes are made, the palpable need
for simplification—a goal which unfortunately dropped completely out of sight
during the 1985-86 "reform" process--should be a major criterion against which
all future changes are measured.

One Small Exception After All. Under the Tax Reform Act of 1986, long-term

capital gains will after 1987 be taxed at the same rate as ordinary income. NAM
has consistently supported use of a preferentially lower tax rate on capital
gains, both as a means of compensating investors for risk-taking and as a device
to mitigate the taxation of purely illusory gains re: .lting from inflation.

Past results strongly indicate that the Treasury’s receipts from capital gains
taxes can actually be expected to increase when the cupital gains tax rate is
lowered. Accordingly, a significant reduction in the current capital gains tax
rate, say to 15% as suggested at page 242 of the Junc 25 staff options pamphlet,
is the one—and only—tevenue—raisiné income tax change that NAM would support.
Contemporaneously with such a change, Congress should consider whether the
holding period should be lengthened somewhat so as not to promote short-term

speculation.

III. Opposition to Selective Excise Taxes

NAM opposes without exception any option that would increase the amount of
federal revenue derived from selectively-imposed excise taxes. Specifically, we
would oppose and urge the President tc veto any bill that would: increase any
selectively-imposed excise tax nuw in effect; or extend any such tax now in

effect but due to expire; or create any new selectively-imposed excise tax.
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Our reasons for opposing any further expansion of the system of selective
federal excise taxes are summarized below:

Consumption Taxation Should Be Neutral. A desire to make the income tax

system more neutral was one of the driving forces behind the Tax Reform Act of
1986. NAM believes the principle of neutrality should also be applied to the
taxation of consumption. As a matter of long-standing policy, we are
fundamentally opposed to taxes that are levied only on particular sectors of the
economy. Such taxes are inherently distortionary because they raise the price
of taxed goods and services relative to those that are untaxed. In some cases,
for example oil import fees or gasoline taxes, wide variances in consumption
patterns can result in geographic discrimination as well.

Furtherrore, to the extent that deficit reduction is the motivating factor
for seeking new revenues, selective excises are an inappropriate source of such
revenues, Our deficit problem is national in scope, affecting all sectors of
the economy. The same should be true of the solution. Particular industries or
activities should not be singled out and required to bear the burden of deficit
reduction while other sectors are left untouched.

If consumption taxation is to be employed as a deficit reduction tool, then
a general consumption tax is a far superior method, because it would apply more
broadly and evenly throughout the economy. [See Part IV of this testimony.)
Indeed, if a general consumption tax system is adopted, it should not be super-
imposed on the existing system of selective excise taxes. Instead, to achieve
fairness and neutrality, all such selective excises should then be repealed.

Regressivity of Selective Excises Cannot Be Adjusted For. It is now

generally recognized that many of the selectively-imposed excises currently in

use are highly regressive in nature, because the taxed goods or services are
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widely consumed or utilized by low-incohe individuals. Such regressivity is
generally viewed as an undesirable feature. However, because of the variations
in the consunptifon patterns of selectively-taxed items, there is no feasible
method for directing relief to those low-income consumers actually impacted.
1f, on the other hand, all consumption is taxed, then the universality of the
impact makes it possible to correct the regressivity of such a system in a
manner that is both effective and efficient. [See Part IV of this testimony.)

Excise Taxes Should Not Be negulatéq Devices. Certain excise taxes now in

use are viewed by‘soae as legitimate techniques for discouraging the consumption
of the taxed items. Not surprisingly, these are sometimes called "sin" taxes.
Recently, it has become fashionable to argue that these "sin" taxes should
further be increased to recover the "costs" that the taxed items are asserted to
impose on society. Whether or not the assertion is true, the arqument is an
exceedingly dangerous one because of its broad potential applicability.

for example, a certain number of deaths, injuries or illesses each year can
be associated with traffic accidents, or with heart and circulatory problems, or
with hypertension, and so on. These proximate causes can in turn be associated
with automobiles, cholesterol, and salt, respectively. Does this mean we should
have an excise tax on cars and on eggs? Should all food items be subject to a
differential excise based on salt content? I suggest the answer is
unambiguously no. Not only is the relationship between a taxed item and
societal costs sometimes arquable, the calculation of such costs is itself a
highly speculative exercise, all of which should make it abundantly clear that
what we have here is a wholly imprecise—and therefore improper--basis for

assessing taxes.
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Certain Excises would Adversely Affect Competitiveness. Many of the excise

taxes now in effect are applied to finished goods and as a result do not affect
the cost of producing such goods. This is not the case with certain major new
excises now being considered, most notably oil import fees and various forms of
energy taxes. These would increase industrial production costs because they
would apply to feedstocks consumed and/or to energy utilized in the production
process. Thus, an additional ground for opposing oil and energy-related taxes
is that imposition of such taxes wquld adversely affect our ability to produce
competitively-priced goods in both domestic and world markets.

IV. Position on a General Consumption Tax System

NAM believes that the key to lowering deficits must be significant
reductions in the growth of federal spending across the board and not the
enactment of new or increased taxes. If in addition to spending reductions,
however, Congress i‘s nevertheless determined also to increase federal tax
revenues as part of a deficit reduction program, then the fairest and least
counterproductive approach is the implementation of a general consumption tax
system. A general consumption tax should be designed in accordance with the
following principles:

A Transaction-Based Tax Is Best. A general tax on consumption should apply

on a transaction basis, i.e., it should be imposed on an ad valorem basis when a
taxable product or service changes hands. Either a retail sales tax or a value
added tax ("VAT") would satisfy this criterion, the latter being no more than a
multi-stage variation of the former. Indirect methods, such as the so-called
subtractive method tax described in the staff options pamphlet [pp. 79-80} are

less attractive for several reasons. One is that the selling firm does not
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compute the tax on the basis of a specific sale to a buyer, but rather
aggregates all sales and all purchases, subtracts the latter total from the
former, and pays the tax on the net difference. In such a situation, the firm’s
ability to pass the tax forward to any specific buyer must be rated as suspect.
Since the whole idea of a consumption tax is to pass the tax forward to ultimate
consumers, and not to increase the costs of industrial production, this is a
considerable drawback. From an enforcement standpoint, another consideration is
that a VAT, which is an "invoice and credit method" type of tax, is thought to
leave a much better audit trail throughout the production/distribution chain.
It Should Be Broadly-Based and Neutral. A general consumption tax should
apply at a single m\ifom rate to the broadest possible base of taxable goods

and services, so as to spread its burden equitably across the entire economy,
while at the same time permitting the tax rate to be as low as possible given
the amount of revenue intended to be raised. Omission of the service sector
from the tax base, as occurs under many state sales tax systems, would be
unfair, requiring higher taxes on a narrower base and disproportionately
impacting those groups that consume more goods than services. A multiplicity of
different rates, in addition to seriocusly eroding the goal of neutrality, would
also add undesirable complexity.’ And, if a general consumption tax is enacted,
then as previously noted, the goal of neutrality will be most fully achieved if
at the same time all existing selective excise taxes are repealed.

It should Apply to Full value and Be Visible. A general consumption tax
sfxould apply to the full value of taxable goods and services, up to and
including retail value, and the tax should be separately stated and readily

tdentifiable at that level. Transaction-based tax systems that omit the retail

level will have an unnecessarily narrow tax base. The need for the tax to be
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visible at the retail level is obvious: taxpayers should know how much they are
paying for the cost of being governed. Hidden taxes are too easily raised.
This last consideration militates heavily against usage of a subtractive method
tax, which is moré likely to get buried in the overhead costs of producers and
distributors,

It Can and Should Be Adjusted for Regressivity. There is no doubt that a

general consumption tax system can be regressive. Fortunately, the system’s
regressivity can be adjusted for in a manner that is both effective and
efficient, i.e., in such a way that impacted low-income consumers get the relief
that is intended for them and no unintended benefits are conferred on others.
This can be achieved by providing, through the income tax system, a refundable
credit that is phased out above certain income levels. (An obvious analogy is
the eatned income credit under present law.]

As previously noted, it is impossible to adjust for regressive impact of the
existing federal excise taxes. It is simply not feasible, on a person-by-person
basis, to match up the two relevant facts—whether the person bought the taxed
item and, if so, whether his or her income level is such as to warrant relief—
and then to provide the desired relief.

Under a general consumption tax system, the universal applicabilicy of the
tax to all consumption eliminates any need to determine if a low-income consumer
was impacted——the existence of such impact may safely be assumed. Whether and
how much relief is available is determined on the basis of a person’'s income tax
return. Because of the phase-out provision, higher income individuals not
needing relief would not get any. Because the credit would be refundable, those
with incomes so low as to have little or no tax liability would still get the

full amount of intended relief.
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There undoubtedly are other ways to adjust a general consumption tax system
so as to correct the problem of regressivity. One common approach is to exclude
certain items from the tax. Food and medicine are typical exclusions under many
state sales tax systems. On the assumption that one can reach a reasonably
accurate determination of what low;income groups consume, this technique will
tend to achieve the desired results. Exclusions, however, erode the neutrality
of the system and moreover are highly inefficient because they benefit all
income levels, including those perfectly able to stand the burden of a general
consumption tax.

Taxpayers Other Than Ultimate Consumers Must Get a Credit for Taxes Paid.

If a general consumption tax is levied at multiple points in the production and
distribution process, credits for taxes paid must be allowed to prevent the
pyramiding of taxes. This is not a problem with a retail sales tax, since there
is only one point of collection. Such credits t;,ypically are allowed under the
"invoice and credit method" VAT described in the staff options pamphlet. {p. 79]
If such credits are not allowed, the government will collect much more than
the nominal rate of tax. For example, suppose an article is sold successively
by a manufacturer, wholesaler and retailer, for $20, $40 and $80, respectively,
and the nominal rate of tax is 5%. Under an invoice and credit method VAT, the
manufacturer will collect and remit $1; the distributo:r will pay $1, collect $2
and remit the difference of $1; the retailer will pay $2, collect $4 and remit
the difference of $2. The government gets a grand total of $4, exactly what it
would get under a straight 5% retail sales tax. Either way, the ultimate
consumer pays $84 for his purchase. Without the credits at the intermediate
points of the chain, however, the government would collect a total of $7, an

effective rate of nearly 9% even though the nominal rate is 5%.
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It should Not Apply to Exports. Taxes paid by a manufacturer are part of

the cost of doing business and, under ordinary circumstances, are reflected in

the price of the product. Many of our industrial competitors, however, finance
a significant part of the costs of their governments with VAT-type taxes which
are rebatable on exports. The major taxes paid by U.S. manufacturers are
payroll and corporate income taxes which, although they may make up part of a
product’s cost, are not rebatable if that product is exported. This disparity
unquestionably puts U.S.-based producers at a competitive disadvantage in export
markets.

Nevertheless, these are the rules we have ag9reed to play by as signatories
to the General Agreement on Tariffs and Trade ("GATT"). Our trading partners
are no fools, and therefore are not about to agree to any change in the GATT
rules that would wipe out their advantage. We do have the option, however, of
financing a greater part of the cost of our federal government with taxes that
under GATT rules are rebatable on exports. A broad-based general consumption
tax would be just such a tax. An even greater boost for export competitiveness
could be achieved if part of the revenues from a general consumption tax system
were utilized to pernit reductions in payroll and corporate income taxes.

Consumption Tax Revenues Should Not Be Used To Finance Additional Spending.

Revenues derived from a general consumption tax system should be used primarily
to reduce the federal deficit and no part of such revenues should be used to
finance additional government spending. Simply described, our deficit problem
is that the national government takes in revenues totalling around 19% to 203 of
GNP, but spends at a rate of 23% to 24% of GNP. New tax revenues should be used
principally to close this gap, not to further inflate an already excessive level

of government outlays.
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It is also desirable that a significant portion of these new revenues be
applied to reduce existing federal taxes. Two particular applications come tc
mind immediately: (1) enactment of a refundable credit under the individual
income tax system to provide the regressivity adjustment discussed previously;
and (2) repeal of all existing selective excise taxes to prevent double taxation
and achieve neutrality. Other applications might be considered with an eye to
further improving the interplay between the individual and corporate income tax
systems. If, for example, the top corpecrate rate were lowered to match the top
individual rate, and the cystems were properly integrated so that corporate
earnings paid out as dividends to shareholders were not doubly taxed, much of
the gamesmanship now surrcunding the form of deing business [e.g., corporatien

vs. partnership] simply wculd not cccur.

Discussion of Staff Nptions

The brief discussion in the staff options pamphlet {pp. 79-8l] of a possible
general consumption tax system identifies two major variants. One is a ‘alue
added tax, an "invoice and credit' method under which every taxpayer save the
ultimate consumer collects the VAT tax on its sales but reduces the amcunt it
remits to the gevernment by taking a credit for the amount of VAT paid on its
purchases.

The other cpticn is a business alternative minimum tax {'BAMT"), a
subtractive method under which each taxpayer in the producticnsdistributicn
chain—save again the ultimate consumer—subtracts from 1ts aggregate sales the
amount of its aggregate purchases from other firms, and pays the prescribed BAMT
rate on the difference. Payroll and income taxes could be ailowed as credits

against BAMT liability, thus giving rise to the "minimum tax” nomenclature.

76-782 0 - 88 - 3
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When the VAT and BAMT are measured against the design criteria enumerated
above, it is clear that the VAT is the hands-down winner. The VAT satisfies all
the criteria whereas the BAMT fails in a number of important areas: {(a) it is a
hidden tax which could not be made visible to the ultimate consumer; (b) its
impact on ultimate consumers is very difficult to assess, thus complicating the
task of designing an effective and efficient adjustment for reqressivity; and
(c) it is not transaction-based, so that it is doubtful that it can be uniformly
passed on to consumers and that, for compliance purposes, it will give rise to
as good an audit trail as a VAT. Moreover, as the staff options pamphlet notes,
the allowance of credits against BAMT liability for income and payroll taxes

paid may well be a GATT violation.

V. Opposition to Employment Tax Increases

NAM opposes without exception, and would urge the President to veto, any
change that would inzrease the employwent tax burden of either private sector
employers or private sector employees. Payroll tax levels are already excessive
and contribute significantly to the competitiveness problems of many employers.
The unceasing rise of such taxes throughout this decade has, for many employees,
completely negated any benefit from the tax rate cuts enacted in 1981 and 1986.

In the case of both FICA and FUTA taxes, there is no demonstrable need to
augment the trust funds to which such taxes are dedicated. The temporary 0.2%
component of the FUTA tax that will expire after 1987 has fulfilled its purpose
and is no longer needed. It should therefore be allowed to expire as scheduled.

The proposed indexing of the FUTA wage base is also objectionable. This
change would increase revenues not only at the federal le\-agl but also in 17

states and the Commonwealth of Puerto Rico. In many of these jurisdictions
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the funds would simply be unneeded. 1In California, for example, the state
unemployment compensation system has a surplus of several billion dollars. We
believe that additional unemployment taxes should be raised only in response to
specific unemployment compensation needs, not in response to genefal revenue
concerns arising out of the federal budget deficit situation.

We express no opinion as to the advisability of extending the Medicare

payroll tax to all State and local government employees.

VI. Opposition to Estate and Gift Tax Increases

We oppose without exception, and would urge the President to veto, any
change that would increase federal estate ard gift tax revenues. Such taxes
have an adverse effect upon the capital formation and initiative that are so
necessary to industrial activity and the expansion of employment opportunities.
Also, the imposition of such taxes often leads to the forced sale and breakup of
family-held businesses. Accordingly, NAM’s long-term policy objective in this
area is to see estate and gift taxes removed entirely from fecderal use.

We are particularly distressed to see Congress once again considering repeal
of the "stepped up basis" rule and other devices for extracting revenue f:rom
appreciated assets passing from a decedent. Congress committed a major policy
error last year by significantly increasing capital gains taxes on sales or
exchanges of assets occurring during a taxpayer’s lifetime. It should not
further compound this mistake by attempting to tax appreciated property passing
at death. In many instances of property held for long pericds, the so-called
"appreciation"” may be wholly illusory, i.e., the result of inflation, and the
property may actually be worth less in constant dollars than when it was

originally acquired.
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VII. Positions on Miscellaneocus Non-Tax Revenue Sources

A number of non-tax revenue increases are under consideration. One of these.

is a significant increase in the amount of premiums paid to the Pension Benefit
Guaranty Corporation. While NAM recognizes that PBGC premiums will have to be
increased, we are strong supporters of the concept that such premiums should be

risk-related.

At this time, we express no position for or against the concept of raising
revenue through the imposition of so-called "user fees."

Similarly, we express no position for or against the concept of increasing
receipts through the sale of government assets. NAM has no quarrel with asset
sales that can be justified on grounds independent of the need to reduce the
federal deficit. It should be noted, however, that the stock of salable
government assets is ultimately depletable and, moreover, that each such sale is

a non-recurring event that does nothing to remedy the long-term imbalance

between revenues and outlays.
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Senator BAaucus. To a large degree—and I mean this respectful-
ly—each of you gave somewhat predictable testimony, that is, each
of you represents a certain organization. Your constituency, there-
fore, has a certain point of view.

You work for those constituencies like good advocates represent-
ing the constituents’ point of view. You have very forcefully and
very articulately stated those points of view. It was somewhat pre-
dictable, which is not to say that it is wrong. It is the point of view
that you have.

It reminds me a little of the Iran-Contra hearings we have been
having. Different people have different points of view on what we
should be doing in Central America.

Now, as I listened to you, I was struck with your constituents’
points of view. And I am wondering, as we look down the road and
look into the next century, and we ask ourselves: Where do we
want to be as Americans, particularly economically, as well as mili-
tarily and politically?

I think most Americans are probably more concerned about
where we are going to be in the next century than they are about
the short term.

What I am getting at is, putting aside your constituents’ some-
what narrower points of view, if we want to be more competitive in
the future, if we want to have relatively lower capital costs so that
we can invest more in America with jobs for Americans, if we want
more jobs in America, and if we wanted to be more competitive
fihandwe are now, most people think we sheculd get our deficit re-

uced.

We should do what we can as Americans to get our Federal defi-
cit reduced. We have heard lots of witnesses, time and time again,
tell us how important it is to get the Federal budget deficit down.

Our Federal deficit eats up two-thirds of total private savings in
this country.

My question is: What are we going to do about that?

Before I ask the question more precisely, I think it is only fair to
conclude that this Congress this year is probably not going to go
back and reopen the Tax Reform Act.

The Congress has been through that. The American people have
been through that. Time after time, we hear people say: Don’t keep
changing the tax laws all the time. Let's put something in place
and let it work its will for a while; and let’s see what works and
what doesn’t work. Don’t keep changing it all the time because
people abhor uncertainty.

In addition, we are probably not going to go back and enact a
consumption tax this year. I doubt that we will next year.

I think any significant changes in the tax code, if they occur, will
be in the next Administration.

So, I would like you to tell me—looking at a long-term—and rec-
ognizing that we are not going to have any significant changes in
the tax code this year, and further recognizing that we are going to
have to raise some revenue, most economists tell us that it is better
to raise some revenue to get the deficit reduced than it is not to
raise any revenue and have the deficit reduced less.
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Most economists say we have got to reduce the deficit by about
$30 to $36 billion if we can. It will probably take some mixture of
spending cuts and revenue raising.

This committee has more jurisdiction politically over the revenue
side than the spending side. So, I would like you to tell me which of
the ways of raising revenues make the most sense, both from our
long-term competitive point of view and realizing we are not going
to go back this year and open up the tax code.

So, I am just going to go down the list. I am going to ask you to
rate them on a scale of one to ten—ten being the most opt..mal, one
being least optimal. I would ask you to rate them, please, from the
long-term competitive point of view and recognizing that we can’t
go back and reopen the tax code.

If you want to make a short comment, that is fine, too.

This is just in random order. First is raising the income tax,
either surcharge or delayed reduction of the rates. On a scale of
one to ten, we will start with you, Mr. Huard.

Mr. Huarp. Ten, I gather, is a favorable rating?

Senator Baucus. Ten is the most favorable. Yes.

Mr. HuARrbD. One.

Mr. RAHN. One.

Mr. OswaALp. Senator, I wouldn’t be for raising everyone’s income
tax, but I think the very wealthiest in our society have had the
largest reductions and could share in the burden. And I would be
for not dropping their tax in the manner that is scheduled for 1988.

Senator BAucus. What number is that?

Mr. OswaALp. For that part of the income tax, I would put it at
number ten. For changing all income taxes, as I would be against
that and I would apply a similar standard where you wouldn’t
have a high—where you would leave the current tax for small busi-
nesses——

Senator BAucus. Mr. Motley?

Mr. MoTLEY. One.

Senator Baucus. Excise taxes. Let’s take alcohol and cigarettes—
that category first.

Mr. OswALD. One.

Mr. MoTLEY. One.

Mr. HuARrD. One.

Dr. RAHN. With all due respect, Mr. Chairman, I am troubled by
this exercise because the fundamental question we should be
asking ourselves is, given any possible tax increase first of all will
it reduce the deficit?

History has shown that excise taxes do not. We should also ask
whether we will be better off as a people? Again, I think of my tes-
timony and my colleagues detailed it out. You will be worse off. I
guess I will say one.

Senator DascHLE. Mr. Chairman, would you yield on that point?

Senator Baucus. Sure.

Senator DascHLE. Dr. Rahn, worse off when?

Dr. RanN. In the future.

Senator DascHLE. Worse off than what?

Dr. RaHN. Than right now. What is the goal of economic policy?
In my view, it is to maximize the growth and the real income of all
of our citizens as rapidly as possible.
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Now, how can we best do that? Can we best do that by increasing
taxes? The empirical evidence is unambiguous and overwhelming—
the answer is no. Clearly, no.

Senator DAscHLE. But that is looking at it in a vacuum, and I
think you can understand that. There are other purposes in policy
which also include the need to pay for the services that the Ameri-
can people have demanded of this country.

We have not paid for those services. We have demanded them
and have not paid for them and have fallen short this year by some
$155 billion.

Now, you ask: Which is worse? The deficit that we have with all
its encumberances, or the revenue that we are being asked to
raise? And we have to face that as policymakers.

We would like nothing more than to find ways in which to
reduce revenue. We have attempted to do that in a-myriad of ways;
but falling short of that, we are still faced with the very bleak pros-
lg?ﬁt this year of even falling short of Gramm-Rudman by some $20

illion.

So, what happens then? The prospect of passing this debt on to
the next generation is becoming more and more clear, and that
kind of policy is to me a bankrupt policy; and that seems to be
what you are advocating.

Dr. RauN. And also, the bankrupt policy is what the Congress
does. You just passed a supplemental appropriation—just one ex-
ample—and I read that it included the Weed Control Center.

Now, to argue that that is needed more——

Senator DascHLE. You are citing an exception to the rule.

Dr. RauN. No, no. I have listed, and we have enumerated time
after time after time waste in Government programs.

What you are advocating is an increase in taxes which we know
will hurt the American people where we could reduce many of
thesei wasteful expenditures which would benefit the American
people.

And you want us to come up here and say: No, go ahead and in-
creases taxes. I am sorry, sir. I think that is irresponsible, and I
will not do it. :

Senator DascHLE. It is equally as irresponsible, it seems to me, to
come up and say: Look, we don’t want to have anything to do with
these taxes, but we demand the services.

And the Chamber, like everyone else, has demanded services.
Now, the weed control project may not be the service you have de-
manded, but you have demanded defense. You have demanded the
broad range of things the Government provides.

To my knowledge, you haven’t come out in opposition to the
President’s budgetary proposals, which in themselves have advocat-
ed a deficit the size of which we have today.

So, I don’t think it is fair for the Chamber of anybody else to be
washing their hands of culpability in this regard.

We are all in this together. I apologize to the chairman for
taking so much time, but I can’t let something like that go.

Dr. RanN. Every year at the time of the Budget Committee hear-
ings, we have come up with a series of proposals to get expendi-
tures under control, to get us toward a balanced budget.
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We have been very specific over time on how to do that in a re-
sponsible way.

Senator Baucus. Dr. Rahn, on that point, though, I have before
me a statistical abstract; and this is a comparative analysis of tax
revenues of developed countries as a percent of GNP. This includes
all taxes—State and local, including Social Security—for all coun-
tries.

This list has about 20 countries. It is 1984, the last year for
which there are statistics and before the later implementation of
the big tax cut this country enacted in 1981.

But in 1984, according to this statistical abstract, the United
States total tax revenues as a result of GNP is 29 percent. It is the
lowest of all developed countries.

There is no country with a higher tax incidence, total—State,
local, and national, including Social Security—than the United
States.

Let me list the countries on this list. 'I'hey are Australia, Aus-
tria, Belgium, Canada, Denmark, Finland, France, The Republic of
Germany, Greece, Italy, Japan, The Netherlands, New Zealand,
Norway, Portugal, Spain, Sweden, Switzerland, and the United
Kingdom.

If this is accurate that would at least indicate to some degree
that, in addition to further spending cuts to get the deficit down,
this country can also stand to raise some revenue to get our deficit
reduced.

And the fact of the matter is that, economist after economist, in-
cluding Paul Volcker—I don’t want to put words in Paul Volcker’s
mouth—but he has told me and told many others that we have to
get that deficit down.

And in a macro sense to the country as a whole, it doesn’t make
a whit of difference—or much of a difference—whether that is in
spending cuts or revenue raised or some combination, and ideally
more 50/50 in revenues and spending cuts.

But from the macroeconomic sense, the primary goal and duty of
this country is to do what it takes to get that Federal budget deficit
reduced.

So, it seems to me that, in view of all that, all Americans helping
each other out, working together, and worrying a little less about _
what the other guy is getting as opposed to me and more about us
opposed to me and more about how we are going to compete with
those other countries as Americans together in the future, are
probably going to have to have some spending cuts and some reve-
nue raised if we are going to get the deficit reduced.

Dr. RAuN. I think it is interesting that that list of countries you
read off because if you look, you will also find there is virtually no
job creation over the last 20 years in those countries. Over the last
six years, I am sure, the total new jobs in those countries would be
less than a million, where we have created about 13 million jobs,
with roughly equal populations as some of those countries.

Our real rates of economic growth have been considerably higher
than that group of countries you listed, and I would dispute the
goal of economic policy ought to be to reduce the deficit.
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I want a lower deficit, but the goal of economic policy, I say
again, is to maximize the growth rate in real incomes and opportu-
nity for all of our citizens as rapidly as possible.

And if we go this way on the European stagnation route, with
high taxes and high levels of Government spending, we will not
have the job creation; we will not have the growth in real incomes;
and I don’t-think that is where most Americans want to head.

Mr. OswaALbp. Mr. Chairman, could I comment on that? I think
the policy that has led to the growth in the last few years has been
the deficit, but it comes from mortgaging our future. As the United
States has run very large deficits, we have run very large changes
in programs that have borrowed from the future.

And yes, we have jobs that have been borrowed from the future;
but I think in terms of where the responsibility is, in terms of
spending, Congress has acted.

It has passed a budget that cails for spending cuts, and it does
call for revenue raising.

I think we face the same question that Mr. North faced when he
looked at the question of should he be doing what Congress and the
law allowed.

And the Congress has acted on the budget, and I think that the
responsibility now is to raise the revenue that Congress in its
3udget, adopted by both the House and the Senate, requires to be

one. -

I don’t think people like to pay more taxes, but we can’t continue
to put off the burden on others, to borrow and spend more so that
fv‘ve have more growth now that would cause lower growth in the
uture.

I think that we do need to address the problem. Congress looked
at it in a concurrent budget resolution, and I think the problem
now is how can you equitably raise the $19 billion that the budget
resolution calls for.

Senator Baucus. I take it then that the President is faced with
the choice of either accepting further revenue in order to pay for
his defense budget, on the one hand, or letting the Gramm-Rudman
trigger go into effect, on the other, that you would strongly advise
him to take the latter choice because that would be lower taxes
and lower spending?

Dr. RaHN. Given that dilemma, I would simply go with the latter
choice. Yes.

Senator Baucus. Thank you. We are now joined by our distin-
guished chairman and the distinguished Senator from New York.
Mr. Chairman, it is my honor now to turn the hearing over to you.

The CuairMAN. Thank you very much. I apologize for not being
here at the beginning of the hearings, but I have been on the floor
of the Senate; and that is a problem we have here, of course. We
have a trade bill going on at the same time that we are looking
into the question of raising revenues.

Apparently, you have had a very interesting debate, and I am
sorry I missed out on it; I am sure I will be filled in on it; but
having walked into this particular hearing late and not having had
the benefit of your comments, gentlemen, I will not ask any ques-
tions at this point.

Senator Baucus. Senator Moynihan.
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Senator MoYNIHAN. Mr. Chairman, I recognize the voice of pru-
dence when I hear it, and I would like to take the same view that
the chairman has. [Laughter.]

Senator Baucus. Senator Daschle.

Senator DascHLE. Following my leadership, I will do the same. I
would enjoy more of this debate, but I do agpreciate the need to be
at two places at once today—both on the floor with the trade bill
and in the hearings today with regard to revenue.

I might just ask one question and limit myself to that.

Due to the dilemma we face between the deficits we have and
the prospect of raising revenue, which is now upon us, of the op-
tions that the temporary chairman was proposing today—excise
taxes, changes in income tax, consumption taxes—I would like a
succinct as possible a response to the question as to which of those
is most desirable, recognizing that none of them may be acceptable
or palatable.

But if you were going to put them in some rank order, given the
Federal propensity to limit taxes beyond income—especially with
regard to individuals to taxes outside the area of consumption in
large measure—would you favor consumption related taxes more
than you would favor excise taxes or other forms?

Let’s start with Mr. Motley.

Mr. MotLEY. I thought I was going to get a chance not to answer
that question.

Senator DascHLE. The question is not ‘“‘none of the above” be-
cause we don’t have that answer.

Mr. MorLEY. The least objectionable type of tax from the polling
that we have done from our membership are excise taxes. Still,
though, they tell us that they would not be in favor of raising
taxes.

I think they share the view that Senator Baucus expressed that
the deficit is the number one long-range broad problem facing the
country, and we have supported revenue in the past as a way to
bring down that deficit and would not be opposed to some revenue.

But I think that the membership is somewhat concerned that
what revenue we have supported in the past has not gone to reduce
the deficit, but has gone to new spending; and they don’t have a
great deal of confidence that any new revenues that would be
raised would go to reduce the deficit.

But of the choices that you put forward, the most acceptable or
least objectionable would be an increase in excise taxes. The most
objectionable would be an increase in corporate and personal
income tax rates.

Senator DascHLE. All right. Mr. Oswald.

Mr. Oswald. The belief is that taxation should be based on ability
to pay. The only way that one can find a tax system that does
make distinctions based upon veople’s ability to share the burdens
of government is to have an ir: -ome tax.

And therefore, we would support a progressive change in the
income tax; selective excise taxes would be second in that choice
only because it would be on certain products versus others, but cer-
tainly would not be progressive because it clearly has an unfair
impact on people, whether that be gasoline or cigarettes or what-
ever.
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And some of those may be very related to income production—
gasoline in terms of driving to and from work or taking products to
and from the farm, etcetera.

And the most objectionable, in general, would be the general con-
sumption tax because that would be the most regressive of any.

Senator DascHLE. Thank you. Dr. Rahn.

Dr. RanN. Clearly, theoretically, the taxes on capital—given the
size of the deficit—would be far more destructive than taxes on
consumption.

And if Congress is really going to bring down spending and alter
our tax system, that would be the way to go; but I would still like
to argue that I have given you options of more than $20 billion of
revenue raisers under the jurisdiction of this committee which 1
think would be far less destructive than those alternatives.

Senator DascHLE. Mr. Huard.

Mr. Huarp. As I think I indicated in my testimony, we would
certainly object strenuously tc any further increase in income tax-
ation on the grounds that income is already taxed excessively in
this country.

We think if there is to be an increase in taxation, it should be
imposed on consumption. We believe that selective consumption
taxes, namely the excise taxes, are inherently unfair and distor-
tionary. They are undeniably regressive; and the problem is that
you cannot correct for that regressivity.

We therefore believe that the least counterproductive tax reve-
nue increase would be a general consumption tax imposed at a uni-
form rate on the broadest possible base of goods and services.

Such a tax would be neutral, rather than distortionary, and it
can readily be corrected for regressivity.

Senator DascHLE. Thank you and thank you, Mr. Chairman.

Senator Baucus. Mr. Chairman.

The CHAIRMAN. Mr. Motley, I was noticing in the Joint Tax Com-
mittee’s list of options for revenue raisers an old item that has
been fought over many times in the past.

I understand you touched on the question of estate taxes, and
that is the thought of carryover basis, meaning to revive the possi-
bility of a double tax on debt.

We have no capital gains tax now. So, in effect, you are talking
about an income tax, and that would mean an income tax on debt
for income that had not been accrued.

And in addition to that, a death tax. So, you could have a tax
that would be 55 percent—I guess that is the top margin on estate
taxes—and then you could have an income tax of 28 or 38 percent,
And frankly, I don’t think death is a voluntary conversion, when it
comes to estate taxes. [Laughter.]

What would be the reaction of your association and its mcember-
ship if you had a restoration of the idea of a double tax on death?

Mr. MorLeEy. Mr. Chairman, we would oppose such a double tax
on death very bitterly and very vigorously.

The CHAIRMAN. Why?

Mr. MoTLEY. Because it is an extremely emotional issue with our
members. All you have to do really is take a look at what hap-
pened in the 1980 White House Conference on Small Business
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under President Carter and then the 1986 White House Conference
on Small Business under President Reagan.

These are issues that sort of bubbled up; and when business
people get together and they start talking about the ability to con-
tinue their business, the ability to pass on their sweat/equity over
the years or their risk-taking over the years, and then they realize
that that possibly could be wiped out because the business would
have to be placed on the blocks in order to pay off the taxes and
generally at bargain basement rates and liquidate it—jobs, every-
thing gone.

They get extremely emotional about it. It is not an issue that
they talk about day in and day out like income taxes or even excise
taxes; but when the subject is brought up, it is one which I think
gets them highly motivated and makes them speak out.

So, I would think that as soon as it appeared that the Congress
was ready to move in that direction, we would have an outpouring
of complaint, not only from small business owners across the coun-
try but also from farmers, whom we represent a considerable
number of.

The CHAIRMAN. I recall one of the other problems when we were
on that issue before. We heard that from trust departments, and
we heard it from people who were having to administer estates.

One of the problems was trying to figure out what the cost basis
was because the people who knew were dead. And sometimes gen-
erations of deaths have taken place as a piece of property or a
family business was held together.

And so, you run into a very difficult problem of administration,
in addition to the fact that you would pay a double tax, and you
would pay far beyond the estate tax.

Mr. MotLEY. You also have to pay for the expertise to help you
keep all those records straight and to prepare your family for the
day when that situation may arise.

That is an indirect tax upon the operating business or the oper-
ating farm, and in most cases, the answer to that is taking out
rather healthy insurance policies to pay the tax, which is a reduc-
tion 1n the capital available to that business at that time.

So, small business people will point this out generally that the
biggest boon that happened in 1981 in terms of the reforms made
in estate taxes is they no longer had to spend huge amounts of
money purchasing life insurance policies to take care of their busi-
nesses after death. .

The CHAIRMAN. Thank you very much.

Senator Baucus. Senator Moynihan.

Senator MoYNIHAN. Mr. Chairman, I would like to ask our emi-
nent panelists one question about a subject that will be coming up

_on the next panel.

We, as a committee, invited the Joint Committee on Taxation
and its very distinguished staff to suggest ways in which we might
raise revenue. One of the more ominous proposals—or at least one
of the more conspicuous ones—is the proposed excise tax on net in-
vestment income of exempt organizations.

This is a tax which would most conspicuously fall on private col-
leges and universities and private hospitals—charitable activities of
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that kind—but it would also fall on trade unions. It would also fall
on trade associations.

It would fall on union pension plans, and similar plans that the
Chamber and other like organizations have set up for themselves.

Could I ask specifically the labor unions and trade associations
about the trusts forming a part of a qualified pension or profit-
sharing plan? This proposal would apply to many of your constitu-
ent members as well as your own organization—the proposal to
impose an excise tax of 5 percent on net investment income from
tax exempt organizations.

Could I just ask your opinions, seriatim, as we say? Dr. Rahn, I
think you testified first, sir?

Dr. RaauN. We would be opposed to that. Normally, the tax ex-
emption was given for a particular purpose. You people decided
that you wanted to encourage certain types of activities; and then
to go ahead and penalize people for engaging in those activities—
such as colleges, universities, labor unions, what have you—seems
to me to be somewhat counterproductive.

And 1 know among our members particularly there is a very
strong reaction against it.

Senator MoYNIHAN. A very strong reaction? All right. Mr.
Oswald.

Mr. OswaLD. Senator, the labor unions would also be greatly
upset with such a tax because again it would tax the sort of people
who have already paid tax on their income, and an additional tax
seems unwarranted on a tax exempt organization.

Senator MoYNIHAN. Yes. Dr. Rahn’s point was that we would not*
have allowed these to be exempt if we had not wanted to encourage
such activities. Mr. Motley.

Mr. MotLEY. We would be opposed at this time, Senator; and we
think that it really should be considered only if the committee gets
into examining the tax status of the entire nonprofit community as
a whole, such as the Ways and Means Committee is doing over on
the House side.

Senator MoYNIHAN. And Mr. Huard.

Mr. Huarp. We would be opposed, Senator. I think that it is
counterproductive to go through a process of granting an exemp-
tion to an organization and then saying, well, it is a 95-percent ex-
emption.

You could be just as well served and probably raise a great deal
more revenue if you inquired into making tax exempt general obli-
gation bonds of States and municipalities 95 percent tax exempt,
instead of 100 percent tax exempt.

Senator MoyYNiHAN. Don’t say that in front of the committee. We
have got to be careful. [Laughter.]

Mr. Chairman, I thank you for the opportunity to ask this ques-
tion. We have some persons before us from a very real world of eco-
nomic activity who will take a position, I think, which will be mir-
rored by persons from the somewhat more distant world of teach-
ing and research and caring for the ill.

And I think we will find a common view on this subject, which is
always welcome in this committee. Thank you, gentlemen.

Sentor Baucus. Thank you, Senator. Any other questions?

[No response.)
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Sentor Baucus. Thank you all very much for your very valuable
testimony. Thank you.

The CHAIRMAN. Let me be sure that we have all the members of
the next panel. We have Bishop Steward, Mr. O'Connell, Mr.
O’Neill, Mr. Bloomfield, and Dr. Minarik.

Let me go through the affiliations of those who are speaking on
this panel. Bishop Stewart represents the Episcopal Church Pen-
sion Fund, and he is testifying on behalf of The Church Alliance.

Mr. Brian O'Connell is President of the Independent Sector. Mr.
Robert O’'Neill is President of the University of Virginia and is tes-
tifying on behalf of the American Council on Education.

Mr. Mark Bloomfield is the President of the American Council
for Capital Formation. Dr. Joseph J. Minarik is a Senior Research
Associate of The Urban Institute.

Gentlemen, we are pleased to have you. Dr. Stewart, we would be
pleased to have you lead off. I think that would strike the proper
attitude for this particular panel.

BISHOP ALEXANDER D. STEWARD, EPISCOPAL CHURCH PENSION
FUND, TESTIFYING ON BEHALF OF THE CHURCH ALLIANCE,
NEW YORK, NY

Bishop STEwaRrT. Our abiding appreciation, Senator Bentsen, to
you and your colleagues for your courtesy in allowing me to share
with you.

I would like our testimony to be submitted for the record. I shall
be brief, recalling that verse of scripture: I have many things to
say unto you, but you cannot bear to hear them now. [Laughter.]

What a privilege to represent such a responsible group as
Church Alliance, which acts on behalf of 28 church pension pro-
grams. Aware we are of your need to uncover sources of untapped
revenue. )

If added taxes are required, we should all pay our fair share, but
" do not ask retired clergy and their widows to accept a reduction in
pension which would be inevitable if you were to endorse the pro-
posal that would place a 5 percent tax on the investment income of
tax exempt religious institutions.

Since well over one-half of our budget for retirees is derived from
investments, we would be forced to reduce the minimal pensions on
which a retired couple has already based their budget.

Such tax investment income is the prime resource for funds re-
quired to carry out this mission of our synagogues and churches.

Whether taxing investments of a church pension plan can be de-
clared unconstitutional, since it may violate the separation of
church and State, must be recognized as a valid question.

This is a very sensitive area, as every legislator and teacher is
aware. You can decide, however, is it fair to take from the elderly?

Might not a more appropriate source of revenue be found,

You might even ask: Is it fair to tax exempt groups to take 5 per-
cent of their investment income when corporation and financial
houses can, by creative accounting, escape or indefinitely delay
taxes on their investment income? _

Finally, a recent study indicates that two-thirds of the time,
energy, and dollars expended in the volunteer sector of our country
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in social agencies and services is generated by the religious commu-
nity.

If legislation is enacted which reduces money for pensions by 5
percent, we will not break our promise to retired people to whom
we have promised pensions and health care. We will make up the
difference by depleting other budgets, the very budgets that main-
tain the buildings and personnel that guide and provide for our vol-
unteer services.

Churches throughout our country today have responded and are
feeding meals to the needy, providing sleeping facilities for the
homeless, day care for mothers who prefer working to welfare, and
a gathering place for elderly.

How can church leaders decide: Is this money to go to pensioners
to make up the difference caused by the 5 percent tax, or do we
give it to the self-help programs undertaken at the suggestion of
our President?

Since we cannot spend the same dollar twice, if we must give it
to the tax bureau, it will not be available for elderly and disabled
persons or for the caring ministry that synagogues and churches
have undertaken.

Frankly, I would not wish to be the messenger of bad news, in-
forming retired clergy that the pension fund cannot fulfill its
pror;uise and their next pension fund check will be reduced. Would
you?

And would you at least ask: Is this proposal wise? Is it fair? And
is it really necessary?

Thank you.

Senator MoyNIHAN. Thank you, Bishop. Brian O’Connell, we wel-
come you back to this committee.

[The prepared statement of Bishop Stewart follows:]
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CHURCH ALLIANCE

ACTING ON BEHALF OF CHURCH PENSION PROGARANS

STATEMENT OF THE RIGHT REVEREND ALEXANDER D. STEWART, D.D.

1 am The Right Reverend Alexandexr D. Stewart, D.D., formerly

Executive for Adwinistration of the Episcopal Church and now serving

as Senior Vice President (Pastoral Care) of The Church Pension Fund.

The Fund was chartered by an Act of New York state legislature in 1914

for the purpose of establishing and administering a retirement pension

systea for aged and disabled priests of the Episcopal Church. It is

recognized by the Treasury Department as a tax-exemp: religious

organization,

We are one of the founding members of the Church

Alliance, a coalition which acts on behalf of the pension programs of

the 28 religicus denominations identified on the Church Alliance

letterhead.

My comments deal with one of the
Tax revenues 1n connection with the fiscal year 1983 Budget
ncw being considered by the Senate Finance Committee.
No. II. F. 2, in.JCS-17-87, would impose a 5 percent excise
net investment 1ncome of tax-exemp: organizations, a tax that would

1mpact churches and their mimistry organizations,

pension boards.

"possible options" for

My appearance hete 1s on behalf of these organizaticns

increasing

Resolution

option,

tax on

1ncluding church

This revenue option would diminish the ability of chuzch plans

fulfill contractual comm:tments already made tc pay the pensions

earned by clergy and laywcrkers.

the

o

Before the Commit%ee considers imposing an excise tax on the ne<

investment 1ncome of tax-exempt organizations, including churches,
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synagogues, and their pension plans, it should consider the tollowing:

(1) Generally, TAX-EXEMPT organizations operate without a profit
motive, make no profits, and, therefore, would pay no tax on
theiy investment income if they were subject to income %taxes.
However, under this excise tax option, a tax would be payable
even if the organization operated at a net loss on its
activities, on the other hand, the excise tax option under
consideration would not impose a tax on a for-profit business
organization with identical investment income under identical
circumstances, i.e., no net profit for the year.

{2) Many TAXABLE organizations are not now paying income taxes on
all or therr net 1nvestment income. For example:

* Regulated invesument companies ana real estate
investment trusts pay no income tax providing they
distribute all investment income to their shareholders;
banks, insurance companies, and financial institutions
pay no income tax on investment income derived from
investments in municipal bonds.

* Corporations pay taxes on only 20 percent of investment
income derived from dividends received from holdings of
stock and pay no income tax for years in which they
report no net income.

* Depreciation, depletion, percentage-of-completion and
other permissible tax accounting technigues enable many
companies to eliminate or continually defer taxable
income, thus offsetting investment income which
otherwise would be regarded as net taxable inccrme,

Retirement and welfare benefits for ministers and layworkers are
mainly provided through church pension boards. Church pension boards
are controlled by or associated with a church, either as divisions of
the church denomination or as separately organized section 501(c)(3)
entities., A number of pension boards provide retirement benefits 1in
the form of retirement income accounts under section 403{b)(9) of the
Code., Some pension boards provide retirement benefits through plans
described in section 401(a) of the Code.

A church pensicn board is an integral part of the church, carrying

out the functions of the church in providing retirement ard welfare
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benefits for clergy and other denémtnational employees. Thus, any
excise tax that may be levied on the net investment income of a church
pension board would be a tax on the church. There are Constitutional
implications of taxing the income of a church. The First Amendment to
the Constitution states in part, "Congress shall make no law
respecting an establishment of religion ...." This, the Fstablishment

Clause, in the words of Thomas Jefferson, "was intended to erect 'a

wall of separation between church and state.'" Everson v. Board of

- Education, 330 U.S. 1 (19475; The Supreme Court in Lemon v, Kurtzman,

403 U.S. 602 (1971), set forth three tests a statute must pass in
order tc avoid the prohibition ot the Establishment Clause, The tnira
test 1s that the statute must not roster "an excessive governmental
entangiement with religion,"” An excise tax on a church necessariiy
raises the question ot governmental entanglement with religion. This
is a very sensitive area. It would involve the filing of forms with
the Internal Revenue Service, the possible subjection of books and
records to examination, and other acts which may produce dirzect
confrontations with religion and intensive surveillance of re. igion
which would not be constitutionally acceptable. Tilton v.
Richardson, 403 U.S, 672 (1971).

The excise tax would alsc be extremely unfair to church pension
boards and the participants and beneficiaries of church plans.
For many years, church pension boards have made monetary commitments
to church employees with respect to a level of retirement benefits,
These committed benefits have been based on contributions receaived,
mortality experience, and earnings assumptions; there were no

additional assumptions such as the payment of a 5 percent excise =ax



on net investment income proposed for consideration by your Committee.
The payment of a tax on net investment income used to pay retirement
annuity benefits woﬁld create a hardship on church pension boards and
possibly reduce retirement benefits to plan participants and their
beneficiaries. Nevertheless, if this excise tax is enacted, it would
be necessary to have statutory authority permitting the tax to be
passed through to plan participants and their beneficiaries as if
applied directly to them. Otherwise, what is referred to as an excise
tax on net investment income becomes, in fact, a tax on the corpus of
the church or church pension board itsélt, to the extent the church
has committed to pay a fixed annuity benetit based on a stated return
on investment (prior to any taxes).

As noted above, some church pension boards provide benefits in the
form of section 403(b)(9) retirement income accounts while others
provide benefits through plans descraibec in section 401(a). It the
Congress decides to exempt the net investment income of section 401l;)
qualitied plans trom the excise tax, a similar exemption shoula be
accorded to section $01(c}(3) church bens;on boards that provide
retirement benefits to ministers and lay workers. Otherwise, an
unfortunate disparity of treatment of church pensicn plans and boards
will result,

As a final thought on the excise tax, I would again point ou% that
generally charitable organizations operate without a profit motive,
and mary operate at a loss. Yet this tax, Which is like a gross
1ncome tax, does not distinguish between the ability to pay o the
inability to pay. Indeed, whether or not operating at a loss, some

charitable organizations with net investmen%: income may have difficulc
g9



78

-5 -
raising the tax except through the sale of principal assets. The
definition of net investment income is critical in this context,

In conclusion, of overriding importance to the churches is the fact
that if this is imposed on churches and their pension boards, *:he
resources of every church would be diverted from its mission. Some have
said that the mission of a church can be perceived as divisible into

(1) worship of God and
(2) service of mankind.

The Congress would undoubtedly find it constitutionally impossible
to interfere with the former and counter-productive to interfere with
the latter., The Pamphlet No. JCS-17-87 clearly points out on page 276
that the exemption from tax under existing law recognizes that:

(a) "...Many exempt organizations perform functions that
iessen the burdens of government that otherwise would
have to be financed out of tax revenues,..", that

(b) tax-exempt organizations "...promote the general welfare
of the public at large..." and

{c} "...contribute to the economic well-being of the country
through prowotion of business ard labor;" and
specifically notes that

(d) *“The imposition of the tax would reduce the funds
available to and needed by charities, social welfare
organizations, and other exempt organizations in
carrying out their nonprofit activities. The tax thus
would adversely affect the beneficiaries of these
programs, including the poor, the elderly, students,
hospital patients, the environment...."

We believe it 1s of utmost importance that this Committee inform
itself of the extent, if any, to which these negative economic factors
in (a), (b}, (c), and (d) are reflected in the "Estimated Revenue
Effects"” appearing in the pertinent sections of the document now under
consideraticn.

Respectfully submitted,

The Rignt Reverend
Alexander D. Stewart, D.D.
July 17, 1987
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STATEMENT OF BRIAN O’CONNELL, PRESIDENT, INDEPENDENT
SECTOR, WASHINGTON, DC

Mr. O’'ConNELL. Thank you. As you so well know, nonprofit orga-
nizations have been through three major crises in the past six
years. The first involved the budget cuts which have had an enor-
mous impact on nonprofit organizations. The second involves the
transfer or the expected increase in the service loads of nonprofit
organizations.

As Government has cut back, it has transferred to voluntary or-
ganizations services for day care, services for homeless, for the
aged, educational responsibilities. So, we have had less money and
a transfer of responsibilities.

In terms of that less money and transfer, the Urban Institute re-
cently completed a study which pointed out that, for the primary
service areas where there is a public/private partnership in the de-
livery of education or human services, financial support was re-
duced by the Federal Government by $70 billion, or 14 percent,
over the fiscal years 1982 to 1986.

The second impact indicated by the Urban Institute report is
that reduction in direct Federal support of the programs of non-
profit organizations for those same years was $23 billion, or 27 per-
cent.

And third, they point out that for private giving to make up for
the Government’s reductions in the areas where we attempt to de-
liver services mandated by Government, private giving to make up
for that would have to increase by six to eight times higher than
the peak increases of the past few years.

The third major crisis involved the Tax Reform Act and its
impact on attempts to gain increased giving. The combination of
reduced rates, the loss of the nonitemizer deduction, and the inclu-
sion of gifts of appreciated property in the calculations of income
under the alternate minimum tax will, in the combination—accord-
ing to Professor Lawrence Lindsey of Harvard and the National
Bureau of Economic Research—cause an impact on annual giving
of approximately $11 billion, or 15 percent.

Throughout the tax reform process, we said over and over again,
in response to your understandable admonition that we all had to
share the burden, we szid that we have been inordinately impact-
ed. If you take the combination of the budget impacts and now the
tax impacts on voluntary organizations, it is not equitable.

It is certainly not unfair. It is grossly unfair for the Government
to transfer some of its service load, then cut its share of the part-
nership, and then on top of that to make raising contributed funds
even more difficult.

Now, on top of all that, unbelievably—as far as we are con-
cerned—unbelievably along comes this Joint Committee report that
serves up the idea of a new excise tax on our organizations.

It says that this new tax will increase income by $3.5 billion in
1988, of which $1 billion will come out of the capacity of voluntary
organizations and foundations to be of service.

On top of that $1 billion loss, the Joint Commitiee offers that the
itemized deductions might be allowed only against the 15-percent
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tax rate, and that alone would decrease contributions by another
$6 billion annually.

Beyond even the arithmetic and the inequity of the moment, this
excise tax is contrary—contrary—to the underlying concept of tax
free organizations.

In 1969, Congress imposed a 4 percent tax on foundations; but
only under the rationale and with the absolute assurance—that the
absolute assurance-—that that 4 percent tax would be used only to
monitor the work of foundations. That tax was reduced in 1979 to 2
percent; but it still produces $217 million a year, which is six times
the total budget of the exempt division of IRS.

I submit that the tax on tax exempt organizations is fundamen-
tally a contradiction. I submit that it is a classic oxymoron.

There are several other provisions in the Joint Committee’s docu-
ment, such as an increase in the alternate minimum tax from the
present 21 percent to 25 percent, initiation of a 10-percent floor on
aggregate itemized deductions for certain taxpayers, and an across-
the-board reduction in individual tax preferences, which would
have a negative effect on the income of nonprofit organizations.

These reductions and the others mentioned above total $9 billion.
We implore you, we beg you to establish at the outset of your con-
siderations a principle and a determination not to do anything fur-
ther to reduce the capacity of voluntary groups to fulfill our public
service.

You asked us to take a larger share of public services. You have
dealt us an inordinate share of the burden of tax reform. We be-
lieve it is fair to say that enough is enough.

The CHAIRMAN. Thank you very much, Mr. O’Connell. Those are
some very interesting numbers. I will be looking forward to perus-
ing those.

Mr. O’Neill, Professor O’Neill, Dr. O’Neill.

Mr. O’NEILL. Senator, any of the above.

The CunairmMAN. Whatever title you prefer, we are delighted to
have you here with us this morning.

[The prepared statement of Mr. O’Connel! follows:]
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TESTIMONY OF BRIAN O'CONNELL
PRESIDENT, INDEPENDENT SECTOR
I am Brian O'Connell, President of INDEPENDENT SECTOR, a
membership organization of 654 national voluntary associations,
foundations, and corporate giving programs. A list of our
members is attached.

During the past six years nonprofit organizations have

faced three major crises:

1. Reductions in federal spending, particularly for human
services, caused the caseloads and expectations for
services of voluntary organizations to increase
crushingly.

2. At the very time the government was transferring to
nonprofits greater responsibility for services, the same
government reduced dramatically its financial support
for such services. According to the Urban Institute
report, The Nonprofit Sector and the Federal Budget:
a® For the primary service areas where there has been a

traditional public/private partnership, financial
support was reduced by $70 billion* or 14 percent
for the fiscal years 1982-86.
b. Reduction in direct federal support of the services
of voluntary organizations for those same years was
‘ $23 billion or 27 percent.

* Exclusive of Medicare and Medicaid funding.
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c. For private giving to make up for the government's
reductions would have required giving to grow at a
rate seven to eight times higher than the peak rate
achieved in recent years.

The Tax Reform Act of 1986 made raising contributed

funds more difficult. The combination of reduced rates,

the elimination of the charitable deduction for
nonitemizers, ard the inclusion of gifts of appreciated
property in the definition of income for the alternate
minimum tax will, according to Professor Lawrence

Lindsey of Harvard and the National Bureau of Economic

Research, cause an impact on annual giving of

approximately $11 billion or 15 percent. To try to

offset some of this loss, INDEPENDENT SECTOR has just
launched an initial five-year effort to try to increase
the total amount that individuals contribute to the

causes of their choice.

Throughout the tax reform process, we were told that every-

one had to share the burden, but we have been trying to point out
that the combination of budget and tax impacts on voluntary
organizations is not equitable. It is certainly not fair for the
government to transfer some of its service load to us, then cut
its share of the partnership and, on top of it all, to undermine
our ability to raise money.

Now, almost unbelievably, along comes a Joint Committee

report that serwves up the idea of a new excise tax on exempt

-2-
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organizations which it says could raise $3.5 billion in 1988, of
which at least $1 billion would come out of the program and
granting capacity of voluntary organizations and foundations. On
top of that $1 billion loss, the Joint Committee vffers that
itemized deducticns might be allowed only against the 15 pércent
tax rate. This proposal alone would reduce charitable giving by
another $6.7 billion annually according to research by Professor
Lindsey.

For the Federal Government to consider slashing another
$8 billion or 10 percent, or any substantial -roportion thereof
from the income of the sector to which it is transferring so much
of the service burden is absurd in concept ar-l cruel in execution.

Beyond all of that, this excise tax is contrary to the
underlying concept of tax-free organizations. In 1969, Congress
imposed a four percent excise tax on foundations under the
rationale and assurances that the income would be used only to
monitor the work of foundations. That tax was reduced in 1979 to
two percent but still produces $217 million a year (1986) which is
six times the total budget of the entire exempt d!-ision of IRS.
To begin to tax tax-exempt public charities and the foundations
that help support them is fundamentally a contradiction.

There are several other provisions in the Joint Committee's
document, such as an increase in the alternative minimum tax from
the present 21 percent to 25 percent, initiation of a 10 percent

floor on aggregate itemized deductions for certain taxpayers, and

-3-
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an across~-the~board reduction in individual tax preferences, which
would have a negative effect on the income of nonprofit organiza-
tions. These reductions and the others mentioned above, total

$8.687 billion, as follows:

5% excise taX ...icinecaesesss $-1.0 billion
Allow itemized deductions

only at 15% rate .......es0s -6.7 billion
25% alternative minimum tax ...... .00 $~221 million
10% flOOY ..vciveerensescscascssesnsacssasrasas =346 million
Added preferences ....ccessenee - 42 million

Total $-8.687 billion

We implore you to establish at the outset a principle and a
determination not to do anything further to reduce the capacity
of voluntary groups to fulfill their public service. The govern-~
ment asked us to take a larger share of human services and then
you dealt us an inordinate share of the burden of tax reform.

It is fair to conclude, enough is enough.

-4-
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STATEMENT OF ROBERT O’NEILL, PRESIDENT, UNIVERSITY OF

VIRGINIA, TESTIFYING ON BEHALF OF THE AMERICAN COUN-
CIL ON EDUCATION, CHARLOTTESVILLE, VA

Mr. O’NEILL. [ am delighted to be here. I am here this morning.
on behalf of the American Council on Education and about a dozen
other higher education groups whose names appear on the cover
sheet of the statement that we have filed.

I cannot claim to be expert on matters of tax policy, but I do
have some feeling for the special role of nonprofit organizations.

Before 1 came to Virginia, I was for five and a half years Presi-
dent of the University of Wisconsin. I have served and now serve
on the boards of various organizations such as the Carnegie Foun-
dation for the Advancement of Teaching, the Educational Testing
Service, the Johnson Foundation, the Association of American Col-
leges, the National Association of State Universities and Land
Grant Colleges, among others.

Each of these organizations, like the colleges and universities
that comprise ACE, has a deep concern with the proposals that are
now before this committee.

Several of these proposals, we think, might have harmful effects
on higher education, but there is one that we feel would have an
especially serious impact. It is the proposed five percent excise tax
on the net investment income of tax exempt organizations.

Let me, if I may, make three points of particular concern to us in
the college and university world.

First, nonprofit organizations and institutions like ours differ
from the profit sector in that we lack comparable ways of sharing
or redistributing or passing on the effects of reduced revenue.

The only recourse for most of us would be to reduce educational
services or increase tuition or some combination of the two.

That choice would come at a time when Government has been
asking higher education to assume greater responsibility while re-
ducing the resources available to meet that task.

The dilemma is especially clear in the area of financial aid. Pri-
vate colleges and universities have found it necessary to increase
the scholarships they provide to their students from $300 million,
as recently as 1981/1982, to $3 billion in the last academic year.

Second, the tax would fall directly on endowments, which are im-
portant and unique features of educational institutions.

These are sources of support which Government has over the
years encouraged in many ways and which have helped to offset,
for a State government, the cost of public higher education.

We in Virginia, for example, enjoy an especially wise State policy
in the Eminent Scholars Program, a program under which the
Commonwealth matches income, dollar for dollar, from private en-
dowments mainly for faculty and chairs.

This program represents one of the many joint public/private ef-
forts in support of the university’s commitment to academic excel-
lence.

During the past year, more than 180 members of our faculty re-
ceived substantial salary support from endowment income and the
matching State support under this program.
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To tax endowment income and net capital gains would not only
reduce income and impair endowment principal, but also in effect
would reduce the State support that matches the private endow-
ment income component.

Third, this tax, as we see it, would mark a fundamental change
in national policy. A change that would far exceed what the rather
modest percentage or the tax might suggest.

Such a tax would basically alter the relationship enjoyed by tax
exempt institutions. It would replace that status with an income
tax measured by the amount of investment income.

For those universities that have been most energetic and most
successful in seeking private support, such a change in policy
would in effect impose a penalty after the fact.

For other institutions that have investment income that is used
to offset operating losses, the proposal could result in a larger tax
liability than would the application of the corporate income tax.

Such a tax also seems to us to undermine the Congressional
policy of encouraging economic development through wise and se-
lective use of university resources.

Finally, I would note that the issue is not whether we are willing
to do our part or pay our share. The issue that has now been
raised, and really raised for the first time, is whether all invest-
ment income of such institutions—most of which in our cases goes
to uniquely educational programs—ought to be subjected to tax.

Such a proposal seems to us to strike at the central premise of
the tax exempt status of institutions such as ours, a status which
has long been of benefit to our students and those whom we serve
in other ways and, ultimately, to the nation as a whole.

Thank you, Mr. Chairman.

The CHAIRMAN. Thank you. -

Dr. Minarik is a Senior Research Associate at The Urban Insti-
tute.

[The prepared statement of Mr. O’'Neill follows:]
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I. Introduction

My name is Robert O'Neil. I am the President of the
University of Virginia, a state University founded by Thomas
Jefferson, in 1819. I am testifying this morning on behalf of the
American Council on Education, an organization representing over
1,500 colleges and universities, and the associations listed on
the cover sheet of this testimony, which together represent our
nation's institutions of higher education.

Although the staff pamphlet of revenue raising options
contains several proposals that would adversely affect
institutions of higher education, one in particular would have a
particularly serious impact on colleges and universities. This
is the proposed five percent "excise" tax on the net investment
income of tax-exempt organizations.

We strongly oppose this provision. It would have a
substantial negative impact on the ability of the vast majority
of colleges and universities to perform their mission of
education and research and would constitute a fundamental
withdrawl of th2ir tax exemption.

II. Analysis of the Proposal
A. The amount of the tax would have a substantial impact

on the ability of colleges and universities to perform
their mission.

The pamphlet suggests that this tax would have a "limited
impact on the activities of exempt organizations." At least as
applied to institutions of higher education, however, the
proposed tax would have a substantial adverse impact. Virtually
all institutions of higher education have investment income that
provides support for their operations and, therefore, would have
tax liability under this proposal.

Unlike for-profit entities, public and private colleges
and universities do not have investors to whom they could reduce
the distribution of profits in order to pay the proposed tax.
Therefore, this tax liability would have to come from increased
tuition or from reduced services to present or future students.

In recent years government has transferred greater
responsibilities to higher education, while at the same time
reducing the resources available to meet these responsibilities,
such as tax law changes that will tend to reduce charitable
contributions. One area where government has transferred greater
responsibility to higher education is the increased need for
institutional student financial aid in the form of grants.
Private institutions of higher education have increased
scholarships greatly in the last few years (from $900 million in
1981-82 to $3 billion in 1985-86).
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The combined effect of the inabilityv to reduce
distributions to shareholders, the increased responsibilitjes of
these institutions, and decreased resources as the result of
recent federal tax law changes, is that the imposition of this
tax would--reduce directly the resources available to support
their mission.

At the University of Virginia, we have estimated the
amount of this tax at about $3 million per year. This is a
significant amount of money to our University

- It is slightly more than the budget Bf our history
department, $2.1 million, and approximately equal to the budget
of our physics department.

- It is slightly less than the amount of our student
financial aid grants, which are paid directly from our endowment
income.

B. The tax would be applied to endowments, which are
important and unique features of educatjonal

n t ons

Hundreds of colleges and universities, public and
private, large and small, have endowments. These endowments were
established solely to support the tax~exempt purposes of
education and research.

In addition, the University of Virginia has an Eminent
Scholars Endowment, separate from its regular endowment, the
income from which is matched by the State of Virginia. The tax
liability from this proposed tax would more than offset the
matching state grant from this program.

Our endowments provides a stable source of funding that
encourages the free expression of ideas essential to first rate
scholarship and research, as well as providing funds for
scholarships.

C. ax is a fund ta a in tax poli and is
ar _mo nifi t that it would ear as a
e v Sm. tage n e part of
v

This tax would effectively terminate the exemption from
federal income tax for the vast majority of tax-exempt
institutions that have investment income, and replace it with an
income tax based on the amount of their investment income.

For financially weaker institutions, the proposed tax
could result in a larger tax liability than would the application
of the corporate income tax. Institutions that are financially
pressed due to declining enrollments, and that are suffering
consequent tuition shortfalls, but which have investment income
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that is being used to offset these operating losses, would have
no "net income” and thus would pay no federal income tax if they
were taxable corporations. They would pay tax under this
proposal, however.

This tax also would be inconsistent with the concept of
tax exemption. It is justified in the staff pamphlet solely on
the grounds of raising revenues. It therefore is not
fundamentally different from a tax on tuition or charitable
contributions, which are not taxed under present law because
these sources of funds, like investment income, are provided
directly and solely to support the exempt purposes of these
institutions.

This tax would also frustrate Congressional efforts to
improve the competitiveness of our economy. Colleges and
universities have developed into responsive instruments for
pursuing national objectives. The tax would withdraw funds from
these institutions at the same time that Congress is attempting
to increase their funding for biomedical research, research
related to national security, and need-~based student assistance.
I believe that colleges and universities can best contribute to
deficit reduction by providing a sound foundation for economic
growth through the creation and dissemination of new knowledge.

D. This major change in the treatment of public and
private colleges and universities is not justified.

It is supported in the staff pamphlet by only one
argument: that exempt organizations should "not be immune from
sharing some of the costs of government." Colleges and
universities already share the costs of government. The state
institutions are units of government, and the private
institutions are tax-exempt because they relieve government of
the burdens of meeting public needs by enlisting private funds
for public benefit and by performing activities that government
otherwise would be called upon to perform.

This proposed tax on public institutions and public
charities is not warrarted by any need for additional revenues to
monitor tax-exempt orgaiizations, which was the reason for the
excise %ax on the investment income of private foundations.
Additional audit fees for exempt organizations would not seem to
be needed since the tvo percent tax on private foundations
already generates revenues that are six times the budget of the
entire exempt organiration division of the IRS.

The proposed tax also is not supported by the policies
underlying the unrelated business income tax (UBIT). When
Congress enacted the UBIT law in 1950, it exempted investment
income from the ta'. because it concluded that investment income
did not present problems of competition with business. Last
month, in testimony before the Ways and Means Oversight
Subcommittee, the Treasury recommended that investment income
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continue to be totally tax exempt because: the income is used to
support the exempt purposes of the organization; it does not
present problems of unfair competition; and it encourages exempt
organizations to avoid commercial involvements.

III. g;ogasgls to restrict charijtabl v should be ected.

In addition, the staff pamphlet restates proposals,
previously considered and rejected by Congress, that would
substantially reduce the benefits of our tax-exempt status by
reducing the amount of charitable contributions. These changes
would: 1) permit itemized deductions, including the charitable
deduction, to be deducted only against the 15 percent tax
bracket; 2) impose a floor on itemized deductions of 10 percnet
over $100,000 in adjusted gross income; and 3) reduce the value
of all deductions by 10 percent.

Congress should again reject these changes ir the tax law
that would discourage charitable giving and thus reduce the
ability of higher education to perform its important mission.

IV. Conclusion

The higher education community strongly urges the
Committee to reject this proposal. It is unsound tax policy in
that it would effectively terminate the tax exemption for
institutions that warrant continued tax-exempt treatment. It is
unsound education policy in that it would take funds away from
colleges and universities that are used for scholarships and that
in magnitude are equal to the cost of major departments. It is
unsound economic policy in that it would impair our ability to
perform the research activities necessary to improve our
competitiveness in world markets.

I thank the Committee for its consjideration of our views
on this issue of utmost importance to our institutions of higher
education.

76-782 0 - 88 - 4
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STATEMENT OF DR. JOSEPH J. MINARIK, PH.D., SENIOR RESEARCH
ASSOCIATE, THE URBAN INSTITUTE, WASHINGTON, DC -

Dr. MiNARIK. Mr. Chairman, let me first of all put on the record
that I am here speaking for myself and not my organization.

I am here to speak about the proposal in the——

The CHAIRMAN. Now, that comes as a bit of a surprise to me. We
have chosen people to speak for a broad-based constituency, but
please proceed, Dr. Minarik.

Dr. MINARIK. I am here to speak to the proposal that is in the
aforementioned Joint Committee publication with respect to reduc-
ing the maximum tax rate on capital gains.

In my own point of view, I believe that that proposal is mis-
placed. It is not a revenue-raising proposal; and, therefore, it does
not belong in this kind of a discussion.

The counterintuitive notion that a capital gains tax cut would in-
crease revenues is based on two premises. First, the historical
record shows that a capital gains tax rate cut in 1978 increased
revenues; and second, the body of the academic literature predicts
such an increase.

It is my contention that both of these premises are false and that
cutting tax rates on capital gains will not increase revenues.

Let me deal with these two premises in turn.

First of all, claims that the 1978 capital gains tax rate cut in-
creased revenues are based on two errors: first, the failure to dis-
tinguish between the transient and the continuing effects of a cap-
ital gains tax change; and second, a failure to recognize other
causes of changes in capital gains realizations.

A cut in capital gains tax rates will increase realizations for rea-
sons that are purely temporary. If a future cut in capital gains tax
rates is announced, just about anyone who plans to realize a gain
will postone that realization until the tax cut takes effect.

T}llat will make the impact of the tax cut appear larger tempo-
rarily.

Further, if an asset holder is sitting on the fence over whether to
realize a gain, cutting tax rates will in effect move the fence and
induce him to sell.

It is a totally different question, however, whether a capital
gains tax cut will induce so much more realization, year in and
year out, that it will more than offset its static effect and actually
Increase revenue,

When there is nothing to be gained by shifting a realization ear-
lier or later, and once the figurative fence is again firmly planted
on the ground, the remaining continuing effect of a capital gains
tax cut is smaller than the transient effect.

So, looking over only a short time span can easily exaggerate the
effects of the capital gains tax change.

Likewise, tax effects can be exaggerated by ignoring other deter-
minants of capital gains realizations. Over the long haul, through
tax increases and tax decreases, Capital gains realizations have
tended to follow the growth of the economy with further upward
and downward swings propelled by the stock market.

v Ignoring these fundamental determinants of realizations can
make tax changes look more powerful than they are, rather like
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giving a jogger running to the east additional credit for the rota-
tion of the earth.

I have appended a couple of graphs to my testimony that you
might want to peruse at your leisure.

Now, how does this lesson illuminate the experiences of the 1978
and 1981 capital gains tax cuts?

First, it is not enough to say that a tax cut in year one increased
revenues in year two. We need to look at years three and four in
addition, at least.

Second, it is doubly wrong to attribute an entire year over year
increase in capital gains to a tax cut. Capital gains will increase
roughly in step with the economy, with or without a tax change.

And so, the only proper comparison is with what capital gains
would have been in the absence of a tax cut, as difficult to deter-
mine as that might be.

And third, we must consider the very strong effects of the stock
market in pushing realizations up and down as well.

Now, after the 1978 tax cuts and even before, there were a lot of
numbers bandied about in terms of revenue estimates. And after
the fact, once we got to see the experience on the basis of that tax
change and also the 1981 tax change, it was time to look at the
numbers and put up or shut up.

Let me refer you if I might to a table on page 4 of my testimony,
which shows the Treasury Department’s own estimates, after the
fact, of the changes in revenue due to the capital gains tax cuts in
1978 and 1981.

There are some obvious points in the numbers in that table. First
and foremost, these revenue figures, based on the actual experience
following the 1978 and 1981 tax cuts, bear absolutely no resem-
blan(cie to the claimed effects of capital gains tax cuts currently pro-
posed.

Only the first year revenue pickup from the 1978 tax cut is ap-
preciable, and even allowing for all of the inflation and real growth
that has since occurred, it is not even in the same arena with the
recent promises.

And second, that one appreciable revenue pickup figure is obvi-
ously only transient.

By 1980, the revenue gain from the 1978 law had essentially
evaporated. The 1978 law experience thus gives no backing to
claims of an ongoing revenue pickup.

But as clear as the 1978 law’s record is, we should focus even
more on the 1981 experience. The 1981 law bears marked similiari-
ties to the circumstances under which the 1987 capital gains tax
cut would take effect.

It took the 1981 cut, including ordinary tax rate decreases as did
the recent tax reform bill, and also it followed on the heels of an-
?th]f_r capital gains tax change where there was already some un-
ocking.

I will just point out that the 1981 bill was a revenue loser from
its very first day.

The CuAigRMAN. Thank you, Dr. Minarik. Along with the bal-
anced viewpoint we try to get on this committee, we have a gentle-
man who may have a contrary point of view; and that is Mr. Mark
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Bloomfield, who is President of the American Council for Capital
Formation. It is your time at bat.
[The prepared statement of Dr. Minarik follows:]
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Statement of
Joseph J. Minarik

Senior Research Associate
The Urban Institute

I am pleased to respond to your request for testimony an

the taxation of capital gains.

There has been some interest of late in reducing the
maximum tax rate on long-term capital gains to increase tax
revenues. This counterintuitive notion is based on two premises:
first, that a capital gains tax rate’cut in 1978 increased
revenues; and second, that the body of the academic literature
predicts such an increase. It is my contention that both of these
premises are false, and that cutting tax rates will not increase

revenues. Let me deal with these premises in turn.

The Frecedent of the 1978 and 1981 Capital Gains Tax Cuts

Claims that the 1978 capital gains tax rate cut increased
revenues are based on two errors: first, & failure to distinguish
between the transient and the continuing ef ects of a capital
gains tax change; and second, a failure to recognize other causes

of changes in capital gains realizations.

A cut in capital gains tax rates will increase realizations
for reasons that are purely temporary. 1f a future cut in capital
gains tax rates is announced, just about anyone who plans to

realize a gain will postpone that realization until the tax cut
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takes effect; that will make the impact of the tax cut appear
larger temporarily. Further, if an assetholder is sitting on the
fence over whether to realize a gain, cutting tax rates will in
effect move the fence and induce him to sell. 1It is a totally
different question, however, whether a capital gains tax cut will
induce so much more realization, year in and year out, that it
will more that offset its static effect and actually increase
revenue. When there is nothing to be gained by shifting a
realization earlier or later, and aonce the figurative fence is
again firmly planted in the ground, the remaining, caontinuing
effect of a capital gains tax cut is smaller than the transient
effect. Looking over only a short time span can easily exaggerate

the effects of a capital gains tax change.

Likewise, tax effects can be exaggerated by ignoring other
determinants aof capital gains realizations. Q0Over the long haul,
through tax increases and tax decreases, ¢apital gains
realizations have tended to follow the growth of the economy, with
further upward and dawnward swings propelled by the stock market.
Ignoring these fundamental determinants of realizations can make
tax changes look much more powerful than they are--rather like
giving a jogger running toward the east additional credit for the

rotation of the earth.

To illustrate both of these points, consider figure 1,
which shows net long-term capital gain in excess of net short-term

capital loss on individual income tax returns from 1960 through
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1977, together with the gross national product (GNP). Note that
realizations claosely follow GNP in the early 19460s, then move
ahead in 1965--some might say because of the passage of the 1964
tax cuts. But realizations go nowhere special in 1966, only to
take a big jump with the rapid growth and booming stock market of
the late 19460s. Realii?tions fall in 1969 and 1970--some would
say because of the capital gains tax increase, some would say
because of the recession. But they pick up again as sacon as the
economy and the market resume grawth. They fall behind again in

the deep recession of 1974-75, but pick up once more as the

economy and the market recover.

To document the close relationship between caﬁital gains
and the stock market, figure 2 compares the annual percentage
increase in realizations and that of the New York Stock Exchange
index over the same period. The similarity of the patterns is “
obvious. What is also striking, however, is that any change in
realizations possibly brought on by a change in the tax law-—-the
1964 rate reductions or the creation of the minimum tax in 1969,
for example--is quickly reversed as fundamental economic

determinants of capital gains resume control.

The obvious lesson here, as far as I am concerned, is that
tax changes don’t move realizations—-at least not very much, or
for very long. On the contrary, it is the stock market that moves
realizations ahead of or behind their central tendency, which is

the path of the economy as a whole.
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How does this lesson illuminate the experiences of 1978 and
19817 First, it is not enough to say that a tax cut in year one
increased revenues in year twoj; we need to look at years three
and four, as well. Second, it is doubly wrong to attribute an
entire year-over—~year increase in capital gains to a tax cut;
capital gains will increase raughly in step with the economy, with
or without a tax change, and so the only proper comparison is with
what capital gains would have been in the absence of a tax cut--as
difficult to determine as that might be. And third, we must

consider the very strong effects of the stock market in pushing

realizations up and down as well.

With a Congressional mandate and following these ground
rules, the Treasury Department assessed the impacts on revenues of
the 1978 and 1981 capital gains tax cuts. Their estimated revenue

effects in billions of dollars by year are as follows:

YEAR
TAX CUT 1979 1980 1981 1982
1978 +0.9 * ~-0.1 -0.2
1981 N.A. N.A. -0.1 ~0.3

*Less than $50 million

There are several obvious points here. First and foremost,

these revenue figures, based on the actual experience following

the 1978 and 1981 tax cuts, bear absolutely no resemblance to the

claimed effects of the capital gains tax cut currently proposed.
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Only the first year revenue pickup from the 1978 tax cut is
appreciable, and even allawing for all of the inflation and real
growth that has since occurred, it is not even in the same arena

with the recent promises.

And second, that one appreciable revenue pickup figure is
obviously only transient. By 1980, the revenue gain from the 1978
law had essentially evaporated. The 1978 law experience thus

gives no backing to claims of an ongoing revenue pickup.

But as clear as the 1978 law’s record is, we shauld focus
even maore on the 1981 experience. The 1981 law bears marked
similarities to the circumstances under which a 1987 capital gains

tax cut would take effect:

—-The 1981 law cut the maximum tax rate on capital gains
from Zé percent, the same as its level now. Thus, while
the 1978 law likely had a greater impact because the
capital gains tax rates had been at a higher level, the

1981 law started from the same moderate point as would any

new law.

-The 1981 law cut ordinary income tax rates as well as
capital gains rates. Thus, there was perhaps less of a
shifting of investment from assets that produce ordinary
income to those that produce capital gain in 1981 than in

1978. That effect should hold now as well, given the
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substantial reduction of tax rates on ordirnary income in

the 1986 law.

-The 1981 law, following closely on the 1978 law’s
temparary unlocking of gains, could itself have less of a
temporary unlocking effect; the shelves had just been
cleared of much accrued appreciation. Similarly, any
change of the law this year, following on the heels of the
i nduced uplocking at the end of 1986, could have only a

limited temporary unlocking effect.

Given these similarities between the 1981 experience and
our current situation, it is instructive to note that the 1981
capital gains tax cut was a revenue loser from day ane. Not even

a temporary revenue pickup can be found to alter that conclusion.

Finally, the revenue increases cited above are, if
anything, overestimates of the effects of the capital gains tax
cuts. If a lower capital gains tax rate induces taxpayers to
invest in assets that generate capital gains rather than ordinary
income, capital gains realizations will go up, but ordinary income
and total revenues will go down. Further, because the capital
gains exclusion was one of the key ingredients 1n the making of
tax shelters, expansion of the capital gains preference likely

decreased revenue through increased tax sheltering as well.

In sum, the history of the last decade is not favorable to
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the revenue raising claims of capital gains tax rate cuts. Absent
this historical precedent, arguments for capital gains tax cuts as
a deficit remedy must rest on predictions in the empirical

literature.

The Academic Literature

The only recent argument for the revenue productivity of
capital gains tax cuts on the basis of the literature in the field
has been made by Lawrence Lindsey. I am in a good position to
evaluate Frofessor Lindsey’s paper, because my work is among the
literature that Lindsey purports to summarize. And while I have
every intention of being courteocus and collegial in my comments, I

must also be honest and frank.

My own work on capital gains taxation suggests that
behavioral respénses to tax changes are identifiable, but are much
too small to reverse the static revenue impact. Cornfronted with
this finding in his summary of the literature, Lindsey might have
undertaken a critical evaluation of my methadology to justify bis
own position. Instead, he changed my results. Specifically, he
drastically oversimplifies my computations, and then alleges that
my research suggests that the establishment of a 15 percent
maximum capital gains tax rate would lose virtually no revenue.
(The effect of Lindsey’'s manipulation is to exaggerate the

behavioral responses of moderate-income taxpayers.) Yet the very

paper that Lindsey cites contains my own detailed simulation of
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the 1978 capital gains tax cuts, showing that they would loge
revenue. Simulated with the same detail, the new proposal and the
1978 law would have the same effect. Lindsey could have tested
his interpretation of my work on the 1978 tax law change, to see

if he were accurately replicating my results, yet he chose not to.

Lindsey’s questionable practices do not stop with my work.
He summarizes two other papers, one by Martin Feldstein and one of
his own, that indicate that after the capital gains tax increase
in the Tax Reform Act of 1986 there will be virtually no
realization of capital gains. Confronted with these outlaidish
results, Lindsey could have determined that the papers were
incorrect, and chosen not to use them to simulate the new law or a
proposed tax cut. Instead, again, he changed the results. (The
effect of Lindsey’s manipulations here is to reduce what would
have been enormous predicted behavioral responses of virtually all
taxpayers.) Here again, there was an opportunity to check his
interpretation; Feldstein’s paper included a simulation of the
1978 tax law change, which he predicted would cause capital gains
realizations to immediately triple. (Six years and another
capital gains tax cut later, they have yet to do so.) Lindsey
could have checked to see if his interpretation of Feldstein’s
work agreed with Feldstein’s own results, but he chose not to.
There is every indication that all of Lindgey’s characterizations
of papers in the literature are as inaccurate as those of my work

and of Feldstein’s.
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In sum, 1 see no reason to believe Profesgor Lindsey’s
predictions of revenue increases from capital gains tax cuts; his
interpretation of the literature is demonstrably faulty. Further,
the wide range of predicted results should be an implicit warning
that econometric predictions of this sort are especially
hazardous; Jane Gravelle of the Congressional Research Service has

documented these risks in a recent paper.
Conclusion -

Obviously, revenue is not the only important factor in any
tax policy decisiong and in my view, subsidiary considerations
make a capital gains tax cut even less attractive at this time.
The Congress has just completed the most remarkable reform of the
federal individual income tax since it was created in 1913, and
the repeal of the capital gains exclusion was a vital element.
Much of the complexity of tax administration was eliminated along
with the payoff to conversion of aordinary income into capital
gain. Much of the incentive to shelter income through
manipulative investments was eliminated as well. These

substantial improvements would disappear if the capital gains

preference were reinstated.

The price that we paid for these administrative and
fairness benefits was modest. The top-bracket tan rate of 28
percent that will be effective next year is the same as the

capital gains tax rate that investors cheered in 1978--when
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inflation was more rapid than it is today. Thus, it is doubtful

that the new law can be seen as a barrier to economic_efficiency.
ER

ii anything, the risk is that a reinstatement of the
capital gains preference would be seen as a serious breach of
fairness. The Congress struggled to achieve a substantial
reduction in marginal tax rates on all income, and its achievement
has been applaudeq by most economists. Nonetheless, there has
been same public unhappiness, notwithstanding the‘repeal cf
loopholes,. about the large reduction in the statutory tax rates on
the highest income recipients. In my view, given the repeal of
loopholes, this criticism is unfounded. But I must concede that
it would have far more credibility if the drastic reductions in
ordinérYAtax rates were followed by still further reductions of
capit;l gains tax rates. 1f the next step is to increase the top-
bracket tax rates in the pame of fairness, and the following step
is to reinstate further loophonles as relief from the renewed
pressure of high tax rates, thén all of the benefits of tax

reform—-—in fairness and efficiency--will fly out the window.

Despite all of these nonrevenue considerations, however,
this hearing——on ways to comply with the budget resolution--is

about revenue. And here, there is no doubt.

The proposal to cut capital gains taxes is supply-side
economics-—-nothing more, nothing less. We have bheen there before.

The 1978 capital gains tax cut was predicted to boost growth and
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productivity, and the 1981 tax cut was predicted to fill our
treasury. Instead, we have had declining competitiveness, a
bulging deficit, and a proliferation of tax shelters that have
dashed public confidence in the fairness of our tax system. With
the Tax Reform Act of 1984, we have a new tax law that rewards
value in the marketplace, and taxes equally persons with equal
incomes. Let us teep what we have achieved; let us not make the

same mistake three times.
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STATEMENT OF MARK BLOOMFIELD, PRESIDENT, AMERICAN
COUNCIL FOR CAPITAL FORMATION, WASHINGTON, DC

Mr. BrooMmrIELD. Mr. Chairman and members of this distin-
guished committee, I very much appreciate the opportunity to
present new academic research and the Treasury Department’s
own data in support of the 15-percent capital gains tax rate includ-
ed in the Joint Committee pamphlet of possible options to increase
revenues.

The proposal could raise substantial tax revenue and does so
fairly, primarily from upper income individuals.

It could raise additional revenues of $8 billion in fiscal year 1988,
$11 billion in fiscal year 1989, and $12 billion in fiscal year 1990
according to simulations of Marty Feldstein’s capital gains model
by his colleague at Harvard, Dr. Lawrence Lindsey.

Of these total $31 billion in new revenue over three years that
this proposal could generate, nearly 80 percent of these new tax re-
ceipts would come from taxpayers with incomes greater than
$100,000.

Economists of all persuasions—conservatives, supply siders, and
liberals— all agree on the unique nature of capital gains taxes.

Since capitul gains taxes are voluntary, higher capital gains tax
receipts do not necessarily result in greater revenues to the Gov-
ernment because taxpayers may choose not to realize their gains if
the tax penalty is too high.

Mr. Chairman, the specific issue of the revenue impact of capital
gains clianges is certainly not new to this committee.

The question for policymakers is: What is the revenue maximiz-
ing capital gains tax rate? Historical evidence of the 1978 and 1981
capital gains tax cuts demonstrates it is not a top rate of 50 per-
cent.

Academic studies conclude it is not the capital gains tax rates of
the 1986 Act, and new academic research suggests that a proposed
15-percent capital gains rate approximates the revenue raising cap-
ital gains tax rate.

Now, what happened to Government revenues after the 1978 and
1981 capital gains tax cuts?

Although as a result of the 1978 and 1981 legislation the maxi-
mum capital gains tax declined from 50 percent in 1978 to 20 per-
cent until this past year, revenues to the Treasury were 184 per-
cent—184 percent—higher in 1985, the most recent data, than they
were in 1978.

Inflation, economic growth, and the stock market cannot by
themselves provide sufficient explanation for this dramatic in-
crease in revenues coinciding with a dramatic decrease in capital
gains rates.

As I said, receipts from capital gains increased from $9 to $26 bil-
lion over that period. Capital gains realized increased by 243 per-
cent; and with all deference to Dr. Minarik, the Dow Jones average
only increased 92 percent, and the economy increased only 77 per-
cent.

So, you can see the tax rates play in important role.
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Furthermore, lower capital gains rates produced a permanent,
and not a temporary, search, as you can see in the numbers in the
period 1978 to 1985.

On the other hand, the capital gains provisions of the 1986 Act
resulted in substantial revenue losses, in particular in the period
you are looking at—fiscal years 1988 to 1990.

An update of a February Treasury revenue estimate by the
American Council, based on new April tax receipts, suggests reve-
nue losses of as much as $6 billion over the fiscal year 1988-90
period.

And I mention that this is a very, very conservative estimate.
The new and startling findings by Harvard Professor Lindsey,
based on five leading academic and Government capital gains stud-
ies, are particularly relevant.

Three points. All but one of these studies predict revenue losses
in the range of $27 billion to $105 billion under the 1986 Act over a
5—yea;r time horizon, with Dr. Feldstein predicting $105 billion reve-
nue loss.

These same studies predict revenue losses in the range of $17 bil-
lion to $65 billion over the 3-year budget period, with again Dr.
Martin Feldstein predicting the higher of $65 billion.

And third, all but one of the studies on the sensitivity of capital
gains realizations to tax rates imply revenue maximizing capital
gains tax rates ranging from 9 to 21 percent.

In conclusion, the proposed 15-percent capital gains tax rate
should be a front runner among revenue options before this com-
mittee for three reasons.

One, it is a powerful revenue raiser. Two, it extracts revenue
from upper income taxpayers. And third, unlike almost all the
other options before you, it is good for the economy.

Mr. Chairman, I also ask permission to have included in the
record our more technical appendix to my testimony, which we fin-
ished yesterday, which addresses some of the econometric technical
issues that Dr. Minarik included in his testimony.

The CHAIRMAN. Without objection, it will be done.

Mr. BroomrIELD. Thank you.

[The prepared statement of Mr. Bloomfield and the technical
appendix follow:]
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Statement of Mark A, Bloomfield, Esq.
President, American Council for Capital Formatio.
before the
Committee on Finance of the United States Senate
Friday, July 17, 1987

My name is Mark A. Bloomfield. I am president of the
American Council for Capital Formation. I appreciate this
opportunity to present testimony in support of a 15 percent
capital gains tax rate. While I am prepared to make the capital
formation case for this proposal, the thrust of my testimony
will be the revenue-raising potential and the fairness of the 15
percent capital gains tax rate, which I trust are the main
concerns of this committee as it weighs the pros and cons of
various options to include in a balanced deficit reduction
package,

This proposal meets two critical tests. First, it raises
substantial tax revenue. Second, it raises much of that revenue
fairly, primarily from upper income individuals rather than from
those least able to bear an additional tax burden. The proposal
could raise additional revenues of $8 billion in FY88, S$l1
billion in FY89, and $12 billion in FY90 according to
simulations of Dr. Martin Feldstein's capital gains model by
Professor Lawrence Lindsey of Harvard University. Of the total
$31 billion in new revenue over three years, nearly 80 percent
would be raised from taxpayers with incomes greater than
$100,000.

Before I comment on this "15 percent option," I wish to
commend Chairman Bentsen and this committee for moving promptly
to comply with the reconciliation instructions in
H. Con. Res, 93, the Concurrent Resolution on the Budget for
Fiscal Year 1988. I share the views of most in this room that
the federal deficit is the most serious economic problem facing
this country today and applaud this committee's intention to act
forthrightly on a balanced deficit reduction package.

The American Council for Capital Formation is a nonpartisan,
nonprofit organization comprised of individuals, corporations,
and associations united in their support of government policies
to promote a strong economy., For more than a decade, we have
focused much of our attention on the impact of tax policy on
saving and investment. 1In particular, we have been involved in
the debates of 1978, 1981, and 1986 about the appropriate
taxation of capital gains. In recent months, we have devoted
considerable time and resources to studying the revenue
implications of the capital gains tax provisions of the Tax
Reform Act of 1986. Today, I would like to share the results of
this research work with you.’ :
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THE _NATURE OF THE CAPITAL GAINS TAX

} The capital gains tax is a voluntary tax. Taxpayers alone
can decide when to realize their capital gains. Capital gains
tax rates do matter significantly to investors; in addition,
they impact on government revenues.

Consider the example of two taxpayers, each of whom has just
realized a $100 capital gain under the pre-1986 maximum federal
capital gains tax rate of 20 percent. Uncle Sam collects $40 in
this example, $20 from each taxpayer. Now, consider the same
taxpayers, A & B, who face the new, higher maximum federal 33
percent capital gains tax rate under the '86 act. Taxpayer B
may be reluctant to realize his gain because the government will
take too large a share. As a result, his gain is "locked in."
The federal government is deprived of revenue. And, thus, under
the '86 act, Uncle Sam collects only $33 from both taxpayers
compared to $40 under the pre-1986 lower capital gains tax
rates,

In fact, if one looks at combined federal and state capital
gains taxes, and evaluates the difference between the old and
new rules, the potential "lock-in" effect is even more
dramatic., Por a middle income Hawaiian, the combined capital
gains tax increases by 122 percent; for a similarly situated
Oregonian by 118 percent; for a middle income New Jerseyite by
96 percent; and for a middle income New Yorker by 149 percent,
according to Arthur Andersen & Co. ’

The point is simple and intuitive. Economists of all
persuasions--Keynesians, conservatives, supply-siders, and
liberals--agree. Since capital gains taxes are voluntary,
higher capital gains tax rates do not necessarily result in
greater revenues to the government because taxpayers may choose
not to realize their gains if the tax penalty is too high.

The question policymakers should ask is: what is the
revenue-maximizing capital gains tax rate? Certainly, as the
historical experience with the '78 and '81 capital gains tax
changes demonstrates, it is not a top rate of 50 percent. The
overwhelming weight of academic research now concludes that it
is not the capital gains tax rates of the '86 act. New academic
research suggests that the proposed 15 percent capital gains tax
rate approximates the revenue-maximizing capital gains tax rate,

RECENT HISTORICAL EVIDENCE

The revenue impact of a lower capital gains tax is not a new
issue to this committee. Whén this: committee debated the
dramatic 1978 capital gains tax cut, proponents claimed it to be
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a "revenue gainer," opponents argued it to be a "revenue loser,"
others believed it to be a "revenue wash.," The then secretary
of the Treasury asserted that "the measure would cost the
Treasury more than $2 billion annually." -

In an attempt to clarify the revenue debate over higher and
lower capital gains taxes, Congress mandated in the Revenue Act
of 1978 that the Treasury Department prepare a report on the
impact of capital gains tax reduction of 1978, Specifically,
Treasury was asked to report to the Congress on the effect of
capital gains tax changes on income tax revenue,

Of course, subsequent to the 1978 act, which reduced the
maximum individual federal capital gains tax from almost 50
percent to 28 percent, the 1981 act cut the tax further to a top
capital gains tax rate of 20 percent, which remained in effect
through 1986.

what does the historical experience of the '78 and '81
capital gains tax cuts tell us?

First, let's look at actual Treasury capital gains tax
receipts for the period 1978-1985. Although the maximum capital
gains tax declined from 50 percent in 1978 to 20 percent until
this year, revenues to the Treasury were 184 percent higher in
1985 (latest available data) than in 1978. Inflation and GNP
growth cannot by themselves provide sufficient explanation for
this dramatic increase in federal revenues coinciding with a
dramatic decrease in capital gains tax rates,

second, let's look at the extremely cautious summary 9f the
Treasury Department's capital gains report, Capital Gains Tax
Reductions of 1978 (September 1985). It concluded that: "the
reduction in tax rates on capital gains in the 1978 act caused a
substantial increase in revenue from capital gains taxes in the
first year after the tax cut.,"

What the recent historical experience with the '78 and '8l
capital gains tax cuts proves makes common sense. Within some
reasonable range, lower capital gains taxes increase the flow to
government coffers (the '78 and '81 acts) and, conversely,
higher capital gains taxes can decrease government revenues ({the
'86 act).

CAPITAL GAINS PROVISIONS OF THE '86 ACT

In brief, the Tax Reform Act of 1986 increases the
individual federal capital gains tax rate from a maximum of 20
percent to 28 percent (or 33 percent for joint returns between
$71,900 and $149,250 and up to 49 percent for some investors).
It is the largest capital gains tax rate. increase since 1934.

What is relevant for the hearings today is the impact of
these capital gains changes on government revenues, especially
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since this committee has been instructed to raise $64.3 billion
over the next three fiscal years {($19.3 billion in FY88, $22.0
billion in FY89, and $23.0 billion in FY90).

Let's look at the official government revenue estimates of
the capital gains provisions of the '86 act.

To the best of my knowledge, Joint Committee on Taxation
revenue estimates are unavailable. The "Blue Book" or General
Explanation of the Tax Reform Act of 1986, does not identify a
separate revenue impact for the capital gain and loss
provisions., A footnote explains that this effect is included in
the rate reduction budget estimates. According to a Treasury
Department estimate of February 1987, the short-term revenue
impact of the 'B6é capital gains tax changes is $12.5 billion in
additional revenue in FY87, That is now history. The Treasury
also predicts revenue losses in the critical next two fiscal
years, in the amount of -$1.5 billion in FY88 and -$0.1 billion
in FY89. (See Appendix A, column 1.)

Part of what the Treasury predicted makes sense. Many
investors accelerated their profit taking at the end of calendar
year 1986 (FY87) to take advantage of the much lower capital
gains tax rates under the old law., Having accelerated these
gains, taxpayers obviously will realize fewer gains for the next
three to four years. More importantly, the higher capital gains
tax rates under the '86 act will extend investors' holdina
periods on their remaining portfolios and encourage them rot to
realize gains at all. This effectively creates a massive ™lock
in® that will rob the federal ¢overnment of revenue. B

The February Treasury Department capital gains revenue
estimate of the '86 act was done before the unparalleled surge
in April Treasury receipts, to a large extent dominated by taxes
on capital gains realized last year,

If one extrapolates from this new raw data, especially the
April federal receipts and similar increases in state tax
receipts from 1986 activities, to update the Treasury's earlier
estimates, the impact of the '86 act is even more dramatic. Our
analysis, at the American Council for Capital Formation, is that
the new data suggests that the Treasury numbers should be
revised to show $15-25 billion in increased revenues in FY87, as
compared to the original $12.5 billion estimate. This also
translates into a révenue loss of as much as -$6 billion over
the FY88-90 period.

Let's now look at some new and startling academic findings
on the revenue implications of the 1986 capital gains tax
changes, Earlier this year, Harvard Professor Lawrence Lindsey
simulated the revenue impact of the '86 act capital gains
changes for FY87-91 based on the findings of five of the recent
leading academic and government investigations of capital gains
taxation. The studies all examined the responsiveness of
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taxpayers to changes in capital gains tax rates. Dr. Lindsey
simulated the revenue impact of the new capital gains tax rules
using a total of 13 sets of behavorial parameters identified in
the studies. (See Appendix UJ.)

Three of Dr. Lindsey's findings are particuarly relevant as
this committee acts to meet the mandated revenue targets of
$64.3 billion for FYB88-90 under budget reconciliation.

First, all but one of these studies predict revenue losses
in the range of -$27 billion to -$105 billion under the '86 act
compared to prior law over the FY87-91 period, with Dr.
Feldstein's model forecasting the -~$105 billion revenue
decline, The average of the academic and government studies
shows a revenue loss of -$38.7 billion over the FY87-91 period,
according to Dr. Lindsey. A similar study by Peat Marwick
projects revenue losses averaging -$34.2 over the five year
period., (See Appendices A and B.)

Second, the same studies predict revenue losses in the range
of -$17 billion to ~$65 billion under the '86 act compared to
prior law over the next three years (FY88-FY90), again with Dr.
Feldstein's model suggesting the largest or -$65 billion revenue
decline. The average of the academic and government studies
predicts a revenue loss of -$31.7 billion over the FY88-90
period. Peat Marwick's study projects revenue losses of -$37.4
billion over the three year budget period. (See Appendices A
and B.)

Third, according to Professor Lindsey's analysis, all but
one of the academic and government investigations of the
sensitivity of capital gains realizations to tax rates imply
revenue maximizing capital gains tax rates ranging from 9
percent to 21 percent.

In conclusion, the preponderance of the evidence suggests
that one, the '86 act capital gains provisions will result in
revenue losses for the next several fiscal years; two, the long
run level of capital gains tax revenues will be lower under the
'86 act than the old law; and three, a carefully constructed 15
percent capital gains tax rate, effective date of enactment or
1/1/88, whichever is earlier, could provide a needed revenue
bonus for FY88-90 and beyond.

THE 15 PERCENT SOLUTION

I urge this committee to consider the proposed 15 percent
capital gains tax as a departure point for the crafting of a
capital gains tax reduction as an innovative element of the
$§64.3 billion revenue-raising package for FYB88-90, with which-
you are charged. :

The 15 percent rate is suggested only because it falls in
the middle of the range of the 9 percent to 21 percent revenue-

et
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maximizing capital gains tax rate in the Lindsey study. An
obvious alternative approach would be to enact a 40 percent
exclusion for capital gains which, applied to the '86 act
marginal tax rate brackets, results in a range of capital gains
tax rates from 9 percent to 19.8 percent.

Based on the findings of the five recent leading academic
and government investigations of capital gains taxation,
Professor Lindsey estimates a new 15 percent capital gains tax
rate increases capital gains revenues an average of $4 billion
in FY88, $5 billion in FY89, and almost $6 billion in FY90.
Professor Lindsey's simulation of the 15 percent proposal with
Dr. Feldstein's methodology yields revenue gains of almost $8
billion in FY88, $11 billion in FY89, and $12 billion in FY90.
(See Appendix A).

A significant capital gains tax cut effective, for example,
July 1, 1987, perhaps to a maximum 15 percent could be a bold
element of a balanced deficit reduction package, Such action
would also not require any significant reopening of the tax code
since Congress, in 1986, wisely left the capital gains structure
in the internal revenue code.

THE FAIRNESS ISSUE

All the historical data plus the recent academic research
done by Professor Lindsey indicate that lower capital gains tax
rates coincide with higher government revenues from upper incone
taxpayers.

In the period 1978-85, when capital gains taxes were reduced
from 50 percent to 20 percent, total individual capital gains
tax receipts increased from $9.1 billion to $25.9 billion. The
bulk of this new revenue for Uncle Sam came from upper income
taxpayers. Total capital gains realized by those with annual
incomes over $100,000 increased by 500 percent between 1978 and
1984 (latest data available) compared to a 93 percent increase
for those with incomes below $100,000.

Dr,. Lindsey's research shows that most of the revenue
increase comes from high income taxpayers. As mentioned
earlier, Dr. Lindsey projects average revenue gains of $4
billion (FY88), $5 billion (FY89), and almost $6 billion (FY90)
for a total of $15 billion over the FYB88-90 period under the 15
percent proposal, Taxpayers with incomes of $100,000 and above
account for over 70 percent of the revenue increase. Those with
incomes of $200,000 and above account for nearly 40 percent of
the revenue gain.

Simulations of Dr. Feldstein's -model of the 15 percent
proposal show a similar pattern of revenue gain: 8 billion
(FYB88), $11 billion (FY89), and $12 billion (FY90) for a total
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of $31 billion over the three year period, Taxpayers with
incomes of $100,000 and above account for almost 80 percent of
the revenue increase, Those with incomes of $200,000 and above
account for more than 50 percent,

It is important to realize that the tax yield on unrealized,
locked in capital gains is precisely zero. It is wrong to
describe a capital gains tax rate reduction as a "tax break for
the wealthy" when in fact the taxes paid by this sector will
multiply dramatically.

CONCLUSION

Although I have focused my testimony appropriately on the
revenue implications of a low capital gains tax rate, there is,
of course, a strong capital formation case to be made for a
significant capital gains tax differential,

The 1978 and 1981 capital gains tax cuts proved to be an
economic success story. These cuts improved the investment
climate, facilitated a record number of new stock orferings, and
bolstered corporate equity values and employment gains across
the entire spectrum of the economy. Our international
competitors recognize the contribution a capital gains tax
differential can make to new risk capital, entrepreneurship, and
new job creation. A new Arthur Andersen & Co, study comparing
tax rates on portfolio stock investment among eleven major
industrialized countries and six Pacific Basin countries,
reveals that, in 1987, U.S. capital gains taxes are higher than
almost all surveyed countries, Japan, Germany, and South Korea,
among others, exempt from taxation all long~term capital gains
from portfolio stock investments.

I also would be remiss if I did not note other capital gains
impacting items in the pamphlet prepared for this hearing., For
instance, neither the 1987 rate freeze proposal nor the items
setting the top marginal rate at 33 percent contain a capital
gains rate differential, An alternative staff option to set the
top rate at 38.5 percent does leave the capital gains rate at
the present 28 percent statutory level. Wwhile we, along with
many others, consider marginal tax rate increases a breach of
faith with last year's tax reform compact, we do urge that, if
you undertake such an initiative, it is incumbent upon you to
restore a meaningful capital gains differential at a 20 percent
or lower rate,

In ¢£losing, the proposed 15 percent capital gains tax rate,
suggested by several members of this committee, should be a
front-runner among your revenue options. It is a powerful
revenue-raiser, It extracts tax revenue from upper income
- taxpayers, rather than the low and middle income taxpayers,

Yet, unlike almost all the revenue options before you, it is
good for the economy.
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Appendix A : Capita ains Revenue Estimates
. {$ in billions)

CAPITAL GAINS PROVISIONS OF PROPOSED

THE _TAX REFORM AGT OF 1986 S ATE

Fiscal (€5 (2) (3) (4) (S)
Year Treasury Lindsey Peat Marwick Feldstein Lindsey Average

Average Average

1987 $12.5 $ 6,0 9.2

1988 (1.5) (9.1)  (16.4) $ 7.7 s 3.8
1989 (0.1} (10.7) (14.2) 11.0 5.3
1990 3.4 (11.9) (6.8) 11.8 5.7
1991 7.4 (13.0) (6.9) 12,72 . 6.0
1988-90 $ 1.8 {831.7) (837.4) £30,5 $14,8

1987-91 $21.8 (838,7) ($34,2)

v Column 1 is the Treasury Department's estimate (February, 1987)
of the revenue impact of the capital gains provisions of Tax Reform
Act of 19836. Totals may not add due to rounding.

4
2 Column 2 is the average revenue impact of the capital gains
provisions of the Tax Reform Act of 1986 as calculated by Harvard
professor and lational of Bureau of Economic Research fellow Dr.
Lawrence Lindsey. Professor Lindsey's calculation draws upon the
studies by Treasury (cross section-1985); Lindsey (1987); and Auten
and Clotfelter (1982) and the assumption that taxpayers acted on the
knowledge of capital gains tax increases effective 1/11/87.

¥ Column 3 is the average revenue impact of the capital gains
provisions of the Tax Reform Act of 1986 as calculated by the Policy
Economics Group of Peat Marwick., The Peat Marwick calculations are
based on six analyses. These are: Treasury (cross section-1985);
Feldstein, Slemrod and Yitzhaki (1980); Minarik (1981); Lindsey
(1987); Congressional Budget Office (time series-1986); and Treasury
(time series-1985). The Peat Marwick analysis was prepared for the
American Council for Capital Formation Center for Policy Research in

June, 1987.

1 74 Column 4 is Professor Lawrence Lindsey's estimate of the revenue
impact of the proposed 15 percent capital gains tax rate (effective
1/1/88) based on the methodology used in the Feldstein study (1980).

2/ Column 5 is Professor Lindsey's .calculation of the average

revenue impact of the 15% capital dains tax proposal based on several
prominent studies. These are: Treasury (cross section-1985); Lindsey
(1987); Auten and Clotfelter (1982); Feldstein, Slemrod, and Yitzhaki
(1980); and Minarik (1981). .
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During the congressional consideration of the Tox Reform Act of 1986 (TRA) there was much controversy
about the revenue impact of the elimination of the capital gains tox differential. Proponents of the repeal
claimed significant tax revenue increases would result. Others, pointing to historical data and analytical work,
said the increase in capital gains lax rates would be a reverue loser. To further a constructive debate on
TRA's impact on capital gains tax revenues the ACCF Center for Policy Research is pleased to summarize
below the findings uf a recent paper, “Capital Gains Taxes Under the Tax Reform Act of 1986: Revenue
Estimates Under Various Assumptions,” by Dr. Lawrence B. Lindsey. The paper conlains simulations of the
effect of TRA for calendar years 1986-1991 and for fiscal years 1987-1991 using 13 diffsrent behavioral models.
These models were derived from the academic findings of Marlin Feldstein, Joel Slemrod, and Shlomo Yitzhaki;
the Department of Treasury; Lawrence Lindsey; Gerald Auten and Charles Clotfelter; and Joseph Minarik. The
Lindsey paper will be published as a working paper by Harvard University and by the National Bureau of
Economic Research, as well as presented at the annual meeting of the National Tax Association—Tax Institute

of America on May 19, in Washingtor, D.C.

This paper examines the likely
effects of the Tax Reform Act of
1986 on capital gains realizations
and tax revenue, The major con-
clusions of the study are:
® The Tax Reform Act of 1986 in-
volves the largest capital gains
tax rate increase, at least since
1934, and probably since the ad-
vent of the income tax in 1913.
All but one of the academic in-
vestigations of the sensitivity of
capital gains realizations to tax
rates imply that revenue maxi-
mizing rates range from 9 to 21
percent.

In spite of the apparent dispar-
ity of findings, the academic lit-
erature suggests that it is
extremely unlikely that the Tax
Reform Act of 1986 will produce
any additional capital gains tax
revenue, and will most likely
produce less revenue than re-
sulted from the much lower tax
rates of the old tax law. All but
one of the academic studies pre-

dict revenue losses in the range

of $27 to $105 billion compared

to prior law over the FY1987-

1991 period. For FY1988 and

1989, the combined revenue

losses range from $11 to $42 bil-

lion.

The study begins by evaluating
the effect of the federal tax reform
bill on marginal tax rates of long-
term capital gains. It shows that
taxpayers with incomes under
$30,000 will generally see a tri-
pling of their capital gains tax rates.
Taxpayers with incomes between
$30,000 and $200,000 will see their
marginal tax rates on capital gains
double. Those taxpayers earning
over $200,000 will see an increase
intax rates of about 75 percent. In
totel, the average marginal tax rate
facing capital geins recipients will
rise from about 9 percent under
old law to more than 21 percent
under the new tax law. Weighted
by the amount of capital gains re-
ceived. the average federal mar:

ginal tax rate will rise from a bit
under 15 percent to 27 percent,
(When the impact of changes in
state tax rates are included the rate
increases are even greater.)

The study applies these federal
tax rate changes to the findings of
five of the leading academic in-
vestigations of capital gains taxa-
tion. The five studies all examined
the responsiveness of taxpayers to
changes in their capital gains tax
rates. They relied on widely dif-
ferent data bases and produced a
wide range of results.

The study reporting the greatest
responsiveness of taxpayers was
done by Martin Feldstein, Joel
Slemrod, and Shlomo Yitzhaki.
They used detailed tax return data
on the sale of common stocks to
compute the effective tax rates of
a taxpayer's long term gains. This
1980 paper was published in the
Quarlerly Journal of Economics.
The next greatest response of tax-
payers was reparted in the 1985
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Report {o the Congress by the De-
partment of Treasury on the cap-
ital gains tax changes of 1978 This
document reported that the large
capital gains tax reducions of that
year produced more capital gains
revenue than would have been re-
cecived under the earlier set of
higher tax rates. The third greatest
amount of taxpayer responsive-
ness was reporled in Lawrence
Lindsey's 1986 paper on 18 years
of capital gains taxation. This study
is forthcoming in a Natioral Bu-
reau of Economic Research vol-
ume on taxes and capital
formation. The next greatest de-
gree of taxpayer sensitivity to tax
rates was a 1982 piece by Gerald
Auten and Charles Clotfelter pub-
lished in the Quarterly fournal of
Economics which relied on work
they had undertaken while at the
Department of Treasury's Office of
Tax Analysis. The least amount of
taxpayer responsiveness was re-
ported in a paper by Josep.a Min-
arik published by The Brookings
Institution. This piece was a re-
examination of the work of Feld-
stein, Slemrod, and Yitzhaki which
used a different economelric tech-
nique and a different model of re-
alization behavior.

It should be stressed that these
authors investigated capital gains
tax rate variations that were much
smaller than those contemplated
in the current tax reform. Further-
more, much of the variation in tax
rates which these authors inves-
tigated was among upper income
taxpayers. It is not certain that tax-
payers in lower income brackets
will respond in the same fashion
as those in upper brackets. Nor is
it certain that taxpayers will re-
spond to the largest capital gains
tax rate increase in history in the
same proportion as the response
they've demonstrated to much
smaller capital gains tax changes
in the past. In addition, outside the
scope of this paper but relevant to
investor behavior is the total fed-
eral and state tax on capital gains.
Unless state corrective aclion is

taken, the new combined federal
and stale capital gains tax rate will
range lrom a low of 28 7 percent
in Pennsylvania to a high of 37.9
percent in New York for laxpayers
in the 28 percent federal tax
bracket Thercfore, the best inter-
prelation of the results is as arange
of hkely taxpayer behaviors, and
particular attention should not be
given to gny single estimate.

In order to provide the widest
possible investigation of potential
taxpayer responses, a total of 13
sets of behavioral parameters are
obtained from the five studies.
These parameters estimate both the
permanent, long-run effect of cap-
ital gains tax rates and the tem-
porary effect of capital gains tax
changes on taxpayver behavior.
Taxpayers are modeled both as
considering past tax rates as well
as future tax rates in making their

of the current budget cycle:
FY1987-FY1991. The only model
predicting an increase in the cur-
rent five year period is a variant of
the work of Auten and Clotfelter.
This model assumes that taxpay-
ers are extremely sensitive to fu-
ture increases in capital gains lax
rates. As a resull, this model pre-
dicts that taxpayers realized so
many capital gains in late 1986 {2.5
times the normal level) that the
added revenue offset the future de-
clines in tax revenue. These re-
sults would have to be considered
extreme.

The table presented below in-
dicates the revenue maximizing
level of tax rates and the peicent
decline in revenue in FY 1988 un-
der the Tax Reform Act relative to
prio: law predicted by each of the
studies investigated.

Research Revenue Maximizing % Change 1n 1988
Findings Capital Gains Tax Capital Gains Revenue
Feldstein, Stemrod

& Yitzhaki 9% -72%
Dept. of Treasury 12% -48%
Lindsey 18% —29%
Auten & Clotfelter 21% -19%
Minarik 28% + 1%
decisions. The evidence provided in the

Of the 13 sets of assumptions,
12 predict that the permanent level
of capital gains tax revenues will
be lower under the new law than
under the old law. The 13th set of
assumptions, based on Minarik's
work, suggests that capital gains
tax'revenues will be virtually un-
changed under the new law. The
apparent revenue neutrality in the
Minarik model is the result of ma-
jor tax increases on lower income
capital gains récipients offsetting
modest tax revenue reductions by
upper income tecipients who will
realize fewer gains than under prior
law.

Of the 12 models predicting
lower permanent levels of reve-
nue, 11 predict that the revenue
will also be lower in the five years

paper is overwhelming that a mar-
ginal tax rate reduction for long
lerm gains will increase capital
gains tax revenue. The only posi-
tive revenue gains predicted in the
various models resulted from ac-
celerated realizations in late 1986
in anticipation of future tax rate
increases. To the extent that these
revenues enhance the total taxes
collected under the tax reform act,
it should be noted that these tax
revenues have already been re-
ceived. Therefore, prospective
capital gains tax rates in the range
of 9 to 21 percent can capture the
benefits associated with perma-
nently lower rates without sacri-
ficing the temporary revenue gains
of the tax rate increases enacted in
the Tax Reform Act of 1986.
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The CHAIRMAN. Dr. Minarik, in looking over these numbers on
capital gains, I notice a recent study by the Arthur Andersen Ac-
counting Firm and, in turn, the recent article in the Economist en-
titled “Capital Punishment in America.”

They shows that Japan and Germany exempt capital gains from
taxation. Italy, and the Netherlands also exempts capital gains.
France has a 16 percent capital gains rate, Canada has a 17.5 per-
cent rate, Sweden 18 percent, and we have a 28 percent rate.

Considering that Japan and Germany, totally exempt long-term
capital gains from taxation, do you think that creates a disadvan-
tage for us?

Dr. MiNARIK. Mr. Chairman, there are a number of differences,
not just in the taxation of capital gains, among the nations that
you named.

Germany, for example, has a periodic wealth tax. Japan does not
even have a stock market developed at all along the same lines as
what we do.

The United States also has the——

The CHAIRMAN. Would you repeat that? I didn’t understand that.
What does Japan have?

Dr. MINARIK. Japan does not have a widely open equity market—
a stock market—like what we have. The debt-equity ratios of firms
in Japan are much, much higher; a lot more of the financing takes
place not through equity, but rather through debt. It is an entirely
different kind of an operation.

The CnHaIRMAN. Those things are granted, except their stock
market is certainly developing fast. Go ahead.

Dr. MiNARiIK. It may very well, Mr. Chairman, but I might also
add that the United States has by far the lowest statutory corpo-
rate tax rate of all the nations you nanied, and also the lowest tax
rate on receipts of dividends from corporations by individuals.

So, what we are dealing with is not a single feature with respect
to a tax law but rather a whole package of features that affect cap-
ital formation.

I think our package compares very favorably with those around
the world.

The CHAIRMAN. You made a point that I would like for you to
develop for me a little. You said one of the arguments against re-
storing preferential treatment for capital gains is the complexity of
adding such a preference to the tax law. Would you elaborate on
that for me?

Dr. MiNARIK. A lawyer I know used to say that the efforts that
he put out for his clients could be divided into two parts. Part one
was converting ordinary income into capital gains. Part two was
converting capital losses into ordinary losses.

He said each took up about 50 percent of his time. What we have
done in the course of this tax bill is at least to reduce the taxpayer
and administrative efforts that would have to be exerted on the
question of converting ordinary incorme into capital gains to obtain
prererential treatment.
thge CHAIRMAN. Mr. Bloomfield, would you have any comment on
that?

Mr. BrooMFieLp. Yes, if I could comment about the Japan situa-
tion. Dr. Minarik is correct that we ought to be concerned about
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the overall package, but I think that there is a lot of evidence out,

a lot of new research done by John Chovin at Stanford and others,

that our cost of capital is higher than that of most of our competi-
tors including Japan.

- Tax policy is an important part and capital gains plays a part.

With regard to the complexity, Mr. Chairman, as you know, you
did not eliminate the capital gains provisions from the Tax Code.
They are there right now in the Tax Code.

So, you do have complexity in the Tax Code on capital gains
right now because you have the restrictions on capital gains losses.

So, with regard to changing the Tax Code per se, the Congress
did not take capital gains out of the Tax Code—capital losses—and
only tax capital gains as ordinary income and kept the restrictions
on losses.

Dr. MiNARIK. Mr. Chairman, if I may, just to add, if there is no
advantage for individuals to convert ordinary gain ordinary income
into capital gain, I doubt that there will be too much administra-
tive action in attempting to deal with that problem, whether the
distinction is in the Code or not.

The CHAIRMAN. Well, I suppose there would be if you have a cap-
iﬁal loss. You would want to show a capital gain to try to offset
that.

Dr. MiNaRik. That is definitely the case.

The CHAIRMAN. All right. The Senators in the order of arrival
this morning are Baucus, Moynihan, Daschle, Chafee, Riegle, and
Bradley. Senator Baucus.

Senator Baucus. Thank you, Mr. Chairman. Gentlemen, I am
just interested in some facts here. What percent of charitable orga-
nizations or tax exempt organizations’ budget is attributable to in-
vestment income?

I knew there are all kinds of tax exempt organizations. We have
churches and so forth; but I am wondering how much of the
budget, generally, is attributable to investment income?

Bishop Stewart, perhaps you can address that?

Bishop STEWART. Specifically speaking for the pension fund area,
most of the larger religious bodies have over 50 percent of the
income with which they pay pensions that comes from investment
sources.

The other comes from yearly contributions coming in each year
which help obviously in the outgo. Whe%_jx_nomes to what you call
denominational headquarters budgets oh a nationwide basis, they
range any where from approximately a minimum of 10 up to about
22 or 23 percent, I think, in that area where investment income is
part of a national headquarters office.

In the individual parishes, of course, that can vary throughout
the country from a parish that has no investment income to obvi-
ously Trinity Church Wall Street.

So, it is a little hard to give any definitive figure, but we are par-
ticularly concerned that so many of the programs we have under-
taken are financed through investment income sources.

Senator Baucus. Should there be any limit on the tax exempt
status of a tax exempt organization’s investment income? Or say a
church’s? Should there be any limit?
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What if, say, a tax exempt organization grew so that 80 to 85
percent of its receipts were tax exempt income, and virtually unre-
lated to the tax exempt organization?

Should there be any limit on the tax exempt status?

Bishop STEwART. Obviously, if it is unrelated to the original
intent and purpose, there would really be a question whether it
was a taxable income on a very different ground, as the House
Ways and Means Committee is exploring.

But even those institutions we have that have unusually large
investment income, you will discover, if you will analyze their
budgets, are using it in very creative community causes and ways.

I could say in New York such a place is Trinity Church New
York, with the incredible kind of social work and agencies that it
supports.

Senator Baucus. Thank you.

Mr. O'CoNNELL. I wonder if I might comment, Senator Baucus.

Senator Baucus. Yes.

Mr. O'CoNNELL. It is the unattainable dream of every voluntrary
organization to have an endowment that will fund its activities. In
the specific area of foundations, though, you have the ultimate of
your example where all of the income of most foundations is en-
dowment.

And this particular proposal would in essence cut the grant-
making capacity of foundations by 5 percent.

It is a real question whether it is the intent of this group—as I
have watched you in your admirable work—whether that is any-
thing like your intent, to cut the capacity of foundations by 5 per-
cent, as one small means of dealing with the very large problem of
the deficit.

Senator Baucus. Thank you and thank you, Mr. Chairman.

The CHAIRMAN. Senator Moynihan.

Senator MoyNiHAN. For a moment there, Mr. Chairman, I
thought that Senator Baucus was going to propose confiscating the
church lands and estate. [Laughther.]

Could I first welcome Bishop Stewart back? And Mr. Chairman, if
I might express the great appreciation which this committee
should feel for your help to us in the 1986 Tax Bill in working out,
I think, what in the end was a good solution to the 403(b) organiza-
tions, such as you represent.

And if you were to know the magnitude of the pensions which
most members of the clergy live on, you would recognize how im-
portant it was. I just want to thank you for that, Bishop Stewart.

And I would say to Mr. O’Connell and Mr. O’Neill there are con-
cerns that we are particularly interested in here.

If you will step back just a moment and look at this decade, it is
at once both a little chilling and a little fascinating. If Dr. Minarik
will agree, I think one of the great economic minds of this century
was that of Joseph Schumpeter, who absent the 1930s Depression
might be seen as a man larger in his understanding than Edison
Cane surely ever was.

And Schumpeter did forecast an end to the liberal economic ar-
rangements of the 19th and 20th centuries, but not as Marx had
forecast at all. He said the end of these arrangements will come by
the steady conquest of the private sector by the public sector.
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And if you are ever going to get a feeling of this proposition as
inexorable, you have to watch it taking place in Washington in the
year of Ronald Reagan.

In that last tax bill, we stripped universities of thier status as
“exempt persons’ for purposes of the exempt financing. Columbia,
Stanford, NYU, Southern Methodist University—they are now en-
gaged in “private activities.”

And one heard the argument that there was no immediate, real
loss in becoming classified as a private activity; so what are you
worried about? But here one year later we say we will start taxing
your endowments.

And the tax bill took away from nonprofit institutions the capac-
ity to receive the benefits of gifts which were deductible at fair
market value.

The cost, Mr. O'Connell, the National Bureau of Economic Re-
search has estimated, one-seventh of your contributions. That is
called the conquest of the private sector by the public sector.

And now we want to tax your endowments. If we took away the
amount of money equal to your History Department, Mr. O’Neill,
and we got you to close down your History Department, then there
would be no record of what happened. Wouldn’t that be right?
[Laughter.]

And isn’t that the plan. Isn’t that the plan, sir?

Mr. O'NEILL. Yes.

Senator MoyNIHAN. You are a distinguished jurist and an au-
thority on the First Amendment. What is going on here?

Mr. O'NEILL. Unless one were to rewrite it from scratch, that is
certainly true. There are various ways of measuring this loss. Sena-
tor, for us, it would, for example, in one year exceed the amount
that we now provide from all institutional sources for student fi-
nancial aid.

That is obviously much less than the total, the larger part
coming from Federal sources. But it would exceed the amount that
we provide from all institutional sources.

For an institution like Columbia, we have a reliable estimate
that the 1-year cost of this tax would be in the range of $16 million.

Senator MoyNiHAN. Right.

Mr. O'NEeiLL. Even for a public institution like ours, it would be
in the neighborhood of 8 to 10 percent of our educational and gen-
eral costs, or even taking all the auxiliaries into account, 4 to 5
percent. b

But it is more than just the cost of the proposition, it is the phi-
losophy of it.

Senator MoyN1HAN. What the philosophy turns to is dependence
on the State; is it not?

Mr. O’NEiLL. Yes, and also to discourage certain ways in which
States like ours and eight or ten others have recently tried to en-
courage and to leverage private giving by matching through State
funds.

There is a curious sense in which this would represent one public
hand taking away that which another public hand at the State
level has tried to encourage.

76-782 0 - 88 - S
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Senator MoyNIHAN. But I urge you to brush up on your Schum-
peter; it is all around you. We are out to destroy the independent
sectors of this economy.

Mr. O'CoNNELL. Senator, may I comment very briefly?

: Senator CHAFEE. I would just like to ask: We are out collective-

Senator MoyNIHAN. Collectively and unintentionally——

Senator CHAFEE. Don’t have that “we” encompass anybody on
this side. [Laughter.]

Senator MoyNIHAN. All right, good. I am glad to hear that.

Mr. O’ConNNELL. I wonder if I could comment just very briefly. 1
spend about five percent of my time with visitors from ~ther coun-
tries who are trying to figure out how they can develop in their
societies this third nonprofit——

Senator MoYNIHAN. And now it is too late.

Mr. O’CoNNELL. No.

Senator MoyNIHAN. We had it and lost it.

Mr. O’'CoNNELL. Yes, but very often they are looking to find what
are the symbols by which their governments can send the message
that having this third, buffer or nonprofit sector is a part of free-
dom of their society.

The tax factor is just one, but it is the messages that are not get-
ting through in those other countries and are decreasingly getting
through in our country that we, as a whole, believe that these
three sectors are a very much part of the uniqueness of the Ameri-
can experience.

Senator MoyNIHAN. I would just make one point. In the last tax
bill, we took institutions—the private institutions of higher educa-
tion in this country—and changed the status of their bonds from
that of exempt persons to that of private activities. A huge event.

The CHAIRMAN. Thank you very much, Senator. Senator Daschle.

Senator DAscHLE. Thank you, Mr. Chairman. I think the mem-
bers of this panel have certainly made a compelling case; but I am
confused at least a little bit with regard to your opposition to the 5
percent, especially Mr. O'Neill’s statement that this represents a
radical departure from precedent.

Itis n';y understanding that the 2-percent tax is still in existence;
is it not?

Mr. O'NEeiLL. But only for foundations, and that has only the
most indirect effect on us.

Senator DascHLE. What you are saying is that the expansion
itself is what represents this radical departure?

Mr. O’NEILL. And in terms of university endowments and income
from other presently tax exempt sources, it really does represent a
major change in philosophy of approach toward what tax exempt
status means.

Mr. O’ConNELL. Could I just comment very quickly on that?

Senator DAsCHLE. Yes.

Mr. O’NEeiLL. The tax on foundations, as the record will show,
Senator, was designed only to cover the cost of the regulation and
monitoring of foundations. That is why the tax was reduced from
the 4 percent to the 2 percent and why now there is serious ques-
tion about even the 2 percent because it is producing six to seven
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times what is necessary for that intended regulation. It was a user
tax.

Senator DascHLE. That was the only stated purpose? Revenue
was never indicated as——

Mr;i O’ConNNELL. That stated purpose. You can find it in the
record.

Senator DascHLE. Let me ask a second question related to that.
There have been alleged accounts of substantial abuse in the utili-
zation of tax exempt status. Do you believe, given your experiences,
that there are accounting methods to be used either by the IRS or
by organizations themselves which could preclude the charges of
abuse that have been somewhat frequently reported?

Mr. O’CoNNELL. Senator, with all great respect to the Bishop, 1
have to say in my 30 years as a community organizer, almost all of
the worst of the abuses—the worst of the abuses—have come in the
name of religion.

And then you get into the questions of separation of church and
State. The National Charities Information Bureau is now redoing
their standards, and I think they will be even tighter. They are
good standards.

We have a responsibility with you, and I accept that responsibil-
ity, to do everything possible to weed out the charletons.

Senator DascHLE. What would you suggest “‘everything possible”
should include, that we are not doing now?

Mr. O'ConNELL. I would suggest going after those who are clear-
ly guilty. You have the examples now that Congressman Pickle has
clearly uncovered, with out help, of those who have used their or-
ganizations to engage in gross political activity or to be used as a
conduit for the collection of money for the sale of arms when that
was illegal.

I say make examples of them.

Senator DascHLE. Bishop Stewart.

Bishop STEWART. I would like to say we would say “amen’” that
we would be the 28 religious bodies represented by Church Alliance
in the forefront of those who would say we want monies received to
be used responsibly for the exact tax exempt purpose for which we
secured the tax exemption.

And if it is for nonrelated business things that the groups are
doing, then by all means let us encourage the House Ways and
Means Committee to tax such kinds of activities; but we are talk-
ing primarily about the five percent »>n programs that are clearly
integral to the operations of churches, such as a pension fund
which is operated by trustees who are elected by the National
Church Convention.

And we are under all kinds of accounting procedures with ac-
counting firms and open books. We would say “amen.” Let us go
after those who are——

Senator DASCHLE. You are saying it is a matter of enforcement.
Is that it? There is nothing wrong with the regulations that are set
out, but it is simply a matter of enforcing the regulations a lot
more effectively?

Bishop STEWART. Yes.

Senator DascHLE. And you don’t disagree with that, Mr. O’Neill?
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Mr. O'NEILL. I think our experience is much more to the same
effect. Yes, we would concur.

Mr. O’'ConneELL. I think there is merit in looking at Congressman
Dorgan’s proposal, though, as a revenue raiser in the matters of
full disclosure and compliance.

Senator DASCHLE. Thank you, Mr. Chairman.

Senator BAaucus. Thank you. Senator Chafee.

Senator CHAFEE. Thank you, Mr. Chairman. First, I want to wel-
come Bishop Stewart, who I had the privilege of knowing when he
was in our State. He did a wonderful job, and now he is going on to
higher things; and we congratulate him on that.

Bishop, getting right down to the nitty-gritty and to the practical
effect this would have—this five percent excise tax—on your orga-
nization, do I understand that it might indeed make it more diffi-
cult for you to honor the commitments you have already made to
retired clergy?

Bishop STEWART. Yes. Each succeeding year, we have tried to
keep up with the cost of living, and we have nearly succeeded.

We have made promises based on actuarial assumptions of
income that we will receive over the forthcoming years. We have
made those commitments to our retired clergy and their prospec-
tive widows.

If you take five percent of our investment income, which in our
instance is 68 percent of the money that goes to retirees, you have
appreciably cut out automatically 3 percent of our income at least;
and we would have to backtrack on those promises.

Senator CHAFEE. Fine. I just want to thank each of you who have
testified on this particular point. I must say I don’t think it has
gathered much of a head of steam, but mayge it is just as well to
cut it off early, that is, the suggestion that this 5 percent excise tax
be levied.

Thank you very much, Mr. Chairman.

Senator Baucus. Thank you. Senator Bradley.

Senator Bradley. Thank you, Mr. Chairman. Dr. Minarik, I have
a question for you, but first let me ask Mr. Bloomfield a question.
Your sixth point in your summary was citing findings by Harvard
Professor Lindsey, based on five leading academic and Government
capital gains studies. And then, you summarize your results of
looking at Dr. Lindsey’'s work. Is that correct?

Senator BLooMFIELD. That is the basis of it, but there is addition-
al support in the testimony.

Senator Bradley. All right. Now, as I understand, Dr. Minarik,
one of the studies invol¥éd.was your study., Is that correct?

Dr. MiINARIK. That is correct, Senator.

Senator Bradley. So, the information that Mr. Bloomfield is at-
testing to is Professor Lindsey’s look at five studies, one of which is
yours?

Dr. MinARrik. That is correct.

Senator Bradley. Now, in your testimony, you say rather star-
tling things about Dr. Lindsey’s look at your study.

In fact, you say on page 8 that he changed the results.

Dr. MiNARIk. That is correct, Senator.

" Se?nator Bradley. Now, that is farily blunt. Could you explain
ow?



127

Dr. MiNARIK. Well, in as plain a way as I can. I attempted to es-
timate the relationship between realizations of capital gains and
tax rates across the population of taxpayers in a fashion that al-
lowed for a great deal of variation from taxpayer to taxpayer and
individual circumstances, including the size of portfolio, the tax
rate, the amount of income from other sources, and so on.

What Professor Lindsey did was to pick out one particular type
of taxpayer and do, say, a simplified relationship between only the
tax rate in that particular taxpayer’s realizations of capital gains
and then apply that relationship to all taxpayers.

I have made some computations across taxpayer characteristics
to try to find out how Professor Lindsey’s interpretation of my
work dliffer from my own work; and the differences are fairly sub-
stantial.

I might add, however, that I did the same kinds of computations
with respect to Professor Feldstein’s paper and found that the dif-
ferences there were even more substantial.

As a matter of fact, I think the net result of Professor Lindsey’s,
I would say as thoughtfully as I can, oversimplification of the re-
search by the other economists that he cited, was to greatly com-
press the range of findings that those people had to induce an ap-
pearance that there was some kind of*a consensus with respect to
the outcomes here.

In fact, if those studies were used literally, if the findings were
applied directly, you would find a tremendous range of opinion on
the outcomes of revenue with respect to changes in capital gains
tax rates.

So, I think he paints a picture of a consensus that isn’t there. I
think he also tends to push those figures in a direction that sug-
gests a large revenue increase, which I think the research does not
support.

Mr. BLooMFIELD. Senator Bradley, at some point may I have the
opportunity to respond to that?

Senator Bradley. Yes. I want to ask you a couple of questions,
too. You asserted that from the lower capital gains rate the
wealthy would pay more tax; and by that I assume you mean that
the amount of tax coming from incomes above $150,000 or $200,000
would be greater with a lower capital gains tax than it would be
with a higher capital gains tax. Is that correct?

Mz, BLooMFIELD. That is correct.

Senator Bradley. Now, is it not also true, though, that the after-
tax income distribution would be much worse?

Mr. BLooMFIELD. No, sir. It is not. The numbers that I related to
in terms of where the additional money could come from—our sim-
ulation of the NBER model at Harvard—they also simulated the
after-tax burden on capital gains under the 1986 Act in a 50-per-
cent rate——

Senator BRADLEY. Not the after-tax burden—the after-tax
income. In other words, when we do tax policy and we pass laws,
we get distribution tables. How will this change affect this group?
How much better or worse will they be if we make this change?

It might very well be true that over $200,000 will pay more in
total dollars because they will have more transactions; but it
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doesn’t necessarily follow from that that their after tax income will
be much lower.

Mr. BrooMrieLp. In fact, Senator, I would like to refer—and I
can have it included in the record—the table done by the NBER
model which refers to percent distribution of individual capital
gains under the 50 percent by adjusted income group. And it refers
to the Tax Reform Act and the 15 percent; and it breaks it down by
decimal matter, and there is not much of a shift by adjusted
income group.

I understand that if you reduce the tax, they may have more
money; but in terms of what the Joint Committee will use in com-
paring current law with the 15 percent, the shifts are insignificant.
They vary a little bit, but the shift is very insignificant in terms of
the way the Joint Committee will use that.

Senator BRADLEY. Do you agree with that, Dr. Minarik?

Dr. MiINARIK. Not really. One thing that Professor Lindsey’s sim-
ulation does, in Mark’s partial defense; it blows up everybody's cap-
ital gains, I think, by unrealistic amounts.

However, I think there is a concentration at the upper end of the
income scale; and if you look at the number of dollars of additional
after-tax income for a taxpayer because of this proposed change in
the capital gains tax rate, you would find that there is a tremen-
dous windfall to people with tremendous amounts of wealth.

Senator BRADLEY. And that is possibly because over 50 percent of
the capital gains taken are taken of people with more the $200,000
in income?

Dr. Minarik. Capital gains income is highly concentrated at the
upper end of the income scale.

enator BRADLEY. Thank you.

Senator Baucus. Dr. Minarik and Mr. Bloomfield, listening to
each of you, I have this feeling that this is like the Irish question
or the Mideast question or the Pakistan/India question. I mean, it
is not factual; it is religious. [Laughter.]

Mr. BroomriELb. Mr. Chairman, could I have the opportunity to
respond to Dr. Minarik’s testimony very briefly?

Senator Baucus. Before gou do, I would like to know frankly if
either of you agree on anything? [Laughter.]

That is, this committee is trying to determine, among other
things, whether we should reduce or raise capital gains rates. -

One of dyou has one view; the other has a diametrically opposed
view. And each of you cites facts and figures and studies and au-
thority that makes it a bit difficult for this committee to conclude,
on a rational basis—as opposed to a religious basis—what to do.

I am wondering if each of you could point to some facts, some
studies, some something, that each of you agrees on to help us to
decide for ourselves which if you tends to be more accurate than
the other.

So, do either of you agree on anything that is constructive and
helpful here?

Mr. BroomrIELD. First of all, Dr. Minarik and I do agree—I guess
it was about six months ago we briefed some foreign tax experts
from around the world—and I guess we both briefed them, and we
will find out whether we agree or disagree in terms of what the
result would be.
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But in terms of a specific answer to your question——

Senator Baucus. Yes, my question. Can you suggest something
that we might look at that would help us determine?

Mr. BrLooMFIELD. I suggest one piece, and that is an article—a set
of arguments—which is the Journal of Economics—a quarterly
which I will have inserted in the record—which is essentially a
comment on Dr. Minarik on Dr. Feldstein, and then Dr. Feldstein
commenting on Dr. Minarik.

But I would also suggest——

Senator BAaucus. Dr. Minarik, what do you have that we could
look at that the two of you could agree on because, obviously, it is
not going to help if each of you suggest something that is different?

Dr. MiNnARiK. Well, Senator, I can suggest an area where I agree
at least with the Administration. I would refer you to a Report to
the Congress on the Capital Gains Reductions of 1978 from the
Office of the Secretary of the Treasury, Office of Tax Analysis,
dated September 1985, in particular page 178, table 4.12, which is
the table which I lifted directly and put into my testimony.

It shows, after the fact, the Treasury Department estimate of the
revenue effects of the tax rate cuts on capital gains in 1978 and
1981.

And I would urge you to look at those numbers.

Senator BAucus. Thank you both very much. I appreciate it.
Thank you.

[The Journal of Economics quarterly article follows:]
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THE EFFECTS OF TAXATION ON THE SELLING O
CORPORATE STOCK AND THE REALIZATION OF
CAPITAL GAINS: COMMENT*

JOSEPH J. MINARIK

In arecent article in this Journal, Martin S. Feldstein, Joe! Slemrod, and S}
Yitzhaki [FSY) find that marginal tax rates have'a-powerful effect on the realiz
of long-term capital gains on corporate stock, and project that a tax cut similar t¢
enacted in 1978 should triple realizations and increase tax revenues. This conu
finds that an econometric error caused FSY to overstate the elasticity of realiza
to tax rates by a factor of 51. Corrected and refined estimates show that tax rate
will not increase realizations sufficiently to increase tax revenues.

INTRODUCTION

In their article, “The Effects of Taxation on the Selling of C
porate Stock and the Realization of Capital Gains,” Martin S, Fe
stein, Joel Slemrod, and Shlomo Yitzhaki (1980) provide a qu:
titative analysis of a vitally important subject. The continuing ¢
bate on capital gains tax policy has depended crucially on—but h
been conducted, in virtua! ignorance of—the sensitivity of realiz
tions to marginal tax rates, ,

Unfortunately, Feldstein, Slemrod, and Yitzhaki commit a b;
sic econometric error that causes them to overstate the tax rat
elasticity of capital gains realizations by a factor of 51. As will b
demonstrated below, the correction of this error shows that reduc
tions in capital gains tax rates would stimulate realizations far les
than has been claimed and would reduce rather than increase ta:
revenues.

The first section of this commen. vriefly recaps Feldstein, Slem.
rod, and Yitzhaki’s methodology and findings. The second section
explains their econometric error and how it can be corrected. The
third section provides alternative econometric estimates and a sim-

*Henry J. Aaron, Barry Bosworth, David G, Hartman, Robert W. Hartman,
Jerry A. Hausman, Nancy E. O'Hara, Joseph A, Pechman, James M. Verdier, James
W. Wetzler, and two anonymous referees provided helpfu! suggestions, but should
not be implicated in any errors. John Kozielce of the Internal Revenue Service kindly
provided the data on 1981 capital gains realizations. Xatharine J. Newman pro-
rammed the regressions; Mimi Schade and Andy Hemstreet prepared the graphs;
khmmhy A. Cohn, Laurent R. Ross, andJ. Edward Shephard also assisted, under the
supervision of Arthur Morton and Nuncy E. O'Hara. Susan Woollen and Linda
Brockman typed the manuscript. The support of the National Science Foundation is
gratefully acknowledged. Views expresscd herein are the author's alone and should
?ot bg attributed to the Congressional Budget Office or to the National Science
“oundation,
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ulation of the revenue effect of the capital gains tax cut of the
Ravenue Act of 1978. A brief conclusion follows.

- ESTIMATES OF THE EFFECTS OF TAXATION

Feldstein, Slemrod, and Yitzhaki (hereafter FSY) used the
U. S. Treasury’s 1973 Capital Assets File (a stratified sample of tax
returns with realized capital gains) in conjunction with the 1973
Individual Tax Model File (a stratified sample of all tax returns) to
estimate the effects of marginal tax rates on the realization of long-
term capital gains on corporate stock. They fitted a number of re-
gression equations, and found no tax rate effect for the entire popu-
lation of shareholders (identified through the receipts of dividends).
However, when the sample was truncated to those shareholders
with at least $3,000 of dividends (which translates, through the 1973
average dividend yield of 3.06 percent, to a portfolio of about
$100,000 of corporate stock), a very strong tax rate effect emerged.
Their key equation is presented as equation (1) in Table I. The age
dummy variable takes the value of 1 if the extra exemption for
taxpayers at least 65 years old is claimed on the return. The natural
logarithms of adjusted gross income (AGJ) and dividends are also
included as independent variables. TAXFSY is an approximation of
the taxpayer’s actual last dollar tax rate on long-term capital gains
(that is, the additional tax that would be due if the taxpayer realized
one additional dollar of long-term gains) estimated through an in-
strumental variables technique, using the taxpayer’s first dollar
(that is, the additional tax due on the first dollar of realized long-
term gains) and predicted last dollar (based on an average amount
of capital gain for the taxpayer’s income and aividend class) capital
gains tax rates as instruments. The first-stage equation is not re-
ported. No statistics on the goodness of fit of the main equation are
reported.

The equation shows a sizeable effect of tax rates on realizations.
The coefficient of the tax variable indicates that a ten-percentage
point cut in the capital gains tax rate would increase the ratio of
gains to dividends by 4.97. Using this result, FSY claim that capital
gains tax cuts would generate so much additional trading and real-
ization of gains that they would increase tax revenues. A sirmulation
based on their estimated coefficient indicates that reducing the high-
est marginal tax rate on capital gains in 1973 to 25 percent would
have tripled realizations.
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ENDOGENOUS SAMPLING

The 1973 Capital Assets File, which F'SY used in their study,
is based on a stratified sample of tax returns for income year 1973.
The sample was chosen on the basis of AGI, with a significant vari-
ation in sampling rates ranging from 100 percent for returns with
AGI either negative or greater than $200,000, to 1 in 10,000 for the
more prosaic returns with AG/ positive but less than $10,000. Apart
from negative income returns, sampling rates rise sharply and
monotonically as AG/ increases. Weights equal to the inverse of the
sampling rates are provided on the file,

The elasticity of realizations to the marginal tax rate, calculated
at the point of means from the summary statistics reported by FSY,
is —=3.75." However, independent tabulations of the same data file
show that those summary statistics are unweighted. An elasticity
based on weighted statistics would be far more appropriate, es-
pecially considering that FSY use their coefficients for a simulation
of the revenue effects of changes in capital gains tax rates using the
weighted data file. Using tabulations of the weighted file, the FSY
coefficients yield an estimated elasticity at the point of means of the
population with portfolios of $100,000 and over, as opposed to the
stratified sample of the same group, of —22.57!2

The average tax return with at least $50,000 in dividends (or a
portfolio of at least $1,500,000 of corporate stock) has a last dollar

-tax rate on capital gains of 20.6 percent and a ratio of long-term

stock gains to dividends of 0.265. Thus, if FSY's result is correct, an
increase in the marginal tax rate on gains of only 0.6 percent, from
20.6 to 21.2 percent, would be enough to cause the average share-
holder with at least $1,500,000 of stock to stop realizing gains com-
pletely! Alternatively, a tax cut of only 0.6 percent would more than

1. Based on FSY's reported mean gains-dividends ratio of 3.50, the mean last
dollar tax rate of 26.4, and the tax coefficient of -0.497, FSY's standard error for the
—0.497 coefficient is —0.038, allowing for a two-standard-deviation range of elas-
ticities from —3.18 to —4.32,

2, Based on the weighted mean gains-dividends ratio of 0,295, the weighted
mean last dollar tax rate of 13.39, and FSY's -0.4Y7 tax coefficient. The range of
ela)suocllt.y estimates using two standard errors of the coefficient is from —~19.11 to
-26.01,

3. The chunge in the tax rate, 0.6 percent, times the tax rate coefficient, —0.497,
reduces the gains-dividends ratio by 0.2982, to a value less than zero. The two-
standard-error range of tux changes necessary to stop realizations is 0.46 percent to
0.63 percent. The open-ended high dividend class was chosen for this example be-
cause it realizes the most gaing in absolute terms. However, this class has a gains-
dividends ratio only 0.03 less thun the average of ull returns with dividends of at least
$3,000 (1,265 compared to 0.295), und so the cumputation noted above is quite repre-
sentative of FSY's estimated sensitivity for all taxpayers,
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double his realizations! This truly remarkable result begs for exam-
ination.

FSY fit their equations using unweighted ordinary least
squares. This method i3 correct in the conventional setting in which
a sample is stratified according to an independent variable in a
regression, as is illustrated impressionistically in Figure I. In this
case, sampling rates (and thus the frequency of sampled, circled
points in the graph) vary systematically as the tax rate changes. (It
is immaterial, from an econometric point of view, whether the sam-
pling rates increase or decrease as the tax rate increases.) An un-
weighted least squares line fitted through the sampled and circled
points is an unbiased estimate of the relationship for the entire
population. However, FSY neglect to consider that their sample is
stratified according to the dependent variable, not the independent
variable, as is shown impressionistically in Figure I1. All else equal,
tax returns with larger capital gains, and thus a greater AGI, are
more likely to appear in the sample.! In the general case of strati-
fication on the dependent variable, the direction of the bias on the
estimate of the slope is indeterminate. In this case, as Figure II
suggests, a negative relationship between the tax rates and realized
capital gains would be systematically overstated. Using weighted
least squares rather than ordinary least squares would eliminate the
bias, and that is the method used in this comment.®

4. In fact, this understates the case. An unknown number of tax returns were
sampled at even higher rates than would be justified on the basis of AG/ alone because
they had capital gains greater than AGI (due to the presence of business losses). A
brief tabulation of sampling rates by long-term stock gain or loss (based on 1973
returns) will show that Figure 11, simple as it is, accurately represents the problem
with FSY’s analysis: )

Long-term stock gain Average sampling
or loss class rate
Loss or $0 1in 86.5

1-2,500 1in 140.1
2,500-5,000 1in 106.2
5,000-10,000 1 in 64.6

10,000-20,000 1in 51.0
20,000-30,000 1in 35.4
30,000-50,000 lin 18.7
50,000-100,000 1in 12,3
100,000-200,000 1in 6.2
200,000-500,000 lin 24
500,000-1,000,000 lin 1.6
1,000,000 and over lin 1.0
ALL 1in 72.6

5. See Appendix I.
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Reclized Copito) Goins

true
sample

Copiful Gains Tax Rate

FIGURE ]
Sampling Stratified by Tax Rate
(sampled points are circled)

ALTERNATIVE ESTIMATES

Tables I and II show the effects of a number of changes in the
FSY regression analysis made in a step-by-step fashion. The results
demonstrate that changing from ordinary to weighted least squares,
as was shown to be necessary by the analysis above, yields much
smaller estimates of the elasticity of capital gains realizations to tax
rates,

The population in all of the equations, like that in FSY, is all tax
returns with dividends greater than $3,000, and thus (at average
1973 yields) with portfolios of at least $100,000 worth of corporate
stock. The dependent variable, again as in FSY, is the ratio of stock
gains to dividends.

Equation (2) in Table I is my replication of the FSY equation

»
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TABLE I
UNWEIGHTED REGRESSION RESULTS ON REALIZATIONS
oF LoNG-TERM STOCK GAINS, 1973
Dependent variables: long-term stock gains*
Independent (equation numbers)
variables 0V 2 3 4)
Constant 35.0 27.530 30.169 N.A.
(26.316) (12.192) (24.434)
Age dummy 0.176 0.345 0.355 N.A.
(0.499) (1.008) (1.041)
Log (AGI)® —0.504 ~-0.006 -0.796 N.A.
(4.308) (0.064) (10.744)
Log (Dividends) -1.23 —-1.626 -1.229 N.A.
(10.336) (14.618) (10.849)
TAXFSY* -0.497 —-0.342 N.A. N.A,
(13.113) (20.333)
TAXM® N.A. ~ N.A. -0.246 N.A.
(17.018)
Constant* N.A. N.A. N.A. 81.110
(20.887)
Age dummy* N.A. N.A. N.A. 5.108
' (1.635)
Dividends* N.A. N.A. - N.A. 4.057
(8.770)
Dividends®* N.A. N.A. N.A. -0.001
(1.609)
Adjusted gross N.A. N.A. N.A. —-0.024
income* ¢ (3.402)
Adjusted gross N.A. N.A. N.A. —-1.252(107%)
income® *¢ (2.472)
TAXM times N.A. N.A. N.A. -0.123
dividends™¢ (6.816)
TAXM times N.A. N.A. N.A. 1.460(107%)
AGI v<¢ (0.426)
Summary Statistics:
Corrected R*? N.R. 0.021 0.029 0.036
Corrected standard .
error N.R. 27.262 27.149 27.056
Elasticity at
point of means -22.57 -15.53 ~11.35 -16.83
Elasticity for
$3,000 =<
dividends
< $10,000 -19.05 -13.11 -9.49 -26.85
Elasticity for
$10,000 =<
dividends
< $20,000 -31.89 -21.94 -16.14 -19.46
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TABLE I (continued)

Dependent variables: long-term stock gains®

Independent (equation numbers)

variables (1) ) 3) 4)
Elasticity for
$20,000 =
dividends

< $50,000 -32.38 —22.28 ~16.58 -11.81
Elasticity for

dividends

= $50,000 ~38.63 ~26.58 -20.05 -12.03

1

Sources. Equation (1), Feldstein, Slemrod, and Yitzhaki [1980). Others, Interual Revenue Service 1973
Capitul Assets File, B

u. ' Divided by dividends.

b. AG! net of actua! long-term wnd short-terin stock gains plus predicted long-term gains,

c. Tux rates in regressions expressed as an integer number of percentage puinta.

d. AG! net of actual long-term stock gaina.

N.A. = Not apphed.

N.R. = Not reported.

f-statistics in purentheses,

Reolized Copital Gains

true

Copital Gains Tax Rate N sample

Figure 11
Sampling Stratified by Income
(sumpled points are circled)
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TABLE 1I

OF LONG-TERM STOCK GAINS, 1973

Dependent variables:
long-term stock gains*
(equation numbers)

Independent
variables 1) @) 3)
Constant -0.955 1.196 N.A.
C(2.157) (3.003)
Age dummy -0.303" —-0.323 N.A,
(4.999) (5.290)
Log(AGI 0.048 —0.165 N.A.
(4.278) (4.723)
Log(Dividends) 0.097 0.136 N.A,
(2.425) (3.290)
TAXFSY* ~0.039 N.A. N.A.
(9.099)
TAXM*® N.A. -0.022 N.A.
(5.040)
Constant* N.A. N.A. 2.925
(4.259)
Age dummy* N.A. N.A. -1.231
(3.686)
Dividends* N.A. N.A. 0.512
(4.157)
Dividends®* N.A. N.A. 3.865 (1074
N 0.550
Adjusted gross N.A. N.A. 0.009
income* ¢ (1.184)
Adjusted gross N.A. N.A, 8.561(10°")
income? 4 (1.470)
TAXM*< N.A. N.A, -0.525
8.284
TAXM?*« N.A. N.A. 0.029
(12.664)
TAXM times N.A. N.A. -0.016
dividends*© (2.352)
TAXM times N.A. N.A. ~0.005
AGI™« (14.452)
Summary Statistics:
Corrected R? 0.003 0.004 0.017
Corrected standard error 5.100 5.099 5.065
Elasticity at
point of means -1.7 -1.01 ~0.44
Elasticity for $3,000 <
dividends < $10,000 -1.49 -0.85 -0.21
Elasticity for $10,000 < ,
dividends < $20,000 ~2.50 —1.44 -0.31



138

COMMENT ON FELDSTEIN, SLEMROD, AND YITZHAKI 101

TABLE II (continued)

Dependent variables:
long-term stock gains*
(equation numbers)

Independent
variables (1) (2) (3)
Elasticity for $20,000 <
dividends < $50,000 -2.54 -1,48 -0.42
Elasticity for
dividends = $50,000 -3.03 -7 -1.49

Sources. Internal Revenue Service 1973 Capital Assets File,

a. Divided by dividends.

b. AG! net of actual long-term and short-term stock gains plus predicted long-term and short-term gains.
c. Tux rates in regression expressed us an irteger number of percenuge points.

d. AGI net of actual long-term stock guins.

N.A. = Not applied.

{-4tatistica in parentheses.

(presented as equation (1) in the same table).® The results of the two
equations are different in some respects due to differences between
the data files used by FSY and myself. FSY used the Internal
Revenue Service'’s first version of the data file; my file is a second
version, with some errors corrected. While my estimated elasticity
of capital gains realizations to tax rates is numerically smaller (in
absolute value) than that of ’'SY at —15.53, both estimates can be
fairly described as astronomical, and the differences between the
data files are probably sufficient to explain the modest shrinkage.

In equation (3) of Table I, the tax rate variable is changed to a
preferred formulation that is computed directly rather than through
the instrumental variables technique. This direct formulation, like
the instrumental variables approach, ayoids simultaneity between
an individual taxpayer's marginal tax rate and the amount of gains
he realizes; but unlike the instrumental variables approach, it cir-
cumvents some potential measurement problems due to current

6. The first-stage equation is (¢-statistics in parentheses):

TAXFSY = 8.506 + 0.494 Age Dummy
(10.221) (3.835)

- 0.121 log (AGI) + 0.210 log (Dividends)
(5.011)

(3.709)
- +  U.G8TTAXF - 0.004TAXL
(157.659) (3.305)

R*= 0.460; C.S.E.E. = 10.270,

where TAXFE is the actual first dollar tax rate and TAXL is the last dollar tax rate
bised on a predicted amount of gain.
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transactions in assets other than corporate stock, or to loss carry-
overs.” Changing from the FSY technique to the preferred formu-
lation of the tax variable reduces the absolute value of the tax rate
coefficient very slightly, with the measured elasticity also modestly
lower at —11.35. '

The specification of the original FSY equation and the present
equations (2) and (3) is quite restrictive. A more general formulation
would allow for interactions among the tax, dividend, and AG/ vari-
ables, and would allow for a nonlinear tax response. Equation (4) in
Table I so generalizes the relationship.® As can be seen from Table
I, this preferred generalization of the specification raises the esti-
mated elasticity to —16.83 when using ordinary least squares esti-
mation. Thus, all of the preferred changes in the FSY specification
cause minimal reductions or increases in the absolute value of the
FSY elasticity when estimation is done by ordinary least squares.

Table II duplicates Table I with the sole exception that
weighted least squares estimation is used. The results are substan-
tially changed in all of the alternative specifications. The FSY for-
mulation yields an average elasticity of —1.77, about one-ninth of my
estimate using the same formulation with ordinary least squares,
and about one-thirteenth of the FSY published result (computed
with weighted summary statistics rather than the unweighted sta-
tistics presented by FSY).? The range of estimated elasticities ex-
tends from —1.49 in the smallest portfolio class to —3.03 for those
with at least $50,000 of dividends. Shifting to the preferred tax rate
variable in equation (2) reduces the elasticity to an average of —1.01,

7. See Appendix II.

8. All variables in equation (4), rather than only the dependent variable as in
equations (1) through (3), are divided by dividends; thus the constant term becomes
1/Dividends, the Dividends term becomes a constant, and Dividends? becomes Divi-
dends. This normalization on both sides of the equation is a correction for hetero-
skedasticity. Absent the normalization, the estimated tax rate elasticities in the °
unbiased weighted version increase with portfolio size until for those with the largest
portfolios they are counterintuitively positive.

9. The first stage equation is (t-statistics in parentheses):

TAXFSY = - 4,836 —0.481 Age Dummy
(11.263) (8.151)

+0.119 log (AGI) + 0.567 log (Dividends)
(14.748)

(10.994)
+ 0.823TAXF - 0.001TAXL
(237.147) (1.493)

R?=10.699; C.S.E.E. = 4.990,

where TAXF is the actual first dollar tax rate and TAXL is the last dollar tax rate
based on a predicted amount of gain. ‘



140

COMAMENT ON FELDSTEIN, SLEMROD, AND YITZHAKI 103

with a range of —0.85 for the smallest portfolio class to —1.79 for the
largest. The preferred specification is equation (3), which includes
the nonlinearities and the interaction terms. In that equation the
estimated average elasticily is —0.44, with a range from —0.21 (for
those with $3,000 to $10,000 of dividends) to —1.49 (for those with
over $50,000 of dividends).

The results from the preferred equation contrast sharply with
those of FSY. The effect of dividends (as a proxy for portfolio size
and net of the interaction with tax rates) on realizations is positive,
as is that of income.!® Both coefficients indicate that wealth and
financial sophistication are associated with more frequent trading.
The dummy variable for elderly taxpayers has a negative sign, indi-
cating that the death escape from capital gains taxation overrides
the need for cash among those at least 65 years old who own at least
$100,000 worth of corporate stock.' All of these results are more
plausible a priori than those of FSY, Unlike the FSY elasticity of
—22.57, the average estimate here is plausible, and the pattern
logically suggests that those with the largest potential tax liabilities
are most sensitive to tax rates.”

- Clearly, the much smaller estimated elasticity would have a
drastic effect on any simulation of a change in the tax code regarding
capital gains, Table IIT shows the effect (at 1973 income levels) of
introducing the capital gains tax reductions in the Revenue Act of
1978." The results show that the reductions in capital gains tax rates

10. AG! is measured net of stock gains, Inclusion of actual stock gains in the
income variable would result in multicollinearity with any tax rate on gains. Inclusion
of an average amount of stock gains, as in FSY, imparts a negative bias to the
coefticient, because such a variable underestimates true AGI for high-gain returns
and overestimates it for those with low gains. Omission of the insignificant squared
term does not change the results,

11. F8Y argue that the elderly are more likely to sell stock to satisfy their need
for cash, but are less likely to realize gains because the bagis of their shares will be
revalued at death and the capital gains tux avoided. This would suggest that FSY
might obtain a negative coefticient for the duminy in the gains equation, but not in
the sales equation (entirely consistent if the elderly with diversified portfolios, as
most with at least $100,000 of stock probably have, follow the age-old, or perhaps old
aye, aduge of “realize your losses und let your gains run”). In fuct, FSY get precisely
the opposite signs (though the gains equation coetficient is insignificant), suggesting
apain that their results are suspect, The dumminy coefficients in Table 11, in contrast,
are plausible a priori,

12, An expanded model, partially accounting for the transitory fluctuations in
marginal tax rates on capital gains, suggests that a longer run elasticity might be
somewhat smaller (in absolute value) for the most tax sensitive larger portfolio
groups, with an overall average of about —0.79 [Minarik, 1981].

13, The Revenue Act provisions include the reduction of the portion of long-term
gains included in adjusted gross income from 50 to 40 percent, the abolition of the
alternative tax, and the removal of the excluded portion of long-term gains from tax
preferences in the minimum tax and the maximum tax.



TABLE III
CHANGES IN TAX LIABILITY RESULTING FROM THE CAPITAL GAINS TAX REDUCTIONS OF THE REVENUE ACT OF 1978, 1973 INCOME LEVELS
Tax liability
1973 tax under Change in Change in
Number of liability 1978 act tax liability Change in tax liability
Adjusted gross income returns® (millions (millions (millions tax liability ; (dollars
(dollars) (thousands) of dollars) of dollars) of dollars) (percent) per return)
Less than 0 15.1 11.6 i’ 1.9 -9.7 —83.9 —~645.4
0-2,500 83.3 0.3 0.0 -0.3 ~98.0 -3.6
2,500-5,000 98.8 9.5 8.6 -0.9 -9.1 -8.8
5,000-7,500 106.3 33.6 30.8 -2.8 -8.4 ~26.5
7,500-10,000 119.8 85.1 83.7 -1.4 -1.7 ~12.0
10,000--15,000 244.7 324.0 317.4 -6.6 -20 ~27.1
15,000-20,000 310.6 666.6 652.4 -14.3 -2.1 —46.0
20,00-25,000 245.0 726.4 708.2 —-18.1 -2.5 -74.0
25,000-30,000 171.4 666.6 657.6 -9.0 -14 ~52.6
30,000-50,000 329.3 2,316.9. 2,241.8 ~75.2 -3.2 —228.2
50,000-100,000 171.6 2,748.6 2,647.2 -101.5 -3.7 —-591.5
100,000--200,000 48.0 1,964.6 1,843.8 -120.8 -6.1 -2,518.8
200,000-500,000 11.6 1,239.7 1,101.5 -138.2 ~11.1 -~11,880.3
500,000-1,000,0C0 1.7 495.1 413.6 -81.5 -16.5 —48,030.0
1,000,000 and over 0.6 246.2 434.6 -111.6 ~-20.4 —181,501.1
Total or average 1,957.6 11,834.9 11,143.0 -691.9 -5.8 -353.4

Sources. Internal Revenue Service 1973 Sales of Capital Assets File and Individual Tax Model File.
2. With dividends of at least $3,000.
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would reduce tax revenues by approximately $700 million, and that
the amount of tax reduction would increase in both absolute and
percentage terms as income increases.

CONCLUSION

Because of a statistical problem, the estimate by Feldstein,
Slemrod, and Yitzhaki of the revenue effect of changes in capital
gains tax rates is wide of the mark. The 1973 Capital Assets File
data indicate that reductions in capital gains tax rates do not gener-
ate enough additional realizations to offset the static revenue loss.
Further, if the amount of realizations of gains is an indicator of
efficient reallocation of financial resources, the efficiency gains of
such tax cuts will be far lower than FSY indicated.

In the more than three years since this comment was originally
submitted, several rounds of data on post-1978 capital gains real-
izations have been released. These data have been cited by several
analysts to argue that the 1978 capital gains tax cut was or was not
self-financing. It might be helpful to conclude this comment with an
analysis of the recent, data as they pertain to this question. There are
no data specifically on corporate stock sales, however, and so the
discussion must be generalized to all capital gains,

The increase in the capital gains exclusion from 50 to 60 percent
became effective on November 1, 1978, reducing the highest tax rate
on capital gains from 49.125 percent to 34.9 percent. Excluded cap-
ital gains were dropped from the base of the minimum tax and the
offset against the preferential maximum tax rate, but only as of
January 1, 1979. This further reduced the highest rate on capital
gains to 28 percent, and probably led to the postponement of realiza-
tion of some gains from 1978 to 1979. The excess of net long-term
capital gains over net short-term capital losses realized by the same
taxpayers (that is, the amount of long-term capital gain, before the
exclusion, that is subject to federal income tax) increased from $48.6
billion in 1978 to $70.5 billion in 1979. Using the 1978 figure as a base
(a step that is discussed below) and taking the tax cut to be 20
percent (the percentage decrease in the included portion; in fact the
tux cut was greater for taxpayers subject to the minimum or maxi-
mum taxes, and less for those who lost the 25 percent alternative tax
on the first $50,000 of gain) implies an elasticity of —2.25. This is
sumewhat greater in absolute value than the —0.44 estimated here,
but substantially less than FSY'’s —22.57.

Several factors suggest that this roughly caleulated elasticity of
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~2.25 somewhat exaggerates the actual experience. The first is the
inclusion in 1979 realizations of a single sale—the Belridge oil merg-
er—on which the price of a 56 percent family-owned firm was $3.65
billion. Such a realization is clearly unlikely to be repeated, though
it was almost certainly encouraged by the capital gains tax cut. The
second is the likely postponement of some gains from 1978 to 1979
due to the nature of the law, thus reducing the base and increasing
the observed effect. The third is the use of the 20 percent tax cut for
the rough calculation, though it was in fact somewhat larger for
some taxpayers (the minimum and maximum tax effects likely out-
weigh the alternative tax repeal).

A fourth factor that must be considered is the counterfactual
question. The proper comparison for 1979 realizations is not really
with those for 1978, but rather those that would have occurred in
1979 in the absence of the tax cut. Realized capital gains have in-
creased even in periods with no favorable tax changes, driven by
increases in corporate dividends and fixed investment, aggregate
real economic growth, mere inflation, and any number of other fac-
tors. The general price level increased by 8.6 percent in 1979 (using
the gross national product deflator), and prices on the New York.
Stock Exchange rose at the same rate (measured by the NYSE
composite index); both of these factors would independently in-
crease realizations. It would be misleading to assign causally all of
the increase in realizations in 1979 to the tax cut, with no allowance
for these independent forces.

A final factor is the temporary, as opposed to continuing, un-
locking effect of the 1978 tax cut. Economic theory predicts that
those owners of appreciated assets who were on the margin of real-
izing their gains under the prior law would decide to sell after a tax
cut. The issue in this discussion, however, is how much realizations
would be increased after this transient rush of asset sales. A fair
interpretation of FSY’s results would be that the 1978 tax cuts
would approximately triple the level of realizations that would have
occurred without the tax cut in every later year, and that there
would be an additional temporary increase in realizations for one or
perhaps several years following the cut.!® Thus, again, the 1979 data

14. See Minarik [1981], footnote 28, page 256, and its references.

16. This interpretation is Feldstein’s: “I think the right way to interpret these
estimates is not as a short-run unlocking, but as & permanent unlocking. After all,
what we are studying is differences among taxpayers that continue from year to year.
I think what we are estimating here is that there would continually be more turnover
in the market, more realizing of gains, and less postponement than there is today. I
think this is probably a slight overestimate of the permanent extra revenue that
would be produced but a substantial underestimate of the immediate effect of un-
locking” [1978, p. 334].
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are not indicative of the long-term effect on realizations and tax
revenues; they must be discounted for the transient unlocking pre-
dicted by economic theory before any permanent unlocking effect
can be measured.

The 1980 income tax data confirm that the long-term effect of
the tax cut is in fact smaller than the 1979 figures would suggest.
Net long-term gains in excess of net short-term losses in 1980 were
$69.9 billion, down from the 1979 leve!, even though the stock mar-
ket was strong in 1980 (which almost invariably causes realizations
to go up, the sole exception in recent years being 1980}, and inflation
proceeded at 9.3 percent. Thus, it seems likely that the sharp in-
crease in realizations in 1979 was in large part the result of the
temporary unlocking effect, and that realizations and tax revenues
will be lower in later years than the 1979 data suggest. The effect of
the tux cut was more in line with the estimates presented here, and
the FSY estimates, by the same token, appear even more unreason-
able. ;

To demonstrate this, discard the 1979 data because of the purely
temporary effects and compare the 1980 data directly with 1978.
Assuming as a very rough first approximation that realizations in
any event would have kept up with inflation, the remainder of the
realization growth that can be assigned to the capital gains tax cut
implies an elasticity of ~1.05, not the —2.25 apparent from the 1979
data. Alternatively, it could be assumed that capital gains realiza-
tions would have increased at the same rate as corporate stock prices
(in every year save two in which stock prices have increased since
1960, realized capital gains have increased faster; one of the excep-
tions is 1980). Using this standard, the remaining increase in realiza-
tions to be explained by the 1978 tax cut yields an elasticity of —0.67.
Any discounting of these elasticities for the excess of the actual tax
cut over the 20 percent assumed in the calculation and the under-
stutement of the 1978 base due to tax incentives for postponement
of realizations to 1979 would push them still closer to the estimate in
this Comment.

The 1980 data, unfortunately, mark the end of our experiment
with the 1978 tax cut. Effective June 9, 1981 (as determined by the
conference committee on the Economic Recovery Tax Act of 1981 on
August 1 of that year), the maximum tax rate on long-term capital
gains was further reduced from 28 to 20 percent. After this tax cut
of almost 29 percent for the highest income taxpayers, and with the
NYSE index up 8.7 percent and the GNP deflator increasing by 9.4
percent in 1981, the final IRS figures show net long-term capital
gain in excess of net short-term capital loss increasing to only $77.1
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billion, up just 10.3 percent from 1980 and 3.3 percent from 1979.
Assuming that realizations would just have kept pace with prices
since 1978 and completely ignoring the 1981 tax cut implies an elas-
ticity of realizations to tax rates of —1.10; assuming that realizations
would have increased along with the stock market yields an elas-
ticity of —0.72.' Any realizations stimulated by the 1981 tax cut
would make these figures overestimates of the true effect of the 1978
cut. Thus, it seems even clearer that the 1979 increase in realizations
was largely caused by the temporary unlocking, and that the re-
maining permanent effect of the tax cut is far smaller than claimed
by FSY.

APPENDIX I

Hausman and Wise [1981] algebraically derive the bias and
show that weighted least sguares yields consistent estimates as
follows. (In fairness, it should be noted that the Hausman and Wise
analysis of this problem was published after FSY.)

Consider the two-variable example in Figure II where the
amount of the gain (Y) is a function of the tax rate (X). Assume that
for the population the density function f(Y|X) is normally distrib-
uted around mean XB with variance of o°. For the sample and
because of the stratified sampling (for simplicity, by two classes),
f(Y|X) will be an irregular function that can be described by the
density function, ' '

P f(y)
P,-Pr{(Y=L)+ P,-Pr(Y>LY

Py f(y)
P .-PriY=L]+ P,-Pr(Y>L)
where P, and P, are the sampling rates for the two sampling strati-
fication classes, Pr indicates probability, and f(y) is the normal

density function N(XB,0?). Dividing through by P,, so that
P,/ P, =P, one can state this density function as

ify=sL
h(y)=

ify>L,

W) ,  ifysL
ff(y)dy+P-jf(y)dy
WY T rrw
L . ify>L.

L ©
f f(y)ay +P -Lf(y)dy
Integrating over this density function yields

" 16. This estimate is virtually identical to my alternative [Minarik, 1981] cited in
footnote 12 above,
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(1-P)pl(L;— X;B) o]
1-P)P[L; - X;B) o]+ P’

where ¢ is the normal density function and @ is the normal distribu-
tion function. Not surprisingly, given that ordinary least squares
gives estimeates for the sample rather than the population, the pa-
rameter B is measured with bias. Note that under random sampling
(that is, P, = Py so that ” = 1) the bias term becomes 0, so ordinary
least squares is unbiased. Note also that if stratification in the exam-
ple were by tax rates rather than capital gains, £(Y|X) would be
unaffected, and OLS would yield unbiased estimates. Measuring the

parameter 8 for the population rather than the sample would require
minimizing

EY|X)=XB-0

S = il(%—)m - X.B:)‘,'

where P, is the relevant sample rate for the ith observatien. This is
the formulation of weighted least squares, which yields unbiased
estimates. However, the standard errors of coefficients as usually
computed are incorrect; computution of correct standard ervors is
extremely complex and is not attempted in this paper.

APPENDIX 11

The choice of a tax rate variable that is representative of the
marginal rate at which taxpayers made their realization decisions,
yet not simultaneous with the amount of gains realized, is difficult.
Actual last dollar tax rates are simultaneous and thus cannot be
used. F'SY use an instrumental variables technique wherein the
first-stage equation predicts the last dollar tax rate on long-term
wains, with the first dollar capital gains tax rate and a predicted last
dollar capital guins tax rate (based on average cupital gains of re-
turns with approximately the same AGT and dividends) as instru-
ments. This choice of instruments is inappropriate for two reasons.
Wirst, the last dollar tax rate is the relevant cost for the investor’s
decision whether or not to realize additional gains; it is rot the cost
of realizing the gains he in fact did reulize. While the last dollar tax
rate is thus typical]y too high, the first dollar tax rate is analogous!ly
typically too low. Second, all three tax rates in FSY's first-stage
equation are actually computed on marginal amounts of gains equal
to 3100, and thus can be strongly misleading if there are small
amounts of carryover or other capital losses present. For example,
the tax on the first $100 of stock gain for a return with $1,100 of
short-term loss carryover is zero; however, if the carryover were
only $1,000, the gain would be taxed at the ordinary rate that could
he as high as 70 percent. Neither of these measures is an accurate
tax rate for a more reasonable amount of gain. Of the tax returns in
the file with dividends of at least $54,000, 26.7 percent (weighted;
29.0 unweighted) had zero first dollar tax rates, and 24.3 percent
(weighted; 23.4 percent unweighted) had zero last dollar tax rates.
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This is in marked contrast to the 8.3 Fercent (weighted; 11.2 percent
unweighted) who had zero marginal tax rates on ordinary income.
Another potential pitfall, though less serious, would be a small in-
crement of gain falling within the 25 percent alternative tax on the
first $50,000 of gain that was in the law in 1973.

The variable used here is the effective rate on a predicted
amount of stock gain (the average stock gain of all returns with
similar amounts o% dividends and adjusted gross income). This for-
mulation avoids the simultaneity of actual realizations with the tax
rate because the predicted amount of gain on which the tax rate is
calculated is not directly related to the taxpaver's actual gains (see
FSY [1980], p. 780). It also minimizes the di. .ortion of the tax rate
due to small amounts of carryover or losses, because the predicted
gain is large enough to swamp typical amounts of loss or carryover.
Thus, only 11.8 percent (wei%hted; 11.5 percent unweighted) of the
tax returns with dividends of at least $50,000 had zero tax rates by
this measure. Finally, because the predicted amount of gain is typ-
ical of similar tax returns, the effective tax “ate on that amount of
gain is more representative of the tax rate at which marginal deci-
sions were actually made in 1973 (see FSY [1980], p. 781).

CONGRESSIONAL BUDGET OFFICE
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Senator Baucus. Our next panel will be Mr. Phillip Chisholm,
Executive Vice President of the Petroleum Marketers Association;
Mr. Charles DiBona, President of the American Petroleum Insti-
tute; Mr. Joseph Ackell, Senior Vice President and Chief Legal Of-
ficer, Northville Industries Corporation, testifying on behalf of The
Independent Fuel Terminal Operators Association; and Mr. Rich-
ard Barnett, Chairman of the Alliance for Responsible CFC Policy.

Gentlemen, we are happy to have you here, and thank you for
being so patient, after waiting for the preceding panels. Mr. Chis-
holm, why don’t you begin?

STATEMENT OF PHILLIP R. CHISHOLM, EXECUTIVE VICE PRESI-
DENT, PETROLEUM MARKETERS ASSOCIATION OF AMERICA,
WASHINGTON, DC

Mr. CHisHoLM. All right. Thank you, Mr. Chairman. My name is
Phillip R. Chisholm. I am the Executive Vice President of the Pe-
troleum Marketers Association of America, PMAA.

PMAA is the largest national representative of independent pe-
troleum marketers in the country. Through the 41 State and re-
gional associations that belong to PMAA, there are some 11,000
marketers who sell roughly half the gasoline, 60 percent of the
diesel fuel, and three-quarters of the home heating oil that is con-
sumed in America today.

We very much appreciate the opportunity to appear before this
committee.

There are three essential points I would like to hit on out of the
prepared testimony that has been submitted for the record and just
try to summarize this morning.

The first one is that we recommend that when considering
sources of new revenue, this committee look first to collecting the
taxes that are now owed but are not being paid.

In the energy industry, for example, we have had extensive expe-
rience with the problem of excise tax evasion on both gasoline and
diesel fuel. In 1986, Congress addressed the gasoline question by
changing the collection procedure; and it was estimated that pro-
posal will raise $1 billion over the next 4 years.

That proposal is not scheduled to take effect until January 1,
1988, and our testimony recommends some minor meodifications to
that, but basically, we are satisfied with that method of taxation or
collection of the tax.

Diesel fuel is another matter. In the Joint Committee package, it
is recommended that the diesel collection process be raised from
the retail level where it is now to the distribution level. We cer-
tainly support that change; and, depending on which set of Govern-
ment estimates you adhere to, that will raise anywhere from $100
million to $500 million a year.

We recognize that when redefining the collection point, some spe-
cial consideration be given to large trucks who often play the
eunuch role in the collection on tax paid diesel fuel.

But however you change the procedure, I think there needs to be
some recognition that, unless there is much stronger enforcement
by the IRS in both areas, evasion will continue to occur.
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And we think it would be money well spent to increase the en-
forcement budget of IRS in this area, and I think the return would
be well worth the expenditure there.

The second area of increased revenue we would recommend ex-
amination of would be the elimination of tax subsidies that have
outlived their usefulness. And specifically in our testimony, we rec-
ommend the elimination of the credit—6 percent a gallon credit—
and the 6 cents a gallon excise tax exemption granted gasohol.

We feet that that is a subsidy that is very, very expensive to the
Federal Government and that, if it is eliminated over the next 3
years, it could raise $1.5 to $1.7 billion.

If new taxes are needed after those new sources of revenue are
captured, we recommend that there be broad base taxes applicable
to the population in general and not zeroing in on any single indus-
try or any single group of individuals or companies.

The second major point we would like to make that leads into
that is to stress our opposition to any new energy taxes and specifi-
cally oil import taxes or gasoline excise tax increases.

Energy is not a luxury; it is an economic necessity. It drives the
economy, and higher energy prices will have ripple effects through
the entire economy, increasing unemployment and lowering gross
national product.

It will hit hardest those least able to pay because most energy
taxes are basically regressive and regionally discriminatory.

And we also oppose energy taxes because they tend to discrimi-
nate unfairly against certain regions of the country.

The final major point I would like to hit on this morning is that
in examining new revenue sources, whether they be new taxes or
the collecting of taxes owned or in eliminating subsidies, other
put:ilic policy considerations of those actions be carefully consid-
ered.

For example, there is a proposal in the Joint Committee on Tax-
ation pamphlet which recommends changing the gasoline excise
tax collection procedure to the refinery gate.

If that were done, it will not reduce the excise tax evasion,
beyond what was done in last year’s Tax Reform Bill. It will give
some competitors in the marketplace a competitive advantage over
others. It will be a further disincentive for primary and secondary
storage of gasoline in this country and will impact most greatly
those areas furthest away from the domestic refining centers of
this country.

It would increase gasoline imports into the country and it will
lead to higher consumer prices. Clearly, the public policy conse-
. quences of taking the excise tax collection to the refinery gate far
outweigh the minimum revenue that would be collected in that
procedure.

In summary, Mr. Chairman, we hope that the primary source of
new income will be the collection of taxes owed and the elimina-
tion of subsidies. We again oppose all new energy taxes, and we
would urge that in all revenue considerations, the other public
policy considerations of your action be carefully considered. Thank
you very much.

Senator Baucus. Thank you. Mr. DiBona.

[The prepared statement of Mr. Chisholm follows:]
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TRE PETROLEUM MARKETERS ASSOCIATION OF AMERICA

Good morning Mr. Chairman and members of the committee. My name is Phillip
R. Chisholm and I am the Executive Vice President of the Petroleum Marketers
Association of America. PMAA, through its 41 state and regional member
associations (see Attachment 1), is the largest representative of independent
gasoline and home heating oil marketers in the country. Nearly 11,000
independent marketers are represented by PMAA in Washington.

I suspect I could rattle off the names of a few member companies in each of
your states and you would recognize them as outstanding small businessmen in
their local communities. Aside from their business interests, however, I
suspect you would also recognize them as being active in civic, social and
political activities within the community.

This local image of the independent marketer should not belie his or her
importance to the petroleum distribution network in this country. The 11,000
small business independent marketers represented by PMAA sell more than half
the gasoline, 60 percent of the diesel fuel, and three quarters of the home
heating oil consumed in America today.

We are pleased to hav: the dppnrtunity to appear before this committee
today to present our views on various revenue options to meet the targeted
revenue levels required by House Concurrent Resolution 93, the Concurrent
Resolution on the budget for fiscal year 1988. Before examining specific
revenue options, PMAA would first like to briefly offer an overview on its
perspective of deficit reduction in general. It would also like to offer its
concern about legislating tax policy based on revenue estimates. Then specific
revenue options PMAA opposes will be discussed, after which revenue options
which merit support wil) be detailed. In discussing revenue options, either
from a positive or negative perspective, PMAA will focus exclusively on areas
related to the petroleum industry and not address genmeral tax issues. These
general tax issues have been and will continue to be addressed by other
witnesses before this committee.

Overview on Reducing Federal Budget Deficits

As small businessmen, independent marketers are very supportive of efforts
to reduce the federal budget deficits. They recognize the negative
consequences such deficits have on the general economy and thus on their
businesses.

In determining how the massive federal deficits currently being faced
should be reduced, independent marketers believe the first step is to reduce
federal spending and to eliminate waste in our federal budget. This is very
similar to the philosophy applied to the energy industry during the 1970's that
a barrel of oil saved through conservation is a barrel of oil that could be
used in the future., Likewise, a dollar in reduced spending in the federal
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budget is a dollar not raised through increased taxes. We believe adgditional
reductions in federal spending are possible, but we understand that is not the
subject of debate at this hearing.

After federal spending is reduced by the greatest extent possible and
additional revenue is still needed, PMAA recommends that a concerted effort be
made to enforce all existing tax laws to ensure that revenues the government is
currently entitled to are, in fact, being collected. As will be evidenced
later by our testimony on motor fuel excise tax collections, much more can be
done in this area.

Once federal spending has been reduced, all taxes owed are being collected
and additional revenue is still! needed, PMAA believes such new taxes should
apply as broadly as possible, affecting everyone equally. Such new taxes
should not be regressive; they should not discriminate regionally; they should
not give one competing industry a competitive advantage over another, nor
should they give particular competitors in the same industry a competitive
advantage over others.

This test is a heavy burden for any new tax to meet, but we believe it is
one which is absolutely necessary in order to restore fairness, equity and
confidence in the federal tax system.

Tax Policy Through Revenue Enhancement

One disturbing trend that concerns PMAA greatly is Congress' willingness to
make major changes in tax policies without fully assessing other public policy
consequences of its action. It seems that Congress is so preoccupied with
raising new revenue that if a proposal raises a few dollars, it's damn the
other policy consequences, full speed ahead with new revenue. This "price tag"
tax policy philosophy not only has disastrous consequences for affected
industries, but also has long-run negative consequences for the entire country.

PMAA can speak first hand to this issue. During the early part of 1986
there was much concern over gasoline excise tax evasion. While there was some
difference of opinion over the true extent of the evasion, all parties - the
Administration, the Congress, and the industry - agreed the problem must be
addressed and were willing to cooperate on ways to stop evasion whereever it
occurred. The Administration’s and the Congress' interest in this issue were
pretty clear. For the industry the desire to stop evasion was equally
compelling. If a particular competitor had a nine cents per gallon price
advantage over someone else by virtue of not paying the federal excise tax,
then that particular individual could destroy the profitability of other
competitors, thus driving them out of that market and in the case of
independent marketers, out of business,

b oY
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In fact, the industry was so concerned about the problem of excise tax
evasion that it brought it to the attention of government officials long before
a strong concern was being expressed by anyone else.

The process of the Administration, the Congress and the industry trying to
find a solution which ended evasion but which did not create distortions within
the industry had been underway for only a few months when suddenly a price tag
of $1 billion over four years was attached to a proposed change in the excise
tax collection process that was adopted by conferees on the massive Tax Reform
Act of 1986 (P.L. 99-514).

The new collecticn procedure was not in either the House or Senate tax bill
and had not been subject to any pubtic hearings. 1t took away the right of
wholesale distributors to remit the tax to the federal government, a right
expressly given by the Congress in the tate 1950's because Congress recoanized
the competitive problems presented by reauiring the wholesale distributor to
pay the tax directly to its supplier. This re-created the same enormous
problems for independent marketers that Conaress had tried to correct in 1958.

Apparently, these problems were not considered once a revenue price tag had
been attached to the proposal.

The only consolation to marketers in the whole process was that the change
did not take effect until January 1, 1988, This was small consolation to one
marketer who noted: "It's nice to have a year's notice before someone takes a
considerable slice out of your business."

Let me reiterate that PMAA is firmly committed to supporting efforts to
eliminate excise tax evasion on not only gasoline but diesel fuel as well. We
believe, however, that can be accomplished in a way that makes marketers part
of the solution rather than the prime source of the problem. Later in this
testimony is a specific proposal by PMAA which will allow marketers tc be part
of the total motor fuels collection process and which increases revenue to the
federal government.

Revenue Options PMAA Opposes

Below are a series of revenue options that PMAA specifically opposes as a
means of generating the additional revenue mandated by 'ause Concurrent
Resolution 93. Most of these relate to direct new taxes on energy. PMAA does
not believe that the energy industry can bear the brunt of additional taxes in
light of the devastating impact that falling oil prices had on the entire
energy industry in 1986. Moreover, we do not believe that consumers who saw
their energy conservation efforts finally pay off in 1986 with the fall in oil
prices should now be penalized for those conservation efforts by the imposition
of new taxes which more than make up the recent price declines.




Energy is not a luxury. New taxes on energy can not be described as "sin
taxes". Energy is an economic necessity. It drives our economy; fuels our
homes; and transports our people and our goods nationwide. New energy taxes
are inappropriate ways to raise new revenue and the only manner which PMAA
could consider supporting new energy taxes is as part of a broad based tax
hitting all industries equally. .

Now PMAA will address specific energy tax proposals.
0i)1 Import Taxes:

PMAA opposes oil import taxes for several reasons. First, oil import taxes
are inefficient ways of raising new revenue. A study by Exxon estimates that
an $8 per barrel tax would generate $60 billion in higher energy costs for
consumers. Only approximately one quarter of that amount or, $15 billion,
would find its way into the federal treasury.

Secondly, such a tax is regionally discriminatory. It would affect
disproportionately the northeastern section of our country where millions of
homes are heated by home heating oil. This is, of course, unfair not only to
those millions of consumers, but also to the tiousands of nome heating oil
dealers who have offered fast, high quality, dependable home heating service to
consumers for decades.

The third reason for opposing oil import taxes is that they will create
competitive imbalances in the petroleum industry. These imbalances result from
the fact that some refiners have greater access to lower cost, untaxed domestic
crude oil than other refiners which have a greater dependency on higher cost
imports.

Our fourth concern relates to ways in which the last two concerns might be
handled. Government's track record in dealing with competitive imbalances
resulting from different crude oil.prices has been to create an entitlement
program whereby refiners with access to lower cost crude oil pay entitlements
to refiners dependent on higher cost crude. The government proved conclusively
in the 1970's its inability to effectively regulate the 01l industry. An oil
import fee would invite direct government involvement back into the industry.
Such involvement would only lead to greater industry problems and higher
consumer prices as our 1970's experience clearly demonstrated.

Moreover, some have suggested that home heating oil might be exempted from
any oil import tax., Since heating oil is a refined product derived from a
barrel of crude oil, there is virtually no way to exempt it without in fact
regulating its price and the price of other petroleum products as well.

Fifth, o1l import taxes have a strong negative impact on the general
economy. They lead to lower GNP, higher inflation, and higher unemployment.
They also place domestic manufacturers at a competitive disadvantage with
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foreign manufacturers. These negative economic impacts result in greater
government outlays for social programs and unemployment benefits.

t Sixth, oil import taxes, while perhaps benefitting some banks with high
domestic energy loan portfolios, will seriously hurt other banks that have
loans to foreign countries including Mexico and Venezuela from which we now
import considerable amounts of oil. Suggestions that these countries be exempt
from such a tax are naive and fail to recognize that such exemptions would be
counterproductive to the overall goals of the tax and would increase the level
of federal involvement in the administration of the tax.

Seventh, an o0i) import tax violates the General Agreement on Tariffs and
Trade (GATT). Already, the U.S. has been found in violation of the GATT treaty
for enacting a small tax differential between imported and domestic oil as part
of last year's Superfund legislation. PMAA would recommend that differential
be deleted and for the U.S. to maintain full compliance with its GATT
obligations.

Eighth, PMAA believes that while irport taxes may stimulate increased
domestic oil production, it will not stimulate increased exploration.
Exploration incentives are needed, but an import tax that can be offered and
taken away at the whim of Congress is not an appropriate incentive.

In summary, PMAA opposes oil import taxes because we believe they are
inefficient means of raising federal revenue; they are bad for the economy;
and, they represent unsound energy and foreign policy. We recommend they not
be adcpted as a revenue option. We recommend further that should an import tax
be adopted over these objections, it should be applied equally to crude oil
and all petroleum products. Providing a higher tariff on petroleum products
would be tittle more than an unneeded subsidy to the domestic refining industry
which lessens competition in the entire marketing seament.

Motor Fuel Excise Tax Increases:

PMAA opposes increases in the federal excise tax on gasoline and diesel
fuel for many of the same reasons it opposes oil import taxes. Motor fuel
excise taxes are regressive, impacting severely on lower income persons less
able to pay higher taxes. As a percentage of income by class in 1985 families
with incomes of less than $5,000 paid 1.62 percent of their income for gasoline
excise taxes as opposed to families making over $50,000 which pay only 0.22
percent of their income. This means families earning less than $5,000 pay 7
times as much of their income for gasoline excise taxes as do families making
over $50,000.

Motor fuel excise taxes are regionally discriminatory. They impact most
greatly on rural states with little or no mass transit and individuals who must
drive greater distances to get back and forth to work.
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Increases in motor fuel excise taxes also have ripple effects through the
entire economy. Higher gasoline and diesel fuel excise taxes mean higher
transportation costs which mean higher prices for.all goods and services.

The use of higher excise taxes as a means of deficit reduction also
violates the basic tenet of excise taxes as a user fee which is deposited in
the Highway Trust Fund to upgrade our roads and highways. Using excise tax
revenue for purposes other than Highway Trust Funds is a dangerous precedent
which should be avoided.

Other grounds for opposition to excise tax increases are the negative
impact such taxes may have on the petroleum industry. A recent Congressional
Research Service (CRS) study, Gasoline Excise Tax: Economic Impacts of an
Increase, (May 13, 1987) shows that given the relative price and demand
elasticity for gasoline, a 10 cent per gallon tax increase would reduce annual
final sales by the industry by $9 billion. This will, of course, reduce
industry profits "extending the recent decline in profitability and probably
teading to the closing of more refineries and motor fuel outlets." according to
the CRS. For independent marketers, specifically, an increase of 10 cents per
gallon would also sericusly affect the marketer's cash flow and reduce the
available credit lines from his banks and suppliers.

In sﬂmmary, PMAA opposes excis2 tax increases as a means of increasing
revenue because they are regressive, regionally discriminatory, and would
negatively affect the general economy. They would also set a precedent for
diverting such funds from the Highway Trust Fund. Given the competitive nature
of the petroteum marketplace, marketers and refiners would likely have to
absorb part of the increase, thus worsening an already beleaguered oil
industry.

Other Energy Taxes:

PMAA also opposes other proposed eneray taxes including the broad based tax
on petroleum and the BTU tax., Many of the arquments already expressed are
equally applicable to these two taxes as well. However, if forced tc choose a
single tax on energy to be the energy industry's contribution to reducing the
federal deficit, it would be the broad based BTU tax. Such a tax would apply
equally to all fuels based on BTU content. Its principal advantage is that it
would not provide, through new taxes, an incentive for one source of energy
over another. A tax on just petroleum, however, would give incentives to
purchase other fossil fuels, thus giving these fuels a competitive advantage in
the marketplace.

PMAA believes all fuels should compete on their relative economic merits
and government policy should not attempt to influence consumer choice in this

area.

76-782 0 - 88 - 6
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Collection of Excise Tax at Refinery Gate:

PMAA strongly opposes the revenue option listed by the Joint Committee on
Taxation (JCT) which would provide for collection of the gasbline excise tax at
the refinery gate. This is a prime example of what was described earlier as

"price tag" tax policy.

On the surface, the proposal looks attractive because it could raise $300
million in FY 1988 without any increase in taxes. However, other public policy
considerations would wéigh heavily against this idea. Consider the following:

1} Since refiners would be paying the tax on gasoline at the point of
manufacture, they would maintain gasoline inventories at bare bones
“levels and operate their refineries to meet only their immediate
needs. This could lead to spot shcrtages of gascline, even gasoline
lires, although there is no actual shortage of crude oil or refining
capacity;

0 The change would encourage a shift in the manufacturina process for
gasoline from refineries to terminals as suppliers send unfinished
gasoline from the refinery to the terminal where it wil} be blended
with feedstocks to finish the manufacturing process. This could give
some companies a competitive advantage over others and may lead to
massive excise tax evasion;

[¢] The incentive to import gasoline will become greater as refiners,
terminal operators and others seek to reduce primary inventories to
avoid payment of the excise tax until the last possible point in the
distribution channel;

[ Thousands 6f independent gasoline wholesalers and retailers would have
their cash flow slashed as their major suppltiers try to recover their
lost cash flow by reducing credit terms to these marketers. This in
turn will decrease the incentive for these marketers to maintain any
measurable level of secondary storage;

0 Regional refiners who operate retail service stations in close
proximity tc their refineries will have a clear competitive advantage
because they will be able to collect the tax from their customers
before it is due. This competitive advantage will have ripple effects
throughout all surrounding markets.

For all of these public policy reasons, PMAA opposes moving the gasoline

excise tax collection to the refinery gate.
Other 0il Industry Proposals:

While PMAA represents petroleum product marketers, we are alsc vitally
concerned about the future viabiTity of the entire petroleum industry,
particularly in light of the devastating impact that last year's price decline
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had on the industry. In reality, however, not just the industry was impacted.
The entire country will feel the impacts if the erosion of the domestic
petroleum industry is not soon halted and reversed. Therefore, PMAA cannot
support any proposals designed to raise revenue which negatively impacts the
production and exploration industry.

Included in the package provided by the JCT were several such proposals
including the elimination of the oil and gas passive interest provisions in
last year's tax bill, repeal of the existing tepletion allowance, and repeal of
the provision relating to intangible drilling costs.

We do, however, support the Administration's recommendation that the
Windfall Profit Tax be repealed. This is viewed as being revenue neutral in
the JCT pamphlet and would remove a tremendous paperwork burden from many oil
producers.

Revenue Proposals PMAA Supports
Gasohol Tax Exemption: °
PMAA strongly supports the repeal of both the ethanol tax credit and excise
tax exemption provided under current law. We believe, however, the actual loss
to the federal government to be much higher than that included in the JCT

pamphlet.

In 1985 more than 6.5 billion gallons of gasohol was confumed, The federal
tax subsidy for this consumption was more than $400 million either through the
excise tax exemption or the 60 cents per gallon production credit.

Perhaps more frightening than the actual revenue loss is the growth in the
use of gaschol. What was 6.5 billion gallons in 1985 began as 850 million
gallons in 1981, If the same rate of growth occurs in the next three years as
occurred between 1981 and 1985, the loss to the federal government over those
three years will approach $1.7 billion,

This rate of growth is not unreasonzble given the impact gasohol has had on
the gasoline marketplace. Today gasohol is generally the lowest price unleaded
fuel and marketers .who sell that fuel have a competitive advantage over
competitors who do not. Therefore, to remain competitive, more and more
marketers are being forced to gasohol. This will increase both the demand and
thus the tax loss to the federal government. PMAA does not believe federal tax
subsidies should be used to give one competing fuel a price advantage over
another.

The original intent of the excise tax exemption was a noble one which PMAA
supported - get a fledgling industry off the ground and help the agricultural
industry. It has been 10 years. The industry, if it is ever to survive, must
do so without further subsidy. Independent studies have also shown this to be
a costly, inefficient way of assisting farmers, A Department of Agriculture



study showed it would be cheaper to provide direct subsidies to farmers than to
continue these exemptions.

If this tax subsidy is eliminated the federal government would just be
following a trend started by state governments. In 1986, approximately 11
states eliminated their excise tax exemptions for ethanol. Currently only 19
states still offer any form of tax subsidy.

Collection of Motor Fuels Excise Taxes:

PMAAR believes significant sources of revenue still exist for the collection
of federal motor fuel excise taxes. We also believe those collections can be
made with independent marketers being part of the solution rather than part of

the problem. :

Specifically, PMAA urges that the Tax Reform Act of 1986 (P.L. 99-514) be
amended in two ways. First, independent marketers who purchase product at the
terminal and who meet specified financial responsibility requirements should be
allowed to remit the federal excise tax to the federal government. This would
correct the competitive imbalances created by the 1986 Act by allowing
marketers the same terms and conditions as their refiner and terminal operator
supplier/competitors. It would also allow the Treasury to collect the revenue
in the samc time frame as under the new law, thus resulting in no revenve
loss. By maintaining the prohibition on tax exempt sales embodied in the Tax
Reform Act, a relatively simple audit and enforcement trail is created. A
marketer pays taxes on every gallon purchased so it is a relatively simple
procedure to match up marketer excise tax remittances with sales and remittance
reports which will have to be filed by refiners and terminal operators under
the new law.

The Internal Revenue Service argument that they can't successfully audit
4,000 - 5,000 independent marketers who might take advantage of this proposal
must be considered in light of the fact that they already must audit these same
marketers for their diesel excise tax collections and remittances.

~ In fact, not only must they keep track of these few thousand marketers, but
also tens of thousands of other marketers as well who are authorized to remit
diesel fuel taxes. PMAA believes the number of diesel tax remittors is too
great and would be supportive of ways to reduce that number.

One of the revenue options in the JCT pamphlet and a proposal supported by
the Federal Highway Administration (FHWA) is to make mandatory an optional
procedure included in last year's tax act. Under the new law, if wholesalers
and retailers agreed, the wholesaler would be allowed to collect-and remit the
diesel fuel tax. PMAA supports the proposal making it mandatory that the
marketer collect the tax from the retailer. This, in effect, reduces the
number of taxpayers from approximately 100,000 to fewer than 10,000,
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The JCT estimates a revenue gain of approximately $400 million over the
next three years if this proposal were adopted. The Federal Highway
Administration believes the revenue gain to be much higher. They estimate
conservatively the income loss to be $270 million per year and believe
realistically as high as $500 million per year. If the FHWA is correct, the
revenue gain from this broposal would range from $800 million to $1.5 billion
over the next three years. '

PMAA therefore supports making independent marketers the prime focus of all
motor fuels excise taxes and believes anywhere from $400 million to $1.5
billion in new revenues could flow to the Treasury in the next three years.
Stronger Interna) Revenue Service Enforcement:

The truth is that no system of excise tax collection or any tax collection
system for that matter will be effective without at least some visible means of
enforcement. It has been, and remains, the contention of PMAA that much of the
motor fuel excise tax evasion is a direct result of the lack of any measurable
enforcement actions by IRS. Many of the marketers PMAA represents say they
have never been audited for excise tax collections. Many others say it has
been 10 or more years.

The blare for this lack of enforcement must, of course, lie in part with
IRS. But there are plenty of other reasons why evasion was such a problem.
Previously, the system of collections made audit and enforcement extremely
difficult., This was not as a result of there being too many taxpayers, as some
would lead you to believe, but rather, that there were too many tax exempt
transactions throughout the distribution process. Because of such numerous
transactions an IRS auditor may have to track a load of gasoline through
several hands before determining whether the correct level of tax was actually

paid.

The Tax Reform Act corrected part of this problem by redefining the point
of taxation for gasoline as when the product breaks bulk at the terminal rack
and disallowing tax exempt sales to end users downstream and by creating the
option of allowing marketers to collect diesel fuel excise taxes from dealers.
But, Congress overreacted on gasoline and did not go far enough on diesel
fuel. As PMAA has earlier recommended, qualified independent wholesalers
should continue to be allowed to remit gasoline excise taxes for their product
purchases at the rack to the Treasury and the optional wholesaler collection
procedure for diesel fuel should be made mandatory.

We reiterate, however, that no system is going to be effective without a
commitment by Congress to provide the enforcement tools necessary and a
commitment by the Internal Revenue Service to use those tools. Even the new
system of gasoline excise tax collection set to take effect on January 1, 1988
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is subject to widespread abuse if not monitored and audited properly. Through
all of our conversations with Treasury and IRS officials, PMAA does not sense
any stronger commitment to enforcement than there was before the levels of
widespread evasion were publicized.

Certainly increased enforcement would cost money. But we believe it would
pay for itself. PMAA was shocked to learn, for instance, that the excise tax
collection monitoring system is still done manually. Can the government affnrd
not to automate the collection of more than $10 billion in revenues each year?

One basis for concluding that stronger enforcement would pay for itself
comes from the Cooperative Federal/State Exchange Project For Excise Taxes On
Refined Petroleum Products issved last year. This project was done to
determine the feasibility and effectiveness of materially increasing the
cooperation between IRS and state personnel in assessing compliance and
non-compliance with the payment of excise taxes on certain refined petroleum
products.

The results of the diesel fuel phase of this project are astounding.

Diesel fuel excise tax returns were audited for 25 remittors in seven different
jurisdictions. The program recovered $1.8 million in tax and penalties owed
the IRS on diesel fuel taxes alone. This is a return, according to the study,
of almost $3,000 per audit hour.

Interestingly, the program also audited related federal tax returns and
collected an additional $1.5 million for a return of $6,877 per audit hour.

Several conclusions can be drawn from this aralysis.

First, stronger enforcement would, in fact, pay for itself. Secondly, such
enforcement cannot come merely through changing the collection procedure, since
the results show that those individuals not paying the diesel fuel excise tax
are also cheating the government in the payment of other taxes.

Another interesting conclusion to be drawn from this analysis is the
returns received by the states that participated in this cooperative effort.
They collected only an additional $294,000 on diesel tax collections, 16
percent of the federal collections, and $152,000 on related returns, less than
10 percent of what the IRS found. Clearly, the states are doing a better job
at excise tax collection and clearly those individuals who decide to cheat
believe they can get away with it easier at a federal than at a state level.

PMAA would therefore make several recommendations:

(1) There should be a greater funding for IRS enforcement in the excise
tax collection process. If this cannot be done through general
revenues, then we urge acceptance of a recommendation made by the
Chief Counsel of the Federal Highway Administration that would permit
an interagency agreement between FHWA and the IRS under which
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(3)
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disbursement could be made to the IRS from the Highway Trust Fund for
administration of the collection of user fees for the trust fund.
Either through general revenues or through the interagency agreement
proposed by FHWA, the return would be well worth the cost.

We urge vigorous oversight by the Congress for the excise tax
collection procedure to insure that IRS is utilizing all available
resources to reduce or eliminate excise tax evasion.

We support the recommendations embodied in the Cooperative
Federal/State Exchange Project Study: Diesel Fuel Phase on ways the
states and the federal government can ccoperate more fully in excise

tax collection.

We support the recommendation of FHWA Administrator Ray Barnhardt to
create a trial program whereby some states would collect the federal
excise tax at the same time they collect their own.

Implementation of these four steps should provide significantly new levels
of revenue to the federal government.

SUMMARY

PMAA again appreciates the opportunity to testify today and we wish to urge
again that in debating revenue options to meet the requirements of House
Concurrent Resolution 93, that the committee keep five basic principles in

mind.

(1)

(2)

(3)

(4)

(5)

These incluce:

The full public policy implications of specific revenue options must
be debated and realized before adoption.

The first source of new revenue be collection of taxes already owed
but not paid. This would include modification of the gasoline and
diese) fuel excise tax collection procedure, as recommended, as well
as funding for stronger enforcement efforts by IRS.

Any new revenue options be as broad based as possible in order to
insure fairness and equity to everyone.

Current government subsidy programs which are costly to the government
and no longer serving a public purpose, such as the excise tax
exemption for gasohol, should be eliminated.

Regressive or regionally discriminatory taxes such as excise tax
increases, oil import taxes, or broad based energy taxes be rejected.

I will be happy to answer any questions you may have.
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STATEMENT OF CHARLES DI BONA, PRESIDENT, AMERICAN
PETROLEUM INSTITUTE, WASHINGTON, DC

Mr. DiBoNnaA. Thank you, Mr. Chairman. I am Charles J. DiBona,
President of the American Petroleum Institute. The API is a trade
association representing all segments of the petroleum industry.

API’s longstanding policy favors slowing the growth of spending
as the means of reducing Federal deficits. However, we recognize
that the Congress has already made its decision on that issue, and
the Finance Committee is faced with the extremely difficult task of
providing a specific amount of new revenues.

The requirement for large tax increases has generated a variety
of energy tax proposals, many of them aimed at the petroleum in-
dustry and its products. '

My written statement addresses the specific proposals. In my
oral comments, I will focus on general concerns which we would
urge the committee to consider as you review the many tax in-
crease options.

First, in the interest of economic efficiency and of basic fairness
to workers and investors, heavy new taxes should not be imposed
on one industry or on just a few industries and their products in
order to address what is clearly a national problem.

Economists have demonstrated that imposing large taxes on a
few products distorts economic decisionmaking and resource alloca-
tion.

Furthermore, it is unfair to those who have committed their
labor or their capital to those endeavors. In this regard, I am
pleased to see that the Senate two nights ago voted to remove the
so-called “windfall profits tax,” a tax that is unique in burdening a
single industry and which has cost the American people almost 1
million barrels a day in domestic production.

Second, we are concerned about the negative impacts that new
energy taxes would have on the economy. These should not be ig-
nored. All taxes including energy taxes will have a negative short-
run economic impact.

In addition, any energy taxes would worsen the competitive posi-
tion of U.S. manufacturers, particularly those in energy intensive
industries competing with foreign manufacturers, tend to reduce
overall efficiency in the economy, adversely affect indviduals di-
rectly by higher energy costs and indirectly by higher costs of
goods, and disproportionately burden low income people.

For example, some have suggested increasing the gasoline tax as
a means to raise new revenues. No doubt, some monies would be
raised in this way, but this would come at the cost of imposing rel-
atively greater burdens on low income persons and on consumers
themselves.

It would also aggravate inflation, reduce economic growth, and
would further reduce jobs and income in the domestic petroleum
industry. :

That brings me to our third concern—the current state of the pe-
troleum industry.

Last year, the price of oil dropped by about one-half from previ-
ous levels. The impact on the petroleum related support industries
has been dramatic.
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Even before 1986, profitability, capital expenditures, and explora-
tion and production, drilling activity, well completions, and indus-
try employment had all been heading downward.

Last year, these trends greatly accelerated. Capital investment
was slashed. Drilling and other oilfield activity plummeted with
some indicators hitting all-time lows.

Employment declined by 170,000 people, not even countmg indi-
rect impacts on support industries such as banking and real estate.

Rates of return on investment—the signal of the attractiveness
of an industry to new infusions of capital—fell to less than two-
thirds the level of other industries.

The situation in 1987 is only slightly better. The recent stabilza-
tion of crude oil prices has at least stemmed the downward trends;
but drilling activity has not much increased, employment is still
way down, and while earnings may increase over the low levels of
a year ago, rates of return are still well below those elsewhere.

All of this suggests that new taxes on the petroleum industry
would be inappropriate in the extreme. They would further weaken
cash flows, employment, investment, and general activity. We see
no justification for such policy actions.

While the API is not advocating the option of any specific new
taxes, we do suggest that, if Congress in addressing the deficit in-
tends to raise revenues, a broad-based tax meeting the following
minimum standards would have the least adverse impact on the
economy.

One, it should avoid penalizing U.S. manufacturing in domestic
and foreign markets by uniformly increasing the cost of goods sold
in the United States, regardless of where produced, while not in-
creasing the cost of goods exported from the United States.

Two, it should be neutral in impact on individual competitors
and industries with regard to choice of investment or consumption
expenditures or form of organization.

Three, it should not sharply affect the distribution of the overall
tax burden by being overly regressive or progressive.

And it should avoid negative impact on incentives to save and
invest.

I appreciate the opportunity to testify today. I would be happy to
answer any of your questions; but before I terminate, let me simply
say that I would support what has been said about the proposal to
change the point of collections of the gasoline excise tax.

It would have all of the bad effects that the previous speaker
mentioned. It would be a subsidy to a very small number of large
importers of foreign products. It would be paid by consumers far
distant from refineries, and you should not force those consumers
to subsidize a few large importers of foreign product.

Senator Baucus. Thank you very much, Mr. DiBona. Next, we
have Mr. Joseph Ackell.

[The prepared statement of Mr. DiBona follows:}
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STATEMENT OF THE

AMERICAN ;ETROLEUM INSTITUTE
INTRODUCTION

This Gritten statement is intended to accompany the oral
statement of Charles J. DiBona, President of the American
Petroleum Institute before the Senate Finance Committee regarding
revenue increase options. The API is a trade association

representing all segments of the petroleum industry.

The Budget Resolution for Fiscal Year 1988 calls for legislation

to raise revenues of some $64 billion over the next three fiscal

years. API's long-standing policy favors slowing the growth of

spending as the means of red&éing federal deficits. However, we

recognize that the Congress has already made its decision on that
issue and the Finance Committee is faced with the extremely

difficult task of providing a specified amount of new revenues.

The requirement for large tax increases--$19.3 billion in FY 1988
alone--has generated a variety of energy tax proposals, many of
them aimed at the petroleum industry and its products. This
statement will address certain of those proposals, and will also
set out some general concerns which we would urge the Committee

to consider in its review of the many tax increase options.

First, in the interest of economic efficiency and of basic
fairness to workers and investors, heavy new taxes should not be

imposed on one industry and its products, or on just a few
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industries and their products in order to address what is clearly
a national problem. Economists have demonstrated that imposing
large taxes on a few products distorts economic decision making
and resource allocation, and thus reduces national wealth.
Furthermore, burdening one or a handful of industries is unfair
to those who have committed their labor or their capital to those
endeavors. The Federal budget deficit is a problem that impacts
every sector of our economy and affects all of our citizens. The
task of addressing it should be spread as widely as possible

through our society.

Second, new taxes on the petroleum industry would be
inappropriate in the extreme. Last year, the price of oil
dropped by about one half from previous levels. The impact on

the petroleum and related support industries has been dramatic.

Even before 1986, profitability, capital expenditures on
exploration and production, drilling activity, well completions
and industry employment had all been heading downward. Last

year, these trends greatly accelerated.

--Capital investment was slashed.

--Drilling and other oil field activity plummeted, with some

indicators hitting all-time lows.
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~--Employment declined by 170,000 people, not even counting
indirect impacts on support industries such as banking and real

eatate.

--Rates of return on investment, a signal of the
- attractiveness of an industry to new infusions of capital, fell

to less than two thirds the level of other industries.

The situation in 1987 is only slightly better. The recent
stabilization of crude oil prices has at least stemmed the
downward trends. But drilling activity has not much increased,
employment still is way down, and while earnings may increase
over the very low levels of a year ago, rates of return still are

well below those elsewhere.

New taxes on the petroleum industry would further weaken cash
flows, employment, investment and general activity. We see no

justification for such policy actions.

ENERGY TAXES -
A. General

" All taxes -- including energy taxes -- will have a negative

short-run economic impact. The Consumer Price Index (one measure

of inflation), Gross National Product growth (output) and

employment will all be adversely impacted by enactment of an
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energy tax. The short-run “feedback-effects" due to lower
economic ;ctivity would tend to offset, to some degree, the
anticipated federal deficit reduction amounts. Moreover, the
accompanying higher energy prices could very well reverse the

deficit-improving stimulus of recent lower oil prices.

Imposing an energy tax would also creats a competitive
disadvantage for U.S. manufacturers both domestically and
internationally. Unlike the 1970's oil price shocks, a
unilateral energy tax will hurt only U.S. industries. U,S.
manufacturers would be disadvantaged compared to foreign
competitors who could send their products into the U.S. free of
the cost of the tax. Exported U.S. goods would be similarly
disadvantaged in world markets. Traditional heavy consumers of
energy such as agriculture and "smokestack" industries are likely
to be harmed more by an energy tax than by other forms of taxes.
There would also be a disproportionate negative impact on
domestic auto sales and auto industry suppliers. Other
energy-dependent industries such as steel, petrochemical, and
aluminum would have higher production costs, lower capacity

utilization, and more unemployment.

Individuals would also be adversely affected by the imposition of
an energy tax--both directly and indirectly. Such a tax would
raigse the price to consumers of energy with no corresponding
offset to their disposable incomes. Thus, an energy tax would

tend to have the same effect as increasing personal income taxes.
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Individuals would also be indirectly affected by higher product
prices due to businesses' increased production costs. These
higher prices would also contribute to a general increase in the

inflation rate.

Additionally, the assumption that energy taxes involve only a
relatively small number of taxpayers is faulty. Thus, it must be
recognized that energy taxes will result in high administrative

and compliance costs.

Finally, as noted earlier, the situation in the petroleum
industry today is dramatically different from that of just a few
years ago. A new energy tax would tend to shrink the market for
petroleum products, causing further losses of facilities and jobs
in all sectors of the industry, and would lead to increased

reliance on imported petroleum in the future.

For each of these reasons, any tax increase which singles out
energy will have a discriminatory impact on a number of key
sectors of the U.S. economy. This is neither equitable nor

efficient.
B. Broad-based Energy Taxes
1. BTU Tax

Under this proposal, a broad-based excise tax would be

imposed on most fuels (domestic and imported oil, natural gas,
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coal, nuclear energy and electric power) based on energy content
(BTU's). One of the major drawbacks to this proposal, in
addition to the general negative features discussed earlier, is
its tendency to exacerbate market distortion among the various
fuels because it would be based on energy content rather than
price. For example, low-price natural gas would bear a
disproportionately large amount of tax relative to its price. As
another example, there would be price distortions due to the tax
among anthracite, bituminous and lignite coal or between high and
low~sulfur crude oil. Substantial pyramiding of the tax would
also occur unless some sort of credit mechanisms for energy

consumed in producing other energy were devised.

2, Ad Valorem Energy Tax

This mechanism is sometimes suggested as the alternative to
the BTU tax because this method addresses the inherent
differences in value attributable to the variations in BTU
content and quality or location differences. As with the BTU
tax, a broadly based excise tax would be imposed on most fuels.
The value approach would avoid creation of new market
distortions. However, the same risk of pyramiding (i.e.,
imposing a tax on energy used to produce other energy) which
occurs with the BTU tax is inherent in this method, and some
credit or refund mechanism to avoid the build-up of taxes is
critical. The same general adverse effects of an energy tax

noted in the first section -- reduced GNP, increased inflation,
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harm to U.S. industries' competitive position in foreign and
domestic markets, increased costs to consumers, etc. -- apply to

this tax proposal as well as all the others discussed herein.
C. Broad-based petroleum tax

In general, because an "oil only" tax would be imposed on a
narrower base than an all energy tax, the rate of ;ax would be
higher and the effects on oil using consumers--both individuals
and industries--correspondingly more severe. An oil-only tax
would be particularly damaging to industries that use relatively
large amounts of oil as inputs, such as the petrochemical and
agricultural industries. Such a tax would also reduce the demand
for products such as automobiles that use oil products
intensively. In addition, an oil only tax would create regional
inequities in the per capita cost of energy. Those sections of
the country most heavily dependent on crude oil and its products
for heating and transportation would bear more of the tax burden
than other areas. It can be expected that political pressures
would mount to exempt certain products (e.g., heating oil) from
an oil-only tax. Such exemptions would increase the burden on
non-exempt users in order to raise a given amount of revenue, and

also would increase the administrative complexity. of the tax.

D. Motor fuels tax increases _

Some have suggested increasing the gascoline tax as a means to

raise new revenues. No doubt some monies could be raised in this

-7
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way, but it would come at the cost of imposing relatively greater
burdens on low income persons and on consumers in the West and
South. Just as with a tax on all oil, it would aggravate
inflation and reduce economic growth, and would further reduce

jobs and income in the domestic petroleum industry.

E. Gasoline Tax Collection at Refinery Gate

One of the options listed by the Joint Committee on Taxation
would provide for collection of the gasoline excise tax at the

refinery gate. API opposes this proposal.

The Tax Reform Act of 1986 included a major change in the method
of collection of the federal gasoline tax to go into effect
January 1, 1988. All segments of the industry worked with the
tax writing committees and the Treasury to devise a system which
all agreed would address the problem of tax evasion and still
maintain relative competitive neutrality of the gasoline

marketing system.

Moving the point of collection to the refinery gate would cause
major changes in the gasoline manufacturing and distribution
systems which could lead to competitive distortions and to spot

shortages of gasoline.
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INTANGIBLE DRILLING COSTS AND PERCENTAGE DEPLETION

A. General

Several revenue raising options involve modifying the tax
treatment of intangible drilling costs and depletion. These
proposals include repealing expensing of IDCs, repealing the
remaining percentage depletion for independents, increasing the
percentage of Sec. 291 cutbacks, and across-the-board reductions
in the value of certain preferences including IDC and excess
percentage depletion. API opposes such proposals because they
would have the effect of making oil exploration and production
activities less profitable and thereby cause a reduction in

investment.

B. Intangible Drilling Costs

Intangible‘drilling and development costs (IDCs) are costs
incurred- for items which, in themselves, have no salvage value
and are "incidental to and necessary for the drilling of wells
and the preparation of wells for the production of oil or gas."”
Treas. Reg. 1.612-4(a). Such costs expressly include wages,
fuel, repairs, hauling, supplies, etc., which are incurred in the
drilling of wells, in the clearing of ground, and in the
construction of derricks, tanks and other physical structures
that are necessary for the drilling of wells and the preparation

of wells for the production of ¢il or gas.
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Under Sec. 263{(c) of the Internal Revenue Code and Treasury
Regulations promulgated thereunder, taxpayers are permitted to
deduct currently IDCs for oil and gas wells and wells drilled for
geothermal deposits in the United States. Only the holder of a
*working" or an “operating" interest (i.e., the interest which is
burdened with the risks and costs of developing and operating the
property) may currently deduct IDCs. Moreover, the election to
deduct IDCs must be made by the taxpayer for the first taxable
year in which such costs are incurred and is binding for all
subsequent years. Sec. 291(b) requires that in the case of an
integrated oil company, 30 percent of the IDCs on productive

wells must be capitalized and amortized over a 60-month period.

Current deduction of IDC expenditures has been a part of oil and
gas tax law since the inception of the income tax. The tax
treatment of IDCs was an outgrowth of the fact that many
taxpayers considered the expensing of such costs to be an
acceptable accounting practice. The treatment was also justified
as a means of encouraging the exploration and development of our
nation's o0il and gas resources. Its importance is widely
recognized as it helps to attract investment into oil and gas
development despite the high financial risks and costs. The
development of domestic oil and gas resources still can be aided
by the rapid recovery of IDCs for tax purposes. Indeed,
financial risks have escalated as the industry must more

frequently drill in high-cost, hostile offshore and frontier



174

environments. Many members of the industry, both large and
small, do not readily have the cash rescurces or borrowing
ability to carry the additional costs imposed by deferring
deduction of drilling expenditures. For many taxpayers, the
immediate cash flow generated by the IDC deduction can be an

absolute prerequisite to participation in the industry.
C. Depletion

The Tax Reduction Act of 1975 added Sec. 613A of the Internal
Revenue Code to eliminate percentage depletion on oil and gas
production. Certain exemptions were provided, however, including
a limited exemption for independent producers and royalty owners.
API believes that percentage depletion was and remains an
effective replacement cost recovery mechanism which encourages
exploration and production of oil and gas by recognizing the high
risks and the enormous capital outlays required to replace

reserves today in the industry.

Congress first adopted percentage depletion in 1926 as a
replacement for "discovery value depletion". Percentage
depletion is designed to encourage drilling activity and to
approximate the cost of replacing reserves currently produced.
Depletion calculated on the percentage method allows the owner of
the oil or other wasting natural resource to recover a percentage

of gross income subject to certain limitations. 1In the case of

0 N -
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oil and gas, the current rate of percentage depletion for those

eligible is 15 percent.

Many of the underlying reasons for enacting percentage depletion
initially, i.e. high risk and high cost for replacing a depleting
asset, justify its continuation today. Risks remain high; the
industry experienced dry holes on over 80% of all wildcat wells
drilled. Furthermore, domestic production has begun to decline
again so that efforts to encourage domestic production are needed

to stem the decline.

Rising prices through 1980 encouraged the oil and gas driller in
finding o0il and gas. Undoubtedly, however, some wells were not
drilled and some production was forfeited by the removal of
percentage depletion for integrated oil companies. Last year the
price of oil dropped by about one half from previous levels, and
the situation in 1987 is only slightly better. Percentage
depletion amel}orates the effect of the price decline to some
extent for independent producers. API believes that percentage
depletion was and remains an effective replacement cost recovcry

mechanism which encourages the production of oil and gas.
CONCLUSION
New or increased taxes on the petroleum industry would further

reduce returns on investment and sources of funds to an industry

already devastated by declining prices. PFurthermore, new taxes
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on energy, depending on their form, will either jeopardize the
energy or the economic well-being of this country, or will do

both.

While the API is not advocating the adoption of any specific new
taxes, we do suggest that if Congress, in addressing the deficit,
intends to raise revenues, a broad-based tax meeting the
following minimum standards would have the least adverse impact

on the economy:

1. It should avoid penalizing U.S. manufacturing in

domestic and foreign markets by uniformly increasing the cost of

,900ds sold in the U.S. regardless of where produced, while not

increasing the cost of goods exported from the U.S.

2. It should be neutral in impact on individual competitors
and industries with regard to choice of investments or

consumption expenditures or form of organization.

3. It should not sharply affect the distribution of the

overall tax burden by being overly regressive cr progressive,

4. And, it should avoid negative impact on incentives to

save and invest.

ed
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STATEMENT OF JOSEPH J. ACKELL, SENIOR VICE PRESIDENT
AND CHIEF LEGAL OFFICER, NORTHVILLE INDUSTRIES CORP.,
TESTIFYING ON BEHALF OF THE INDEPENDENT FUEL TERMI-
NAL OPERATORS ASSOCIATION, MELVILLE, NY

Mr. AckeLL. Thank you, Mr. Chairman. I am here on behalf of
ITOA, the Independent Fuel Terminal Operators Association. We
operate petroleum distribution terminals up and down the east
coast of the United States.

We distribute petroleum products that arrive at our terminals by
pipelines from domestic refineries and from ocean-going tankers, in
the case of imports, and of course, barge traffic and tanker traffic
in domestic waters.

I am here for the limited purpose of endorsing the change that is
proposed in the Joint Committee’s Options Report that the gasoline
excise tax point of collection be moved to what we call the refinery
gate, in the case of domestic gasoline, and to the point of import in
the case of imports; and by that we mean the United States Cus-
toms Service as the collector of the tax.

In addition, we support the proposal that remissions of those
taxes that now occur twice a month be changed so that electronic
transfers occur once a week to eliminate the advantage that results
from any particular segment of the market, receiving by the collec-
:;iion of taxes amounts of money that are not remitted until later

ates.

My personal experience and that of my company involves New
York. New York went through a very difficult experience in recent
years on evasion of gasoline taxes.

The evasion magnitude at one point in New York reached $200
million a year of evaded taxes, and it affected every aspect of the
petroleum industry that is involved in gasoline.

In our case, it affected our retail gasoline sales. It affected our
wholesale gasoline sales. And it affected the amount of gasoline
that the major oil companies and independents would move
through our terminal and pipeline and rack delivery system.

New York finaly changed the point of collection to the point of
first sale or first import. I was involved in my company with the
Governors’s task force formulating that legislation and as well
with the Organized Crime Strike Force formed in the Eastern Dis-
trict of New York, which ended up indicating many people in orga-
nized crime that participated in the massive tax evasion.

That evasion remains today in New York and elsewhere Federal
excise taxes on gasoline. It has been estimated to amount to close
to $1 billion a year of evasion.

It is our belief that the change proposed in the Tax Reform Act
of 1986 and to become effective January 1, 1988, has a substantial
chance to not accomplishing the purpose for which it was enacted.

And that purpose was to eliminate evasion.

Mr. Chisholm, in his testimony, said that moving the point of col-
lection to the refinery gate will not, in his judgement, lessen the
amount of evasion.

If you think about it, was we are saying is: Simplify the point of
collection. Reduce the number of collectors and be able to audit it
more efficiently.
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It does not adversely affect the competition. It does not increase
the amount of import, and it and not increase consumer prices. It
simply levels out the payment of taxes and causes that occurrence
to be at the earliest possible point and therefore avoid to the great-
est extent evasion that is now occurring and may even be increased
in its extent if the point of collection is midstream rather than all
the way upstream at the refinery gate.

Thank you.

Senator Baucus. Is that it?

Mr. AckeLL. That is it.

Senator Baucus. Next is Mr. Richard Barnett.

[The prepared statement of Mr. Ackell follows:]
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STATEMENT
of the

INDEPENDENT FUEL TERMINAL OPERATORS ASSOCIATION
Mr. Chairman:

I am Joseph J. Ackell, a Senior Vice President and
Chief Legal Officer of Northville Industries Corp. of Melville,
New York. Northville is an independent marketer and trader of
refined petroleum products principally in the Mid-Atlantic .
states; we operate several deepwater terminals in New York and
New Jersey with approximately 11 million barvels of storage capa-
city.

I am appearing today on behalf of the Independent Fuel
Terminal Operators Association ("IFTOA"). IFTOA strongly sup-
ports the Joint Committee proposal to move the collection point
for federal gasoline excise taxes to the top of the petroleum
distribution system. This revenue option appeared in the "Des-
cription of Possible Options to Increase Revenues prepared for
the Committee on Ways and Means" by the staffs of the Joint Com-
mittee on Taxation and the Committee on Ways and Means.l/ It
simply builds on the efforts of the Congress in the last session
to eliminate gasoline tax evasion.

IFTOA is composed of 19 companies which operate 57
deepwater and 42 barge oil terminals along the East Coast from
Maine to Flcrida.g/ None is affiliated with a major oil company.
Members are primarily marketers of residual fuel oils (Nos. 4, 5

and 6 fuels) and home heating oil (No. 2 fuel); several companies

v U.S. Government Printing Office, "Description of Possible
Cptions to Increase Revenues Prepared for the Committee on
Ways and Means" at 66 (June 25, 1987).

2/ A list of members and a description of the Association is
attached. (Attachment A).
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also market significant volumes of gasoline at wholesale and
retail levels. Members r.andle nearly 50% of the non-utility
re;idual fuel o©il shipped to the East Coast, nearly 60% of the
non-utility residual fuel oil shipped to New England, 25% of the
No. 2 heating oil shipped to the East Coast, and nearly 50% of
the No. 2 heating oil shipped to New England.

I. Current Law

Current federal law provides for a tax of 9.1 cents per
gallon on motor gasoline. Section 4081 of the Internal Revenue
Code. The tax is designed to be imposed at the manufacturer’s
level; however, in many situations the tax may be deferred to the
end of the distribution chain through tax-exempt transfers.

Thus, the tax is generally collected and remitted to the Internal
Revenue Service by either the distributor selling gasoline to the
retail marketer or the retail marketer.

Unfortunately, this system of deferral has resulted in
substantial tax evasion. Firms have engaged in complex trans-
actions to obscure recognition of the taxable entity, including
but not limited to “"daisy chain" operations; in these transac-
tions companies operating with invalid tax exempt certificates
purchase gasoline and resell the product many times in paper

transactions.é/

3/ Numerous bogus or "shell" corporations have been able to
obtain tax exempt certificates. In other cases, otherwise
legitimate firms hold forged or cancelled certificates. Be-
cause the Federal Government does not maintain a centralized

(footnote continued)
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Last July, the Subcommittee on Oversight of the House
Committee on Ways and Means held a hearing to determine the mag-
nitude of the problemn. Treasury officials estimated the loss of
revenue to the Federal Government from such evasion to be about
$200 million annually. A private consulting firm, National Econ-
omic Research Associates, Inc., published a report this January
placing the loss at more than $500 million; the Federal Bureau of
Investigation testified last summer and more recently stated its
conclusion that gasoline tax evasion costs the government as much
as $800 million per year.i/ Finally, a gasoline marketer, who
had been involved in elaborate tax evasion schemes in New York,
testified that the loss was closer to $1 billion annually. These

amounts represent significant losses to the Federal Government .2/

(footnote continued from previous page)
list of tax exempt certificates, it is not possible for dis-
tributors who deal with such firms to verify the validity of
a certificate presented to them.

L Pasztor, Andy and Gutfeld, Rose The Wall Street Journal,
"Fuel Fraud," p. 1 (February 6, 1987).

<

Tax evasion not only deprives Federal and state governments
of taxes owed; it also places legitimate businessmen at a
substantial competitive disadvantage. For example, in the
State of New York federal and state gasoline taxes total
about 30 cents per gallon. If a company is able to avoid
paying that tax liability, it can undersell honest business-
men by a substantial amount and greatly diminish their mar-
ket share. The consumer may benefit from this initial dis-
honesty through lower gasoline prices; however, the consumer
will ultimately pay higher taxes in other contexts to com-
pensate for the loss of gasoline tax revenues. .
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IT. Tax Reform Act

To address this problem, the Tax Reform Act of 1986
(P.L. 99~514) moved the point of collection of the tax, effective
January 1, 1988, "up stream" to the refiner, importer or terminal
operator. Specifically, the law provides:

1. if a refiner or an importer (a non-terminal opera-
tor) removes oil from a facility or sells it, without transfer-
ring the oil in bulk to a terminal operator, the refiner or im-
porter will collect the tax;

2, a bulk transfer of gasoline from a refiner or
importer to a terminal operator is not considered a removal or
sale; and

3. if a terminal operator receives gasoline, it col-~
lects the tax on the earlier of (a) the removal or (b) the sale
of the gasoline.é/

The Treasury Department plans to issue proposed regula-
tions to implement this provision in the near future. It appears
that those regulations will, in most instances, make removal from
the terminal the taxable event.

IIX. Proposed Kevenue Option

IFTOA believes that deferring tax collection to the

point of removal from the terminal does not satisfactorily

s/ The law does not address the issue of how to handle ship-
ments between terminals or exchanges.
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correct collection abuses because it continues to provide market-
ers with significant opportunities to avoid the payment of the
tax, and it may even have the unintended result of actually in-
creasing the evasion. For example, once gasoline enters a termi-
nal, particularly oil not owned by the terminal operator, it can
be bought and sold many times over.Z/ Such turnover makes it
difficult to trace the ownership of the oil leaving the terminal
and increases the likelihood that the tax will remain unpaid.

To implement Congressional intent and avoid tax evasion,
IFTOA recommends that Congress adopt the collection amendment
proposed in the Description of Options. The amendment should
include the following elements:

1. Domestic Gasoline

Tax is imposed upon the removal of gasoline from the
refinery; it is paid and collected by the refiner.

2. Imported Gasoline

Tax is imposed at the port of entry when it enters the
United States; it is paid by the importer of record and collected

by the U.S. Customs Service.

v In many instances importers of refined petroleum products do
not own their own terminal and storage facilities. Thus,
they retain the services of a terminal operator to perform
the function of unloading the vessel and placing the oil in
storage for subsequent distribution. For these services
they pay a terminalling fee. In these instances the im-
porter, not the terminal operator, holds title to the pro-
duct.
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3. Remittance

To prevent any refiner or terminal operator from ob-
taining a competitive advantage by holding the collected taxes,
remittance to the Federal Government would be required every
week. However, the filing requirement of a quarterly tax return
would not be changed.
IV. The Float

Gasoline distributors who purchase product from refin-
ers or terminal operators have been advocating that they serve as
collectors of the tax. Their objective is to hold the money for
a limited time prior to remittance. During this time, these
distributors would have use of the funds; they could either de-
posit the money in an interest-bearing account or use the funds
to reduce working capital requirements. The "float", the term
used to describe the holding of the collected tax revenues, is
beneficial because it provides a marketer with extra working
capital. Currently, these distributors oppose the move of the
tax collection pointAto the refiner or terminal operator because
they would like to retain the float which they believe to be
significant.

In 1985, the National Economic Research Associates,
Inc., a private economic consulting firm, analyzed and quantified

the float earned by New York distributors on collection of state
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taxes.g/ NERA determined that the float was far less significant
than originally thought and ranged from $100 to about $500 per
month for each distributor. Thus, it was not an essential source
of income for such distributors. An analysis of the value of the
float based on the collection of federal taxes is likely to pro-
duce a similar conclusion.

Moreover, placing the point of collection further down
the distribution chain to provide certain marketers with the
"float" undermines the purpose of the law -- to eliminate or at
least substantially reduce tax evasion. Any benefits from the
float are far outweighted by the threat of greater fraud and tax

evasion.gl

8/ Evasion of gasoline excise taxes has been a significant
problem in New york during the prior five years.

¥ Prior to 1982, New York collected its state and local gaso-
line taxes from gasoline retailers. This method proved to
be burdensome; the large number of retailers (about 10,000)
and their rapid turnover made administration and enforcement
difficult. 1In an attempt to deal with this problem,
New York State passed legislation in 1982 to collect these
taxes from distributors, rather than retailers (as is now
being proposed by the distributors), because there are only
about 400 distributors statewide; it was thought that col-
lecting taxes at this level would be easier to administer
and enforce.

Unfortunatley, the legislation had the unintended effect of
increasing <ignificantly the financial incentives for gaso-
line tax evasion. Because the volume of gasoline handled by
the average distributor was much greater than that handled
by the average retailer, the amount of taxes to be paid by
individual distributors was correspondingly larger. To
evade these taxes, a variety of schemes was invented to sell
gasoline without reporting the taxes to the State. Begin-
ning in the last quarter of 1982, there was an upsurge in
(footnote continued)
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V. Increased Taxes

At present there is much discussion in Congress about
increasing éhe federal gasoline excise tax. For example, a reve-
nue proposal to increase the tax by 5 or 10 cents per gallon
appears in the Revenue Options booklet.ég/ Assuming such a pro-
posal is enacted, there will be substantially greater monetary
incentive for tax evasion.

VI. Conclusion

Accordingly, the Independent Fuel Terminal Operators
Association urges that Section 4081 of the Internal Revenue Code
be amended to permit the imposition and collection of the federal

gasoline excise tax at the earliest point of distribution. Such

a measure would minimize tax evasion and bring substantial addi-

tional revenue annually to the Federal Government even at current
tax rates. This proposed method of collection would more
efficiently implement the objectives of the section originally
adopted by the Congress as part of the Tax Reform Act last fall.

Thank you very nuch.

(footnote continued from previous page)
bootleg and other unreported gasoline sales; these sales
resulted in lost tax revenues for the State and its local-
ities and injured legitimate distributors who competed
against dealers selling illegally low-priced gasoline. To
correct the prodblem, in late 1985 New York moved the point
of collection to the first import or sale. This change
proved successful; in the first year following its implemen-
tation, the State of New York collected more than $160 mil-
lion of additional revenue.

Wy U.S. Government Printing Office, "Description of Possible
options to Increase Revenues prepared for the Committee on
Ways and Means" at 63 (June 25, 1987).
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STATEMENT OF RICHARD BARNETT, CHAIRMAN, ALLIANCE FOR
RESPONSIBLE CFC POLICY, YORK, PA’

Mr. BARNETT. Thank you, Mr. Chairman.

Senator Baucus. You are Chairman of the Alliance for Responsi-
ble CFC Policy.

Mr. BArRNETT. Yes, sir, and we have talked before

Senator Baucus. Yes, we have.

Mr. BArRNETT. The Alliance is here today to express concern for
the proposed tax on CFCs being considered as a revenue raising
option. We believe this, in fact, is trying to solve and address an
environmental issue with a tax policy.

This policy could interfere with the delicate international negoti-
ations on CFC controls and would further disadvantage U.S. indus-
try in its attempts to maintain industry competltlveness in world
markets.

Most disturbing is the signal that this action would send to the
world competitors with whom we are now negotiating an interna-
tional agreement for the protection of the ozone layer.

These rigorous negotiations under the auspices of the United Na-
tions environmental programs are expected to produce an interna-
tional agreement on the control of CFCs by the end of 1987.

In 1978, the U.S. banned the use of CFCs in aeroscl spray cans.
Very few countries followed this action. Today, aerosol sprays are
still the single largest use of CFCs outside the United States.

The lesson is clear. Unilateral action served only to penalize U.S.
economy and produce little environmental benefit.

During 1986 and 1987, Government, industry, and environmental
organizations in the United States have cooperated amazingly in
assessing the scientific bases and the economic feasibility of pro-
posed control measures on CFCs.

And they have had a significant impact on negotiations under
UNEP. The UNEP negotiations are expected to produce an agree-
ment by the end of this year that is both environmentally protec-
tive and economically feasible.

Now is not the time to alter the baldance of these negotiations by
pursuing a unilateral program such as a tax of CFCs.

A tax on these compounds is likely to siphon off money needed
by U.S. industry to pursue the research and development necessary
to find new CFC compounds and to develop products utilizing these
compounds.

Although the use of current compounds such as CFC-22 can be
extended and are considered to be part of the solution—and I want
to repeat that—are considered to be part of the solution, not part
of the problem.

Some proposals, such as House bill 2854, include a tax on CFC-
22. This is a dramatic mistake and must be corrected.

The search for substitute compounds is well under way. In our
view, no additional incentive is necessary to spur this development.
The tax could, in fact, slow down the development of substitutes by
taking money away from industries research and development pro-
grams.

76-782 0 - 88 - 7



188

A freeze on the production of these compounds, as anticipated
within the UNEP negotiations, is likely to cause signficant immedi-
ate price increase of CFCs.

The cost to the U.S. economy of a freeze alone is estimated to be
greater than $1 billion.

A CFC tax would only worsen the economic penalty on the U.S.
users and consumers with no similar effect on our world competi-
tors.

This precisely is the type of penalty that we have tried to avoid
by pursuing an international negotiation under UNEP. This tax
proposal is ill-advised and ill-timed.

The U.S. industry has urged the Government to support policies
on CFCs that protect the environment and U.S. jobs.

An international agreement to accomplish these two objectives is
within our grasp. To disrupt the international agreement would be
a tragedy for both world environmental progress and for United
States industry.

Thank you very much.

Senator BAucus. Thank you very much, Mr. Barnett.

[The prepared statement of Mr. Barnett follows:]
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ot CFCg outside the Unlted States. ‘The lesson is clear--unilateral
action served only to penallze the 1,8, econemy and produced little
envirunmental benefir,

Kecognlzing the environfidhtal inettectiveness of unilateral
action as well as the ecunomlec dlsadvautages to 11.S. consumers,
the CFC Alllance has urged that ettorts to address rthe need for
and fmplementation of further CFC controls be pursiued at the
international level, In 198%, the VYienna Convention tor Protection
of the Ozone Layer was signet hy more than twenty countries to
cgtablish a framework for internatlonal cooperation and tntomation
exchange on the need for control measures to protect the ozone
layer.

During 1986 and 1987, povernment, {ndustry, and envirormental
organizations in the United States have exhibited a remarkable
level ot coouperation in assessing Lhe scientitic basis and economlc
feasibility of possible control measures on CFCs. ‘This process
has also had a signiticant beneticial impact on the negotiations
at UNEP which regumed last December. Our government, industry,
and environmental organization cepresentatives have exhibited
substantial leadership In the development ot the GFC protocol
agreement,

The HNEP negntiations arse expected to produce an agreement
by the end of this year. ‘'the apgreement is likely to ilnclude all
major producer nations as well as many signiticant consumer nations,

The negotiations are attempting to obtaln an agreement that is
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both envirummentdlly protective and economically feasible. HNow
is not the time to alter the balance in these negotiations by
pursuing ‘a unilateral program such as a tax on CFUs,

As a policy in the United States, a tax on these compounds is
likely to siphon oft money’needed by U.S industries to pursue the
research and development necessary to £ind new CFC compounds, and
to develop products utilizing these compounds. Currently, CFUs
are widely utilized because of thefr desirable properties., They
are non-toxic, non-ilammable, non-corrusive, non-carcinogenic,
and very enery efficient in their applications. They are used in
many essentlal industries including aic conditioning and
refrigeration, automotive, electronics, food processing, plastic-
foems and rigid insulation tovam, and many others, We have
estimated the annual value of poods and services in the 5,4
dicectly related to CFUs to be greater than $28 billion. Direct
employmemt is more than 715,000 jobs.

Although the use ot currcent compounds such as CEG-27 can he
expanded to replace fully-halogenated (FCs in soume applications,
both industry and gnvernment apree on the need to develop new
compounds to replace many of the curcent GFC uses,  EPA's own
expert panel concluded that this process could take A-10 years,

This (lE‘”ﬂ]r)plns'n( process has already bepah. In our view, no
additional incentive {s necessary to spur this developnent. A taz
at this time will he onerous to soriety which presently has tew
alternatives to critical needs in cefrigeration, electronics,
eneryy conservation and outher applications. At {ts worst, the

!
taz could slow down the development process by taking funds away

PR |
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from the industries' research and development programs.

Furthermore, 1t.ahould also be pointed out that a policy
that taxes compounds that are considered to be part of the
solution and not parct otxihe problem, such as CFC-22, could be
counterproductive and actually discourage pursult of some of
potential CFC alternatives,

Analysis performed by the economic consulting firm of
Putnam, Hayes and Bartlett, of Washington, D.C., has projected
that a freeze on the production of these compounds is likely
to cause significant immediate price increases in CFCs, The
cost to the U.S5. economy from a freeze alone is estimated to
be greater than $1 billion by the year 2000, 1In actuality,
the UNEP agreement is likely to go much further than a freeze,
e.g., as much as 20% reduction, in CFC emissions has heen
reported to be poussible, therefore, it is not unreasonable to
conclude that the costs will be much higher than $1 billton.

A CEC tax would only worsen thils econumic penalty on the

1.5 users and consumers with no simllar eftect on our world
competitors., This is precisely the type ot penalty Lhat we have
tried to avoid by pursuing the (nternational negntiations at
Utikk .

Fivally, as cvan ba some from the attached chart on the
estimated value of impurts and ezports of products used or nade
with CFUs, the trade impacts could be sipnificant tor M.5.
industries. [% would be difticuit nr impossible ro develop a
falr monitoring system to try to impose a tax on some of the

impnrred products containing or made with CFCs,
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The U.S, industry has urged the government to support a
policy on CFCs that protects the environment and U.S8. jobs. An
international agreement to accomplish these two objectives is
within our grasp. To revert now to old policies that can only
hurt 1J.S. counsumers and our competitiveness worldwide would be a
tragedy for world environmental progress and for the United

v
States,

Thank you.

R
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CFC - AM ECONOMIC PLRTRALT OF THE CEC UTILIZING INDUSTRIES In THE 'NITED STATES
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Source: Futnam, Hayes & Bartlatt, May 1987
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Assumptions
1. Flyorocarbons (Part of S$3¢ 2869

Fluorocarbons (DOC 1986
Import Statistics)

2. Products Containing FCs

A/C, Rafrig., Heating

Equipment (use 90% of

SIC 3585 to Eliminate

"Heating™ Part. 90% is
Du Pont Estimates.)

Household Appliances
{(Use 10% of SIC 1363, i.e.,

Small Regrigerators. 10% is
Du Pont Estimates.)

SUBYOTAL 2
3. Products Made with FCs

Furnitures + Fixtures
{Assume 20% of SIC 25
Contain Foam; of which 65%
is Blown with FCs.)

Rubber & Plastic Products
(Assume 1% of SIC 30 are
Foamed Products, Blown with
FCs.)

Electric Computing Equip.
{Use 80% of SIC 3573.)

Total
Inports Adjusted
Adjusted Imports From ($ Mill)

UK IR G Py o«© p.Y
20.9 6.3 3.8 1.0 1.2 3.6 204
3.0 1.9 21.1 58.3 60.2 157.4 .73
8 2.3 10.9 8.4 8.8 95.1 226
5.8 5.2 32.0 66.7 69.0 552.5 =99
11.7 7.1 22.1 43.4 1ll4.6 15.2 .46
2.0 2.0 3.3 1.6 9.5 10.1 .05
134.2 s54.1 102.9 7T2.6 282.6 1081.7 3.36

Total

mmm‘ W

1.08

.03

961




Assuaptions
3. (cont'd)

Semicon. Electronic Comp.
(Use 80% of SIC 3674+79.)

office Machine, Radio, &
T.V., Radic Transnm.,
Telephone & Telegraph

(Use 10% of SIC 3579, 3651,
3661, 13662.)

Motor Vehicles & Car Bodies
(Use 50% of SIC 3711.)

Motor Vehicle Parts & Access
{(Use 10% of SIC 3714.)

SUBTOTAL 3

WK/INMS/RLS/Ttp
6/25/87
a:recap.txt{jms)

Izports
Adjusted Imports From ($ Mill)
UK GE iT @ JA

142.2 129.7 188.% 38.9 385.7 12531.0

33.1 13.8 31.1 35.5 11l4.3  1343.0

323.5 301.6 3333.6 85.5 79Q2.1 1175.6
29.1 24.0Q 73.2 1l:§8 €43.Q 158.0Q

675.8 532.4 13755.3 289.1 9452.¢ 16414.6

Total
Adjusted

24.50

Total

all Countries Exports
Billion §  Blllien §

s

L81

+
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FU-11/12/113/114/115 VOLUME BY INDUSTRY

i 1908 wOPMLOWIDE (EX. U.8.): 1250 W LBY

1978 #QRLOWIDE (EX, U.8.): 1450 »4 LBS
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ri-11/12/113/114/115 VOLUME BY INDUSTRY

1908 Uk 880 W LIS

AEFRIGERINTS
83

1978 USA: 730 M L2S
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s , V . N
WUHLUWLUE PL-11/12/113/114/115 VOLUME BY REGION
’ (EXCL. USSR/PRC/E. EUR.)

1908 WORLOWIDR 1900 9t L3S

|
A
!

1978 »QARLOWIDE 1900 M LAS

ER/M.E. /MR
483
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FC-11/12/113/114/115 VOLUME BY INDUSTAY
(EXCL. USSR/PRC/E. EUR.)

1965 WORLOWIDE 1800 M LBS

E ST n:sb—-i
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Senator Baucus., Gentlemen, Senator Moynihan is unable to be
here, but he has a question that he would like asked; and [ will ask
it of Mr. Ackell und’ Mr.-Chisholm,

That is: There has been a fairly signiﬁcunt loss of revenue result-
ing from evasion of gasoline taxes. The question is: Why is the new
collection system created by the Tax Reform Act inadequate?

Mr. Ackent. The reason that the new Tax Reform Act proposal is
inadequate is that it places the point of collection at removal from
terminals of the sort that members of my association operate,

That is midstream in the distribution process, obviously, since it
has left the refinery and has gone by pipeline or by water. It has
been received at a terminal facility and, once received at the facili-
ty, stored in tankage.

While the gasoline is in the tanks at the terminal, it may change
ownership not at all, several times, or many times.

Our experience in New York ig that without the knowledge of
the terminal owner  and there is no particalar reason the termi
nal owner should have knowledge -that ““Daisy Chain”" as it s
walled, occurred within our terminal where one of the owners in
the course of the Daisy Chain, represented that the taxes had been
paid.

Aund the belief was, from that point on, that such taxes had been
paid, and it went out in the total distribution network.

Some time Iater, when the enforcement authorities would cateh
up through auditing and that was in New York at least wix
months tater  millions of dollars had been evaded by that distribu
tor.

The distributor had been collapsed, couldn’t be found, and the
money couldn’t be collected.

Now, the risks here in the Federal system of Jetting that gap
exist between the very first point it could be taxed and, frankly,
any later point opens up opportunity for creative people s we
found in many different States here, after it began in New York
to find ways to evade.

Senator Bavucus, Mr. Chisholm, why is the system that was put
in in 1986 imadequate?

Mr. CinsnorMm. Mr. Chairman, we don’t believe it @ nadeguaate,;
and let me first say that any systemn whether it be the refinery
gate, whether it be the old system, whether if he the syetem that s
scheduled to take effect January | s poing to be ineffective
apgainst the creative minds who want to try to evade excine thxes,
unless there is much stronger enforeement by the THS than there
has been in the past. ’

But in reaponse to the remarks made by M Ackell, let me nay
that the reason the cotlection at the refinery pate i elfeet  or at
the terminal is effective is becanse that o the common denotnn
tor ?

That is where gasoline is always pasoline when it i sold, and at
is taxable at that paint.,

At the refinery gate, more than o single product comes out of o
barrel of crude oil; and there are many, many feedstocks that can
be used to blend with gasoline.

And you can tax those at the refinery gate at the full nine cents
a gallon, but the petrochemical users of many of those feedstocks
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would then be puymg taxes that are not owed and would he suijct
to a refund.

If you don’t tax them at the refinery gate, and you lel the petro-
chemical feedstocks come to the terminal, they could at that point,
or any other point in the system, be blended into gasoline; and that
would have escaped taxation.

And the people who decided to do that would have a very clear
competitive advantage in the process.

S0, we believe the method that was created in the Tax Reform
Act of 1986 will be effective, and we think it should be given a
chance to work before you go to a more dracontan measure just as
Mr. Ackell has suggested.

Let me also point out that, from our members’ standpoint,
whether it is that refinery gate or whether the new law t.nke-s
effect. as drafted, we pay the tax to the same people. [t won’t
matter.

Senator Baucus. Mr, DiBona, did you want to get in here?

Mr. IHBoNA. Yes. We are very interested in this question of tax
evasion hecause we represent many of the large oil companies, and
we do pay taxes, and therefore, we do not want to bave other
people selling gasoline in competition with us who do not pay
taxes.

We, therefore, got involved very early in the problems up in New
York through our State Petroleum Council up there and have
worked very closely with the New York aathorities to institute
changes that would minimize evasion.

With regard to this particular tax problem, last year we worked
very closely with the Joint Taxation Committee staff and the TRS
in developing o system to ensure that evasion would not oceur.,

Senator Bavcus. There are a lot of stories about evasion: Forbes
Magazine, The Wall Street Journal articles,

Mr. DiIBONA. Yes.

Senator Baucus, | mean, it is wnlesprc- .

Mr. DiBoNA. It was a problem in New York. Now, there are radi-
cally changed procedures up there,

With regard to the Federal system of collection, that has not yet
changed. [t won’t change until the end of this year. So, it is not yet
in place  the change that was made last year in the 1986 bill.

Senator Bavucus. Isn’t this really a float question?

Mr. DiBoNA. Pardon?

Senator Bavcus. Isn’t this issue really a float question? Isn’t that
what this really comes down do?

Mr. DiBoNa. Yes, What, we are really talking about here s this:
What you want to do is put the point collection of the Lax in the
first few hands, rather than o large numher of hands.

In the current law that will go into effect this year, it does do
that. Tt comes down from thousands of taxpayers to hundreds of
taxpayers, so that the control of evasion is much casier,

But the most important. thing is it makes roughly equal the
amount of time from the payment of the tax until the sale of the
product,

What Mr. Ackell is proposing is to ensure that his members pay
the tax very close to the point of final sale to consumers while

~—
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others arc forced to pay at great distance and therefore a great
time lapse.

Therefore, his competitors would be required to fund this tax
during the period of time between the payment of the tax and the
sale to the consumer,

T'hat means the price will have to rise for the competitors.

Now, some of that will be borne by the large refiner who have
this long distance of transit and this long perind of funding the
payment of this tax; but some of it will be borne by the consumer.

Senator Bavcus. Thank you, gentlemen, very much. 1 am afraid
we are going to have to conclude the hearing at this point. Thank
you very much. We appreciate your testimony.

The hearing is adjourned.

[Whereupon, at 12:32 pan., the hearing was concluded.)

{By direction of the chairman the following communications were
made o part of the hearing record:|
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APPENDIX
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AIRCRAFT OWNERS & PILOTS ASSOCIATION
A21 Anation Way, Frederick Aupen), Fredenek, MDD 21700, Tetepheme ':'v‘)]":’!'l 2000/ Telex KD 440

STATEMENT OF JOWN L. F;AKLV,
PRESTDENT
AIRCRAFT OMNERS AND PILOTS ASSOCIATION
On Fedoral Tasz Ravenue Opttons for 198/
COMMITIEE ON F ENANCE
UNITED STATES SENATE
JULY 16, 1987

Mr, Chairman, on hehalf of the 260,000 p1lint members of the Alrcraft Owners
and Filots Assoctatlon, | appreciate this opportunity to submit a statement
reqgardirg the aviation tax proposals contained in the Joint Committee on
Taxatlon report, Description of Possible Options to Increase Revenues,

While we understand and appreciate the tough job this committee has in
developing new revenues, increasing the federal tax burden on aviation at
this time would be counterproductiveé to congressional revenue efforts and
possibly lethal to American general aviation.

I would 1ike to address three proposals of great concern to ptiots: 1)
imposition of a ten percent "luxury® sales tax on new general aviation
alrcraft; 2) addition of a ten-cent per gallon excise tax to aviation fuel;
3} increasing trust fund excise taxes by 33 percent., Each proposal
fndividually has a negative impact on aviation, particularly the "luxury®
tax. faken together, the excise fuel tax proposals alone would fncrease
genoral aviation's federal tax burden by a crushing 133 percent!

Aviation users are alieady paying twelve and fourteen cents per gallon into
the federal Afrport and Afrway Trust Fund to support the capltal
development and modernizattion of the national atrspace system, This totally
user-supported fund consistentiy runs at a surplus with over 35 biltion tn
unobligated funds anticipated at the end of this year. Increasing the
exclise tax levels in face nf these massive trust fund surpluses is simply
unfair and unconscionasble,

The net effect of these revenue actions s to penalize both the alrcraft
ownership and operatton of general avistion. The sales tax proposal will
seyerely damage a uniquely American industry which 15 far from robust,
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Once the warld leader, the domestic general aviation industry has fallen on
hard times, with only 1,495 new afrcraft delivered in 1986, the fewest
since World War LI, [In contrast, foreign marufactyrers including France,
Brazil, Great Britain, and ltaly threatqi to take over the American general
aviation market,

1
The Joint Committee must recognize the basic contributinns made by general
aviation atrcraft to national productivity and balance of trade. OUnly by
maximizing the abtlity of American commerce to compete, both at home and
abroad, will substantial progress be made to resolve the twin national
dilemmas of the trade imhalance and feder:1 deficit,

To the vast majority of aviation operators, an alrplane is essential tn
business activities in much the same manner as the truck and automobile,
fhese vehicles enable businesses to transport gnods and personnel
efficiently and conveniently to areas not covered by scheduled atr
transportation, Business uses of general aviation include air ambulance,
reconnaissance, mapping and energy exploration, agricultural applicattons,
matl and parcel delivery service, as well as fifght trafning. Classifying
general aviation afrcraft as "luxury® items totally misrepresents the use
and purpose of these afrplanes.

Over the past seven-year period, general aviatfon flight activity has
derVined more than twenty percent, The number of pilots In this iatinn has
been reduced by almost 170,000 pilots nver the same period,  Under today's
derequlated aviation industry, the demand for trained pilots has erploded,
The Future Airline Professionals of America (FAPA) predicts that the
commercial alrline tndustry will nerd an additional 42,000 new alrline
pitots to meet the demand. The United States military, a traditional source
of trained pilots for commercial afrlines, Is supplying fewer pilots to the
civilian marketplace, Today more and more pilots are trained and gain
experience through general aviation.

The additiona) burden imposed by more federal fuel tares penalizes the use
of general aviation, including necessary training operatinns, The fuel tars
would add more expense to the already skyrocketing operations and aviation
lTiability costs. This will uitimately result in depressing general
aviation activity further, 1tmtttng the amount of federal revenues
generated,

We respectfully request this committee to block these 111-conceived and
counterproductive general aviation tax proposals.

"

N

——]
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TESTIMONY SUBMITTED
by the
AMERICAN ARTS ALLIANCE

The American Arts Alliance is pleased to syubmit testimuny to
the Senate Finance Committee in connection with the Committee's
hearings on possible revenue-raising options.

The Alliance, established in 1977, is a conaortium of over
350 member nonprofit arts institutions that are active ln the
fields of theater, dance, opera, symphony orchestras, and the
visus)l arts. Central to the Alllance's purpose is the establish-
ment of a naticnal public policy for the arts.

The Alliance welcomes the opportunity to participate in these
hearings and supports the Committee's efforts to examine a wide-
variety of revenue-raising options. While the Alliance s well
aware of the need to lower thae federal deficit, it is concerned
that several of the ravenue-raising proposals, following as they
d0o on the heels of last year's tax reform, would further impair
its members' important cultural mwmissions. The proposals that
chiefly concern the Alliance are (1) the tive percent excise tax
on net investment income of all tax-exempt organizations, and (2)
those affecting the {temized deductions and the alternative
minimum tax rate that would diminish the tax incentives for
charitable contributions.

The proposal that a five percent excise tax be imposed on the
net investment income, including the endowment, pension, and
investment monies, of all tax-exempt organizations is particularly
troublesome. Such a chanyge in federal tax law would reduce the
funds available for the conduct of tax-exempt arts and other
cultural activities. This suggested means of raising revenue runs
directly contrary to the premises upon which the long-standing
fedaeral policy of exempting certain organizations from taxation is
baseqd. This policy reflects a very early recognition on the part
of.our federal government that certain activitles and services,
many of which are carried out by volunteers, are so beneficial to
the geheral public that they should be encouraged. The members of
the Alliance, for example, enrich the 1lives of our citizens,
including those who might not otherwiss be ablé to avail

themselves of the arts, by providing exhibitions and performances
in local communities.

Further, to tax sndowments would be counter to policies being
advanced by the National Endowment for the Arts, which, through
its challenge grant program, encourages the development of endow-
ments as a means of developing 1long-term stabllity for arts
organizations. Tax policy ought not to clash with: these arts
programs' policy objectives.

Endowments, which ?enarate investment income, are a way of
grovidinq financial security for arta organizations the financial

ase of which is otherwise cften precaricus at best. Not only do
they holg to fund institutional operations, but they also pernmit
an organization to undertake additional educational programs which
otherwise would not be possible from any other source of financ-
ing. As just one example, the Boston Ballet has an educational
endowment that helps to uu?port ite South End Community Dance
Project. This project nvolves working with minority youth to
teach jazz, African, modern, and Spanish dance. The existence of
an investment {income enerating endowment also ‘allows such
organizations to plan projects for the future or to fund long-term
cultural activities with the comfort that the funds will be there.
Amounts raised annually from contributions and grants cannot he a
substitute for an arts or?unization being able to plan a budget
that allows it full utilization of its investment income.
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To enact a measure that would reduce the available funds from
what is often the most viable way of financing such worthwhile
arte projects would risk substantially a reduction of the develop-
ment and scope of the projects themselves. This :esult would be
particularly unfortunate, as this particular revenue-raising

proposal is not associated with any form of perceived abuse by
tax-exempt organizations.

The Alliance understands the need for all organizations to
participate in the process of reducing the federal budget
deficits. Howaver, reductions in federal spending and law changes
wrought by the 1986 tax reforms have already caused arts organiza-
tions to participate in that process far beyond its eqguitable
share. The proposed revenue-raising options would serve to
unfairly increase this unwarranted burden.

Equally threatening to nonprofit arts organizations are the
varied suggestions that would erode the {ncentive of individuals
to continue making charitable contributions, including property
that has apprec?ated in value. Specifically, these suyrgestions

include:

[ allowing {temized deductions for indjviduals only
against the 1% percent tax rate, rather than the 28
percent tax rate.

o creating a new floor equal to 10 percent of an
individual’s adjusteq yross income in excess of $100,000
($50,000 for a single individual) under the total amount
of a taxpayer's allowed ltemized deductions.

[ increasing the alternacvive minimum tax rate from 21

percent to 25 percent.

Each of these proposals would act as a disincentive for
individual taxpayers to make the contributions that fuel consider-
ably our country's nonprofit public-service sector. Combined with
provisions in the Tax Reform Act of 1986, they would further
undermine the ability of nonprofit arts institutions to continue
to provide services to the public. These proposals would also run
contrary to certain 1long-standing federal tax policies and
practices. The creation of the floor for itemized deductions, for
example, is contrary to the tradition of tax comity with state and

local overnments, and would surely cause a meaningful shrinkage
in charitable giving.

The Alllance recognizes that people do not contribute to
nonprofit organizations solely  because of tax incentlves.
However, lt is undeniable that such incentives affect the amount
of contributions. After last year's loss of the nonitemizer's
deduction and the inclusion of appreciated property in the
alternative minimum tax, nonprofit arts institutions are
particularly vulnerable. 1t is certainl{ disheartening that, in a
climate that is currently scrutinizing the income-raising
activities of the nonprofit sector, there would also be
consideration of measures that would reduce substantially the most
traditional and well-accepted means for charities to ralse funds
to support these exempt activities.

In summary, the Alljance belleves that the five percent
excise tax and the disihcentives for charitable giving should be
eliminnted from the list of revenue-enhancing proposals that the
Senate Finance cCommittee is considering. The invaluable societal
objectives that gave rise to the incentives for engaging in and
contributing to certaln prescribed activities, such as the promo-
tion of the arts, continue to be compelling for the development of
our citizens. Many of the organizations engaged 1in these

activities may not be able to withstand further attacks on their
financlal base,
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TESTIMONY OF
JOHN ARCHER
MANAGING DIRECTOR, GOVERNMENT AFFAIRS

AMERTCAN AUTOMOBILE ASSOCIATION

Mr, Chairman, members of the coummittee, [ am plgastd to be here
today. 1! am John Archer, mansging director of Govertment Affafrs for
the American Automobile Association.

AAA 1s a federation of automobile clubs serving more than 27.7
million dues~paying membera, AAA's membera purchase nearly 20 percent
of the 100 billton gallons of gasoline sold annually., For this and
other reasons, AAA 18 strrmgly opposed to proposals to impose a new
federal tax on gasoline or 01l to reduce the federal deficit. Singling
out the motorismt to balance the budget at the gam pump i not only
unfatr but unvise,.

The American People Strongly Oppose A Gasoline Tax Increase

The Amer{can people oppnse a federal gas tex fncrease for deficit
reduction, ar findicated by the latest Washington Popt-ABC Newe Poll,
conducted June 25 to June 29. The nationwide telephone pnll of 1,506
people found that 73 percent of those polled disapprove of ratefng taxes
on gasoline to balance the federal budget (27 percent approved).

Negative FKconomic Impact

Because of the continuing legislative fnterest fin further taxing
garoline, AAA recently commisafoned Wharton Fconometric Forecasting
Assaciates to study the economic impacts of major excise tax propomals.

The study concluded that the near-term costs of such a garoline tax
are exceedingly negative. Thousands of people would be put out of work,
connumer prices in general would rise, and the poor would be hurt
disproportionstely. People who come from the South and West~-many of
whom have alresdy suffered from the recent downturn fn oll prices--on
sveruge must travel greater distances by personsl vehicles and therefore
pay even more of this tax.

Specifically, the study found that adding 10 cents to the cnst of a
gallon of gasoline would produce the following negative economic ’‘w-
pects:

~- The Gross National Product would be reduced by nearly $10
billton in the ficrat year alone;

-~ Automobile production would fall by 1.3 percent;

-~ Housing construction would drop 0.9 percent;

~-- 80,000 persons would be out of work next year;

~-- 180,000 would be out of work by 1990;

-~ Petroleum refinery output would decline by 1.2 percent;

~~ Intome tax revenues would decline by nearly $! billion
annually;

~- Personal savings would decline by nearly 3 percent;

-~ The Consumer Price Index would rise by 0.3 percent,

Adding 30 cente more to the cost of gasoline--as would one legisla-
tive proposal~~would virtually triple these consequences. Most imper-
tant is the study's finding that 225,000 persons would be put out of
work next year and 525,000 would be out nf work by 1990.

The study found the following mecondary {mpacts worthy of note:

~- Welfare payments by government agencfes for unemployment
and food mtamps would Increase;
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-- Payments of U.,§, Industries for wager and salarfes would
fall, multiplying the {mpact on national fncome.

The study {r included with this testimony, alony with a letter to
Representative Glenn Anderaon, Chairman i the Houme Surface Transporta-
tion Subcommittee, wherein Dr. Mark French, the author of the study,
further dircusses the conclusions of hies study, along with other porsi-
ble nprions he chose to examine,

The highly negative rconomic effects of a new frdrrnl _excise tax on

gpnnllnc alen were emgh‘[mlzed in the Pnew Depjn_rtmen! & recent F €T gy

Securlty report, “That re;’;;r’ik‘;t‘;tve; that a8 new ynr.ol]ne “tax would be
Inflationary, discriminate againat low {nceome groups, reducs tax reve-
nues in other cateyorfes, and increase unemployment., [t concluded that
a gasnline tax "is not a cost effective way to Incrense energy gecuri-
ty,"” and that the "macrueconomic lors Is estimated to {he) owver ;100
times as high as the entimated energy security benefits."” ;
N
rme Dfstortions {

1

A g',.:ulfm tax fncreane fr)r '!rHtit rwhxttinn wonld pl':rw an nf\rlul

hun]rn an_ I_l_.\_.:frwl_vv[:Amr»fnmlllvr.. A:rr;rdlny o the B.S. Cenous Bureah.
mvnr]/ /8 pereent af Americans tnrtlny Tens than $10,000 drive vo wark.
Familler that earn lesa than $5,000 annually pay nearly # timee more nof
thelr avallable income 1n y,:ns:nlim* taxer than thore famlliee envning 1o
exceng of $50,000 faee Exhibit 1), Accarding to tho (ongressional
budget Office, the Jower lncome group pays more than 1. percent of
thetr inrnrm tn gasoline exc tae taxer, while the high lnrnno gronp pays

Thia large pap in tax apport lonment demonstrates the very substan-
tial huarden garoline taxes have on the poar. An Jnereane in thie tag
would rerlously exacerbate this reprensive effect.

Of course, traditional gasnline taxer to fund highway construction
are also regyresnaive (and have differing reglonal Impacts), tul they are
fust{fiable on a umer fee basfr. The more yon drfve and therefore
derfve benefit from the natfon's road structure, the more you pay--what
could hte falrer than that? However, this fjustiflcation «nllapaen
completely for a gasoline tax not earmarked for economfcally beneffcinl
road construction or rehabilitation,

Moreover, even a minor [ncrease fn gparoline taxes would caunteract
the tax benefite derfived by the working poor from the Tax Refarm Act of
1986, Calcoulations hy Peat Marwlck Main & Co, Indicate that the 19BA
Tax Reform Act provided $414 miilfon fn tax reduction for Income groups
earning less than $10,600 pnnually, However, a l-cent gasoline taz
fncrease would redure this benefit by $99 millton, and a 4-~cent increaue
wonld largely negate thia henefit, while a I7-cent gasolfne tax wonld
triple the harm to thir low-income group.

We cannot belleve that many memberm of Congress want ta hit the
working poor with a huge tax burden less than a yesr after approving the
tax reform law that was touted as removing them entirely frem the
federal tax rolla.  Such an abrupt turnaround would he unfair.

fGeopraphfe Distortions

brunt of any increase fn gasoline tax payments. For example, fn the
eastern United States, consumers usre much lewsn gasovline than must thefr
counterparts in western and many southern states. A comparinan of the
average aunual fuel consumption per licensed driver in the District of
Columbia (394 gallons), New York (56B gallons), and Rhode Island (574
gallons) with that of Wyoming (B82 gallons), Tennesmee (7RH gallons), or
Oklahomin (756 gallons), providem an Indication of the vamt differencen
in distances traveled and gasoline purchased from region to reglon (see
Exhfibie 1I).

Conaumers in rome parts of the nation would bear a disproportionate
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Why should a resident of Wyoming pay more than twice as much as a
resfdent of the Nistrict of Columbia to cut the federal deficif rRolely
because the persen from Wysming must drive longer dintanres? In both
cases, the money raised would be diserted to non-highway purposes., So
drivers In all of these areas would gain no direct benefit from the new
tax. The table attached to this testimony (Fxhibit T11) shows how the
various tax proposals would affect rotortiste In each of the statern.

Jenpardizing Highways

The lmposftion of a federal gasoline tax for defle !t reduction nlen
threatens the future abilfty of atater tn rafse vser fuel taxes fnr read
construction and repatr.

All but one cent of the current Y-:ent federal exclne tar on
gacoline {e dedicated tn bullding and fImproving the vatfon's federal/
state highwav system. This eystem 16 the envy of the world, ac {a the
mechanfam that has been usged to finance {t.

To tax gasollne for non-highway purposes W {d seriously erode the
publte's support for the successnful pay-as-you-go federal/ntate highuay
program. It would severely hamper the ability of states to rafes thedir
own motor fuel taxes to mateh federal dollars, as well as frapardize
public support for strictly local projects,

To meet burgeoning highway needa, efght «tates have rajeed fuel
taxea this year, and 14 more are coneldering dofng ao. hut  state
legislatars would be hard pressed to justify further fnereaces in thelr
transportation-related taxes {f thefr federal counterparte usurp thie
vole. 1t that happens, the federal government ecould guickly find itoeld
obligated to bear the cost nf all future transportatjon projects herayae
states would be unable or unwilling ta Ao no.

A low Blow to Tourism

It ia patnfully frontc that anly weekn afte: the country celebrated
Nat{onal Touriem Week, Congress $x seriously consldering a major aew
gasoline tax whith could have wevere rnpaequences for the tourfem
fnduatry, After all, approximately 80 percent of varatfun travel in the
V.G, 1s conducted by private vehlclea which would have to pay surh a
tax.

Hatfonal Tourlsm Week's wlopan--Tourtem Works for Amerira--fo a
lear statement ahnut {ts enormous contributfon teo the .50 eronnmy,

Tourism 1s one of the tap threr employere in HO percent of the
Atntern . Aute travel, Including by car, trucv, RV, and mntoreycle,
repregents tha primary mode of trausportatifon for all travel nway from
home 1 the .G, Aceoarding ta The 198A-B7 Ecanomtc Peview of Travel in

Amertea, published by the 1.4, Travel Data Ce ter, "(f)ervonal motor
vehicle travel in particularly mensitive to., . raptd prire tnflation”
Wide fluctuations in ganoline prices, whether «nused by turmoil in the
Peratar Gulf or by federal tax polfcy, would have a major Impart on

vehtcle travel and tourlem In general.

In Wharton's stady on the effectrn of gasnline taxes, [+ faand that
Loyery  one percent focreaae An oreal gasoiine price  drives down
slmalated cnr travel by one-half of a percent. [o additior, rhanges in
real ftncome aleo affect simulated milen traveled, Together, these price
and Income effectr reduced simulated 1988 milesn traveled per vehicle hy
just under 3 ‘percent with a'l0-cent tax fucreame, The fall war cloger
to B pereent with a 30-cent tax rise.”

Unfartunately, a 30-cent tax hike may he a real poraihility over
the next three-year budget cycle {f a gasoline tax increase {u enacted
this year. The budget committees have concluded that they need more
than 60 billion dollare in new taxes in the next three years. Thus the
10-cent gas tax increase now being coneridered could even become only a
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first installment on future increases, {f the precedent 1is catablighed
to use gasoline taxes to fund the deficit.

With another rising trend in the coat of ofl, the last thing the
American public needs 1s a federsl gasoline tax 1increase, let alone
several such tax fncreases over the text few years.

Revenue Increase Options

Of course, there are other ways to ralse revenues inatead of
raiaing the excise tax on gasoline. We believe that at least two
revenue enhancers in the motor fuela area should be serfously examined.

The firet s the possible elimination of the gasohol exemption from
the federal gasoline tax. A vehicle using gasohol {s presently exempted
from 6-cents of the 9-centa-per-gallon federal gasoline tax. The
Federal Highway Administration estimates that the federal gasohol tax
exemption will result fn a loss to the federal government of some $450
million in 1987 end in four years will represent a loss of more than
$500 mtllion annually. Thir exemption violates the basic tenet of
highway finance; namely that {f you use the roads, you should pay your
falr share of road conatruction and repair.

If the committec feels ethannl should continue to be subsidized,
that objective could be accomplisnhed by elimInationg the exemption but
retaining the blender tax credit of 60-cents-per-gallon of alcohol. The
tax credit to subsidize ethanol producers could be limited to a maximum
amount per producer. Termination nf the exemption and modification af
the credit would reduce the cost of alcohol subsidies, end current
subsidies tn foreign production, reduce the anize of the subsidlies now
given to a few large dumestic producers, but at the same time continue a
f0-cent-per-gallon subsidy for small ethanol blenders. lLarge domestic
producers and alcohol {mporters, which are the principal (although
indirect} recipientr of the tax benefits of the gaschol exemption,
hardly fall {nto the category of struggling U.S. -mall businessesn
attempting to galin U.S5. energy independence.

Presently, according to FHWA, pgovernment subsidies for gasoho!l
exceed the nelliny price of the product by approximately 15 percent.
Under the current subsidy structure this {Industry no lenger makes
economic senpe, Encouraging fnefffci~~*t producers by oversubsidizing
their product only ensures greater . tax revenue loeses in the
future.

Another area that should be considered 1a diemcl fuel tax evasfon.
The Federal Highway Administration estimates that the loss to the
federal government could be fn the nefghborhood of $500 million annual-
ly. According to FHWA, "there is ample evidence that widespread evasion
of payment of the diesel motor fuel taxes is continuing...”

It ie time that this callous disregard for paying necessary federal
exclse taxes be stopped. This meney is owed to the federal government
and it should be pnid and collected. Simply by moving the point of tax
tncldence and collection from the fuel pump to the jobber or distributor
level could reduce the number of tax collection points by tens of
thousands. This remedy could help pinpoint tax responsibility and
reduce the number of tax audits needed to verify tax collectfon.

Evasion of diesel tax f& not & new issue. The Ways ond Means
heariny on "Alternatives to the Heavy Vehicle Use Tax" on February 23,
1984, "...ident{ffed two major areas fin which evasjfon can...occur.”
First "...substitution of home heating oil for diesel fuel, thereby
avoilding the tax increase." Second, "...exemptions for agricultural
user of diesel...offers another major potential for evasfon.”

That 1984 hearing [p. 134 “Alternatives to the Heavy Vehicle Use
Tax" Hearing before the Committee nn Ways and Means, House of Represen-
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tatives, Sertal 98-65, Feb. 1984.] elpo cites the eignificent enhance-
ment of revenue collections i{n Canada by "...adding color to fuel in
order to demonstrate the difference between fuel which was eligible for
diesel over-the-road trucks, as distinct from other kinds of diesel fuel
uses.” In fact, in that hearing a state official testi{fied of peraonal
knowledge of a common practice of substituting No., 2 diesel (home
heating oil) for No. | diesel fuel during the warm weather months,

Before even conscidering an increase in federal fuel taxea, the
government should ensure that all taxea {mposed are collected. Simply
raising taxes makes fllegal activities even more profitable.

Thank you agsin for listening to our concerns,

JA/1b

FExhibit I

FEDERAL GALGLANE Ty LA 11,
AS A PERCENT OF AVFOAGL FAMILY IHCOME

IHCOME CATASOTIES (1N THOLZANDS §)
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STATEMENT
OF
THE AMERICAN BANEERS ASSCGCIATION

THUST DIVISION

The American Banvers Association ia pleased Yo haye the
oppottunity to express the views of the hank trust
departments an rho' estate and gift tax proposals contained
in the revenue options paper. The American Bankers
Assonriating represonts commercial banks whnse combined
AsGerts comprise more than 95% of the industry toral. Hearly
4,000 bhank trust departments provide estate settlement and
Other fiduciary seryices to costomers thus we are familiar
with and vitally interested in the transfer tax system.

frar Ao aad lan qaestiaons Yhe apparent Adegsice Yo seek
siqnificant added reyenpae from the estate and gqifr tag
sector. A new generation-skipping tax which imposend a tax
on direct transferg was adapted only ltaast gear. Under that
same 198A JTaw estates open for more than two years are
required Yo pay estimated income tages.  Thesne changes have
alroady increased the reyennes derived from this area anid
added very significantly to the complexity of the law and
costr of compliance.

The transfer Yax system is the reanlt of a carefully
farhioened hatance, effeocted oyer many years, of capital
formation and distribution policy on one hand and revenue
nerds on the other. To 1mpose significant change on that
systom in the context of seeking quick revenue increases may
upsat that balance. We urge the Conqgress Yo act slowly and
deliberately in this complex area nf the vYax law.

At the same time we recoqnize the nesd for adadr ional
revenge and thoe fact that fajrness dictates the barden b
shared by atl taxpayers.

The newly enacted Section 2057 whirh provides an estate

tax deduction for sales to an BELOP is generally seen to have
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been drafted in an overly broad fashion. We concur in ‘he
proposals to clarify this provision as embodled in H.R., 1311
and 5. 59%1.

On the other hand ABA finds it particutarly troubling
that the concept of a capital gains tax at death has been
resurrected. Fliminatfion of the step-up in basis was
adopted in 197A. At that time imposition of a capital gains
tar at death was considered and rejected in favor of a
cargyover basis. Carryover basis quickly proved to be
di;astrously unwocrkable and was repealed in 1980 without
ever having takern effect. The fatal flaw involverd in
repealing the step-up in basis is the difficulty of proving
original basis for the purpose of determining gain. It is a
common human failing not to kKeep reacords. As a result an
execntar often cannot eyen determine when, much leas for how
much, an asset was acquirzerd. The burdenn of proving basis
are excessive, and apply to taxahle estates of all sizes.

As was made abundantly clear during the legislative debate
to repeal carcyover in the late 1970's, modest-sized estates
comprised largely of a small family business or farm ace

most adversely impacted. Nothing has occurced in the

interim to make repeal of the step-up in basis any more
feasible or desirable today and, therefore, it should bo
avoided.

1f Congress finds it necessary to taise even more
revenue from the transfer tax area, continuation of the 1987
rates would noi be seen as detrimental to the structure of
the tax. Further changes at this time are undesirable.

We appreciate the opportunity to provide our views at
this time and would be pleaned to provide additional

information on request.

[T
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Statement of the
American Bankers Association
Submitted to the
Committee on Pinance i
United States Benate
On Revenue Increase Options
August 17, 1987

The American Bankers Association (ABA) submits itsg
views on the possible options to increase revenues under
consideration by the Committee on Finance in connection with
the Fiscal Year 1988 Budget Resolution. The ABA is the
natlonal trade and professional association for America's
commercial banks of all sizes and types, ABse:': of ADA
members banke comprise about 95 percent of the industry
total,

In reviewing the cevenue increase options contained in
the Joint Committee on Taxation (JCT) staff options booklet,
JCS-17-87, the ABA hasn two overall concerns that recur in
our analysis of the specific proposals.

Firat, proposals which raise only minimal revenues anrd
which change long-standing fundamental provisions of the
Code are not appropriate for a budget reconciliation
measuare .

$econd, in faitness Yo taxpayers, any new proposals
should not apply to transactions consummated prior to the
date of enactment of the Budget Reconciliation Act, or at
the earlient, the day the Pinance Committee reports out the
bill. ©Propogals which have a retroactive effect unfaicly
penalize taxpayers by altering the taxation of existing
investments and on-going transactions,

We belleve these two general principles are important
elements in maintaining sound tax policy as the Committee
approaches the task of reporting out leqgislation which
raises revenues ag required in the FY 1988 Budget
Resolution. If tevoenues must be raised, the objective
sthould be to do go while avoiding to the maximum possible
degree undue complexity, ond retroactivity,

The ABA submits ite views on five specific revenue
options described in the JCP booklet of June 2%, 1987,

Amortization of Intangibles

The ABA strongly opposes the proposal to deny or
severely limit the amortization of “customer-based”
intangible assets purchased in a taxable merger or
acquisition. In general, the tax law should not



discriminate in this way bhetween businessoes which have
mostly tangible assets and those industries like banking,
whicin have a significant amount of intangible assets.
Mucreover it appears that the revenue increase  proposal
would retroactively cut-oft hundreds of bank tax cases in
vatious stages of [RS audit or pre-trial litigation
concerning the amortization of coste associanpd with the
acquisition of a bank "core deposit bage." These bank
mergers or acquisitions were neqgotiated, priced and
consumnated under exinting tax law which permits an
anortization deduction of the cost of intangible asdgets if,
and only 1f, the taxpayer can prove that the asset has a
determinable value and measurable ugeful life., We oppose
this option not only bhecause it is retroactive In tts
offect, but also because it constitutes a complex change in
a long-standing and fundamental tax rule which genecatos an
insigniticant amount of revenus within the three yoar hudget
period,

The distinction in the existing tax law between
amortizable intangible assers and those which are none
deduct ible like goodwill has bean developed gver a long
period of rime and is adaptable to a variety of unirue
asituations. Hanks often own intangible assets guch as
credat o card ongtomer drnts, mortogage cepgace dpg o1 ight, loan
contracty, obto,, the anortization of which has Leen acoepterd
in court cases and JRG rulings., In Rev. Rul. 74-4%6 th. RS
underscored the usefulness ot tne bhasic rule on anortization
of intangibles in the contaxt of so-called cagtomnar-based
assnets.  The ruling points out that such assets are
generally an indivisible part of the whole business, with no
determinable 1ife and, theretore not subject to
amortization. The raling goes on to state, howevoer, that if
the tazpayser can demonstrate that the atset is susceptaible
to valuation and is of uge in its trade or business for a
measurable lLimited period of time, an amocbization deduct ion
is allowable. Thus, the deductibility of the conts
atnsociated with any intangible asset turnsg on factual issuey
hest determined on o case by case basin, by the RS or the
courts, using the long-standing principles of the Cocde,

in the banking industry core deposits are intangible
assets recoygnized by the foadaral bank regulators and the
accounting profegssion.  See OCC Banking Ciccular 164, July
1, 198%. The deposit relationship ig an extremely valuable
component in the profitability of any bank. Deposits
provide a ready source of funds from which a bank can
generate a future income stream and a deposit relationship
becomes an avenue for selling the bank's income producing
gervices. Competition for deposits by money brokers, non-
bankg and banks operating from outside the qgeocyraphic market
have forced banks to devote more resources to maintain their
marketrs, Thus, core deposits are a diminishing asset with a
Limited useful life. Banks can detparmine the valua and

f6H-T82 O - B8 - 3
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expected life of an established deposit base acquired by a
new entrant into a banking market. A pucchasing hank would
normally pay a premium for the acquisition of these deponit
relationships and upon showing value and useful life, should
be entitled to an amortization deduction. [n acquisitions
of failing or failed banks where FDIC assistance isg
provided, the payment of a premium for the deposit liability
is required. 8ince the purchaser would be recording the
assets and liabilities at fair market value, it should have
the opportunity to prove that it has acquired an amortizable
asset separate and apart from goodwill. If legislation is
adopted which precludes any amortization deduction,
purchasers will be reluctant to pay the current level of
FDIC premiums,

The IRS has raised the core deposit issue in many hank
audit situvations around the country. A few have already
been litigated, but three key cases, with clear facts, are
going to trial this Fall. Any legislative action now would
pre-judge the application of long-standing tax rules to
these already existing bank core deposit cases, If the
proposal were made applicable to future amortization of
these existing bank assets, it would, in effect,
retroactively increase the cost of those assets to the
acqguiring bank. In light of the significant number of bank
mergaer and aquisitions which have resulbted from the
breakdown of state law barriers and the decreased
profitability of banking, Conqgress should not take action
whicl would increase the cost of these acquisitions ex post
facto.

Customer Interest Expense Deduction on Home Equity Lnany

The ABA I8 seriously concerned about the proposed
changes to the deductibility of qualitied residence interest
expenge. The experience with the new tax law, as applied to
a developing market of home equity leoan products, is not
sufficient to undo decisnions made just last year.
Intormation on which the decision should bhe made regarding
who is taking out home equity loans and for what purpose i
not yet available, although speculation about abuses is
running high.

gpecifically, ABA I8 concerned that limiting interest
deductions to acquisitlon indebtedness will erode the
ability of middle income homeowners to borrow agalnst their
one valuable asset for appropriate uses such as educational
or medical expenses. Limiting interest expense with a
specific 2ap (such as $10,000) will create problems in a
rising rate environment, with variable interest rate loans a
taxpayer's interest expense could rise above the cap even
while the taxpayer was payiny down the debt, And denying
deductibility of interest on home equity loans without a
fixed term would merely force consumers to foreqe the

/
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convenience of today's credit lines for yesterday's loan,
without providing additional revenur for the Treasury.

Home eguity lowns are not new loan products, hut rather
a derivation of the traditional second mortgage, redezigned
to reflect changes in the credit market and to better meeot
the needs of customersa, ‘The second mortgage exists now as a
home squity inastallment loan, or as a home equity line of
credit.  The revolving craedit line permits a consumer to
botrow and repay as need requires, usually for a specitied
period which may range from five to ten years. During thas
period the borrower pays interest only, or a portion of the
principal plus interast, The interest rate in often a
variable rate which ig indexed to a short-term market rate,
although consumer reluctance regarding variable rates has
led some banks to offer fixed rate credit lines. After the
revolving credit period, the balance may convert to a fully
amortizing loan, or may he required to be paid in full, a
balloon payment,

Home equity Ioans are popular not only because ob the
tax deductibility but also bhecause the revolving line
feature and the higher credit limit avaitable on home eqguity
loans give consumers the ability to access a non-liquid
Aanet and accommodate most of rtheir lending needs on their
Own, without repeated vinaits to the bhank.  The cantomer can
access the money (with a check, a coded talephone call or
credit card) and make ;epayments without anteracting with
the banker again. Interest is paid only when there is a
loan balance, and only on the amount of credit needed at any
given time. Home equity loans may also offer borrowers more
compoetitive tates than other consumer loans, and a longer
repayment. term,

In order to make sure that consumer:s fully understand
both the opportunitices and complexitien of home equity
loans, the ABA hasfundertaken a broad public awareness
campaign urqgling that banks exercise good judgement in their
advertising, and provide consumars with the information
necessary to make a wine borrowing decision. The ABA hag
also urged consumerg Lo avold debt overload, temptation
toward frivolous spending and bocrowing solely motivated by
tax advantagesg.

ABA further urqges Corngress not to require financial
institutions to report additional information on qualified
residence interest. Lenders are already requirad by DEFRA
1984 to report to the IRS and to the payors, interest paid
on debt secured by real estate., Banks do not have the
information necessary to further insert themselves intn the
process of determining whether or not that finterest is tax
deductible. The structure of a typical home equity loan
does not lend itself to any requirement that the bank track
the use of the proceeds. In determining whethar or not a
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line of credit is to be approved, the bank is concerned
about the fair market value of the property securing the
loan, the amount of other debt for which the property is
secur lty, and the gross income and cash flow of the
borrower. In fact, Lthe pank has no control over the actual
expenditure of the fund®¥T” [t 18 not even possible for a
bank to track the use of the loan based on the checks drawn,
as it would not insure that the payments were made for
qualified tax expenses.

The Informatiop necessary to compute deductible
mortgage interest expense can only be provided by the
individual usiny the loan proceeds. The bank does not need
this information to make its credit decision and cannot
reasonably be expecterd to accept either the respongibility
or the underlying liability for determining the deductible
portion of a customer's interest expense payments.

Securjities Transfer Excise Tax

The gecurities transfer exclse tax (3TET) is a new
revenue option growing out of the stock transfer tax
proposed by the Speaker of the House earlier this year.
While the proposal has not heen presented in legislative
form, it appears that the STET would have major economic
significance, apart from its revenue potential. The STET
proposal should be nubject to considerable analysin and
debate in a public forum instead of being incotporated jnto
budget reconciliation leyislation which is designed for
expedited action in the Congress.

The ABA comments on this proposal are desiqgned to
raise, on a preliminary basis, the concerns which we believe
ought to be examined in depih if the Committee on Finance
decides to pursue the option.

Althoujh the details of the proposal are not available,
certain elements of the macro economic impact of a STET are
clear at least in direction. A STET is a tax on the
saving/investment process. To the extent that the tax
reduces savings, the growth and productivity of the U.S.
economy will suffer. A lower savings rate also has
implications for the International competitiveness of U.S.
producers. If capital formation is retarded, U.5. firms
will be less productive than foreign firms, making U.S.
goods less attractive in both domestic and foreign markets,

By most measures, the current U.8. savings rate is low
relative to the overall post war perlod. And while cross-
country comparisons are difficult, there is general
agreement that the U.S. savings rate is significantly lower
than the savings rates of other industrialized countries.
For example, a recent study published by the Federal Reserve
Bank of Kansas City indicated that in 1985, the 0.8,
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personal savings rate was 5.1 percent compared to 22.5
percent in Japan, 11.9 percent in the U.K., and 13 percent
in West Germany.

Beyond these brouad economic zonsiderations the ABA is
concerned that the 49TET would have some very serious impacts
on financial institutions, their products, their liquidity
through the federal funds market and their asset and
lianbility management. The 3TET, as briefly described, may
apply to both equity and debt instruments, whether or not
publicly traded. while the Documentary Stamp Tax which was
repealed in 1965 exempted all certificates of deposit (sece
then existing requlations sections 43.4311-2(b) (5)), it
appears that the STET could apply not only to neqgotiable
Cn's but also passhbook savings accounts, credit card charges
and other routine transactions betwcen the bank and the
congsumer., Extending the tax to these consumer transactions
of millions of accountholders would have a significant
impact on the average citizen.

The impact of the STET on contumers would be even
greater if it applied to botn the original issuance and
secondary market trarnfers of debt instruments. [t would
gseem to be a curious messagje about government policy on
savings to tell a customer that there is a tax when he opens
a passhook account, ohtaines a €D, or makea additional
depogity,

i

The applicatﬁon of the tax to the isguance and resale
of government debt obllgations also raises serious
questiong. Would the U.8. Government pay a tax on the
isnuance of T-bills and Treasury obligationg and notegy?
These debt obligations are marketed by the commercial banks
serving in the role as dealers, both in the U.35. and
worldwide. Would the banks also have to pay the tax on the
secondary transfer from the dealer bank to the investor?
The same considerations apply in the case of state and local
obligations marketed by hanks, plus the added concern about
the constitutionality of taxing transfers of such debt.

Another concern about the scope of the tax fnvolves the
possible application to overnight federal funds transactions
by commercial banks. Federal funds are bank balances on the
hooks of the Federal Reserve banks. Commercial banke that
have excess reserves lend thoge reserves, usually overnight,
to other banks with deficiencies in their reserve positions,
This represents an alternative and more productive usge ot
tunds that banks may have idle for short periods. Applying
the tax on these transfers would put a premium on precisely
determining reserve balances, a goal that is difficult if
not impossible to obtain. Banks could find themselves in
the pusition of paying a tax tor the liguidity that is
avallable through the federal funds market,
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The possible application of the STET to futures,
forwards and options raises a number of concerns about its
tmpact on bank asset/liability management. Commercial banks
participate in futures markets subject to tederal bank
regulations. Futures instruments are crucial for banks
which hedge positions to protect themselves against the risk
of interest rate or currency exchange rate fluctuations,

For example, an assgset such as an investment portfoliov would
decline in value as Interest rates rise. A bank can protect
iteelf against this asset depreciation by taking a short
position in the tutures market gso that as prices fall the
loss in the cash market is offselr by profits in the futures
market. On the other hand assets such as loans are at risk
when interest rates fall.

These same principles apply in trading account
activities, debt issuance, trust management and mortgaqge
banking. Application of a tax on these hedging actions
designed to reduce bank risks will not only increase bank
costs, but also make the futures market less efficient and
likely reduce its correlation with the cash market. At a
time of significant fluctuations in interest rates and
currency exchange rates, any proposal to tax the actions
necessary to reduce risk of loss would be contrary to
maintaining a safe and sound banking system.

It should be evident rhat the LTET 1s o complex
proposal, something more than just an additional charge at
the end of a customer's monthly bank statement., Full review
of the impact to the STET on financiai f{astituvtions should
include consultation with the Treasury Department and the
federal requlatory agencies responsible for supervising the
nation's commercial banks.

Withholding Tax on Interest Paid to Foreligners

The ABA urqges the Committee tou reject any proposal to
impogse a low rate of tax on interest paid to forelqgners
which I8 presently exempt from the 30% withholdiny tax.
Sections 871 & 881 of the Code now specifically exempt
interest on non-resident alien bank deposits, portfolio
interest, and short-term original issue discount (on
obligations with maturities ot 183 days or less), while
certain other interest payments are exempt by mcans of
bilateral tax treaties. These provisions are designed to
attract foreign capital investment to meet the credit needs
in the U.8., As a reusult, botn corporate borrowers and the
0.8, Treasury have been able to raise substantial funds from
foreign investors at lower interest rates. The impoBition
of even a low rate tax on these interest payments to foreign
investors would create a disincentive to acquire obligations
issued by U.S. borrowers and place unnecessary pressure on
the U.S. debt markets., The possible benefit from increased
revenue collected under such a tax would be outweighed by



the substantial economic cost of higher interest rates and
would be off-set in a revenue sense by increased interest
deductions,

Congrass has historically endorsed a policy to allow
certain U.S. borrowers to compete for foreiqn capital on a
tax-free basis. Most notably, since 1921 foreign personn
have been exempt from U,S. tax on interest on deposits firom
U.S. banks, saving and loan institutions, and similacr
financial institutions. According to 1984 Treasury
Department testimony, this exemption for bank deposit
interest reflects the need to keep the internatinnal
competitiveness of U.8. financial institutions. To impose a
U.8., tax on intecrest paid to toreign persons by U.8. banks
would reduce the ability of U.S. financial institutions to
compete for foreign funds and would seriously erode the
efficiency of international capital markets. In the 1986
TRA Congress revised the form of the exemption for interest
on bank deposits, changing from a source rule provision to a
gstatutory exemption, but no consideration was given to
eliminating the exemption for interest on bank deposits.

The portfolio interest cxemption adopted in 1984 is
egqually important. /inder that provision all horrowers
(Treasury, Government agencies and corporations of all
3tzes) can now iggue debt oblijations directly out of the
J.5. for sale to toreign investors.,  Thege 1.5, horrowers
can benefit from a healthy competition between the ULS.
domestic and EKurobond capltal markets which results in
overall lower interest rates, greater liquldity, and a
broader market tor their obligationsg, The Treasury
Department testimony before this Committee in 1984 in strong
support of the portfolio interest exemption was based on its
view "that efficient capital markets are an important
element in achieving both increased capital formation and
sustained economic yrowth in the United Btates. Access to
foreign capital in such matkets requires that interest on
borrowed funds be available free of source-country
tarxation."” :

At a time when there is a tremendous capital deficit in
the U.5. and when the declining value of the dollar
djiscourages some foreign investors from taking the dollar-
denominated debt, no additlonal barriers to foreign capital
should be considered. The recent flap over the notice ot
termination of the U.S.-Netherlands Antilles Tax Treaty,
which may result in application of the 30% withholdiny tax
on pre-DEFRA Eurobonds, should be clear evidence that the
present exemption from the tax is crucial to encouraging
foreign portfolio investment in the U.S,



Taxation of Credit Uniong

The President's 1985 Tar Reform proposal included a
recommendation that credit unions having assets of $5
million or more should be taxed like othetr thrift
institutions. This proposal is included in the JCT booklet
on revenue options, with a revenue estimate of $1 billion
over three years. The tux-exemption for credit unions was
adopted in 1951, when credit unions were small institutions
with limited powers serving limited markets which did no+
compete with other types of financial institutions. Over
the years, credit unions have grown enormously in 8ize and
diversity. This growth has blurted the historical
differences in activities between the tax exempt credit
unions and taxable financial institutions 80 that the tax
exemption is no longer warranted. The changes that have
eroded the uniqueness of credit unions have occurced in
three key areas: erosion of the financial stake,
deterioration of the common bond, and the growth of new
products and sgervices.

Introduction of Federal share insurance in 1971
significantly altered the nature of credit unions, so that
members no longer have the same financial stake in the
success of the organization. In the early history of credit
unions, emphasis was placed on the fact that depositors
atood to lose gome of their own funds if some borrowers did
not repay their loans. Risks of loss of one's own funds
provided strong incentive for repayment of loans and clouse
supervision of the lending function, creating an important
iink between the lending side and the deposit side. Share
insutance has severed the link, because credit union members
can now look to federal insurance to protect them against
risk of loss,

Changes 1n the common bond requirement for credit union
membership by the Hational Credit Union Administration
(NCUA) and state regulators allow credit unions to compete
with banks and savings and loans for customers among the
general public. The NCUA stated that deregulation of the
field of membership policy began in April 1982, hut the
common bond requirement had been loosely interpreted for
many years before that date. For example, in 1968,
authorities ruled that a person could continue to be a
credit union member even after the common bond was severed.

Sther changes which have eroded the traditional common
bond characteristic include deregulation of the immediate
family definition, elimination ot the requirement for
gimilar common bonds in multiple groups charters, and
expansion of the geoqgraphic area that may be served by a
multiplé group charter. According to NCUA, "the essential
basig for all the changes in the field of membership policy
since April 1982 is to provide credit union service to
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people who do not presently have credit union service
available to them."” This is, in effect, an admission that
there really is no field of membership limitation.

Credit unions have also evolved beyond their
traditional mutudl benefit savings and loan product
offerings into full service financial organizations. An
August 30, 1985 Wall Street Journal article concluded that:
*.... while consumer lending I8 still their bread-and-butter
busineas, some of the larger credit unions have recently
heen vffering auch gourmet fare as credit cards, individual
retirement accounts, discount-brokerage services, automated
teller machine networks and computer-authorized loans.”

A provision of the 1987 Competitive Equality Banking
Bill, recently enacted into law will make credit unions
competitive in the quest to attract public unit deposits.
Prior restrictions on credit union pledges made government
bodies reluctant to deposit more than $100,000 but credit
unions sought and obtained legislation that permits them to
pledge agsets other than loans to secure public deposits.

The competiticn is substantial, especially tor
community banks. Because of their tax exemption, credit
unions enjoy a competitive advantage over other financial
institutions such as commercial banks and savings and loans.
The chanyes in the operation and customer base of creu1it
unions caused the Administration to recommend repeal of the
tax exemption for large credit uniong ag part of "The
Presgident's Proposal tor Fairness, Growth and Simplicity.”
The proposal noted that, “in an economy based on free market
principles, the tax system should not provide a competitive
advantage for particuvlar commercial enterprises., Credit
unions should generally be subject to tax on the same bhasis
as other financial institutionsa."

The American Bankers Association recommends that the
Committee consider and repeal the tax exemption provided for
credit unions.

* ] L)

Our Association appreciates the opportunity to submit a
statement on the revenue increase options. Additional
information can be obtained from Henry Ruempler, Tax
Counsel, American Bankers Association, 1120 Connecticut
Ave., N.W., Washington, D.C. 20036, (202) 663-5317.
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STATEMENT OF
THE AMERICAN COUNCIL OF LIFE INSURANCE
AND

THE HEALTH INSURANCE ASSOCIATION OF AMERICA
ON OPTIONS TO RAISE REVENUES
AUGUST 17, 1987

INTRODUCTION

This statement {is submitted on behalf of the American Council of Life
Insurdnce and the Health Insurance Association of America to express our
opposition to proposed revenue options which relate to the tax treatment of
insurance and employee benefits, We believe the current tax rules in these
areas reflect a balancing of important social policy, tax policy and revenue
considerations. Moreover, the rules in these areas have been intensively and
continuously examined over the past six years and extensively revised by the
last three tax Acts. The resulting rules and the delicate balance they
reflect should not be dismantled solely out of a concern for revenue,

Individuals should be encouraged to provide for their long-term financial
security. Insu