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TAX REFORM PROPOSALS—XXVI

WEDNESDAY, OCTOBER 9, 1985

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

The committee met, pursuant to notice, at 9:49 a.m. in room SD~
216, Dirksen Senate Office Building, Hon. Robert Packwood (chair-
man) presiding.

Present: Senators Packwood, Grassley, Long, Bentsen, Matsu-
na%' , Moynihan, and Pryor.

[The press release announcing the hearing follows:]

[Press Release No 85-076, Monday. September 23, 1985]

MiniMuM Tax, ALTERNATIVE Tax ProrosaLs DUE FINANCE PANEL HEARINGS

Minimum tax and alternative tax reform groposals will be examined by the
Senate Committee on Finance at hearings scheduled October % and October 10,
Chairman Bob Packwood (R-Oregon) announced today.

The hearings are components of the continuing series of hearings in the Commit-
tee on Finance on specific aspects of President Reagan’s tax reform proposals, Sena-
tor Packwood said.

The minimum tax issue will be the topic of a hearing on Wednesday, October 9,
1985, while alternative tax reform plans will be reviewed at the committes’s Thrus-
daﬁ. October 10, 1985, hearing.

oth hearings are scheduled to begin at 9:30 a.m.. in room SD-215 of the Dirksen
Senate Office Building in Washington.
Senator Packwood will preside at both hearings.
Guests invited by the committee on Finance will testity at the two hearings.

Senator MoYNIHAN. Good morning, ladies and gentlemen. As you
see, there are meetings going on all over the Ca9p1tol today, and our
chairman, who is normally here promptly at 9:30 is not here yet
and has asked that I chair the hearing until he or some other
member of the majority arrives. And so I will do.

Our purpose today is to acquire a record with respect to the
whole subject of the minimum tax. And we have some very famil-
iar faces here with us, Mr. Shapiro and Mr. Sunley, most particu-
larly, who we hardly recognize when they have had a night's sleesa.
But it's nice to know that there is life on the outside and that it
has recuperative powers.

Our intention is to begin with a panel that will address the sub-
ject of a minimum tax from the perspective of tax theory and tax
Eolicy, as opposed to the specifics of which tax preferences should

e included in such a tax. I might say before we begin that I intro-
duced a minimum tax in the last Congress. It was a serious one
that initially passed the Finance Committee. It then encountered
fierce opgosnion from real estate interests in the country and the
Finance Committee met late one evening, in one of our rare closed

(0))
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sessions, took a vote and the bill lost 10 to 9, whereupon then-chair-
man Dole said, very well, we will increase the depreciation period
for real estate from 156 gears to 20—which in conference with the

House, was dropped to 18 years.

We are back again this year. Yesterday, the Senate adopted
almost unanimously a resolution saying we should have a mini.
mum tax on corporations. Senator Chafee and I have introduced
legislation this session, S. 956, similar to the one we introduced in
the last Congress. But we still need to know more about the sub-

ect' -

And I hereby, with the powers invested in me, impanel four of
the more distinguished and learned students of this subject, Mr.
Bob Shapiro, director of tax policy at Price Waterhouse; Prof. Mi-
chael Graetz, of Yale; Professor Gutman of the University of Penn-
sylvania Law School; and Emil Sunley, director of tax analysis for

loitte, Haskins and Sells.

Would you all come up, please. And I must apologize for the ab-
gence of other members, but I want you to know that what you
have to say is going to be listened to with great attention by me
?{,’d z:?tg with attention by other members of the committee and

e staff.
| I:iet'?f follow our witness list: I would therefore ask Mr, Shapiro to
ead off.

Mr. Shapiro, welcome back to the Finance Committee.

STATEMENT OF MR. BOB SHAPIRO, NATIONAL DIRECTOR OF TAX
POLICY, PRICE WATERHOUSE, WASHINGTON, DC

Mr. Suariro. Thank you, Senator Moynihan. It certainly is a
pleasure to be back. It seems like this is a chair that I occupied for
many years under different circumstances. And seeing what you
&t"e goﬁng tjhrough now, I guess that’s one of the reasons why I left.

aughter.

Mr. SuaPiro. For the record, I'm Bob Shapiro, the national direc-
tor of tax policy for Price Waterhouse. And I appreciate the opFor-
tunity to be invited as a witness on the minimum tax for your fun-
damental tax reform hearings in the Senate Finance Committee.

The question is often asked is a minimum tax necessary. And the
the answer is clear that it would not be if you had a broad-based
income tax. However, under our tax system, we use our tax system
as a means to encourage economic policies, social Folicies, ener
policy, trade policy, and for many other purposes. In that context,
we have a minimum tax to add credibility to the system. The main
&tlxrpose of the minimum tax is to provide fairness for the system.

e want to ensure that high income taxpayers and profitable cor-
porations do, in fact, pay their fair share of taxes.

The concern that exists is that many of these taxpayers may use
an excess of any one preference or stack a number of preferences
to the extent that they may not pay what would be preceived as
their fair share by reducing their tax burden to an unacceptably
low rate or possiblg Fay no tax at all.

Even if you had fundamental structured tax reform in dealing
with a lot of these provisions, you still may need a minimum tax to
provide the underlying fairness and credibility to the system over-
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all. For example, in 1969, when Congress enacted the minimum -
tax, they reviewed many of the other preferences. In many cases,
they eliminated certain preferences that thei perceived were no
lonf‘er necessary. In other cases, they cut back and modified some
of those preferences. ‘

At any rate, the minimum tax was looked at as a backstop to
those preferences.as a means to provide an insurance that all tax-
payers would pay what was perceived to be a fair share at that par-
ticular time.

Looking at the structure of the minimum tax, the big debate ex-
isted in 1969 und thereafter as to whether we should have an add-
on minimum tax, which essentially is an excise tax; or an alterna-
tive minimum tax whereby you pay the greater of the minimum
tax or the regular tax, after comput ng both.

In 1969, the decision was for an add-on minimum tax, which I
suf)ported being a member of the staff at that time because it was
a low rate, a 10-percent rate, and the concern was to make sure
taxpayers paid a tax on the preference income. That was a major
concern at that farticular time. And with a lower rate, it would
seem like it would ensure that those preferences that did encour-
age some tax—it was a means of providing it.

Since that time, the exemption levels have been reduced, the
rate has been raised, many more preferences have been added, and
I feel that it is appropriate to shift for corporations now, as is pres-
ently the case for individuals, to go to an alternative minimum tax
for both individuals and corporations.

The structure of the minimum tax is to have focus on the exemp-
tion, the rate and the preference items. Those are the three ele-
ments of a minimum tax.

The exemption is a means to target the minimum tax to make
sure that you have the minimum tax applied to those taxpayers
you feel should be subjected to it. For example, if you have an ex-
emption level too low, you may impose a minimum tax calculation
on taxpayers at income levels that you don’t feel should be subject
to a minimum tax. And, therefore, a minimum tax can be targeted
to make sure the taxpayers below a certain income level do not
have to worry about the computations and the complexities that go
with having a whole new tax structure dealing with certain prefer-
ex_m::es. And that is one of the principal purposes to where it is to be
sét.

It was set at a higher level in 1969 and in varying degrees over
later bills, has been reduced. The rate is used as a means to en-
courage what is the appropriate rate that a taxpayer should pay on
that alternative minimum tax. The point is it's used today in the
focus as to how much revenue should be paid. And, therefore, it
has two purposes-—the revenue and the appropriate level.

For example, some may say that a 10-percent rate is too low, and
perhaps a 25-percent rate may be too high, depending on what the
other rate is on the regular tax. Somewhere between 16 and 20, in
that range, may be an acceptable rate in determining as to what
should be the appropriate levels. You have to keep in mind in that
respect as'to the level of the rate takes away the benefits or the
incentives that have been provided for the certain activities. And
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“that should be coordinated with the preference that has been added
and the rate in that respect. ,
The base itself, meaning what preferences should be included, is
very important to determine as to what items should be taken into
~ account. Two basic items: Exemptions and deferral items, Exemp-
tions meaning areas that are not subject to tax can clearly be put
into the minimum tax base because that would be the only time
they would be subject to tax. Deferral items, the subject attacks
twice. Once to the case of the minimum tax and then a second time
when the deferral comes back in later years is subject to the regu-
lar tax. And, therefore, that consequence should be taken into ac-
count at the time when You consider putting deferral items into
the minimum tax, especially at a higher rate. And that should take
into account other aspects of the minimum tax, such as carryovers,
what you do with investment tax credits, net operating losses and
go forth, which really are very important as you make the mini-
mum tax a little bit stiffer.

The final two comments deal with revenue considerations and
complexity. I personally do not believe that a minimum tax be used
a8 a means to be a big revenue raiser. It should be used as a fair-
ness issue, the credibility to the system, to make sure all taxpayers
are paying their fair share.

The complexity issue is a very major one because to the extent
you apply it to too many taxpayers, meaning they have a regular
tax system and the minimum tax system, and you are further com-
plicating the system, which means that great care should be taken
to review as to how the whole system is put together with that
taken into account.

At this point, I will conclude.

[The prepared written statement of Mr. Shapiro follows:]
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Mr, Chairman and me&bers of the Senate Committee on Finance,
thank you for inviting me to testify today on the minimum tax as
part of your hearings for fundamental tax reform, My name is Bob
Shapiro, and I am the National Director for Tax Policy for Price
Waterhouse., It is indeed a real pleasure for me to be back in
the chair that I occupied for so many years as a member of the

staff,

Purpose of the Minimum Tax

The question {s often asked whether a minimum tax is good
tax policy and whether it is necessary as part of our tax system.
It is not easy to give 4 definitive answer., A minimum tax clear=-
ly would not be necessary i{f our tax system consisted of a broad
base with low rates. But we do not have such a system, Even
with substantive tax reform, we will continue to provide special
rules for the taxation of certaln sources of jncome and for the

treatment of certain expenses and deductions,

For many reasons, there is a general consensus, which 1 sup-
port, that a minimum tax i{s necessary so that taxpayers will have
faith in the fundamental fairness of the tax system., 1t is in-
tended to assure that high-income taxpayers pay their fair share
of taxes -- that is, to prevent taxpayers from stacking up sev-
eral of the special incentives and thus reducing their tax burden
to an unacceptably low level or possibly avoiding tax liability

altogether,
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Even in the context of thorough tax reform, many of thesé
special rules and exceptions to full, current taxation of incomé‘
will continue to be accepted as useful or necessary, Neverthe~
less, Congress must continue to prevent any particular taxpayer
«= individual or business -~ from combining these special provi=
sions or using any of them to such an extent that their tax lia-
bilities are reduced below some minimum level. That minimum
level, in the case of individuals, is perhaps the rate that would
be patd by a moderate income wage earner, who has little prefer-

ence i{ncome and who does not itemize,

Thi§ is not a question of which preferences one may like or
dislike =~ all of these special rules have been enacted in the
tax gystem tor a specific reason, A minimum tax {8 not an attack
on tax preferences, but rather is used a8 a4 means to prevent any

taxpayer from not paying a tailr share of tax.

Thus, {t i{s necessary that a ﬁinimum tax be fncluded in the
Code to maintain the credibility of the system, not because the
regular tax is necessarily faulty, but because the regular tax
cannot deal with each situation. A pretervence that is desirable
in moderation may not be acceptable when used excessively because

excess violates the fundamental fairness in the tax system,

The question {s often raised as to whether a minimum tax is
appropriate for both individuuals and corporations. In my view, a

strong case can be made thar a minimum tax for individuals is
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appropriate and necessary to make sure that-all individual tax-

payers are perceived as paying their fair share of taxes.

In the case of corporations, however, a "fair" share of taxe
es is a more difficult concept., Although the same basic policy
argument may be made for corporations, they do have the ability
to plan their affairs in many cases with more flexibilicy than
individuals in order to deal with the minimum tax. At the same
time, corporations are subject to fluctuations in income, includ-
ing possible net economic losses. These considerations make the
design of a minimun tax, especially an "alternative" minimum tax,
much more difficult for corporations. For example, a major way
that a corporation can avoid it ts to enter into 4 consolidation
of differently situated companies, Thus, a corporation that is a
low effective rate taxpayer and is on the minimum tax may be ens
couraged to merge with another corporation that {8 a high effec-
tive rate company in order to avoid the minimum tax on & consol=
fdated basis. There is some concern that a minimum tax could

actudlly encourage tax-oriented mergers,
Background of the Mintmum Tax

The minimum tax was first enacted iu 1969, as a cornerstone
of that year's Tax Reform Act, At that time, the congressional
tax-writing committees were concerncd about the number of highe
income taxpayers -- individuals and corporations -- with little

or no tax liability as a result of various tax provisions,



Congress reviewed the existing Code preferences to determine
whether they were still appropriate and necessary. Where they
could no longer be justified, they were repealed. To the extent
Congress determined the provisions served a necessary purpose,

but were excessive, Congress cut them back.

In some cases, the use of modified or retained provisions
still could produce little or no tax liability for certain taxe
payers. In order to increase fairness, the concept of a minimum
tax was designed as a "backstop” to the regular tax system, The
minimum tax in 1969 was not designed as a revenue~raising mea-
sure, but rather as a means to deal with equity and the credibil-

fty of our tax system,

Since 1969, the minimum tax has been modified on & number of
occasions, In 1976, Congress again sought tax reform and the
minimum tax was stiffened and expanded to spply to many more
people, Two years later, {n 1978, Corgress was concerned about
the high eftective rate on capital gains which, i{n the extreme
case, could have reached almost 50 percent., Congress also was
concerned about the e¢ffect that the minimum tax had on capital
formation in_ general. As a result, Congress decided to provide
more incentives for investment and determined the minimum tax was
a disincentive in its present form, thus modifying it to reduce

{ts overall impact.
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Since that time, Congress has broadened the minimum tax Qnd

strengthened it in both the 1982 and 1984 tax Acts,

Current Proposals

Attached to my testimony is a chart prepared by Price Water-
house, summarizing current law provisions and various minimum tax
proposals which have been introduced in the 99th Congress. This
chart has not been upaated to reflect the options now under con-
gsideration in the House Committee on Ways and MeansT Nor does it
reflect a version of minimum tax first offered last year by Sena-
tor Chafee and Representative Stark which would disallow a per-
centage of certvain current law provisions ~-- deductions, credits,

and exclusions,

The various proposals currently under consideration would,
in large measure, make the minimum tax a very substantial tax.
1t would become a very significant revenue-;aising structure,
more than just a4 means to ensure taxpayers pay their fair share

of taxes.

Congress must determine its desired purpose for the minimum
tax, how it may affect various taxpayers (both individuals and
corporations) and to what extent any cutbacks in a particular
preference or the combination with the inclusion of that-prefer-

ence in the minimum tax would discourage the desfred activity.
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Specific Considerations

nadd-on” vs. "Alternative” Minimum Tax: Another issue that

comes into play is whether the minimum tax ghould be an "add-on"
minimum tax or an "alternative" minimum tax, In 1969, Congress
enacted an add-on minimum tax, believing at the time that it was
appropriate that taxpayers should pay their regular tax and an
additional minimum tax on the sum of their preference items.
That philosophy shifted in 1978 with respect to individuals,
where it was believed that an alternative minimum tax -- whereby
an individual would pay the greater of his regular tax or the
alternative minimum t;% -- was a more appropriate concept. At
the same time, the "add-on" minimum tax was continued for corpor-

ations.

The "alternative minimum tax" is the approach that is the
most consistent with the concept of~§ minimum tax as a backstop,
rather than as a revenue raiser. With this concept, the Code de~
fines two different definitions of taxable income and, in effect,
two different tax returns, although there may be many common
elements between them. The taxpayer computes both taxes and pays
the larger one. Provided that the "minimum tax return" is a full
and accurate reflection of current income, the taxpayer will pay

at least the rate of tax chosen as the minimum level,

The various proposals being advanced this year propose 4&

shift from the "add-on" to an alternative minimum tax in the case
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of corporations as well. In the context of today's approach to
tax policy with respect to tax reform, it appears to be appropri-
ate for the alternative minimum tax to be applied in the case of

corporations, as well as individuals.

Structure of the Minimua Tax:

The three major elements of the minimum tax are the exemp-
tion level, the tax rate, and the base, which includes the pref-
erence items. The philosophy of the minimum tax would affect all

three in varying degrees, depending on the cobjectives of the Con-

—

gress,

Exemption Level: The exemption is used to target the minimum
tax above a certain level so that taxpayers below that level need
never compute the minimum tax. Presently, the exemption is at a
$40,000 level for joint returns, and a $30,000 level for single

returns.

If a reduction in the exemption level for the minimum tax is
used as a means to raise revenue, the consequence would be to im-
pose a minimum tax on people at lower income levels and require
many more taxpayers to compute the minimam tax. This would have
two effects. First, it may affect people at income levels wﬁich
should not be subject to a minimum tax and, second, it would add
a significant amount of complexity to the tax system. This is
because many would be required to compute the minimum tax, even

if they are not required to pay it.
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Rate: The rate of the minimum tax should be set with two
purposes in mind. First, it should be set high enough to assure
that all taxpayers are, in fact, paying what would be perceived
to be a fair share of taxes. At the same time, it should not be
so high as to negate the desired effects of the special incen-
tives put into the law to accomplish certain economic, social,
and other goals. Also, {f the minimum tax rate is too close to
the marginal regular tax rate, it would appear that the addition-
al complexity of a second tax system (the minimum tax) would not

be worth the effort.

The rate will also determine the appropriate amount revenue
that should be generated from a minimum tax. This raises the
fundamental purpose of the minimum tax. That is, should the min-
inum tax be used as a means to ensure all taxpayers pay their
fair share and then designed accordingly,” or ;hould the minimum
tax be used also as a revenue-raising measure which is adjusted

to bring a certain revenue level?

The original design of the minimum tax was for the former,
that is, to provide credibility to a tax system which allows
special preferences for certain goals, but at the same time to
make sure that all taxpayers pay their fair share of taxes.
Today, it seems that the minimum tax is beiug looked to equally
as a means to raise substantial revenues, as well as to ensure

that all taxpayers pay their fair share.
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It is my view that revenue considerations should be second-

ary; the main thrust of a minimum tax should be to ensure that

taxpayers do not escape a fair level of taxation.

Preference 1ltems Included in Minimum Tax Base: The third

major element of the minimum tax is the base -- what preference

items should be added back for purposes of minimum tax liability?

For a variety of reasons, Congress has chosen to provide
special rules about the taxation of certain sources of income as
well as the treatment of certain expenses and deductions relating
to various economic activities, preferring to tax some of them
less than others where it was believed it was appropriate. Of-
ten, the purpcse is to provide incentives for activities that are
in the broad national interest, such as home ownershlp, retire-
ment savings, the development of domestic energy, research lead-
ing to new technology, or investment in industrial capacity. In
other instances, special provisions have been adopted to allevi-
ate potential hardships that may be caused by full taxation or to

simplify accounting.

The main purpose of the preference item ~- to encourage cer-
tain types of activities -- should be reviewed to consider the
effect of both the regular tax and the minimum tax as to whether
the degsired effect is still available. That does not necessarily
mean that the items should not be part of the minimum tax, but

rather that the amount subject to the minimum tax could be re-
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duced to some extent, dependiug upon the policy objecciveé’desir-

ed by the Congress.

The laundry list of preference items either subject to the
present minimum tax or considered for addition to the minimum tax
is welllknown. These are items that have been debated as far
back as my earliest days with the' Congressional staff. The con-
sideration of these items should take into account the comments 1
made above with regard to the desired objective of the minimum
tax. That is, it should assure that all taxpayers pay their fair
share, while at the same time taking inro account any considera-

tion of using the minimum tax as a means to raise revenue,

Other Consgiderations:

Complexity: We should not lose sight of the fact that a
minimum tax adds considerable complexity to our tax system. Not
only is it a separate system of taxes both for individuals and
corporations, but it has different rules for determining the tax
base from the regular tax in many.situacions. In addition, a
minimum tax encourages taxpayers to go to great lengths and to
use outside professional advice in many cases to make sure that

they are subject to the regular tax, rather than the minimum tax.

In fact, it is evident that the minimum tax-can put 4 pre-
mium on careful tax planning which often has very little other

economic purpose. The minimum tax is a limitation the use of tax
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incentives, But "limitations" very often have a way of becoming
"targets.'" The normal operation of markets tends to drive down
the pre-tax yields of investments or activities that are associ-
ated with tax incentives. These investments remain attractive as
long as the incentive is effective, but the attractiveness ends
once the minimum tax level has been achieved. Hence,-the objec-
tive of tax planning becomes an attempt to match the minimum tax
liability with the ordinary tax liability in every year if pos-
sible. This practice helps to sustain the purpose of the tax in~

centives, but it can use up a4 lot of scarce talent in the pro-

" cess.

On the corporate side, one of the most common tax planning
devices is merger. An alternative minimum tax can add to the
current vogue for mergers. Suppose in the absence of the minimum
tax that one corporation can achieve an effective tax rate of 15
percent, while another, in an entirely different business, 1is
taxed at 35 percent., If thev have equal incomes, a minimum tax
of 25 percent would raise their combined average tax rate, as
separate taxpayers to 30 percent. As a single consolidated tax-
payer, however, the minimum tax would not apply and the merged
company would pay tax at only 25 percent. One thing that we have
learned lately is that the capital markets can induce mergers to
occur as a consequence of quite subtle advantages in financing or

taxation.
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Many more taxpayers are affected by the minimum tax than
simply those actually paying the minimum tax. If a taxpayer may
be close to a minimum tax situation, many times he is able to
take certain measures in order to avoid the minimum tax and actu-
ally pay only the regular tax, but at a level at or just above
the minimum tax level. Meanwhile, he may have expended an enor-
mous amount of time in a painstaking exercise to plan his affairs

to avoid a minimum tax situation.

. While I believe that the concept of a minimum tax adds con-
siderable complexity to the Code, 1 believe that any complexity
resulting from a properly designed minimum tax structure is the
price we must pay to ensure that individuals and corporations pay

their fair share of taxes.

Minimum Tax Carryovers: Some would argue that minimum tax

liabilities should be viewed on an annual basis, so that any min-
imum tax that may bte due should apply to that year alone without
taking into account any future lfability tax consequences or past

losses.

This is an especially harsh judgment in the case of corpora-
tions. Corporations may be in business cycles or in development
plans which would significantly affect their income from year to
year. In these cases, they may accumulate certain preferences in
one year that may not apply in other years, or alternatively,

their incomes may be greater or lesser from year to year depend-
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ing on business circumstances. In fact, corporations may very
well be in real economic loss situations from year to year, in
addition to the preference items that they may have. An alterna-
tive minimum tax can produce the result that those with fluctuat-
ing incomes pay more tax over several years than those with
steady income. Switching back and forth between the regular tax
and the minimum tax may produce a higher tax burden than staying

on one tax or the other.

It is also important to avoid "overdoing it" by taxing the
same income in different years. Inevitably, many of the differ-
ences between the comprehensive minimum tax base and the ordinary
tax base will be differences of timing, Deductions for deprecia-
tion will be accelerated for the regular tax but not for the min-
imum tax, drilling costs may be expensed in one and capitalized
in another, profits from contracts may be deferred until comple-
tion for the regular tax but taxed as earned under the minimum

tax.

The real issue in these "deferral" cases 1is whether a tax
should be applied now or later. 1f one always pays the larger of
the two taxes each year, however, the tax on these items may be
paid now and later -~ first when the income accrues and again
when the same income is realized for the regular tax., It has
often been proposed that this problem be solved by allowing the
taxpayer to choose to use the minimum tax definition for the reg-

ular tax. This solution is technically clever, but it may re-
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quire very sophisticated tax planning on the part of the taxpayer
to determine whether the future switch from the minimum to the

regular tax is likely to occur.

The minimum tax under consideration by the Ways and Means
Committee does prowvide that the amount of the minimum tax liabil-
ity may be carried forward as a credit against regular tax lia-
bility in other years. In the case where there is a higher rate
for the minimum tax and where the minimum tax is perceived to be
more of a revenue-raising measure than in the past, it certainly
would appear that this type of carryover provision is appropri-

ate,

Corporate Tax Preference Cutback: In the case of corpora~

tions, Congress in 1982 enacted section 291 of the Code, which
imposes a cutback on the use of certain corporate tax preferences
for regular tax purposes. Adjustments are made to the corporate
minimum tax to prevent the combination of that tax and the cut-
back provision from unduly reducing the tax bhenefit from a pref-
erence., An argument can be made that it would be better to use
the cutback approach by taking a larger percentage off the avail-
ability of the particular tax preference than to use a minimum
tax in the case of corporations. On the other hand, this ap-
proach would not deal with the concern of a taxpayer stacking too
many preferences and thus offsetting its tax liability to an un-

acceptably low level.
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Prospective Treatment: Any time there is a significant

change in the minimum tax, particularly where new preference are
added to the mwinimum tax base, a very important question arises
as to the applicaticn of the minimum tax on a retroactive basis,
When taxpayers made certain investment decisions that took into
account preference items that would affect that decision, it is
not appropriate to cowe at a later date and apply a minimum tax
which may have a significant effect on the decision that was made

in a prior year,

The fair-share concept is very important but, at the same
time, it is necessary to recognize that taxpayers do have a right
to rely on the tax law as it existed when they made their invest-
ments at an earlier date, taking into account the preference pro-

vided by Congress at that time to encourage those incentives.

1 am pleased to have had the opportunity to testify before
the Committee this &orning on the minimum tax. During my 15
years in a tax policy role with the Joint Committee Staff, I have
followed the development of the minimum tax in every one of the
major tax bills. I have seen the philosophy and concepts change
from time to time, depending on the goals sought by Congress at
that particular time. It is clear that the structure of the
minimum tax is very much affected by the mood of the Congress in
connection with the tax effort that is being undertaken, The

mood of the Congress presently appears to be directed toward
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using the minimum tax in large part not only as a backstop to
ensure that all taxpayers pay their fair share, but also to a
heavier extent as a means to raise revenue to accommodate some of
the rate reductions that are associated with this tax reform

effort.

Congress should take care in responding to the pressures to
raise revenue with a minimum tax, It is important to avoid the
complexities, potential inequities, and loss of incentives that
can occur with a minimum tax that has high rates and low exemp-

tions, basically to raise revenue.

if 1 can be of any service to the Committee or the staff
during your consideration of this tax reform effort, particularly
in consideration of minimum taxes or in any part of your tax re-
form deliberations, ! would be pleased to provide such assist-
ance. Again, it has been a pleasure to be before you again this
morning. 1t brings back many fond memories of the years I sat in

this chair under different circumstances,
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real property (Ingi-
vidual and Corporate)

Sec. 167
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on a straight-line recov-
ery method using an ex-
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Curreat Lew
Sec. 616/617
Ruing and exploratics
sad  devel coats
I52(a)(3)]
Preference equal to the
amount  deducted under

$8616(a) and 617 over
that allowed as a rat-
able deduction over L0
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Ctrculation expesdi-
terea [S57(a)(6)]*
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ADMINISTRATION
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a 10-year period (1)

Not  tncluded

* Current afnimus tax prefcrence 1 ea.
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Code Soction &
Curreat law
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changed for gepletatic
property placed (n ser-
vice betore 1980; far
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erence egqual to the ex-
cesw percentage “eplation
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would have bern allowed
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For catporat:one, a pret-
erence equal to the tn-
come eftectivelv uatawd
due fo preteremtia: caph-
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tadividuain, the net (ap
teal gatn deduction (1)

Retatned wnmi hanged  (for
roncorporate  laxpavers
waly) (1)
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applicadle to  corpora-
tions, with preference
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Retained
todtutduata, ot i ated
T T corpoaraitons (1Y

inchanged  tor

Geratoed e hasged  §iar
RS SEPoT AL e TARpavers

waly: o1}
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corpura-
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Retatned unchanged
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Not Inciuded
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puted on a atraight-Iine
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KR 24246

Provieton
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Ret 1taed unchanged (1)

Retatned unchanged ! (for
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Code Seztice &
Qorrent Law

Sec. 158

Accelerated cost recov-
ery dedectica
[57a)(12)1%

Sut recovery property
texcept  iM-year real
Property and low-income
housiang} subject tu a
leare, & preference
rquai to the excrss of
ACKN  deducttons  over
wrat would be aliowed
on 4 mtratght-line
basis over an extended
o ot up te 27
years tor 1S-year pub-
ty  property
“nlv)

For LS-ovear real prop-
erty  and  lew-i{ncome
heusing, a4 pretetence
vausl Lo the  wxcess
ACRS  deducticn over
what wuuid be aliowed
wn A straight-ltae
baxfx  (Individual and
Lorparate)

ADMINISTRATION
May 1985

Provistice

Retalned unchanged for
recovery property which
1s etther 15-year or 13-
year resl property, or
Tow-1ncome houming, for
teal property subjest to
CCRS, a preterence equal
to the amount by which
the CIRS deduction ex-
coeds  the depreciation
that would have been al-
loved under rules similar
ta  the November 19Mi
Treasury proposal (1)

For  leased  propertv
pilaved in service beture
11785, the cutteat pr>
viaton {a retatned ua-
changed tor tadtvtduais
and  applicahle only ¢
corporations  which are
pernonal holdtag compan-
tes (PHCa). for leased
personai property placed
1n sezvice atter i98%, a
preterence for ladfvid-
vals and PhCx equal to
the amount by which the
CCRS  deduction  exceedn
the deprectstion  thit
would have been allowed
under rules simllar t.
the Novemher 19Ra Trea
sury proporal

Not tac luded

Current afnimes tax preference §tem.

{17 Preterence also spplicable ro individuals.

MINIBRON TAX PREOPOSALS

Cartent  provistes  made
applicable to corpora-
tions aad sittted to tn-
clude exceas ACRS on all
Tecoverv  property.  the
COMPATLBON LmCOVETY per-
fod Tor computing the ex-
cess 1a increased for all
~lakSes Ol [rcovers prop
ety to thelr preseat-law
$1i2e) eatnings anyg
protits llves {*rre
vears tor l-vear propertv
Ta Wt years tor 8-veasr
teal property aud fow-i.
Coms Bowstog) (1)

Nt ineladed

Same  ax  Mownthan,  bet
with sharter comparisan
ttves tor .nmputing the
exiess deductions - the
tesovery pertod tor low-
triome housing wouid be
Incressed trom 1S years
to 1% years, other real
Properry  remstos  at (%
years

et fne Luded
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Peovt

Curreat

vrovision made

applicable to  corpora-

tione

Nat

tacluded

Provistos

Curreat provision wodf-
tied to tnclude excens
ACRS  on  all recovery
prapecty and extended to
corporations as well as
tndividuals; the exceas
ACRS  1s  calculated by
teference to the deduc-
tion that would be avati-
able using the stratghc-
Hne amethod over tLhe
property‘'s preceat class
151e  {an  detined 1n
$168(g)(2)] o 12 years
1f none, tor real prop-
erty, the excess would be
based on an extended 40—
year recovery period (1)

A preterence equal to all
tax-exempt {ncome receiv-
#d or accrued on newiy-
1asued tax-exempt securl-
ties (1)
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Code Section &
Ourrent law

Sec. 133

Interest excluded om
losos ssed to acquite
employer secarities for
£SOPs

Sec. 163
interest expense deduc-
tioa

Sec. 170
Charitabie contribu-
tioas

Sen. A7

name expenditures

ADUBISTRATION
Hay 1985

Provieics

I Not tncluded

A preference equal to 25%
of the deduction far in-
terest expense for the
taxable year (reduced by
taxahle {nterest Income
for such year). but not
in excess of tha amount
(1f any) by which the de-
duction silowed under
CCRS for each item ot
persana) property placed
in  service after 198%
{but, tn the case »f per-
sona] holdtng cowpanies,
only 1f such property is
not subject to a lease),
exceeds the deduction
that would heve been al-
lowed under tules similar
to the November .98«
Treasury proposal

A preference equal ta the
excess of  charitable
contribution  deduction
ullowed over the donor's
basis in the donsted
property (1)

Not included

€1} Preference also applicable to individuais.

HIKLINUN TAXI PROPOSALS

nOTWIdAN ENTSEN
5 5% 5973
Provtstos Provisios
A preference equal o ex- Mot tacluded

cluded fnterest iacome
Tecetved on loans ta ac-
quire’ employer mecurt-
ties

Not 1nc luded Not io fuded

Not 1ncluded Nt 1o luded

A prefetence equal to the
ancunt allowed as a de-
duction under $177 (1)

Same as Moynthan
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Provision

Not tncluded

Mo inrluded

Noil facluded

Not tacluded

Provisfon

Not facluded

Not included

Koz included

Not iacluded
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Code Sectioa &
Current Law

Sec. 182/19%
Reforestation aad land
cleariag expeoses

Sec. 18%/312
Coastruction period
carryisg cherges

Sec. 193
Tertiary fajactant ex-
peasce

Sec. 248
Organizatiooal expendt-
Tures

Sec. 265

Certain 1isterest ex-
pease where taxpsyer
bas tax-esempt income

coatract
wetbod of eccounting

Sec. 433
Cafa om $ostslliment
sales

€{i) Preference alsc appifcable 1o indfvrduals.

ADNINISTRATION
Moy 198%

Provision

Not 1aciuded

Kot included
Not included
Not ir. juded

Nt e fuded

Not included

Not included

NININUKR TAX PROPOSALS

MOTHIRAR
S 3%

Provision

A preference equal to the
amount  deducted  under
$$1R2 or 19 (I}

A preference equal ta all
interest, property taxes,
and sinilar conatcuction
costs feducted tor e
year (1)

A preterence equal to ex-
cess o! the amount deduc-
ted over the strstght-
line smount based on a
2o month amortizating
period (1)

Not lacluded

A preterence equal to ta-
tereat expense patd or
accrued, but not to ex-
cead annual tax-exeapt
toterest income reduced
by anv fnterest deduction
torgone under $265 (1)

A preterence equal to the
excens uf taxshle lacome
that would have been re-
ported under the percent-
age of completton method
ot sccounting over the
taxpayer's Caxable fncome
tor the year ()

Noi tacluded

RExTSEN
S 973
Provistos

Kot tncluded

Same as Kovathan

Not 4 acimted

A preferenie egqual T the
asouat deducted under the
op:tonal bU-sonth amorti-
zatton praviston ot $248

A pretetence equal to s
specifierd percentage of
tateTear expense deter-
mtned by the ratto of
tax-exempt receipts over
Rross receipts, apatled
on 8o attilisted group
basts

Same as Moynthan

Not iacluded

Copycight © June 1985 by Price Maternowse

S 683

Provistion

Not tncluded

Not tncluded

Mot included

Not (nciuded

A preterence equal to the
deduction currently per—
mitted under ¥26%(2) for
floanctel inatttutions
with respect to interest
received on  tax-exempt
oeligations

A preference equal to the
deductlion for “certain
1adirect costs™ to the
exteat that 1t exceeds
the amount thet would
have been allovable ff
such costs had been capi-
taltzed and deducted un-
der the “progress payment
method™

Not tocluled

SaIER
WR 2424
Provisics

Not tncluded

Not included

Not tacluded

Not ncluded

A preference equal to the
deduction allowed finan-
ctal fnatitutions for ja~
terest expense lucutrred
t2 purchase or carry tax-
exempt obligations Issued
after date of enactwent

Same as Moyn{han

A prefecence equal to the
amount of gain deferved
on sales during the yesr
through use of the fn-
staltment method (I)
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Code Sectiom &
Curcent law

Sec. 806(a) & (b}
iife issurasce compavy
dedactions

Sec. 923

Exempt foreign trade
facome

Sec. 127201274
Origlasl lesve Discoust
(010)

Sec. 266 of EXTA
Motor carrier operating
authorities

“loside  beiidup” of
lite issursace coe~

tracts and amulties

Shippiag incowe

(1) Preference atso appitcable to individuals.

ADNINISTRATION
May 1955

Provision

Not 1ocluded

Not (ncluded

Mot taciuded

Not fncluded

Not tncliseed

Rot fncluded

KRIEINDON TAZX

PROPCSALS

MOYRINAN
S 596

roviston

A preterence equal o the
deductions allowed under
$808(a) & (B)

A preterence equal to the
excluded FSC tocowe «fter
copitcation of the cur-
tear  preference cuteack
raies ot $201

Nt tacluded

30t included

Net tnc laded

A pretereace equal to the
annual fncome and iapttal
galaa tacreases 1n e~
seive and capteal coa-
structton ftunds estab-
lished undec $85i1 and
607 ot the Merchaat
Macrine Act (1)

Provistos

Same as Movelhan

Same ve Moynihan

Nor ing tuded

Not included

Same as Moynihan

Copyright © Juae 1985 by Price Materhoune

S 663
Provision

Mot tncluded

A preference equal to the
‘fucrease {n accumulated
0ISC or FSC tncome for
the taxable vear™

With respect to issued
CID bonds, the excess ia-
tereat deducted under the
ratadble accrual aethod
over what wouid have been
deductible under an eco-
nomlc  Accrual concept
[proviston may be sirick-
en as unnecessary after
DEFRA}

A preference equal 2o
awcunts  deducted under
§266 of ERTA

Not fncluded

Same as Moynihan

HR 2424

Same as Moynihan

& preference equal to a
FSC's  exempt  foretga
trade income under
$923(a)

Not Iacluded

Not iacluded

A preference equal to the
exceas of the mum of any
change in cash surrender
valve, withdrawals, Cthe
cont of citrent tnsurance
protection, and policy~
bolder dividends paid
during the year over pre~
miums psid durtng the
year (1)

Same as Moynihan, except
not applicabdle to amounts
earned on funds deposited
1a a capital constructlon
fuad defore 5/8/8%

]
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Senator MoyNIHAN. Two excellent points. Speaking as someone
who is not a lawyer—and we have two law professors with us
today—could anybody explain to me the difference between ‘law’
and ‘equity?’ Apparently we have two systems of law. I always
thought we had only one.

I would reiterate Mr. Shapiro’s view that we should not extend
the minimum tax to so many taxpayers that we have, in effect, two
tax systems, perhaps not all that far apart—as could occur if mar-
ginal rates are reduced even further.

Mr. Suariro. Well, Senator, as you know, this whole effort start-
ed with simplification.

Senator MoYNIHAN. Yes, something we last saw perhaps 1,700
pages of the Tax Code ago.

r. SHAPIRO. That’s correct.

And at this point when the rates were at a very high level, when
they were at 70 percent, when the minimum tax first came in, the
corporate rate was 46 percent. When you had a 10-percent and a
50-percent rate, you had it, depending on where the exemption
level was, you were focusing on preferences of people who really
avoided paying their fair share of taxes.

As the regular rate comes down and the minimum tax rate goes
up, and exemption level is reduced and more preferences are
added, you are coming very close to having two systems that man
taxpayers would have to fill to see which is the greater tax, and it
adds in complexity. And that is a factor that has to be taken into
account.

Senator MoYNIHAN. Gotcha, gotcha. Let’s go on from there.

Professor Graetz of Yale. Welcome, sir.

STATEMENT OF PROF. MICHAEL J. GRAETZ, PROFESSOR OF LAW,
YALE UNIVERSITY, NEW HAVEN, CT

b Pl:ofessor GRAETZ. Thank you, Mr. Chairman. It's a pleasure to
e here.

My involvement with the minimum tax began with my time at
the Treasury Department in 1969 when I worked on the provisions
that ultimately were enacted as the first minimum tax, and 1 have
been concerned with minimum taxes ever since.

Let me say that the 1982 amendments to the individual mini-
mum tax, it seems to me, restored much of its original concept as
providing an insurance mechanism that high-income individuals
would pay some tax. I think there are improvements that could be

made to the individual minimum tax, but it seems to me that the .

ai)propriate structure of the individual minimum tax is now in
place. e

I have never been a fan of add-on minimum taxes. I think théy o

were added on the Senate side in 1969 largely because——
Senator MoyNIHAN. Would you mind defining “add-ons?”’

Professor GRAETz. Well, an add-on minimum tax, such as now.ap-

plies to corporations, is a minimum tax that applies in addition to
the regular income tax, whereas an alternative minimum tax, is
one that applies in lieu of the regular income tax, and applies only

when the minimum tax would be higher than the regular income

tax.
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So I think what I will do is devote my time to the corporate mini-
mum tax, although my statement includes some discussion of the
individual minimum tax as well.

I think in the individual minimum tax there really are only two
things that really need to be considered. One is whether there are
additional items that should be added to broaden the mimimum
tax base that are not now included; and, second, whether there
should be some mechanism added to the individual minimum tax
to limit tax shelter losses. But I will save those issues until our
panel discussion.

Let me turn to a corporate minimum tax. Inherently a corporate

-minimum tax is less defensible in theory than an individual mini-
mum tax because a corporate minimum tax does not link as direct-
ly as an individual minimum tax to low-tax, high-income taxpay-
ers. The shareholders of the corporation determine whether the tax
will be paid by high- or low-income shareholders.

That is one of the reasons that the Treasury in 1969 did not rec-
ommend a minimum tax for corporations and one of the reasons
that the minimum tax for corporations has been something of a
stepchild of the minimum tax debates. It seems to me that we are
now at the point where there are so many ways for corporations to
avoid tax that the spectacle of high-income, low-tax corporations is
no longer acceptable within the Federal tax system. Therefore, we
need to do something directly to respond to that problem.

The something, it seems to me, is necessarily an alternative min-
imum tax for corporations. It is true that an alternative minimum
tax creates certain inefficiencies. You will hear from many econo-
mists that a corporate minimum tax will mean that some taxpay-
ers can use preferences and others cannot and that that is eco-
nomically inefficient. And you will hear that a minimum tax says
to taxpayers: Use tax loopholes and preferences that we have pro-
vided against the top rates, but when they become cheap to the
Government, say, down at a 20- to 15-percent level, you must stop
using them, and pay a minimum tax.

Nevertheless, I think that a minimum tax is essential for fair-
ness purposes, and we will have to accept the inefficiencies that
might result from a minimum tax.

Let me make three points about the structure of a corporate
minimum tax that have not, generally, been made, to my knowl-
edge. First, all of the proposals that I have seen begin with taxable -
income and then add back a list of Freferences. The list of prefer-
ences, as you know, Senator, differs from bill to bill. My suggestion
to the committee is that perhaps you should start with gross

income and then ask what deductions should be allowed for mini- T
mum tax purposes. At a minimum, I think you will find that the .-

corporations will be more helpful to you in pointing out the deduc:
tions that should be allowed than they are likely to be in ﬁointing
out to you the preferences that need to be added back to the base.:

You might get more help from the outside world by starting with . .

gross income.

Senator MOYNIHAN. A voice of experience has just been heard in
this committee room. ‘[Laughter.]

Professor GRAETZ. If I could just make two more peints.

Senator MoyNIHAN. Oh, please.
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Professor GRAETz. | see my time is up.

Senator MoyNIHAN. That’s sort of just a guideline. [Laughter.]

Professor GRAETz. That’s the way it is in my classroom as well.
[Laughter.]

Second, I think the committee ought to give serious consideration
to applying a corporate minimum tax on a line-of-business by line-
of-business basis and not allow the use of losses from one business
to offset gains from another corporation. I know that is a fairly

rovocative proposal, but, at a 20-percent rate, it seems to me that
it might serve to make the minimum tax more effective and could
restrict the ability of corporations—through mergers or through
the creation of tax loss subsidiaries—to avoid not only the regular
income tax but also the corporate minimum tax. )

Third, the committee ought to give consideration to using domes-
tic profits reported to shareholders and creditors for book purposes
as a floor on the minimum tax. All of the public documents that
relate to the public the existence of high-income corporations who
pay little or no tax, use book profits as a measure of income for
that purpose. If the committee structures a minimum tax which
pays no attention to the amount of book income that is reported by
these corporations, then, even after you enact a minimum tax, you
will still have the spectacle of corporations with large amounts of
domestic book profits who pay no minimum tax and no regular tax.

Domestic book profits could be used as a minimum tax base floor
without adding great complexity to the minimum tax since compa-
nies routinely measure book profits for nontax reasons.

The final point I would make is that looking at minimum tax
revenues is deceptive. The minimum tax not only raises revenue in
its own right, but it serves as a floor on the revenues that will be
paid under the regular income tax. There are many individuals
today who pay regular income taxes, not minimum taxes, because
they are very close to the floor. And if you enact a corporate mini-
mum tax, the same thing will be true. It is just an accident of ac-
counting that regular income taxes never count as revenues raised
by the minimum tax. A properly structured alternative minimum
tax that provides a floor to tax avoidance can be an important in-
surance policy in this tax reform effort.

Senator MoyNIHAN. That was a nice point because, as you know,
it has been estimated that the bill Senator Chafee and I introduced
would pick up about 4% billion per year. But what you are saying
is that the true revenue gain would be higher. I believe Dr.
‘Gutman agrees with me.

Dr. GuTMAN. Yes. :

[The prepared written statement of Professor Graetz follows:]
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STATEMENT
OF
MICHAEL J. GRAETZ

Professor of Law
Yale Law School

on the Subject of the Minimum Tax
before the
SENATE COMMITTEE ON FINANCE

OCTOBER 9, 1985

Mr. Chairman and Members of the Committee:

It is a great pleasure to appear bef;te you today to discuss
minimum taxes for individuals and corporations.

The minimum tax is a subject that has concerned me since I
worked for the Treasury Department on the first minimum tax
provisions enacted by Congress in the Tax Reform Act of 1969.
Since that time, the minimum tax concept has frequently been a
tax reform showpiece for leaders of b;th political parties,

The minimum tax for individuals went through three major
revisions since its enactment in 1969. The 1982 amendments to
this minimum tax provision not only restored much of its original
conception, but, as } have argued elsewhere,* also restructured
the minimum tax so that it might become a mechanism for‘easing

the transition generally to a broad-based low rate income tax,

* 1 made this argument in an article that appeared in the
University of Southern California Law Review entitled "The 1982
Minimum Tax Amendments as a First Step in the Transition to a
‘Flat Rate' Tax," 56 S. Cal. L. Rev. 527 (1983).
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In contrast, the corporate minimum tax provisions have never
quite overcome their uncertain beginnings; they are not yet
capable of serving their necessary protective function for the
corporate income tax, nor are they so designed to create a
satisfuctory transitional mechanism for moving to ﬁ broader based
lower rate corporate tax., There is far more work needed to be
done by Congress with respect to the corporate minimum tax than
the individual minimum tax.

Before turning to specific minimum tax issues, let me
briefly review the juatification for and inherent weaknesses of a

minimum tax provision, .

Absent a Comprehensive Tax on Economic Income, Oply Individual
and Corporate Minimum Tax Provisions Can Protect Against
Widespread Perceptions that the Income Tax is Unfair.

Minimum taxes serve to bridge two conflicting goals which
characterize our income tax.

If the income tax were limited to its principal function,
and simply taxed individuals and corporations in accordance with
their economic income, so that taxpayers with similar amounts of
income routinely paid similar amounts of tax, there would be no
need for a minimum tax provision.

As ve all know, however, the ifcome tax is also routinely
used as an instrument of economic and social policy and provides
a wide variety of incentives or "tax preferences” for particular
kinde of activities. An income tax which provides even a limited
number of special exclusions, deductions and tax credits that

enable taxpayers to reduce taxable income below their net
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economic income and their tax liabilities below that paid by
taxpayers with similar amounts of economic income will
necessarily produce large :ax_te§uctions for corporations and
individuals who take great advantage of tax preference
opportunities. This, in turn, produces the spectacle of
significant numbers of high income individuale and corporations
paying little or no tax.

In 1969, Secretary of the Treasury Joseph Barr's
announcement that 154 taxpayers with $200,000 or more of adjusted
gross income paid no income tax generated more letters to the
Congress than were received that year on any other subject,
including the war in Southeast Asia. However, the phenomenon of
high-income-low-tax individuals and corporations seems to have
lost much of its power as a galvanizing force of public-support
for tax reform. Today such announcements are not met with
spontaneous public outbursts of dismay and rage.

For example, the recent report that 129 large corporatioas
paid no income taxes in at least one of the four years from 1981
to 1984 -- even though they earned a total of $66.5 billion in
pre-tax domestic profits in the years they paid no taex -- did not
seem to produce a grass roots groundswell for tax reform. The
public today seems almost to expect news of this sort.

Many observers of the tax system, including several former
Commissioners of Internal Revenue, seem to believe that, rather
then writing their representatives and senators, the citizenry
nov expresses its outrage at the unfairness of the income tax by

finding ways ~- both legal and illegal <~ to reduce their own tax
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burdens.

Regardless of the actions of the populace with respect to
‘ such news, the Congress can take only one action to prevent
individuals and corporations paying little or no taxes on
significant amounts of econromic income., That is to enact
effective minimum tax provisions that ensure that both
individuals and corporations with substantial amounts of economic
income will pay at least some minimum amount of income taxes as

their contribution to the financing of govermment.

A Minimum Tax Necessarily Produces Certain Inefficiencies -= This
is a Necessary Price for Improving the Public's Perception That

the Tax System is Fair.

A minimum tax is necessarily a compromise between completely
eliminating tax preference provisions from the income tax and
allowing them to be used without limitation.‘ As such a
compromise, a minimum tax necessarily entails costs.

You will hear that the minimum tax produces economic
inefficiencies. This is true. A minimum tax provision
necessarily discriminates among those individuals and
corporations who remain eligible to use tax preference provisions
without incurring its costs and those who are considered already
to have enjoyed enough tax reduction through such preferences and
therefore will be precluded further from using preferences
without paying a minimum tax.

The most obvious inefficiency inherent in using a minimum
tax to combat the problem of perceived income tax unfairness is

that the governmment, in effect, will be saying to taxpayers:
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”ﬁae our tax incentives and tax preferences when they are most
costly to the govermment, -- when they offset income that would
be taxed at the top rate (today 46 or 50%) -- and stop using
these preferences whe; they would be least costly to the
govermment -~ vhen they would, absent a minimum tax, offset
income that would otherwise be taxed at rates ranging downward
from 207 to zero. Congress simply must accept such costs of a
minimum tax as a necessary consequence of its continuing desire
to use the income tax as an instrument of economic or social
policy.

To be sure, a compromiaelsuch 48 a minimum tax has inherent
weaknesses and inefficiencies. But Congress should be very
cautious about attempting to structure a tax system ~- even for
corporations -~ that is responsive solely to arguments grounded
in considerations of economic efficiency. The decision to tax
income necessarily requires acceptance of someé economic
inefficiency because fairness in taxaticn demands it. On
balance, effective individual and corporate minimum taxes will
strengthen the income tax. Perhaps they will also bring us
closer to the day when the tax will be imposed on economic

income.

The Individual Minimum Tax is in Pretty Good Shape.

Under current law, the individual minimum tax imposes a flat
207 tax on a broadened income tax base and is required to be paid
whenever it exceeds the regular income tax. Persons might

quarrel with the minimum tax exemption level, its.list of tax
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preferences or its rate, but the individual ninimum tax generally
serves to broaden the income tax base to increase taxes of high-
income individuals who Congress has concluded might otherwige
avoid paying their fair share of taxes under the regular income
tax rules.

The individual minimum tax provisions treat capital gains
and ordinary income equally, treat itemized deductions in a
manner generally consistent with broad-based income tax
principles, and restrict significantly the allowance of tax
credits. The minimum tax provisions applicable éo individuals
include many important tax‘deductions and exclusions in the base,
for example, percentage depletion and intang?ble drilling
expenses, mining exploration expenses and accelerated depreciation °
on real estate.

The principal task of the Congress in its current
legislative revision of the individual minimum tax should be to
add a number of currently excluded items to the minimum tax in an
effort to achieve as comprehensive a minimum tax base as is
practical. The most cbvious candidate for imclusion is, of
course, interest on state and local bonds. Such tax exempt
interest was among the items of tax preference in the minimum tax
proposals of both the Johnson and Nixon Administrations in 1969
and vas included as a preference in the House version of the 1969
Tax Reform Act. It was also included as a tax preference in the
Senate version of the 1982 legislation, but has never emerged on
a list of minimum tax preferences apprd@ed by a House-Senate
conference. Without tax-exempt interest in the minimum tax baoe}uu

high income taxpayers are routinely able to avoid paying federal
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income taxes.

Other exclusions and deductions should also be added to
the minimum tax base, but rather than detailing these in my
prepared statement, I shall discuss these in response to
questions. However, one major structural point merits specific

attention. -

Limiting Tax Shelters to Related Income.

The individual minimum tax does not now serve as an
effective limit on the use of tax shelters. This Committee has
before it a number of specific proposals that would address the
tax shelter issue, but it seems to me that, even if a number of
the other specific measures are adopted, one amendment to the
minitum tax deserves serious consideration.

Any minimum tax, if it is to be effective, should limit the
use of losses, particularly tax shelter losses, to of fset
unrelated income. A provision should be added to the minimum tax
that would allow deductions from tax shelter investments, and
perhaps investment losses generally, to offset only income
related to the investment. This approach is now found in the
minimum tax rules that limit deduction of interest to net
investment income, and close analogies are contained in current
lav limitations on deductions for so-called hobby losses and
vacation homes. A general proposal of this sort was included in
the 1973 tax reform proposals of the Nixon Administration, and a
limitation on the deduction of tax shelter losses was contained

" in the House version of the 1976 Tax Reform Act, but no such
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limitation on losses has ever been enacted. Such a provision -~
either under the regular income tax rules or at least in the
ninimum tax -- seems essential to achieve an effective limit on
the ability of high income individuals to use tax shelter losses

to offset unrelated income.

gl

The Mipimum Tax for Corporations Needs Major Restructuring

An Effective Corporate Minimum Tax Hase Become Essential

In 1969, the enactment of a minimum tax for corporations did
not enjoy the same kind of support as a minimum tax for
individuals. Neither the Treasury Departments of the Johnson or
Nixon Administrations had proposed or supported a corporate
minimum tax, and no corporate minimum tax provision was contained
in the House version of the 1969 act. The Senate bill in 1969,
however, did contain the corporate minimum tax provision that .
became the statutory origin of the present law provision., This
corporate minimum tax was enacted principally to make up the
revenue loss that woeuld otherwise have occurred from the Senate's
restructuring of the House minimum tax provisions. As was
originally trué with the individual minimum tax, the corporate
minimm tax is a "add-on" minimum tax, rather than an alternative
minimum tax.

It is true that, as a conceptual matter, a minimum tax on
corporations is not as easy to defend as an individual minimum
tax. That is because high economic income of a corporation doeq

not correlate to ability to pay as readily as does high economic
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individual income. Whether the existence of high economic income
of a corporation that pays little or no tax represents tax
avoidance by high income individuals will depend upon the income
tax brackets of the corporation's shareholders.

On the other hand, widespread avoidance of tax on economic
income by corporations undercuts the basic corporate income tax
function of assuring that undistributed corporate income will be
subject to income tax.

In light of the great flexibility as to the legal form of
- business enterprise that may be selected in this country, it is
essentiasl that the corporate income tax not simply become an
escape hatch for avoiding individual income taxes.

Great concern has recently been expressed about the
widespread variations in effective rates of corporate income tax
-~ variations that occur both across industries and among
companies within the same industry. Indeed, the President's
proposals to repeal the investment tax credit and replace the
ACRS system of depreciation are principally intended as a
response to such disparities. But the combination of ACRS
.depreciation and investment tax credits are not a full
explanation for the wide difference; in effective corporate tax
rates. Variations in the extent of debt financing, variations in
each company's history of gains and losses, and variations in
accounting practices may also produce widely disparate corporate

tax burdens.

These disparate tax burdens among industries and among
" companies within a single industry produce enormous

misal locations of resources that cannot be explained as any sort
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of coherent national industrial policy. Reducing such tax-
induced distortions, and the losses they cause in economic
efficiency, is probably the principal goal of the wide platter of
business tax reform measures now before the Congress. By placing
a floor on the effective income tax rate applicable to corporate
economic income, an effective corporate minimum tax provision
might serve-a significant function in reducing such disparities,

Moreover, the ability of large corporations with substantial
amounts of economic income to arrange their affairs so that they
pay little or no corporate income tax is a major contributor to
citizens' perceptions that the current income tax is unfair.
Regardless of theoretical niceties, it is simply impossible for s
low or moderate income worker to understand why the large corporation
for which he or she works should pay taxes on a huge amount of |
economic income at a far lower rate than applies to the workers'
salaries.

The conditions that today cry out for an effective corporate
minimum tax eimply did not exist to a similar extent in 1969. In
1969, the corporate income tax accounted for about 202 of federal
revenues; by contrast, in 1983, the corporate income tax
accounted for only 6.37 of federal revenues. Opportunities for
corporations to avoid federal income taxes are far more prevalent
today than in 1969. The current corporate income tax is not
projected to produce more than about 10X of federal revenues for
any year for which projections have been made.

The deciining share of taxes paid by corporations, in

combination with widespread reports of huge corporations paying
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little or no tax, accounts to a great extent for widespread
perceptions that the income tax is unfair., The Congress simply
cannot fail to address the problem of corporations with high
economic income paying little or no tax if it is to be regarded
by the American people as having moved in this tax reform
legislation in the direction of genuine income tax reform. In
the absence of a corporate income tax that comprehensively taxes
economic income, a minimum tax on corporations now seems
esecential.

Let me now turn to some of the more important structural

issues in designing such a corporate minimum tax.

To be Effective, A Corporate Minimum Tax Must Be An Alternative
Tax, Not sn Add-On Tax '

The corporate minimum tax is a tax of 15% on certain
corporate tax preferences to the extent that these preferences
exceed the greater of the corporation's regular income tax or
$10,000. An additional corporate minimum tax of this sort serves -
to reduce directly certain corporate tax preferences. The offset
for the corporation's regular income taxes does provide some
linkage with a company's overall use of tax preferences, but does
not provide the kind of direct comnection with a corporation's
overall economic income that would ba possible with an
alternstive corporate minimum tax.

Shifting from an add-on to an alternative corporate minimum
tax now seems to have widespread bipartissn support. Only an
alternative minimm corporate minimum tax can effectivel:y serve .

the function of requiring corporations with significant amounts
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of ecomomic income to pay scme minimum share of income taxes and
thereby serve the function of setting a floor on corporate tax

avoidance as & way of redressing widespread perceptions of income
tax unfairness. An add-ou corporate minimum tax is simply not up

to this task.

Constructing An Alternative Corporate Minimum Tax
This comuittee has before it a variety of specific proposals

for structuring alternative corporate minimum tax provisions,

including one by the President. I shall not in my prepared
statement today attempt to discuss these proposals in any detail,
nor shall I attempt here to delineate a list of corporate tax
preferences that I would consider most appropriate for inclusion
in an alternative minimum tax. I will be happy to answer any
questions that the committee might have in this regard. 1 do,

however, wish to raise some general structural issues here.

Ihe Corporate Minimum Tax Base Should Be As Broad As Is

Practical.

To be effective, a corporate minimum tax must necessarily
cast a wide net. Even if there exists legitimate dispute about
vhether s particular corporate tax provision should appropriately
be labeled a tax preference, the fundamental principle in
structuring a corporate minimum tax base should be inclusion
unless there is a compelling reason for exclusion., This means,
for example, that -- regardless of the compromises adopted for

purposes of the regular corporate income tax -- deductions for
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business entertainment, business meals, and business travel
should be severely curtailed under a corporate minimum tax,

Moreover, the President's proposal seems correct in its
conclusion that the problem of de\bt financing by corporations
must be addressed by a corporate minimum tax.

The same amount of corporate minimum tax revenue can be
raised with lower rates applied to a broader base than with
higher rates on a narrower minimum tax base. Without a broad
co;pora;:e minimum tax base, it seems extremely unlikely that
public reports of high income corporations that pay little or no |

tax will cease in the future.

Income Rather Than Taxable Income.

Every corporate minimum tax proposal now before this

Try Beginning With Gross

committee adds a list of tax preferences to corporate taxable
income. This committee should consider structuring an
alternative corporate minimum tax by beginning from the opposite
direction -~ start with gross income and develop a list of
deductions that you agree should be allowed for minimum tax
purposes. This approach seems far more likely to produce a
comprehensive corporate minimum tax than does a debate over which
tax preferences should be added back to taxable income.

At a minimum, you would undoubtedly find that corporations
themselves will prove far more helpful in identifying exclusions,
deductions and credits that they think should be allowed for
minimum tax purposes than they are likely to be in identifying
additional preferences to be added to taxable income. A

presumption that an exclusion, deductionm or credit will not be
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allowed unless a compelling case is made for its allowance should

be the guiding principle of the committee's deliberations.

Losges Should Not be Allowed Against Unrelated Incope.

A corporate minimum tax should apply line of business by
line of business; regular corporate income tax rules that allow
losses to be offset against unrelated income from a different
line of business should be avoided for minimum tax purposes. It
has eimply become too easy for corporations to create tax loss
subsidiaries to expect a corporate minimum tax to be effective
without restricting the use of such losses.

Beginning in the early 1980's, in conmection with the
liberalization of depreciation al lowances, companies have
routinely argued that tax losses should be available on a more
liberal basis. The concept of "free tramsferabilty" of tax
losses apparently reached its zenith with the enactment of the
so-called "safe-harbor leasing provisions" of the 1981
legislation that permitted one company -- through the use of an
artificial document entitled a "lease" -~ to transfer tax
deductions and credits to another company in exchange for cash.
However, subsequent cutbacks on safe-harbor leasing and tai
exempt leasing have not eliminated the problems.

Corperations today are routinely able‘to shift tax benefits
' to one another through leasing arrangements, Econoﬁiata argue
that such free transferability of tax losses produces advantages

to the country in terms of economic efficiency. But such free

transferability produces at least equally great disadvantages in




50

terms of citizens' perceptions that the income tax system is
fundamentally unfair. \

Free transferability of tax deductions through leasing
transactions or other mechanisms essentially converts the
govermment into an automatic joint venturer in all business
endeavors ~- a 462 partner -~ without the participation in
corporate management and decisiommaking gemerally accorded to
important joint venturers.

To be effective, a minimum tax provision must restrict
opportunities for utilization of such tax losses; the
consolidated tax return mechanism which aliows tax losses of one
company to offset tax gains of a related company should not be
available for minimum tax provisions. The rules regarding the
economic substance and commercial reality required to sllow
leasing transactions to produce useable tax losses should be
. tightened substantially ~- at least under the minimum tax. A
corporate minimum tax must-necessarily adopt the premise that an
income tax is a taking by the government of at least a minimum
share of the earnings of successful business ventures, not d:sg

occasion for govermment partnership with unsuccessful ones.

Domestic Corporate profits Reported for Book Purposes Should Be
Used As A Minimum Tex Floor
Domestic corporate profits reported on a corporation's books
for finaucial reporting to creditors and shareholders should be
used as a floor for the corporate minimum tax base.
None of the corporate minimum tax proposals advanced to date

would connect the corporate minimum tax directly to the amount of
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income reported by corporations to shareholders. This is true
even though all of the public E;portl about high-income low-tax
corporations involve a comparison between federal income taxes
and book income.

Without & direct comnection between the corporate minimum
tax and book income, Congress' goal of eliminating the spectacle
of high—incoug_cozporations paying little or no tax seems
unlikely to be fulfilled. Taxpayer's perceptions of income tax
unfairness that are due to reports of éorporations reporting
substantisl book income and paying no tax will continue. The
curreant tax reform effort will fayl very short of its potential.

This committee may well wish to reject ?inancial reports of
book income as the general corporate minimum tax base because
financial reporting, by its nature, is inherently conservative.
It is designed to err on the side of understatement rather ihan
overstatement of income so that shareholders and creditors will
not be presented with an unduly favorable picture of the
corporation's income for the year. This. may mean that using book
income as 8 minimum tax base would not sufficiently ensure that
all corporations with significant amounts of economic income will
pay the corporate minimum tax.

On the other hand, using domestic profits reported for
Vfinnncial reporting purposes as a floor -~ an absolute minimum -~
“in measﬁring corporate minimum taxable income will not serve to
increase corporate opportunities to avoid tax, but should ensure
that a corporate minimum tax is able to serve effectively its

intended purpose of eliminating this important source of taxpayer
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perceptione of income tax unfairness.

A book income floor could achieve great benefits in this
regard without significant costs in terms of complexity.
Corporations must calculate their book income for other purposes
and little additional cost should be entailed in using these

calculations for corporate minimum tax purposes.

A Final Point: Minimum Tax Revenues Are Deceptive.

It is often said that a genuinely effective minimum tax will
raise no revenue., This is because taxpayers will plan their
affairs in order to avoid the minimum tax or in such a way as to
be right at the margin between payment of regular tax and payment
of minimum tax. But this does not mean that a minimum tax is not
producing revenue; it mesns only that revenue that is raised due
to the minimum taxz may show up as regular income tax fevenue )
rather than minimum tax revenue. Setting a floor on both the
individual and corporate income tax that must be paid on economic
income -~ whether at 15%, 20X or 25% ~- if done in 2
thoroughgoing way, will mean that all individuals and
corporations will pay that minimum amount. The more
comprehensive the minimum ﬁax base, the more effective it will
be. It is only an accident of accounting that the increase in
revenues produced under the regular income tax due to the

existence of an effective minimum tax is not attributed to the

minimum tax.
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Senator MoyNIHAN. I believe, Professor Gutman, you are next.

STATEMENT OF PROF. HARRY L. GUTMAN, PROFESSOR OF LAW,
UNIVERSITY OF PENNSYLVANIA LAW SCHOOL, PHILADEL-
PHIA, PA

Professor GurMAN. Thank you, Senator.

I would like to focus on the individual minimum tax, Mike
having done the corporate minimum tax.

I would like to talk a little bit about the theory of the minimum
tax. There has been a lot of argument over whether there ought to
be one and what form it ought to take. I don’t think any of us
ought to be surprised about that because in fact the debate about
whether there should be a minimum tax and what form it should
take is a microcism of a much more familiar debate that goes on
all the time between those people who believe that the tax system
ought to be broad-based and essentially neutral in its application
those who believe that the system ought to be used to regulate con-
duct and provide incentives. That’s the classic debate in the income
tax. The minimum tax debate is the same debate. So I think that
it's very easy to see why it is that people argue about the form and
structure of the minimum tax. They are having the same debate
all over again, but they are using a different vehicle.

It seems to me that the minimum tax can provide an opportunity
to cure some of the problems in the regular income tax because it
provides an opportunity for opponents in the income tax debate to -
compromise. On the one hand, a justification for the minimum tax
is fairness, and you can sell something on the basis of fairness.
That’s a politically acceptable way of doing things. It provides an
opportunity for people to say, well, I've got to give up my position,
my strict position in the income tax, on grounds of fairness.

The second point is that it is often very hard to figure out what's
going on in the minimum tax in terms of economic impact. There-
fore a proponent of the use of the regular tax system to provide
incentives could be willing to compromise in a minimum tax be-
cause it’s difficult to see and measure what it is that he’s giving
up. So as a political matter, it seems to me that a minimum tax
can provide a very useful vehicle to assure some fairness in the
system and also to assure some proper distribution of tax burdens.

The real problem is that having said that the minimum tax can
do those kinds of things, the question is what the minimum tax
should be. What principles that guide us as to the design of a mini-
mum tax? ,

There are generally three reasons why one would enact a mini-
mum tax. One is for revenue. One is to deal with perceptions of -
fairness. And the third is to broaden the income tax base. After
you have got the minimum tax base right, then repeal the rest of
the code. That is a strategy that has been articulated by some. And
it's a very, very interesting strategy. My friend Graetz has written
a very good article about that, in fact.

. A minimum tax is a way of raising revenue, but as Mike said,
the best minimum tax might produce no revenue at all because it
is pushing you into the other tax system. Presumably, if you are
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satisfied with the other tax system, that's OK; that’s exactly what
you would like it to do.

In addition, a revenue need doesn’t tell you anything about how
you ought to raise the revenue. That is_to-say, what should the
rates be, what should the exemptions be, what should the base be?

When you move to questions of perception of fairness, ﬁ'ou have
at least two different issues. There are preferences out there that
many people use, like the home mortgage interest deduction.
You've seen what happens when you try to deal with the home
mortgage interest deduction directly or even indirectly. People
don’t like it. State and local taxes happen to be another one to the
extent that they could be defined as preferences.

It is very difficult to deal with preferences that are widely avail-
able. And, indeed, the public reaction to an attempt to deal with
them would tell you that people might not care so much about
those kinds of preferences. As a result, the kinds of greferences you
are drawn to are those that are not generally available.

There is another fairness issue, though, and that’s the fairness
issue associated with the ple who use the preferences to zero
out their tax liability. And we have seen plenty of that, startin,
back in 1968 with Secretary Barr’s disclosures and then the annu
Treasury reports on high-income taxpayers, and most recently Mr.
Pickle’s report.

Understanding the latter though, doesn’t tell you how to design a
minimum tax. It tells you you have got to do something, but it
doesn’t tell you what the something is.

~ And, indeed, the only principle approach is to go to a base of eco-
nomic income. That is the only guiding principle, it seems to me, in
the design of an alternative minimum tax.
t;hNow if I could just take a minute to go through a couple of
ings.

Senator MOYNIHAN. Please do.

Professor GutMAN. I think we have to recognize that any mini-
mum tax, basically, is born with schizophrenia. It’s trying to do a
number of different things. The enactment of a minimum tax has
the effect of reducing the after-tax value of preferences that exist
in the normal tax structure. And so, the congressional objective
that gave you the preference in the first place is in some sense
being undermined when those preferences become subject to tax in
the minimum tax. And so people can say, hey, wait a minute; what
are you doin‘g(? You are giving it to us with one hand and you are
taking it back with the other. That is inherent the minute that you
impose a minimum tax and you simply have to deal with that by
saying that's the way things are going to be because we have to
assure that people are going tttgfpaysome tax.

A minimum tax is very difficult to design p ly. Bobby has
talked a little bit about that, and I think Emil will talk more about
it. There are interactions between the regular tax base and the
minimum tax base that are very difficult to deal with—net operat-
ing loss carryovers and credit carryovers were mentioned. at
happens if a deferral item is subject to tax now and then comes
into the regular tax base later? How do you make those adjust-
ments? Those are complex problems, and they must be dealt with
in a properly designed minimum tax.
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Bobby has also talked about the complexity problem. That's a
real problem. When the Treasury put out its first proposals in
1984, of course, there wasn’t any minimum tax. The reason there
was not a minimum tax in Treasury I is because they thought the
proposed income tax base was broad enough. With a broad income
tax base, you don’t need a minimum tax.

When you look at the Treasury analysis of the application of the
minimum tax, they said that about 100,000 to 200,000 people had to

ay it, but there were perhaps several million who had to plan for
t. Those of us who do anything in practice know that there is a
new industry out there. It's the minimum tax planning industry.
It's a second industry that is laid right on top of the regular tax
planning industry. That gives rise to transactions costs that are in
some sense unjustifiable. But on the other hand when you impose
the minimum tax, it seems to me inevitable that you are going to
have those kinds of problems.

When we get to talking about what a minimum tax actually
ought to look like, we have to keep those things in mind, There are
a number of alternatives to the imposition of an alternative mini-
mum tax which I listed in my statement. As we talk, perhaps it
would be worthwhile exploring the present approach in section 291
that cuts down the availability of preferences and applying that on
the individual side. There is an issue as to whether the tax should
be add on or alternative. And, finally, we could explore whether
it's appropriate, instead of an alternative minimum tax, just simply
to try and limit the artificial losses that occur with respect to tax
shelters. :

Senator MoYNIHAN. Professor Gutman, thank you for a superb
presentation.

[The prepared written statement of Professor Gutman follows:]
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Statement of Harry L. Gutman
Professor of Law, University of Pennsylvania Law School
Before the Senate Committee on Finance

October 9, 1985

Mr. Chairman and Members of the Committee:

I am honored to appear before the Committee tcday as an
invited witness to discuss the issues ralsed by "minimua taxes"
imposed upon individuals.

Bhy Ippese & Minimum Tax2

A rational minimum tax cannot be designed unless one knows
its purpose. Lack of unanimity over the need for and form of a
minimum tax stems as much from lack of agreement as to its role
in the overall tax structure as from any other single factor, _
This lack of agreement is not at all surpcising. The winimum tax
debate is, in large measure, simply a microcosm of the familiar
income tax debate in which advocates of a neutral and i.road based
tax on economic income are pitted against those who would use the
tax system to regulate conduct and provide economic subsidies and
penalties. If those differences cannot be resolved directly,
there is little reason to expect they can be entirely resolved
through a surrogate vehicle, such as a minimum tax.

However, a surrogate vehicle may provide a convenient and
practical mechanism for compromise between those who hold oppos-
ing views of the proper role of the income tax itself. In that

sense, a minimum tax may be useful A minimum tax can be made
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Gutman -~ 2
politically attractive if justified on equity and fairness
grounds, Moreover, since the real impact of vittually‘any mini-
mum tax is difficult to measure, the risk of political account-
ability is reduced.

While the foregoing may partially explain the curgent
interest in minimum taxes, it does not assist us in designing the
structure of a minimum tax. Indeed, to the extent the ninimum
tax owes its existence to fact that it is a compromise vehicle,
we must recognize that we cannot expect much in the way of
either logic or consistency. If one is to attempt to analyze
minimum tax issues logically, one must start by re-examining the
commonly stated reasons to impose a minimum tax and asking the
extent to which any of those reasons help us to design the struc-
ture of the tax.

There are at least three non-mutually exclusive rcasons to
impose a minimum tax; revenue, fairness and indirect broadening
of the income tax base,

Revenue, A need to raise revenue may lead to a scarch for
alternative sources of tax receipts but, taken by itscif, it does
not compel one to adopt a minimum tax., Indeed, it could be
argued that the most effective minimum tax is one that raises no
revenue at all.

Moreover, if revenue is the principal justificatiun for the
tax, it does not provide a principle to inform us as to the
structure of the tax. Thus, while revenue needs might lead one
to consider a minimum tax, more is needed before the structure of

such a tax emerges.

.
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Ealrpess. The existence of tax preferences causes different
taxpayers with similar economic¢ incomes to pay different amounts
of tax. That is a fairness issue. But it is not a fairness issue
with political implications if confined to preferences used by a
significant number of taxpayers. Reaction to recent proposals to
reduce or eliminate the interest deduction for non-buginess debt
illustrate that the public appears not to resent the existence of
preferences that are widely used, It is also the case that in
most circumstances these types of preferences are not used to
eliminate federal income tax liability.

However, the fairness issue has another dimension. Secre~
téty Barr's 1968 disclosures, the Treasury's annual repurts on
high income taxpayers and Congressman Pickle's recent rcport con-
firm that a numbef of taxpayers with large economic incomes use
tax preferences to reduce substantially, or even eliminate, their
income tax liabilities., Widespread publicity about these tax-
payers breeds resentment among those who have not taken advantage
of these preferences despite the opportunity so to do, as well as
those who, due to a lack of discretionary income, canr.t take
advantage of them. Resentment over "abusive”™ use of tux prefer-
ences has at least two consequences. First, there is & loss of
respect for the system which manifests itself in various forms
non-compliance. The other, which is reinforced by the existence
of the first, is pressure on the political process to do “some~
thing” about the problem. While it is not clear precisely what
the "something™ ought to be, it is at least an attempt to assure

that all taxpayers pay some tax., Hence, a minimum tax. Indeed,
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it was precisely pressure of this sort that led to the enactment
of the original add-on minimum tax in 1969,

Note, however, that if the sole purpose of the minimum tax
is to assure that all taxpayers pay some tax there is no prin-
ciple that tells us how that should be accomplished apart from
the generality that overuse of preferences should be limited. 1In
particular, this justification does not tell us which preferences
should be restricted, nor does it tell us whether the minimum tax
should be "add-on™ or “alternative". 1Indeed, it is instructive
to observe that when the minimum tax was originally enacted in
add-on form in 1969, the provision was designed to "make sure
that all taxpayers are required to pay significant amounts of tax
on their economic income.*l 1In 1982, when the add-on minimum
tax was replaced completely by the current alternative minimum
tax, the amendments had “one overriding objective: no taxpayer
with substantial economic income should be able to avoid all tax
liability by using exclusions, deductions and credits."2
Every Committee Report from 1969 through 1982 that expiained
changes to the form of the minimum tax and its base contains
similar language. The point is that while the objective has been
articulated, neither its parameters, nor the means of accomplish-
ing it have been completely agreed upon.

Broadening tbe Incowe Tax Base. There are many who believe
that the income tax should not be used to provide economic
incentives. However, there is no question that many of the
incentives currently found in the Internal Revenue Code would be

difficult, if not impossible, to eliminate directly. Testimony
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before this Committee on other aspects of the President's Propo-
sals has made this clear. For those who believe; nonetheless,
that an attempt to cleanse the Code should be made, a minimum tax
provides the vehicle., After an appropriate minimum tax base is
established and accepted, the rest of the Code can be repealed.
While this process will take time, realistic assessments of the
politics of tax legislation could convince one that this is an
appropriate tactic to reach the desired long term goal. Indeed,
my fellow panelist, Professor Gr;;tz, has explored thi: aspect of -
the minimum tax in a provocative article in the Southern
California Law Review.3

Note that if this is the purpose of the minimum tax, a
guiding principle for its design emerges. The tax base should
approximate economic income. Moreover, it is more sencible to
impose this tax as an alternative rather than add-on tas. This
is because an add-on tax, as noted by the Joint Committce Staff
in its pamphlet on "Tax Shelters and the. Minimum Tax“,‘“functions
more like an excise tax on tax preferences...without directly
considering economic income as a whole."”

Problems

A minimum tax designed solely to assure that all taxpayers
pay scme tax is essentially born with schizophrenia. its enact-
ment has the effect of reducing the after tax value of the pref-
erences that are a part of the minimum tax base to the extent
such preferences are utilized by those who beccme subjcct to the
tax. Thus the Congressional objective that prompted tl.c enact-

ment of the preference in the first place is undermined. Why,
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ask some, should the value ,of the preference be reduced just
because a taxpayer has done precisely what Congress‘intended?

Even though the alternative minimum tax base excludes some
preferences, the tax may have an impact on the value of those
specifically excluded preferences and that impact may appear to
gsome to fall in an arbitrary way. For example, two taxpayers
with the same amount of preferences and the same amount of
adjusted gross income may find themselves subject to different
amounts of minimum tax due simply to the amount of charitable
contributions made by each. Conversely, the value of the charit-
able contribution deduction, which is not an item of tax prefer-
ence, may be affected by the amount of other preferences each
taxpayer has. Both results occur because the charitable deduc-
tion may reduce regular taxable income to a point wherc the
alternative minimum tax exceeds the regular tax paid., If the
judgment has been made that charitable deductions are not to be
preference items, then it is difficult to see why thei: existence
should trigger the imposition of a minimum tax. Howevei, the
solution is difficult to design.

Indeed, there are a number of other difficult desijn prob-
lems associated with the alternative minimum tax. Theie problems
relate principally to the interaction between the alternafive and
regular tax with respect to items that fall within one tax during
one year and the other in another. Net operating loss and credit
carryovers are two examples. The proper treatment of “deferral"

(as compared to exclusion-type) preferences is another.

55-632 0 - 86 - 3
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The imposition of a minimum tax makes me§§uring the economice
impact of the preference much more difficult. We are all aware
of the measurement difficulties asociated with attempting to
estimate the costs and benefits of tax preferences without a
minimum tax. Once a minimum tax is imposed, the rather random
nature of its incidence, depending as it does on so many
exogenous factors, makes that task appear to a layman to be
virtqally impossible. Perhaps my fellow panelist and former
cclleague, Emil Sunley, can straighten me out.

The existing alternative minimum tax is complex. The
proposals to expand its scope will add more complexity. This
complexity imposes some significant costs on the tax system.
First, it has created a whole new tax industry--the minimum tax
planner. According to the Treasury, between 100,000 and 200,000
taxpayers pay minimum tax under the current regime. However,
Treasury also estimates that pérhaps several million taxpayers
actually compute their alternative minimum tax liability either
to see if they are subject to the tax or to determine the
steps to take to avoid its imposition., These transaction costs,
together with the corresponding enforcement costs to the Internal
Revenue Service, are difficult to justify. Moreover, .ny
practitioner familiar with minimum tax planning will tcll you
that in many cases the steps that are taken to avoid tie minimum
tax are, in fact, transitory. Postponing deductible expenses or
accelerating discreticnary receipts are obvious examples. The
timing of capital gains or losses--not unique to the alternative

minimum tax~--is another. Not only do taxpayers time cupital
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gains and losses to minimize regular tax liability; they now
engage in the same activity to control alternative minimum tax
liability. )

I suppose there are those who would argue that if taxpayers
avoid the minimum tax by paying reqular tax, the purpose of the
provision has been accomplished. It is in this sense that the
best minimum tax would be one that raised no revenue. If that
occurred it would be because all taxpayers paid an amouut equal
to their potential minimum tax within the normal tax structure.
But the current regime imposes costs that some may view as exces-
give in light of tﬁé resultant benefit.

This catalogue of problems does not mean that an alternative
minimum tax should be rejected. It does, however, indicate that
care and attention are required to produce a workable system.

Selutions

As usual there are no easy solutions, If the incouwe tax
were not so riddled with preferences there would be no need for a
minimum tax. Indeed, the 1984 Treasury Proposals suggested
repeal of the alternative minimum ;ax, not to eliminatc the prob-
lems outlined above, but rather because the regular in.ome tax
base suggested in the proposals was broad enough to eliminate the
need for an additional tax. However, if the tax base is not to
te broadened sufficiently, some form of minimum tax is necessary
to ensure that all citizens bear a fair share of the c.sts of

running the federal government.
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Despite the problems noted above, an alternative minimum tax
imposed on a broad base of economic income is, in my judgment,
the best soluticn to the problem precisely because the tax bears
some relationship to economic income, The alternatives I shall
now address have certain comparative advantages, but each has
defects, political or otherwise, that on balance lead to their
rejection.

One alternative approach is to apply the section 291
solution to individual preferences through a statutory reduction
of the maximum allowable amount of the preferences that are
thought to cause the most problems. That appruach has been
suggested by Congressman Stark and Senator Chafee. It explicitly
reduces the subsidy element in the listed preferences as compared
to the implicit reduction achieved by the alternative minimum
tax. Bxplicit reduction of preferences, while a laudable goal,
is likely to be-politically stillborn.

If the objective is to assure that some tax is paid on
account of excessive use of preferences, a return to the add-on
minimum tax without an offset for tegular tax paid is a second
possible approach. The problem here is in three parts. The
first is to define "excessive" use of preferences. The second is
to determine which preferences would be included in the base.

The third is the fact that the tax is not imposed with regard to
economic income, but rather simply on the excessive use¢ of the
preferences included in the base. It should be noted that while
the form is different, an add-on tax on excessive prefurences may
not differ in impact, when it applies, from the section 291

approach.
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A third alternative, which focuses principally on "tax
shelter" 1o;§es, is to defer the deductibilty of losses attribut-
able to tax preferences until income from the activity to which
they relate is sufficient to offset them, There is precedent for
this approach in provisions limiting the deductibilty of non-
business interest and the now repealed excess farm loss account
provisions. This approach reduces the value of the preference by
deferring its use. However, so long as the activity to which the
preference relates does in fact generate taxable income (before
the preference is taken into account) the preference is not lost,
One problem with this approach is that pressurc i§Aplaccd on what
items are included in the "basket."™ A second is that it focuses
on "timing" preferences to the exclusion oi prcferences that
permanentliy exempt econumic income from the tax base.

I have not dealt with specific technical 1ssues of the pro-
posed amendments to the existing alternative minimum tis in thas

statement. However, I am happy to answer questions on those

issues as well as any relating to my statement,

FOOTNOTES

lGeneral Explanation of the Tax Reform Act of 13969, p.
105,

2General Explanation of the Revenue Provisions of the Tax
Equity and Fiscal Responsibility Act of 1982, p. 17.

3Graetz, "The 1982 Minimum Tax Amendments as a First Step
in the Transition to a 'Flat-Rate’ Tax," 56 S. Cal. L. Rev. 527
(1983) .
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Senator MoyNIHAN. Before I turn the Chair over to the chair-

man, I am compelled to instruct you, as a professor of law, that the .

deduction of State and local taxes is not a tax preference; it is a
constitutional requirement. [Laughter]

hProfessor GutMAN. I understand. The example was carefully
chosen.

Senator MoYNIHAN. Senator Pryor has also joined us, Mr. Chair-
man. Why don’t I just step aside here and let you take over.

The CHAIRMAN. I apologize for my tardiness. Bob, did you get the
note that said I left?

Mr. SHAPIRO. Sure.

The CHAIRMAN. Mr. Shapiro has been through this before. We
are involved in the debt ceiling. That’s nothing new. But we are
also involved in changing maybe some law involving the budget act
and there were some parts in it that were very deleterious to the
jurisdiction of this committee and so Senator Long and I were

meeting with some others this morning on an issue that is very

dear to us. Hopefully, we have been successful.

I had a chance to read your statements last night. I appreciate
you getting them in ahead of time. And I don’t know how far along .
you are, Senator Moynihan, in the questions.

Senator MOYNIHAN. Mr. Sunley would be next. o

hSenator Pryor has just arrived and hasn’t been able to say any- -
thing.

Senator PrYOR. [ don’t need to say anything at this moment.

The CHAIRMAN. Mr. Sunley, go ahead.

STATEMENT OF EMIL M. SUNLEY, DIRECTOR OF TAX ANALYSIS,
DELOITTE, HASKINS & SELLS, WASHINGTON, DC

Mr. SunLey. Thank you, Mr. Chairman. I am most pleased to
have been invited to appear before this committee today to present =~
my views on the minimum tax. R

Minimum taxes blunt the incentive effects of tax preferences.
For taxpayers subject to a minimum tax, at the margin, they re-
ceive no benefit from various tax incentives. .

One may well ask if Congress wants to encourage, say, invest-
ment in real estate. Why do we care that Professor Graetz and Pro-
fessor Gutman each do a little investing in real estate and there-
fore are not subject to the minimum tax, and I do a lot of investing
in real estate and am subject to the minimum tax. ° ‘

Imposing a minimum tax says that it is all right to do a little e
investing in real estate but if you do too much, we are going to slap» o

your hand. ,
Well, the reason why we care is really straightforward. The spec-
tacle of high-income taxpayers zeroing out their tax liabilities un-

dermines the perceived equity of the tax system. And if it becomes
widely perceived that for high-income individuals and families the .
individual income tax is largely a voluntary tax, voluntary co‘mp’li,- o

ance will certainly fall off.

Minimum taxes add considerable complexity to the tax law and o

complicate tax planning. This is particularly true for taxpayers

who, 1 year are subject to the minimum tax and the next year are - - .

subject to the regular tax. T
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In spite of the fact that minimum taxes blunt the incentive ef-
fects of tax preferences and considerably complicate the tax law, I
support a limited minimum tax—particularly, in the context of a

‘ general lowering of marginal tax rates. But the tax must be care-

ully constructed so as to limit unintended effects. This requires
making tradeoffs between equity, efficiency, and simplicity.

In shaping a minimum tax, the committee must deal with three
fundamental issues. The first is whether the minimum tax should
cover both individuals and corporations. I agree with Professor
Graetz that the case for applying a minimum tax to corporations is
much less compelling than that for applying the minimum tax to
individuals. Nevertheless, I assume that any minimum tax that we
are talking about will ap;fly to both individuals and corporations.

The second fundamental issue is whether Congress should enact
an add-on tax, such as the current minimum tax applying to corpo-
rations, or an alternative tax, such as the tax enacted for individ-
uals in 1978. An add-on tax is essentially an excise tax on the ex-

" cessive use of tax preferences. In contrast, an alternative tax could

take into account the taxpayer’s total economic income. ‘
The case for an alternative tax is straightforward. Under current

law, taxpayers may combine various tax preferences and reduce

their tax liability to zero. However, taxpayers cannot reduce their
tax liability below zero. But there is nothing magical about zero.
Congress could decide that taxpayers should only be permitted to
combine tax preferences to reduce their tax liability to, say, 15 or
20 percent of income.

A major drawback to an alternative tax is that it is much more
complicated than an add on one. An alternative tax requires run-
ning two tax systems in parallel—the regular tax system and the
alternative tax system. And it’s very important to get the rules
right for those taxpayers who, 1 year are subject to the regular tax
and the next year are subject to the alternative tax. ‘ :

For example, if, under the alternative tax, the net ogwrating loss
deduction, or NOL, is disallowed, as was proposed by President
Reagan in 1982, a tax will be imposed on a corporation which, over
a 2- or 3-year period, has no economic inco.wse. If the net operating

loss is allowed, the NOL should be reduced to the extent that previ- -

ously allowed tax preferences increase the size of the NOL. That is
the current rule for the alternative minimum tax for individuals.

Thus, the NOL for the alternative tax would differ from the NOL
from the regular tax, and separate carryback and carryover ac-

.- counts are required. Under the alternative minimum tax for indi-
viduals, there is no coordination between the two NOL accounts.” - -
~ As a result, the same NOL may be used twice—once for the regular - - -

tax and once for the minimum tax. ,
Under an alternative tax, rules are also needed to coordinate the
investment tax credit with the minimum tax. Otherwise, the alter-
native minimum tax can wipe out the investment tax credit. It
seems important to me that the rules for the minimum tax should

_ restore the investment credit to the carryover in those situations

where the minimum tax wipes out the investment tax credit.
The third fundamental issue relates to whether thé minimum
tax should apply to tax deferrals, such as accelerated depreciation.

" Tax deferrals are incentives that affect only the timing of when tax
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- is Iiwaid. A minimum tax with a 15-percent rate can take away the

full value of a deferral preference. For example, a 15-percent mini-
mum tax applied to accelerated depreciation of real estate will
impose a toll charge greater than the value of the deferral benefit
if the building is soon sold and the excess depreciation is recap-
tured at ordinary rates.

This problem can be alleviated with appropriate basis adustment
rules, but these rules add complexity. Alternatively, taxpayers
could be permitted to elect to forgo tax preference components of
various tax preference items so as to avoid the excessive tax on de-
ferral preferences. - -

Mr. Chairman, I conclude my statement with several comments
on specific tax preference. Let me mention only one. The Ways and
Means Committee staff option published September 26 would treat
as a preference losses attributable to a limited partnership interest.

This is not an appropriate rule. To the extent these losses are at-

tributable to the use of preferences, the minimum tax should di-
rectly address those preferences and generally does so. Under the
staff option, real economic losses would be treated as a preference.
Proposing a minimum tax on economic losses is just not a sensible
poiicy. :

Thank you.

The CHAIRMAN. Thank you, Mr. Sunley.

[The prepared written statement of Mr. Sunley follows:]
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1 am Emil M. Sunley, Director of Tax Analysis in the National
Affairs Office of Deloitte Haskins & Sells, an international
accounting firm. I am most pleased to have been invited to
appear before you today to present my personal views on

proposals for a minimum tax.

The minimum tax is everybody's second choice. The original
minimum tax for individuals was developed at the Treasury
Department at the end of the Johnson Administration as a

back door means of increasing the maximum tax rate on capital
gains to 35 percent. The Treasury despaired that Congress

. would ever repeal the 25 percent alternative tax on capital




70

gains, If tax preferences cannot be attacked directly, then
getting at them through a minimum tax is better than nothing,
or so the argument goes. Today, the winds are blowing in

the direction of base broadening. Some_would prefer this
Committee to substitute a minimum tax for a more direct

attack on tax preferences.

Let me say at the~outset what the minimum tax is not. First,
it is not a big revenue raiser. The minimum tax raised less
than $2 billion from individuals in 1983 and less than $500
million from corporations in 1982, the last years for which
data are available. The strengthened minimum taxes proposed
by the Administration would increase revenues from individ-
vals by about $300 million a year and from corporations by
about $700 million. Enacting the Administration's minimum
tax does not make or break the tax program. A miﬁimum

tax could be designed that would raise substantially more
revenue. But such a tax would be a direct assault on tax
incentives such as accelerated depreciation. 1 believe,

the Committee should deal directly with those preferences

that apply to all taxpayers.

Second, the minimum tax is not a long-run strategy for

tax reform. Some have suggested that a broad-based minimum



tax could be the first step in achieving true tax reform,
Over time, the alternative tax could replace the tegulér
tax. This would be accomplished by increasing the rate of
the alternative tax while lowering the rate of the regular
tax until most taxpayers were subject to the alternative
tax. Though I suppose this could happen, I would not enact

a minimum tax on those grounds.

Minimum taxes should be enacted not to raise large amounts
of revenues or as a strategy for long term tax reform. The
objectivg of a minimum tax should be much more limited. A
minimum tax can ensure that high income taxpayers, and large
profitable corporations pay some minimum rate of tax on their
economic income. This abjective is achieved at the cost of
considerable complexity and a blunting of tax incentives.
Any minimum tax blunts the incentive effects of tax prefer-
ences. Congress, by enacting a minimum tax, in effect, is
saying that if a person engages only a little in activities
encouraged by tax subsidies, no minimum tax is imposed. But
if the person is good at these activities and specializes in
them, he will have to pay the minimum tax, putting him at a

competitive disadvantage.

In enacting a minimum tax Congress must deal with tradeoffs

among the fundamental goals of simplicity, fairness and
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efficiency. On balance, I support a limited minimum tax,
particularly in the context of a general lowering of marginal
tax rates. A minimum tax can ensure that high income
‘individuals and large, profitable corporations pay at least

a minimum amount of tax. However, the tax must be carefully

designed to minimize unintended effects.

What I believe I can most usefully do for this Committee is
to outline the three fundamental issues in designing a
minimum tax: (1) Should the tax cover both individuals and
corporations? (2) Should the tax be an add-on or an alterna-
l‘tiQe tax? (3) Should the list of preferences include both

tax exemptions and tax deferrals?

My statement concludes with some observations on the treatment
of net operating losses, the investment tax credit and several
of the tax preferences that might te included in the base of

a minimum tax.
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THREE FUNDAMENTAL ISSUES

Individuals versus Corporations

The original minimum tax proposals in 1969 would have applied
only to individuals. These proposals recognized that
individuals with large economic incomes should pay a fair
share of the tax burden. If they do not, the perceived
fairness of the tax system is eroded, and tax compliance is

undermined.

The case for a minimum tax on corporations is much less

persuasive. A corporate minimum tax may result in unintended

distortions across firms in the same industry. For example,
if mineral depletion is a preference for the minimum tax, a
stand-alone copper company may be subject to that tax. But
if a similar copper company is owned by a diversified
manufacturing corporation, the conglomerate may have suffi-
ciént regular tax liability so as to avoid the minimum tax.
Imposing a minimum tax on corporations encourages tax induced
mergers that serve no useful economic purpose. Moreover, &
separate minimum tax on corporations may be seen as basically
inconsistent with steps toward integrating a corporate and
individual income taxes. It seeks to increase the degree of

double taxation rather than to reduce it i¢nd the burden may
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fall on shareholders and customers who in fact pay their fair

share of individual income taxes.

Add-on versus Alternative

A minimum tax can be an add-on tax such as the current minimum
tax applying to corporations or it can be an alternative tax
such as the tax enacted for individuals in 1978. An add-on
tax, even with a deduction FSr regular taxes, is essentially
an excise tax on excessive use of preferences. It reduces

the value of those preferences without considering the

taxpayer's total economic income.

An alternative minimum tax applies to a taxpayer's regular
taxable income plus certain specified tax prefer .nces. An
alternative tax could be optional or mandatory. If it is
optional, taxpayers would pay the lower of their regular tax
or their alternative tax. Senator Russell Long proposed such
an alternative tax 20 years ago. If the alternative tax is
mandatory, as is the current alternative tax for individuals,
taxpéyers are required to pay{the greater of their regular

tax or the alternative tax.

The case for an altermative tax on & bread base is straight

forward: Under current law, taxpayers may combine various
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tax preferences and reduce their tax to zero. However,
taxpayers cannot reduce their tax liability beiow zero--tax
prefgrences generally are not refundable. There is nothing
magical, howevér, about zero. Congress could decide that
taxpayers can only combine tax preferences to reduce their

effective tax rate to, say, 15 percent.

An alternative minimum tax is more complicated than an add-on
tax. An alternative tax requires running two tax systems in
parallel--the regular tax system and also the glternative

tax system. It is very important to get the rules right for
those taxpayers who one year are subject to the regular tax
and then the next year are subject to the alternative tax,
Should the net operating loss for the regular tax be allowed
for the minimum tax? Should the minimum tax wipe out the
investment tax credit allowed for the regular tax or should
it only delay when the investment tax credit can be used? I

return to these issues later.

Exemptions versus Deferrals

Tax preferences come in two types. They are either tax
exemptions such as the exclusion for net long term capital
gains, or they are tax deferrals such as accelerated

depreciation. Tax exemptions provide a permanent reduction
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in tax. In contrast, tax deferrals are incentives that_

affect only the timing of when tax is palid.

The originai minimum tax proposed at the end of the Johnson
Administration would have applied only to certain exempt
items. This would have allowed marginal tax rates up to 35
percent. Once Congress decided to include deferral items,
such as accelerated depreciation on real property in excess
of straight-line, the rate of the tax had to be moderated
unless very complicated basis adjustment rules were to be
provided. A minimum tax with a 15 percent rate can take
away the full value of a deferral preference. For example,
a 15 percent minimum tax applied to accelerated depreciation
will impose a "toll charge" greater than the value of the
deferral benefit if the building is soon sold and the excess
depreciation is recaptured at ordinary rates. This problem
would ?e alleviated with appropriate basis adjustment rules,
The judgment in the past has been that the add-on corporate
minimum tax rate of 15 percent did not impose a sufficient
toll charge to warrant complicated basis rules.

When the alternative minimum tax was first enacted for
individuals in 1978, it applied to only preferences which
are exclusions or exemptions. Deferral-type preferences

continued to be subject to the add-on minimum tax. In 1982
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Congress repealed the add-on tax for individuals and included
deferral-type preferences under the alternative tax for
individuals. The current add-on(corporate minimum tax

applies to both deferral-type and exemption preferences.

An alternative tax, like the add-on tax, wipes out the full
value of deferral preferences for taxpayers subject to the
alternative tax one year and the regular tax the next year.
.For example, under the Administration's proposal, accelerated
depreciation on real estate may be taxed under the alterna-
tive tax at a 20 percent rate in year 1. 1In year 2, the
taxpayer sells the bullding and is then subject to full
recapture at the 33 percent tax rate. 1t is contemplated
that under the Administration's proposal, taxpayers may elect

not to accelerate depreciation.



78

SPECIFIC ISSUES

Net Operating Loss

An alternative minimum tax must be clogely coordinated with
the regular income tax. If under the alternative tax the

net operating loss deduction is disallowed, a tax would be
imposed when a corporation over a two or three year period
has had no economic income. If an NOL is allowed, certain
adjustments are required to take account of the impact of

tax preferences in prior years that increased the s}ze of

the NOL. Thus, the NOL for the alternative tax will differ
from the NOL for the regular tax and separate carryback and ‘
carryover accounts are required. Under the alternative
minimum tax for individuals there is no coordination between
the two NOL accounts. Thus, if a larger NOL is used for the
alternative tax than for the regular tax, the amount of the
NOL carryover for the regular tax is not reduced. As a
result, the same NOL may be used twice. To the extent that

a larger NOL is used for‘the minimum tax than for the regular
tax, the regular tax MOL carryover should be adjusted, but
not dollar for dollar. The extra NOL used for the minimum
tax saved taxes at a lower marginal rate than it would have
saved taxes if used for the regular tax. A fractional

adjustment would seem to be appropriate. But given
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'progressive tax rates it is unclear just what should be the
fractional adjustment. Alternatively, if a dollar for dollar
adjustment is required, taxpayers might be permitted to elect
not to use their NOL for the minimum tax and save it for the

regular tax with its higher marginal rate.

The problems of coordinating an add-on minimum tax with the
regular income tax are not as severe as those of coordinating
an alternative minimum tax with a regular tax., However,
under an add-on minimum tax, a tax benefit rule is needed so
preferences are not taxed under the minimum tax when they
provide no current tax benefit. Instead the preference would
be deferred until it provided a benefit under the regular
income tax. The alternative minimum tax for individuals also
requires a tax benefit rule because of the interaction of the
itemized deduction preferences and the 60 percent exclusion
for capital gains. Absent such a rule, taxpayers can get

hammered twice.

The concept of a tax benefit rule is fairly simple. Drafting
one is very complicated. Treasury has not been able to issue
regulations on the tax benefit rule under either the add-on

or the alternative minimum taxes.
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Investment Tax Credit

Under the Administration's proposal for an alternative
minimum tax for corporations, the investment tax credit will
not be allowed against the alternative tax liability. This,
in effect, treats the investment tax credit as a preferences
for purposes of the alternative tax. The disallowance of
the investment tax credit for the alternative tax needs to
be coordinated with the regular tax. 7To the extent the
investment tax credit allowed under the regular tax provides
no tax benefit, because the alternative tax is higher than
the regular tax, the amount of the investment tax credit
carryback or carryover should be increased. The current
alternative minimum tax for individuals has such a rule.

The Administration's proposal is silent on this issue.

1 urge the committee to follow the rule for individuai
alternative minimum tax if an alternative tax is enacted

for corporations. Even if the corporate minimum tax

permits an adjustment to the carryback or carryover,
taxpayers with unused investment tax credits will continue
to be discriminated against. Other taxpayers will have
received the full benefit of the credit when property was

placed in service.
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Preferences

© If a minimum tax is going to be enacted, the list of
:preferences subject to the tax should be comprehensive.

If significant preferences are omitted, it will still be
possible for some taxpayers with large economic incomes to
avold tax. The basic objective of the minimum tax will be

undermined.

The Committee may want to distinguish between preferences
that generally are available to all taxpayers and preferences
that are only available to a few. Making accelerated
depreciation on machinery and equipment, for example, a
preference under the minimum tax, would sweep most business
taxpayers into the net of the minimum tax. The Committee
should deal with the general preferences separately. If the
Committee does not, every business taxpayer will have to
contend with the complexities of the minimum tax whether or

not they, in fact, pay that tax.

I am most hesitant to comment on the inclusion cof any
particular preference in the list of preferences subject
to the minimum tax. However, 1 would like to conclude my

statement of comments regarding four preference items.
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Under the President's proposal, the untaxed appreciation on
property contributed to chatity would be considered an item
of tax preference. Including this item in the 1ist of tax
preferences would have a significant impact on the gifts

of appreciated property to universities, museums and other
charitable organizations that typically-recelve large gifts
of appreciated property. The reason it will have a signifi-
cant impact is that taxpayers would wait until the end of
théir tax year to see 1f they are going to be subject to
the minimum tax. If they are, they would delay giving
appreciated property until a year when they are not subject
to the minimum tax. In 1982 when Congress restructured the
alternative minimum tax for individuals, Congress allowed
the full charitable deduction as an itemized deductionyfor
purposes of the minimum tax. This reversed the decision in
1978 to consider charitable giving a preference. Congress
should not reverse itself again. ‘
The Administration also proposes as an item of preference
25 percent of the amount by which th& taxpayer's interest
expense exceeds its taxable interest income, to.the extent
not in excess of the amount which the taxpayer's CCRS
depreciation deductions for personal property exceed those

allowable under a system similar to that detailed in the
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November 1984 Treasury report. This is a most curious
preference item indeed. It either treats excessive interest
deductions as a preference or accelerated depreciation as

a preference. It would appear Treasury is unclear whether
the problem is leverage or accelerated depreciation. I would
suggest that leverage is not the problem. And if accelerated
depreciation is the problem, it should be dealt with

separately, as I indicated above.

The Administration proposes tc treat only 8 percent of
intangible drilling expenses as an item of tax preference.
This 8 percent represents the difference between expensing
and the present value of the deductions that would be allowed
for CCRS Class 3 property. In contrast, in the case of mine
exploration and development costs, the Administration
proposes to define the preference as the difference between
the allowable deduction and that allowable if costs had been

amortized over a ten-year period.

The proposed treatment of intangible drilling expenses
reptesents'a departure from the normal rule for other
deferral preferences. In effect, the present value

rule converts the deferral preference into an equivalent

exemption. However, what happens if the property is sold
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after only one or two years. The taxpayer did not get the
full benefit of deferral. Should the minimum tax be

recomputed?

1 would conclude that all deferral preferences should be
treated similarly. The rule for mining exploration and
development costs would seem to be the more promising

approach.

Finally, there is one last proposed preference item on which
I would like to comment. The Ways and Means Committece staff
option published on September 26, 1985, would treat as a
preference any loss from an investment in which the taxpayer
is not a material participant. For example, losses
attributable to a limited partnership interest would be a
preference item. This is not an appropriate rule. To the
extent losses are attributable to the use of preferences,
the minimum tax should directly address those preferences
and generally does so. If preferences flowing through from
a limited partnership are themselves subject to minimum

tax, then treating the entire loss as a preference would
convert other deductions which the Congress has said are

not preferences into preferences. Indeed, real economic
losses would be treated as preferences. I would suggest

that the combination of at-risk rules, investment interest




86

limitations, and minimum taxes on preferences flowing through
to limited participants are more appropriate mechanisms to
address the abuses perceived in the limited partnership

area. Imposing a minimum tax on economic losses is not

sensible policy.

Thank you, Mr. Chairman. I would be happy to respond to any

questions the Committee might have.
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The CHAIRMAN. Senator Long, I explained to the panel where
 you and I were this morning and the very deep interest we had in

- the particular subject that was being discussed. Do you have any -

_ opening statement before we go to questions? :
- Senator LonG. None at this moment.

The CHAIRMAN. Senator Pryor.

Senator PrYor. None.

The CHAIRMAN. Gentlemen, as I read through your statements I -
think, with one exception, we are in agreement, but let me make
sure. The question we get asked all the time by the public, of
course, is why don’t those rich people and why doesn’t General
Electric pay taxes. And with very few exceptions of somehow some-
body who has cheated, most of them are not paying taxes for rea-
sons of tax policy that Congress has passed. And yet we cannot in
our minds allow that to go on. Somehow, no matter what their de-
ductions are, they must gay some tax, setting aside for the moment
the issue of interest on State and local bonds as to whether that is
constitutional. But setting that aside—I know Senator Long thinks
it isn’t constitutional. I'm not sure—but the number of people who
avoid paying any taxes solely on the basis of municipal bonds is
relatively slight anyway.

Is it a fair assumption to start—and I will start with you, Profes-
sor Graetz—is it fair to start with the assumption that no matter
what your deductions, no matter what your preferences, no matter
how legal your adjusted gross income is so that you would owe no
tax that you are goinﬁlto gay some tax?

Professor GrRAETz. Mr. Chairman, it seems to me that the answer
must be “yes” if you are going to use the alternative minimum tax
as your insurance policy for income tax fairness—so that the spec-
tacle that you mention of high-income individuals and high-income
corporations paying little or no tax is really going to be avoided. I
know in 1969 when the Congress first Prasse some minimum tax
measures this goal was not achieved. There were 154 people in
1969 with adjusted gross incomes over $200,000 who paid no tax
and in 1970 that number had gone down to 103, as I recall it. I
don’t think that you are going to satisfy the American public any-
more simply by reducing that number. I think you now have to

ass a minimum tax, an alternative minimum tax, that is genuine-

y going to ensure that corporations with substantial domestic book
income and high-income individuals pay some tax. Man% former
Commissioners of the Internal Revenue, who know more about this
than I, suggest that the way the American public is responding to
this fairness problem today is by not complying with their income
tax obligations.

In 1969, they wrote letters to the Congress. There were more let-
ters.in 1969 in response to Joe Barr’s statement than there were on
any other issue, including the war in Southeast Asia. Now they are
not writing the letters as they were before. It seems that they are
not complying with the income tax.

And, it seems to me, that this is really the principal threat to the
income tax in the United States today. That is why I have recom-
mended in my statement that you not accept arguments about pre-
cise adjustments and that you not accept arguments about particu-
lar pockets of economic loss when you design an alternative mini-




mum tax. You should bite some bullets that you are not willing to

. bite under the regular income tax. If you were willing to bite them - .‘
" under the regular income tax, you would not have to have a mini-

mum tax provision. If you can’t swallow them under a minimum
tax either, then you are going to have a continuing problem—this
}t'::r it was AT&T and next year it will be somebody else paying no -
The CHAIRMAN. But the answer is basically, yes that we are
going to have to have a minimum tax regardless of the exemptions,
deductions, credits or whatever else your preferences may be.

Professor GrAETZ. Yes. You are going to have to have a mini-
~ mum tax, and you are going to have to have a tough one.

The CHAIRMAN. I think I saw Professor Gutman shaking his head
when I asked the question.

Professor Gurman. Well, I agree with the way you just phrased
it, Mr. Chairman. The specific question you asked, I think, was is it
necessary that everybody in the tax system pay some tax each year
no matter whether he has any economic income or not. And I
think the technical answer to that is if you were satisfied that your
tax system indeed measured income correctly and somebody had
an economic loss, that person should not be paying tax in that
year. But that’s a pointy headed an academic answer to the ques-
tion. It almost doesn’t make any sense to talk about it in the con-
text of today’s income tax because it doesn’t come close to measur-
ing economic—— _

The CHAIRMAN. So as I rephrased the question, you would
answer yes also.

Professor GUTMAN. Absolutely, yes.

The CHAIRMAN. Mr. Shapiro.

Mr. SHAPIRO. Yes. I totally agree that every individual and every
corporation should pay what is perceived to be their fair share of
tax. Going back to the annual basis, it’s not necessarily an annual
basis because in some cases you've got—particularly in corpora-
tions—you’ve got bad economic years, certain investments they
make, so you should have some averaging advice which goes into
account some of the carryovers that are being proposed.

But the bottom line is every individual and every corporation
should be accountable to pay a fair share of tax on their income.

The CHAIRMAN. Mr. Sunley.

Mr. SUNLEY. Yes. In my statement, I said that the case for an
alternative tax is that you could limit taxpayers to sheltering their
income down to an effective tax rate of, say, 15 or 20 percent. In
contrast, under current law, taxpayers can shelter down to zero.
There is nothing magical in saying that taxpayers must stop at
zero. You could say that taxpayers have got to stop at 15 percent.

The CHAIRMAN. Senator Long.

Senator LoNGg. Mr. Shapiro, I would hope that you could stay
after your panel has finished testifying. I would like to discuss
some parts of your statement with you. I've read it, but I haven’t
had a chance to do it justice. I would like to ask you more about it
than I can ask in the brief time I have here.

I would like your thoughts about one matter now. I'm sure you
are aware that there were actually two famous Pollock cases. One
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of them held that the income tax was unconstitutional. That was =~
before whatever the amendment was that started the income tax.
- Professor GRAETZ. Sixteenth. S

Senator LonG. Sixteenth. One of the Pollock cases held that it
was unconstitutional to tax individuals in a way that amounted to
a direct tax without apportionment. As I recall, the other part held
that you could not tax the income on State bonds. I think that
went back even prior to that, to McCulloch v. Maryland, which es-
tablished the principle of reciprocal immunity and said that the
power to tax is the power to destroy.

I hope that we don’t have to get involved in trying to tax State
and municipal bonds. I hope we can avoid that. When Mr. Simon
was Secretary of Treasury, he used to sell those kind of bonds. He
expressed his point of view that those bonds had already been
taxed by virtue of the fact that by lending money to State govern-
ments, the taxpayer gets about 20 percent less income. The bond
holder owes taxes, but he has about 20 percent less income. In
effect, he has already been taxed 20 percent to benefit the State
government. That was Secretary Simon’s argument.

However you look at it, I can understand why the States, as well
as others are concerned about the overall issue and are very upset
at the prospect of our taxing State and municipal bonds. It occurs
to me that if you wanted to do something, you might look at the
situation where one borrows money. The law already says that if
you borrow money to buy State and municipal bonds, you can’t
deci:ng)t the interest expense on the money you borrowed. Isn’t that
right?

rofessor GRAETZ. That’s correct.

Senator Long. All right.

Professor GRAETz. For individuals only. That rule does not apply
to corporations today.

Senator LoNG. Individuals?

Professor GRAETZ. Banks can borrow and deduct interest.

Senator Long. If you wanted to, you could tighten up on that by
saying that it applies to all corporations as well. You also could
gay, for purposes of a mimimum tax, that to the extent you have
interest expense from any source, you could not deduct that inter-
est expense to the extent that you have tax-exempt interest from
bonds. You could say that if you wanted to. And I think that you
would be on a sounder basis there than you would be by saying
that you are going to tax State and local bond interest directly.

What is your thought about that subject? What might be the
better approach to try to obtain some revenue and meet a mini- .
mum tax purpose that you described here?

Mr. SHarIRO. You want me to start off with that, Senator Long?

Senator LonG. Yes. ‘ ‘

Mr. SHAPIrO. I think one of the points that I and most of us
made on the panel is that you should not necessarily view a mini-
mum tax as a revenue raiser. The minimum tax should be viewed
as a means to provide the credibility for the system that all indi-
viduals would pay what should be perceived as a fair share and
should not be able to stack up or use any particular preference to
a? excessive amount, to not pay a fair share or pay too low a level
of tax.
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As a result of that, it means you’ve got to look at a lot of aspects -~
~ of the tax, the minimum tax, which is the rate, the exemption, the
~ preference items, as to how to put that to%ether. When you look at -
. one particular item, such as tax-exempt bonds, the constitutional
issue is a very interesting one. There are strong views on each side,
and the Congress has focused on that. In 1969, the Ways an
Means Committee in their bill dealt with taxes and bonds, It was
no&&uxsued in the Senate. It was dropped in conference. ,
en you are dealing with the interaction of the interest, what
is referred to as the section 265 provision on individuals, which dis-
allows the deduction by an individual of interest to the extent they
borrow money to purchase tax-exempt bond that has to be taken
into account in the context that that affects State and local bonds
and what is the policy with regard to having an adverse effect on
banks or financial institutions or others to buy certain bonds where -
that is a day-to-day practice with regard to business, corporations *
as opposed to individuals.
at gets to another point that is very complicated that several
of the panel members have also addressed. And that is there may
be a very strong argument that I think all of us agree that an indi-
vidual—that a minimum tax is appropriate in the case of individ- -
uals. They have more or less an annual accounting, and as a result
of that, a minimum tax focused on them is clearly appropriate.

In the cases of businesses, corporations, there can be an argu-
ment that because of business cycles, the fact that they can merge
and get a high effective rate corporation merging with a low effect
rate to neutralize the effects of minimum taxes, the fact that they
may make investments in areas that have preferences one year but
in the next year they are paying more taxes, so how do you look at
them through business cycles. That the concept of a minimum tax
on corporations is not the same as it is with individuals. That
doesn’t mean you don’t have it, but you have to focus on it differ-
ently. And, therefore, when you look at the borrowing of money
from business sides or financial institutions, do you look at it in the
same respect as you impose that provision with regard to individ-
uals that borrow money to invest in tax-exempt bonds?

So I think in that respect one of the aspects is to cut back possi-
bly and to say that if you wanted to say that to some extent bor-
rowed funds cannot be used to invest in tax-exempt bonds, that is
being done in the case of individuals, it is not in corporations;
should you provide that prohibition in the case of corporations
across the board; should you subject it to the minimum tax so you
only do a piece of it or do you have some cut back and give some
percentage cut back? And those have to be taken in the context of
an overall review of a policy of a minimum tax, the policy of in-
vesting in tax-exempt bonds and the interaction of interest with re-
spect to borrowed funds that may be made in order to invest in
those bonds.

Senator LoNG. You don’t have a recommendation as to how you
would do it if you were going to do it? You explained the things
you ought to consider. Would you suggest how to do it?

Mr. SHAPIRO. I have a problem on any particular preference at
this point, Senator, in making a recommendation in this sense. The
first thing you have to look at is the substantive provision itself. I

i
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mean when you have tax reform, look at each one of the areag a8

to how you want to treat it.
‘In 1969, as you will recall, the Congress, both the Ways and

o Means Committee and the Finance Committee, in a major tax

reform effort looked at all preferences. Some were repealed because
they were no longer necessary. Some were cut back because they
were excessive. And to the extent the rest of them were retained in
any form, then the Congress looked at a minimum tax as a back-
stop as a means to make sure that all taxpayers paid their fair
share after the Congress looked at the preference items to see how
they wanted to deal with it.

And I think at this time you are undertaking a major tax reform
effort in looking at the tax system as to how it should be sha
and fashioned with respect to individuals and businesses. After
that exercise is finished, then I think it is appropriate to come to a
minimum tax to see how the minimum tax backstops the regular
gystem when you finish your tax reform effort. It has clearly taken
into account the rate. For example, a comment I made before you
and Senator Packwood came in was that when you had a rate in
1969 of 70 percent for individuals and 46 percent for corporations, a
minimum tax rate of 10 percent had different effects than when
you have a rate that is coming down to a maximum of 35 percent
for individuals and 33, 35 percent for businesses and the minimum
tax rate ffgoing up to 25 percent. You narrow that difference and it
has a different impact of a minimum tax. .

And as Mike Graetz and others have indicated, a major focus of
a minimum tax consideration, which is very important, is not just
who pays the minimum tax and what the revenue consequences
are of it, but that it acts as a floor for the regular tax because
mang' individuals and businesses who may not pay the minimum
tax don’t pay it because they are right above it and are payin the
regular tax. And they have done some of their transactions and tax
gtanning to make sure that they are right above the minimum tax.

they are affected by it. They don't pay it. They don’t Fay it only
because they have done other things and they are planning to
make sure they pay the regular tax.
ou have to focus on all other aspects of the tax system,
meaning the regular tax, before, in my judgment, you make your
firm decisions on how you interact that with the minimum tax.

Professor GRAETZ. Senator Long, could I just make two brief com-
ments.

Senator LoNa. Certainly. ‘

Professor GrRAETZz. First is that you are the only member of the
committee that was here in 1969, and you probably remember Mrs.
Dodge who had $1 million of tax-exempt income and paid no taxes
that year. She died since then so I think she is not a problem for
the income tax system anymore.

Professor GUTMAN. Gave it all to charities and didn’t pay any
estate tax either.

Professor GRAETZ. But she would be a problem if she were still
alive. And that problem will remain as long as tax-exempt interest
is not in the minimum tax base. The Senate in 1982 would have
included tax-exempt interest in the minimum tax and the House in
1969 would have done it.
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~About the problem of borrowing, the only comment I want to-
. make is that it is a problem for individuals that goes well beyond:

. borrowing for tax-exempt interest. It involves borrowing for all’
- gorts of tax-favored investments. And the committee should consid-

" er extending those limitations on borrowing more generally for in-
dividuals than to the tax-exempt interest case. It might also give it
thought with respect to corporations. ‘

Professor GuTMAN. Senator Long, could I also make a comment?

Senator LONG. Yes.

Professor GuTMAN. The question that you raised in the specific
area of tax-exempt financing is really in another sense a more gen- °
eral question. It points out something that seems to me has to be
addressed, and is very difficult in this whole minimum tax debate.
" The reason, apart from constitutional questions, that we have
the exemption for municipal obligations is to lower the cost of bor-
rowing for municipalities. And, indeed, that is the case, although at
least the studies that were produced when I was in the Treasury—
and Emil could speak more to this—show it is a fairly inefficient
way of doing it.

But, nonetheless, the cost to municipalities is reduced because of
the exemption. If you were to eliminate the exemption, you are not
going to let the cities, I assume, or municipalities just sit there
with increased cost of borrowing. You would be compelled, or at
least urged, to take some action to compensate for the denial of the
existing pr~ference, which means spending. The taxable bond
option, of cuurse, has been mooted many times before this commit-
tee. In 1978 Senator Danforth had a proposal like that that was re-
f;‘)lori;ed out of the committee and subsequently withdrawn on the

oor.

The point is that when you have got preferences that are in the
code and then you start taking them back, either directly or indi-
rectly, you are affecting Government spending with respect to
these items and you are going to get claims on the direct spending
side that you have to compensate for that.

Senator LoNG. Are you suggesting that we appropriate money to
subsidize the State municipal bonds? The problem is that, after a
while, the money is gone. It is like revenue sharing. I guess you
saw what happened to that. It's gone.

Professor GurMAN. Exactly. That’s what makes it so difficult
practically to deal with the issue. If you are going to take away a
financial benefit to the municipalities and not replace it, obviously,
_ it’s going to be very difficult to do.

Senator LoNg. Could I make just one statement, Mr. Chairman.
The CHAIRMAN. Yes.
- Senator Long. When we had that matter before the committee
about taxing Mrs. Dodge, it came to an end in the Finance Commit-
tee when Carl Curtis, who was the ranking Republican, said he was
not willing to put this whole country through the wringer just to
- tax Mrs. Dodge. The whole thing, svou might say, came down to the
fact that if we had to go after 50 States and every school district in
America in order to tax Mrs. Dodge, it was just not worth it. We
forgot about Mrs. Dodge, because it wasn’t worth the price we
would have had to pay. '
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-- 1 hope that we can meet the problem. I hope that if we have an-...- C

other Mrs. Dodge out there that there is some way we can show

proper consideration to all those affected and concerned at the - '

same time that ensure that the new Mrs. Dodge pays something. -

I don’t have the answers. I'm seeking the answers from you. I'm
seeking an answer we can sell to the States.

The CHAIRMAN. Senator Grassley. ,

Senator GrassLey. I would like to address an issue Mr. Sunley
mentioned which is included in the Ways and Means option and
the President’s alternative minimum tax 1proposals. I would like to
have a more detailed comment from all of you, including Mr.
Sunley. I'd like to know what your reaction is to the President’s
proposal as opposed to the Ways and Means options?

Mr. SunLEY. I did single out the one preference I thought gave
the most trouble; namely, any loss of a limited partnership being
treated as a preference. This strikes me as highly inappropriate.

When you get to the President’s plan, there is a very obscure
preference item there on excess depreciation or excess interest,
whichever is greater. It wasn’t clear to me whether the Treasury
thinks the problem is too much depreciation deductions or too
much interest deductions. We have a fundamental problem in our
tax system that, in fact, Senator Long was alluding to. To what
‘extent do we worry that someone leverages themself to"buy tax-
preferred assets. The approach in the President’s plan probably is
also not workable.

Both the President’s plan and the Ways and Means alternative,
as you know, include an alternative minimum tax. The President’s
plan is not fully flushed out. It does not explain what you would do
about an investment tax credit which was allowed for the regular
tax but was, in effect, wiped out because the minimum tax liability
exceeded the regular tax.

Now in the Ways and Means Committee option, you would re-
store the investment credit to either the carryback or the carry-
over, which seems to me to be the appropriate treatment.

The Ways and Means option also includes a minimum tax credit
which you could apply against your regular tax in a future year.
This is kind of an averaging device. To the extent your minimum
tax liability in 1 year exceeded your regular tax, that excess would
be a credit which you could carry forward to a future year and use
it as an offset against your regular tax if in that future year your
regular tax exceeded your minimum tax. That gives you kind of an
averaging. It works in most situations to achieve the results you
are after. I think you can probably find some situations where it
. doesn’t achieve quite the right result. :

Senator GRASSLEY. Professor Graetz.

Professor GRAETZ Yes, Senator Grassley. The options for the
minimum tax are quite complicated. I want to limit myself to two
or three of the more important aspects of this. The reason I
think—although it looks silly for the reasons that Mr. Sunley has
suggested—that losses from limited partnerships are suggested as a
tax preference for individuals is that there is the widespread belief
that a large, limited partnership is more like a corporation than it
is like a small, general partnership. This implies that losses to an
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S enfity of that sort should not be allowed as deductions on the indi-

-vidual return.
- I think that at some point, either on the House or on the Senate
- gide, Congress is gointho have to come to grips with the problem of

* limited partnerships. Limited partnerships have been the major ve-
hicle in the United States for tax shelters for the last several years.
And my preference, to use a bad pun would be to say that a large,
. limited partnership will be treated as a corporation for tax pur-
" . poses, insofar as limited partners are concerned, and not be able to

" pasy through losses to the limited partners.

That is a controversial proposal. It would create many problems,
particularly in the real estate industry and the natural resource
area. But that seems to be the reason for the proposal.

I think the reason for that proposal is not as foolish as the pro-
posal may look. The only other thing I would say now is that
Chairman Rostenkowski’s minimum tax proposal would increase

_the rate of the minimum tax on corporations to 25 percent from
the 20 percent that has been recommended by the President. I
think that would be a big mistake.

This may seem odd, given the fact that I have clearly taken the
strongest position of this group favoring the minimum tax. But I
think that you are much better off with a lower rate, broader based
corporate minimum tax that could get every corporation to pay
some tax and for minimum tax purposes, don’t worry about nice-
ties in the same way you do under the regular income tax. Let
them pay minimum tax. Give them extended net operating loss
carryovers. If they have real economic losses, sooner or later, they
will not have to pay. If they do not want to use a deferral provision
for minimum tax purposes, give corporations an election not to use
it for the regular tax or to use economic income calculations under
the minimum tax.

But I would go for a broad-based, simple minimum tax. And I
think a 25-percent rate is both too high in its own right and too
high relative to the kinds of corporate rates and individual rates
we are now talking about at the top. I do not think that raicing the
rate to 25 percent would be a wise move at all.

The CHAIRMAN. Senator Pryor.

Senator Pryor. Thank you, Mr. Chairman.

I just want to observe for the record that it was either yesterday
afternoon or last night—I'm mixed up on time. I got home at 4 this
morning, so I'm not quite sure what day this is—but by a vote of 88
to 11, the Senate sent to the Finance Committee, I guess you would
call it, an instruction to come forward with a minimum tax——

The Cuammman. Corporate.

Senator PrYOR. Corporate minimum tax. And so here we are,
and I think we have until May. And I think that’s a reaction out
there. Any time you get 88 votes for anything these days in the
Senate, that says an awful lot about an issue out there in our great
land. And I think that the failure of the minimum tax, corporate
and individual minimum tax, failure of our present law appears to
me the real thrust and the real machine that is driving this so-
called thrust for tax reform in the country.

I told my colleagues the other day that in August, I had five
town meetings. And I sent out postcards to everybody, and I said,

55-632 0 - 86 - 4
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OK, let's meet and talk about tax reform, the President’s tax .
reform. Kind of analyzing those crowds that came to those five re-
gional meetings across Arkansas, I think about one-third of the
people came to those meetings because they didn’t have anythin
else to do and it was entertainment, and, second, about a third of
them came because they were really concerned and they wanted to
exgress an opinion or see how this was going to affect their tax, the
individual tax or the company’s taxes. And about the other third of
them came because they were mad. They were downri%ht angry.
And they were angry ut us. They were angry at us. They were .
angry because we say, well, Mrs. Dodge is no longer alive and that
is no longer a problem. But there are a lot of Mrs, Dodges out there
today. And people are very angry about this issue.

And 1 think this committee, and even though we say, yes, we are
going to do something about minimum tax, corporations and indi-
viduals—but writing that-law is not easy. And I think we have just
seen some of the complexities of it today.

And I just want to express that that issue out there when it
comes to tax reform, I think, is what, at least in our State, is on
their minds. They want to see individuals in the higher income tax
brackets and corporations pretty well shoulder their fair share.
And I think that's what it is.

But I see a total failure right now with the present law. And I
just wanted to comment that yesterday that vote of 88 votes was
pretty considerably a mandate, as I consider it. I think it was a
mandate. I think we are going to be under the gun at that time to
come out with something that is fair and is equitable.

So I don’t have any more questions at this point. I look forward
to further discussion.

The CHAIRMAN. Senator Bentsen.

Senator BENTSEN. I've been pouring this coffee straight in my
arm at night sessions.

One of my concerns in this is the situation where you have a lim-
ited partner, where you are not active in the partnership, limited
partnership capacity. And you have a real loss. I don’t understand
why you shouldn’t get credit for that charged against your profits,
and why you should still be subject to a minimum tax. And I see
that provision in one of these.

That doesn’t seem to me to be equity. Do you want to comment
on that, Professor?

Professor GRAETZ. Senator, I think the reason for that is the view
that when you have a large, limited partnership that it's really
more like a corporation than a partnership. If a corporation that

ou have stock in suffers a loss, you are not entitled to take the
0ss on your individual return. That corporation has to keep that.
loss in its accounts to carry that loss forward to be used against its
income in later years. - ‘

?enator BENTSEN. You are just classifying. Think of it as a corpo-
ration.

Professor GRAETZ. I'm not sure which limited partnerships are -
more like partnerships and which ones are more like corporations.
I agree with you that when you are talking about real economic
losses, and not losses from preferences, and about small limited. -
partnerships that look more like proprietorships and more like
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general partnerships than publicly traded limited partnerships, I
think the problem may be d?fferent. .

I think the problem is really one of people selecting the partner-
ship form when they can use losses and the corporate form when
they have gains. There is simply too much flexibility in the form of
entity that can be selected for the tax system to be operating prop-
?trly. I think that’s the réason for that proposal. I'm not happy with
Senator BENTsSeEN. I think my concern for the—what I would
think of as a lack of equity in it would have me voting against that
kind of a provision.

Let me ask you about another one. And that’s your approach to a
line of business, classification. I totally agree we need a minimum
tax. I think that's absolutely important to restore credibility in the
tax system. You have a fellow that can always make $25,000 and
he finds he hag to pay $1,500 in taxes and he looks up there and he
sees a major corporation paying nothing and he says something is
wrong with the system.

But [ look at General Electric, for example, which does not
report for tax purposes, as I understand it, on a line item on line of
business method. Why to restore credibility to the system do you
have to put line of business in? Why would you suggest?

Professor GRAETz. Well, I would make two comments. One is that
I noted—I think before you came in—that there were two parts of
my corﬁorate minimum tax proposal that I considered very impor-
tant. The first was that book income should serve as a floor for the
cor{)orate minimum tax, because I have a feeling that if you do not
go in that direction——

Senator BENTSEN. Book income? ‘

Professor GRAETZ. A corporation’s income reported to sharehold-
ers for book purposes should be its minimum tax floor—because if
you don’t go in that direction, then you are still going to have a lot
of corporations who pay no tax relative to book income, and that is
the way the problem is always reported to the people. The people
are going to be as mad with you after the enactment of a minimum
fax as they are today. You are not going to solve your basic prob-
. lem.

If you go down that route—because I think that’s more funda-
mental than the line of business point—if you go down that route, I
am less concerned about the line of business point. But my point in
that connection is that even though in the regular income tax you
allow General Electric and other companies to consolidate their
income from their main business with their leasing subsidiaries,

. that such consolidation may not be appropriate under a minimum

tax designed to address tihis problem. It is the General Electrics
that are the problem. And you do not want to encoura@ie further
mergers because of a minimum tax provision that would say we
are now going to have a tax if the only way to get around it is to
create more subsidiaries or to have more mergers. -

One of the complaints that is often advanced about a corporate
minimum tax that—unlike an individual, corporations can create
babies without a 9 months’ delay. And so one of the things that is
always argued about a corporate minimum tax is corporations are
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just going to merge and create more loss subsidiaries and so forth
to avoid the tax. - .

The line of business suggestion that I made is real}y just a sug-
gestion. Think about that lproblem geriously and see if there is not
some way to limit the ability of corporations to use these unrelated
losses—losses unrelated to their main line of business-~to avoid
paying any tax altogether. Otherwise, I don’t think you are going
to solve the basic political problem, the basic perception that the
worker person in America has of these large corporations not
paying any tax. And you don’t want to keep doing this year after
year. I think that'’s the main thrust of that suggestion. I'm tenta-
tive about it. It may be a radical idea, but it seems to me we may
have a radical problem.

Senator BENTSEN. You are a very candid fellow.

The CHAIRMAN. Any other questions, gentlemen?

No response.]

he CnairMAN. Folks, if not, thank you very much.

And we conclude this morning with Mr. Raymond Donohue. Go

right ahead, Mr. Donohue.

STATEMENT OF RAYMOND J. DONOHUE, VICE PRESIDENT AND
CHIEF FINANCIAL OFFICER, MATSON NAVIGATION CO., INC,
SAN FRANCISCO, CA, ACCOMPANIED BY THOMAS L. MILLS, ES.
QUIRE, KOMINERS, FORT, SCHLEFER & BOYER, WASHINGTON,
DC

Mr. DoNonUE. Thank you, Mr. Chairman, and other members of
the committee. )

I'm testifying today on behalf of Matson Navi{gation Co., Crowley
Maritime Corp., and the Council of American-Flag Ship Operators.

My testimony is also supported by the Shipbuilders Council of
America and ﬁshin% industry groups.

I'm accompanied by my counsel, Mr. Thomas Mills.

The President’s tax proposal seeks to repeal the Capital Con-
struction Fund Program. We stron}gkr oppose this proposed repeal.
Basically, the CCF works like an IRA for the U.S. maritime indus-
try. Taxes are deferred on deposits into the fund, and then subse-
?uently repaid when funds are withdrawn for construction of quali-

ied vessels in U.S. shipyards.

The repeal of CCF would have extremely adverse effects on our
companies. However, the arguments against repeal go much fur-
ther than simply this financial impact. Our reasons against repeal
are, first, the CCF is a maritime program authorized under the
Merchant Marine Act. It is not part of the Internal Revenue Code,
and is not administered by the reasuri/\IDepartment. It should not,
then, be repealed in isolation from the National Defense, Maritime,
and Fisheries’ objectives that it was intended to achieve.

Second, repeal of the CCF will provide minimal additional reve-
nue. The Treasury Department and the Joint Tax Committee esti-
mate that the repeal would generate about $400 million over the
next b years. This relatively small figure is even double the cost -
that we estimate. The Treasury figures are based on the view that
the CCF is a tax exemption program. It’s not that at all. It's a tax-
deferral mechanism. Treasury’s calculations give no effect to the
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- fact that all of these deferred taxes are repaid to the Government
in future years and that the CCF Program, in addition, stimulates
more revenues from shipyard employment and the manufactured
products used in ship construction.

Our third reason is that American shipyards depend heavily on
the CCF Program. Virtually all present commercial shipyard con-
struction work involves CCF financing. Over the past 10 years, CCF
Ki'ograms have financed vessel construction projects at shipyards in

aine, in Pennsylvania, Louisiana, Texas, and Oregon. The value
of this construction alone at Bath, ME has been $210 million. At
Sun Ship, now Penn Ship, near Philadelphia, $756 million. North-
west Marine and FMC in Oregon, $57 million™ Avondale and
McDermott in Louisiana, $370 million recently. Bay Shipbuilding
in Wisconsin now has a project totaling $191 million, and next year
Matson Lines plans a construction project for $35 million.

All of these projects and many others were and are being fi-
nanced with CCF moneys. And this isn’t all. The American fishin
industry has built more than 3,200 fishing vessels under the CC
Program. Many small coastal shipyards are involved in these

xioje(cjts, including 16 shipyards in Texas and several in Rhode
sland.

Briefly, there are four other critical reasons why we think that
CCF repeal is a bad idea.

The first one is that our noncontiguous areas of Hawaii, Puerto
Rico, and Alaska depend primarily on waterborne transportation,
Without CCF funds, vessels will become more expensive to build,
Higher transportation costs leads to higher consumer costs. This
will encourage reliance on cheaper foreign products carried into
these areas on foreign vessels; and this could affect the cargo levels
now moving off the Pacific coast to Hawaii and even Alaska.

National defense requirements is our second point. Sea lift capac-
ity would be severely undermined by repeal, and this is recognized
by the Department of the Navy.

The third point is that CCF’s are enforceable contracts and that
the proposed repeal, we think, would be a taking under the Consti-
tution—an unconstitutional taking.

Our final point is that repeal of the CCF would create tax policy
discrimination which would favor foreign steamship companies
who compete with U.S. flag companies and now have available to
them the subpart F exemptions.

In summary, we realize that the CCF is a very small issue in
terms of overall tax policy, but it's vital to our companies, and we
think vital to the American flag Merchant Marine and fishing in-
dustries. -

Thank you.

The CHAIRMAN. Thank you, Mr. Donohue.

In addition to your counsel, I see you have Peter Friedman with .

you for whom [ have the highest regard and I'm glad that he's with
you.

Mr. DononuUE. Thank you. He's always a good backup.

[The prepared written statement of Mr. Donohue follows:]
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Summary Statement of Rdyuoné*if’bonohue,
~ Matson Havigation Company, Inc,

Capital Construction Fund

The U.S. merchant marine, shipyards and fishing industry oppose
the proposal to repeal the Capital Construction Fund (CCF) program,

CCF program was enacted as part of the Merchant Marine Act,
1926, It is not found in the Internal Revenue Code, It should not
be repealed in isclation from consideration of the defense, maritime
and fisheries objectives it was designed to achieve,

" CCF financing is involved in virtually all commercial shipyard
construction work in this country. It has made possible the
modernization and expansion of the U.S, fishing industry, and is
keeping many small coastal shipyards alive,

Repeal of CCF and the consequent adbrogation of these contracts
would constitute a "taking" wunder the S5th Amendment of the
Tonstitution,

Repeal of the £CF program would result in reduced capital for
investment in vessels, increased transportation costs to Hawaii,
Alaska, and Puerto ¥icy, and, as a result, upward pressure on consumer
costs, i

The U.S. merchant marine, which would be seriously hurt by
repeal oé CCF, ‘s recognized by the Defense Department and Congress
as essential to the natlonal security,

The CCF program provides a measure of tax parity with competing
foreign shipping lines,

Repeal of the CCF program would provide minimal revenue benefits,
Repeal would produce significant revenue losses which must be

eoansidered in determining the net revenue {mpact.
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October 4, 1985

STATEMENT CF RAYMOND J. DONOHUE

Mr. Chairman and members of the Committee on Finance: as Vioe
President and Chief Financial Officer of Matson Navigation Company,
Ine. ("Matson") I appreciate the opportunity to testify concerning
the Capital Construction Fund provisions of the President's tax
reform proposal. In addition to Matson, I am testifying in behalf
of Crowley Maritime Corporation, and the Council of Ameri{can~Flag
Ship Operators, The Shipbuilders Counclil of America and various
fishing industry groups support my testimony today. I ask that theip
statements be filed separately in the record.

The reason I am testifying {s to describe the importance of the
CCF program, and the very significant adverse effect the President's
proposal to terminate (t would “ave on the American-flag merchant
marine fieet, U.S. shipyards and the fishing industry,

Specifically, Chapter 12.04 Of the Fresident's tax proposal
would repeal the CCF program which is authorized under section 607
of the Merchant Marine Act, 1625, We strongly oppose such a repeal.

The major points. T would like to make today are:

(1) CCF is an Essential Element of National Maritime Policy

The CCF program was enacted as part of an overall Maritime

program designed expressly to meet national defense, maritime and

fisheries objectives,. CCF provisions are found {n the Merchant '’
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Marine Act, 1936; they are unique among those provisions addressaed
{n the Presideﬁt's proposal, in that they are not part of the Internal
Revenue Code, '

The CCF program was originally established by legislation
reported by another Senate Committee, In fact, this {s the first
occasion in which the CCF program has been substantively addressed
by this, the Senate tax writing committee. With the recent termination
of other Federal shipbullding subsidies, the CCF program has assumed
the most critical role in providing seal{ft and shipyard capabilities.

t should not be repealed in {solation from consideration of overall

defense and maritime policies,

f2) Shipvards Depend Upon the CCF Program

The CCF program is presently involved for virtually all
commercial shipyard construction work. Currently, five (5) major
commercial ships are under 2censtruction in U.S., shipyards, All are
using funds accumulated in CCFs, 1t is questionable whether all of
these ahips would be under occnstruction today without the CCF
provisions now under attack, Elimination of the CCF program would
have a devastating impact on what is left of our domestic shipbuilding
industry.

Specific projects undertaken with the use of CCF moneys by
Matson and other companies in shipyards in Pennsylvania, Oregon,
Louisiana, Maine, Texas, and elsewhere, {llustrate the substantial

economic benefits of the capital construection fund program,
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Presently Crowley i{s constructing ocean-going barges at FMC
.COrporatlon in Portland, Oregon., This $36 million project {s funded
using CCF moneys. Similarly, in 1978, Bath Ironworks in Maine built
the 26,000 ton containership MAUI for Matson at a total cost of $57
million; and, in 1980, Sun Ship in Chester, Pennsylvania delivered
te Matson the $75 million containership KAUAI. These two vessels
will be fully paid for by CCF withdrawals. Avondale Shipyard in
Louisiana has recently built three containerships for American
President Lines at a cost of about $91 million per ship, Also in
Louisiana, McDermott shipyard has built 30 vessels, financed through
CCF withdrawals, for Crowley at a cost of almost $100 million, Sea-
Land, at a cost of $180 million, {s building three ships in Sturgeon
Bay, Wiscons:n to serve Alaska. These are to be paid for by CCF
withdrawals as well, _

Matson has scheduled for next year a major conversion of the
MATSONIA. This $35 million project also will be paid for entirely
with CCF money. Proposals are now being considered from shipyards
in Alabama, California, Fiorida and Maryland.

These vessel construction projects have and will ‘aocrue
thousands of Jobs in the states where the shipyards are located and
throughout the economy. The CCF program has been critical to the

economics of those projects,
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(3) CCF is Important to the Fishing Industry and Shipyards

Thus far’l have described some of the major CCF financed projects
administered by the Maritime Administration, 1In addition, the CCF
program has made possible the modernization and expansion of the
U.S. fishing industry, and is keeping many small coastal shipyards
alive,

Presently there are over 1,700 active fisheries CCFs
admini{stered by the National Marine Fisheries Service to assist
fishermen accumulate capital for  vessel conatruction or
reconstruction, The program is effective; over 3,200 fishing vessels
have been built using CCF moneys,

Nunernus small shipyards from New England to the Gulf, and along
the West Coas%, are dependent upon fishing vessel work. For example,
Texas fishermen have built or are bullding over 250 vessels using
CCFs, and have plans ftor at least 75 more, Si{xteen Texas shipyards
are presently engaged in buillding fishing vessels funded through
CCFs.

In Rhode Island, 2B ships have been built or rebuilt under the
CCF program, with 15 more on the drawing board, One Rhode Island
shipyard, Newport Offsaore, is building CCF-funded fishing vessels,

while two others are engaged in CCF reconstruction and repair work.

(4) Repeal of the CCF Program Raises Substantial Constitutional

Issues.

By statute a company establishes its CCF through a mutually

enforceable contract with the Federal government., The contracts
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involve specific eligibility standards, mutual commitments,
restrictions and significant penalties for unqualified withdrawals.
Controlling c¢ourt decisions suggest that repeal of CCF and the
consequent abrogation of these contracts would constitute a "taking"

under the 5th Amendment.

(5) Increased Costs for Consumers in Hawaill, Alaska and

Puerto Rico

Repeal of the CCF program would result in increased
transportation costs to Hawaii, Alaska, and Puerto Rico, Without
the CCF program {t would be extremely difficult for American steamship
companies to accumulate the substantial amounts of capital (as much
as $100 million per ship) necessary to build and maintain medern,
efficient fleets, In combination with other elements of the current
tax reform proposal, for example, elimination of {investment tax
credit and the Accelerated Cost Recovery System, repeal of the CCF
program would have a serfous financial impact on American-flag
domestic steamship companies, Fewer capital investments would result
in the decline of waterborne transportation systems essential to the
economies of the noncontiguous states and territories.

All of the ships owned by Matson and Crowley's barges serving
Hawaii, Crowley's fleet (and Sea-Land's planned fleet) for Alaska,
and Crowley's fleet serving Puerto Rico, were or will be financed
witn CCF moneys., The CCF program is of critical importance to the
financing of the fleets serving these trades today. Without these

modern vessels financed by the CCF program, American-flag companies
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would be forced to rely on older, less efficient vessels., This, in
turn, would put upward pressure on domestic freight rates to Hawait,
Alaska and Puerto Rico, and encourage these economies to rely more
heavily on foreign sources of conaumer goods carried on foreign-flag

vessels.,

(6) CCF Plays an Important Role in National Defense

Although mentioned earlier, the national defense implications
must be underscored. The U.8, .merchant marine, which would bde
seriously hurt oy repeal of (CF, {s recognized by the Defense
Department and Congress as essential to the national security, In
time of conflict, “he U,S, merchant marine, bullt with the assistance
of the CCF program, will be needec¢ to provide critical supply and
support services,

The vital naticnal defense role performed by the domestic trade
fieet is Jescribed sucsinetly in a paper entitled "Retention of the
CCF Program is Vitval to the National Defense" which 1 submit with
my statement. Included you will find recent strong-expressions from
the Department cf the Navy supporting continuance of the CCF program,

Moreover, Congress recently established a Commission onMerchant
Marine and Defense, which will evaluate the CCF program in the overall
context of merchant marine and rational defense policy., Abolition
of CCF would foreclose the Commission fromevaluating and reconmending
changes and improvements to a program which has been an ln;esral

element of national delense policy for many years.
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(7) Repeal of the CCF Program Would Result in Tax Poliey
Inequities

Currently the CCF program provides a measure of tax parity with

cgmpeting foreign shipping lines in two respects. .
first, vessels bullt in the Unitad States with the assistance
¢ the CCF program compete with vessels built in foreign shipyards,
including those construcgfg by companies using the "Subpart F
evception" in the Internal Revenue Code. Under Subpart F, earnings
from foreign vessels owned by U,S.-controlled foreign corporations
are exempt from U.S. tax when they are reinvested in foreign vessels
and their operation. Repeal of the CCF program and retention of the
Subpart F excepiion would destroy such "tax parity" as now exists
petween U.S.-bullt and foreign-built vessels,

Second, virtually every nation with a viable merchant fleet
effectively shields {ts owners from immediate taxation on surrent.
income by one means or another, As a practical matter, shipping
operations -- de they ureek, British, Norwegian, Japanese, Danish,
Jerman or open registry -- have tax parity with their competitors,

Attemptes to provide the same tax parity to U.S.-flag operations
are included in a variety of provisions. Such provisions inoclude
the CCF program, accelerated depreciation and investment tax oredits.

The Treasury proposals regarding CCF (as well as decelerated
depreciation and investment tax credits) fail to recognize that
repeal would creatc a substantial competitive disadvantage. Foreign
competitors could continue to modernize and rebulld their fleets

with tax deferred income, while earnings from U.S.-flag operations
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would be subject to current taxation, The resulting sharp reductions
in cash flows, would, in many cases, cause an inability to amortize
loans on existing vessels.

We do not want a tax policy which encourages American operators
in the international trades to abandon the U.S. flag, and reflag

foreign under a foreign corporation,

(8) Minimal Revenue Benefits

Repeal of the CCF program would provide minimal revenue benefits,
The Treasury Department has estimated that the CCF prugram will coat
$400 million over the next five years. The Joint Tax Committee
essentially concurs with that estimate, We believe that even this
relatively low figure is unrealistically high. A careful study by
an expert {n the rield shows the probable revenue loss to be $200
to $250 miliion over the five year period,

A recent study by leading transportation economists (Temple,
Barker and 3loane) concludes that each dollar withdrawn from a CCF
for shipbuilding purposes provides $4.70 in direct, indirect and
induced sales in the U.S, economy. In addition, 4.3 jobs are created
for each shipbuilding job, For example, a $100 million shipbuilding
project (the approximate cost of one ship) has an economic impaoct
of $470 million and c¢reates a total of 1,515 jobs in the shipyard,
plus 1,212 additional jobs with the suppliers to the shipyard.

In view of the substantial economic benefits and employment

that result.from the present CCF program, we bellieve that repeal
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would produce related revenue losses, not quantified or considered

by’the Treasury Department or Joint Tax Committee estimates,

Conclusion

I believe in an equitable tax program, but only through means
which make good business sense, While the proposal for repeal of
the CCF program was intended to close an unnecessary loophole, studies
have shown that repeal would have a minimal effect on tax revenues
and would result in related revenue losses. On the contrary, the CCF
is in no way an unnecessary loophole, but an essential component of
cur national maritime and defense policy. What has been ignored in
formulating -he proposal is the serious adverse impact CCF repeal
would have on the United Stztes merchant marine fleet, on our
shipyards, and on our national defense. The President's proposal
has not been based on a thoughtful or thorough review of established
policies and programs, such as the CCF, which are designed to foster
the development and maintenance of a strong merchant marine capable

of meeting this nation's commercial and military needs.
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August 28, 1985

RETENTION OF THE CCF PROGRAM
1S_VITAL TO THE NATIONAL DEFENSE

It 1s tne declared policy of the United States that:

1t 1s necessary tor the national detense
ana, deve.onment of its ftoreign and domestic
commerce that the United States shall have a
Zerchant marine . . . (b} capable ot serving as
A raval and military auxiliary in time of war
or nat:i:ona. emergency, (c) owned and operated
under the United States tlag by citizens ot the
United States . . . (d) composed ot , ., , vessels,
constructed 1n the United States and manned with
a trained and efticient citizen personnel, and
.e; supp.emented by etticient tacilities tor
shipbuilding and ship repair.,

Secrion 10% ot Lne Merchant Marine Act, 1936,

History betore and af'ter this declaration teaches us an American
Lercnant marine, most particu.ariy our domestic trade tleet composed
o! Arerican-bu.lt and -manned vessels, is vital tor national detense.
in botn Wor.g Wars it was this domestlc trade tleet which provided
tne vacxbone oI support lor our war eftcrt., The Harvard Report on
"Tne Use and Disposition of Snips and Shipyards at the End ot World
war 11" prepared tor the Uniteg States Navy Department and the United
states Maritime Commission, June 1945, states (at p. 90):

Tne countrivutions of domestic shiping to
nationa. security have often been over-

Looked. . . . Actually, 1n both World Wars
domestic shippang has turnished more ships than
these employed in toreign trade. All the

coastwise and intercoastal ships ot over 2,000
WI's were requisitioned tor use in this

wWar, . . .
"

w,

Without the American ships 1n existence at the outbreak of both Wars,
our etlorts weu.d nave toundered betore they began,
carried 30 percent o! ail the supplies required to support the Allied
war ettort i1n Wor:3 War 11; virtually al. the supplies in the Korean
and an estimated 97 percent of all the supplies sent to

Tne Congressiounal Buoget Ottice in a report on "U.S.
Shipping and Snipbui.ding Trende and Policy Choices" in August 1984,
states lat p. 45;:

American ships
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both a review of history and a thoughtful
consideration of present international condi-
tions suggests that cargo shipping is vital to
U.S. national security. Separated trom trading
partners and allies by long ocean rcutes, the
United States relies on shipping to sustain its
economy and to support almost any kind of
military operation.

The current condition of the American merchant marine concerns
those charged with our national detense. In 1984 the Secretary of
Defense stated to the Secretary of Transportation (letter dated
April 24, 1984, copy attached):

By the late 1980s/early 1990s, the U.S.
commercial tfleet may not be adequate to support
military dry cargo requirements. Should the
surge shorttall increase as projected, we will
have to increase government controlled shipping
programs, take government action to reverse the
decline in the U.S. commercial fleet, or both.
Moreover, military sealitt requirements are only
a part of the total national security requirement
tor the U.S., Merchant Marine, Solutions to DoD
military requirements alone will not necessarily
assure our national security. It is essential
that all national security requirements,
encompassing not only DoD's military needs but
also the security requirements of the civil
economy and industrial base, be identitied
betfore program and legisiative proposals are
developed.

In response to the statement in Treasury II that the national
security justitication tor subsidies ot U,5. maritime construction
is in doubt, Everett Pyatt, the Assistant Secretary ot the Navy tor
Shipbuilding and Logistics, reattirmed the national security
justitication tor subsidy of the merchant marine (letter dated June 7,
1985, copy attached). He quoted the Joint Chiets ol Statt as followst

In any major overseas deployment, sealift will
deliver about 95% of all dry cargo and 99% of
all petroleum products. Ships trom the U.S.
merchant marine represent the largest domestic
source of sealitt, making them an important
strategic resource.

He described Treasury II's statement as a "gross over-
simplitication of the role of the merchant marine," pointing out
that the "most usetul ships tor military purposes are under U.,S.-
tlag while the tlags ot convenience [ships] are used primarily to
support the national economy rather than direct military support,"
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Key members of the House Armed Services and Merchant Marine
Committees have recently urged that the CCF program be retained on
national detense grounds, See attached letters dated August 1 and
August. 16, 1985.

The toregoing are the opinions of the people and the committees
responsible tor national detense. Recent events dramatically
demonstrate the correctness of those opinions. In the Falklands
War, ureat Britain was taced with the task ot dislodging hostile
torces which had invaded its territory in the South Atlantic, many
thousands of miles trom home, ureat Britain's ability to successtully
conclude that war was the direct result of its ability to mobilize
its mecchant marine to carry the troops and supplies necessary to
that endeavor. These ships were in existence under British-flag at
the outbreak of hostilities.
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THE SECRETARY OF DEFENSE

WASMINGTON, THE DISTRICT OF COLUMDIA

2 4 APR 1984

Honorable £11zabeth Hanford Dole
Secretary of Transportation

U.S. Department of Transportation
400 7th Street, SW

Washington, D.C. 20550

Dear El{zabeth: N

As you know, the decline of the U.S. maritime industries over the past
severa) years has generated significant interest in the Merchant Marine's
capability to support the President's national security objectives. Our
departments have been involved {n two major maritime-related studies to
quantify defense requirements-«the DoD Sealift Study and the Navy/MARAD
Shipyard Mobilization Base (SYMBA) Study. Although follow-on analyses to
both studies are presently scheduled to be completed this spring, work on
mititary requirements for dry cargo shipping has been completed. Enclosed
is a statement of the dry cargo shipping objectives that underife DoD's
requirements and our current best estimate of the sealift necessary to meet
those requirements.

The decline in U.S.-fla? commercial shipping capable of carrying
military unit equipment §s of particular concern to DoD. Wa are doing much
to fix the problem; however, your latest projections of shipping trends
indicate a good part of the potential gains may be eroded by accelerated
commercial developments, Thus, even assuming that the entire U.S, Merchant
Marine is made avaflable to support military requirements, we may not be
able to meet DoD's limited policy objectives.

A Merchant Marine, even if it were capable of supporting military
operations, may not be adequate to satisfy all of our national security
requirements during a major conflict, 1 have not included the civil
economy and the industrial base fn DoD's statement of maritime
requirements., For this reason, 1 propose we jointly develop a statement of
national maritime requirements, encompassin$ not only DoD's military needs
but also the security requirements of the civil economy and industria)
base. We would use these total requirements as a basis for determining the
adequacy of current U.S. maritime policies and, if necessary, for
developing alternative programs and legislative proposals for submission to
the Natfonal Security Council by July 1584,

Mr. William Sharkey, Director for Energy and Transportation Policy,
OASD {MILL), will be coordinating DoD participation. |1 request that you
appoint an office within DOT to co-chair this effort with Mr, Sharkey.
With your help, we could establish an Administration polfcy that would
assure our overal) national securfty. [ welcome your comments and look
forward to working with you on this important issue.

‘ Sin »«7/
Enclosure &7/ !
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Department of Defense Dry Cargo Shipping Objectives and Requirements

0

DoD Dry Cargo Policy Objectives

The Department of Defense (DoD) policy objectives for meeting military
dry cargo se2lift requirements are:

- At a minimum, to maintafn sufficfent shipping capacity
under U.S. government control and/or in the U.S.
commercial fleet 1/ to meet the surge and sustaining
requirements of that portfon of a global war wherein
allied shipping is not available.

- To obtain shipping assistance from our allies to mest
U.3. mil{tary surge and sustaining requirements {n
their respective geographic areas.

Surge operations are defined as the movement of combat and support
forces' unit equipment to a theater of operations. Generally, because of
the required delivery dates of these forces, each ship can make only one
trip. Sustaining operations are defined as the cyclical operation of all
shfg?:ng to deliver resupply and ammunition to forces over the course of a
conflict. .

pry Cargo Shipping Requirements

The DoD military dry cargo required to be moved by U.S. sealift is
derived from the Southwest Asia (SWA) portion of a global war. Under
current global planning scenarios, DoD will rely on shipping assistance
from our NATO and Northeast Asia allies to meet U.S. military surge and
sustaining requirements in their respective geographic areas. To meet U.S.
SwA requirements, sufficient shipping capacity must be available from U.S.
sources to move about 800,000 short-tons of mil{tary unft equipment {UE)
during surge operations and about 1.7 million short-tons of resupply and
ammunition during sustaining operations. Delivery of that amount of caryo
on time would require about 4.6 million deadweight tons (MOWTs) of shipping
to be available for surge and an additional 3.3 MOWTs to be available for

sustaining operations.

bry Cargo Shipping Trends

While the overall cargo capacity of the U.S. commercial fleet is
projected to remain relatively constant, projected declines in coxmercial
shipping capable of carrying military UE s of concern to DoD. In response
to that concern, DoD is planning to increase significantly the surge
shipping under government control.

17 The U, S commercial fleet is defined to fnclude ships registered under
U.S. flag and effective U.S. controlled (EUSC) ships owned by U.S. citizens .
and registered under foreign flags of convenience.
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Recent developments in the commercial fleet, however, fndicate
even with these steps, the U.S. commercial fieet of the late 1980s/ear
1990's, may not be able to support adequately the military dry cargo
-requirements fn the event of a war or national emergency. )

The problem is meeting the surge requirement; sufficient capacity s
expected to be avaflable to meet sustaining requirements.

Figure 1 depfcts the deadweight tonnage of surge shipping avaflable
today, the projected 1988 tonnage used {n the DoD Sealift Study, and a
recently revised MARAD projection for 1989-90. The projected declfine in
the UE shipping tonnage of the commercial fleet {s offset by DoD's proygram
to increase shipping tonnage under goverament control from the current 0.9
MDWTs to about 1.8 MOWTs by 1988 and by Dod's seashed and, flat rack
program. The latter program, under which U.S.-flag container ships will be
modified during a contingency to carry unit equipment, will contribute an
additional 0.8 MOWTs of UE shipping. Thus, DoD programs now planned or
underway will provide about 2.6 MDTWs of UE-capable shipping by 1988,
Nonetheless, we remain somewhat short of the requirement--substantially so
{f the latest MARAD projection proves accurate.

Conclusions

By the late 1980s/early 1990s, the U.S. commercial fleet may not be
adequate to support military dry cargo requirements, Should the surge
shortfall increase as projected, we will have to increase government
controlled shipping programs, take government action to reverse the decline
in the U.S. commercial fleet, or both. Moreover, military sealift
requirements are only a part of the total national security requirement for
the U.S. Merchant Marine. Solutions to DoD military requirements alone
will not necessarily assure our national security. It is essential that
all national security requirements, encompassing not only DoD's milftary
needs but also the security requirements of the civil economy and
{ndustrial base, be jdentified before program and legislative proposals are
developed.
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AGURE 1
AVAILABLE UE CAPABLE SURGE SHIPFING
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The requirements and resources charted in Figure 1 above relate to Merchant
Marine ary cargo (liner) shipping. The legend can be more fully explained
as follows:

"U.S. Flag" -- Privately owned U.S. flag merchant ships.

“Government” -- U.$, government owned merchant type ships.

"Shed and Rack” -~ Privately owned U.$. flag merchant ships adopted for
military use through installation of specially designed
portadle eauipment such as Seasheds and Flatracks.

Fig. 1
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OEPARTMENT OF THE NAY "
OFFICE OF THE SECRETAR
WASHINGTON. O € 20330

JUN 07 1985

The Honorable Ronald A. Pearliman

Assistant Sacretary of the Treasury
For Tax Policy

Main Treasury

Room 3120

15th and Pennsylvania Avenue, N.W.

Washington, DC 20220

Dear Mr. Sacretary:

The Treasury Department, in your report to the President "Tax Refornm for
Fafrness, Simplicity, and Economic Growth®, has misinterpreted the key defense
role to be played by our U.S.-flag merchant marine. Currently, our military
planning depends upon the U.S. merchant marine to provide more than two-thirds
of the U.S.-flag sealift, In thefr Fiscal Year 1986 Posture Statement to the
Congress, the Joint Chiefs of Staff stated:

*In any major overseas deployment, sealfft will deliver about 95% of
211 dry cargo and 99% of 211 petroleum products. Ships from the
U.S. merchant marine represent the largest domestic source of
sealift, making them an important strategic resource.®

Yolume 11 of your report, when explaining your proposal to eliminate the
merchant marine Capital Conmstruction Funds, states:

*The special tax treatment of Capital Construction Funds orfginated,
along with a direct appropriations program, to assure an adequate
supply of shipping in the event of war, It was thus feared that
tacause of comparative shipbuilding and operating cost
disadvantages, peacetime demand for U.S.-flag vessels would not
reflect possible wartime needs.®

As justification for repeal of the special tax treatment for Cepital
Construction Funds, the proposal goes on to say:

“A national security justification for subsidies of U.S, maritime
construction {s today very much in doubt. U.S. citizens own or
control large numbers of ships registered in Panama, Liberia, and
Honduras, that would be available to the Unfted States in an
emergency, and most U.S. allfes possess substantial fleets of ocean
going cargo ships that would be available in any common emdrgency.”

This gross oversimplification of the role of the merchant marine misses
the point that the most useful ships for m{Y{tary purposes are under U.5.-flag
while the flags of convenience cited here are used primar{ly to support the
natfonal economy rather than direct military support. The conclusion that
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foreign flag ships would be available to support U.S. operations fs not
supported by fact or agreement. I fact this rationale is in direct
contradiction with the President's recent statament on the merchant marfne

(attached).

In short any {ssues you may have with the Capital Construction Fund need
to be approached as a matter of tax policy, not defense policy. I would be
pleased to discuss this issue with you {if you desire.

Sincerely,
Z:‘.o,ae&fﬂ avy
EVERETT PY.
ASSISTANT SECRETARY OF THE NAVY
(SHIPEUILDING AND LOGISTICS)

Attachment
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Congress of the nited States
Pouse of Representatites

Hashington, B.E, 20515
August 1, 1985

The President
The White House
Washington, D.C. 20500

Dear Mr., President:

We are writing to urge that an Administration proposal to *
abolish the Capital Construction Fund be withdrawn,

As members of the Sudbcommittee on Seapower and Stratagic
and Critical Materials wve have come to appreciate the importance
»f the U, S. merchant wmarine to the national defense, The
continuing shrinkage of the merchant marine is a matter of grave
concern and it led the committee to report legislation,
subsequently enacted, to create a Commission on Merchant Marine
and Defense to study problezs relating to transportation of
cargo and personnel for national defense purposes in time of war
or national ewmergency and the capability of the U.S. merchant
marine to meet the need for such transportation, The commission
is to make specific recommendations to foster and maintain a
U.S. merchant marine capable of meeting national security
requirements., -

The Capital Construction Pund (CCF) provides significant
financial incentives, through the deferral of taxes, for
inveatment in the U.S, merchant maripe, The fund has been an
integral element or U.S. merchant marine policy for many years,

We believe that it is imprudent to dismantle the existing
mechanisa for fostering a merchant marine without a clear
understanding of the offect of such action and without an
alternstive plan for maintenance of a merchant marine resource
necessary for the national dafense.

Accordingly, we urge that the proposal to abolish the CCF
be withdrawn to allow the Commission on Msrchant Marine and
Defense to carry out its work and report its findings to you and
to the Congress before making further changes in national
programs to foster a U,S, flag merchant marine,

Ot et

CHARLES E. BENNETT
Menber of Congress

Sincerely,

RS
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CONGRESSMAN ROY DYSON

S24 CanNTA HOUSE CFFICE BUtOmG WASHNGTON D € 20516 1702 225 5311

August 16, 1985

Honcrable Dan Rostenkowski
Chairman

Vays and Means Committee

2111 Rayburn House Office Bullding
washington, D.C, 20515

Dear Mr. Chairman:

We are writing regarding the Department of Treasury's
proposal to repeal the Capitol Construction Fund (CCF)
program authorized under Section 607 of the Merchant Marine
Act of 1936, as amended. As justification for repeal of
this maritime program the Treasury stated that: "A national
security just:ification for subsidized U.S, Maritime Construc~
tion is today very much in doubt."

ks Menbers cf both the House Armed Services Subcommittee
n Seapower and the Merchant Mar.:ne Committee, we disagree
:th this conclusicn, as has the Navy, and believe it is
remature and inappropriate to repeal the CCF prograg at
his time.

¢t 30

Less than 10 months ago, the Congress passed and the
President signed into law legislation establshing a Commission
on Merchant Marine and Defense comprised of seven Presidential
appnintees. This Commission is directed to study problems
concerning transportation of carco and personnel for national
defense purposes in time of war or national emergency. The
Comnission will 1lso evaluate the adequacy of the shipbuilding
mobilization base in the U.S. to meet the needs of naval and
merchant ship construction in time of war or national emergency.
The Commission is to make specific recommendations to foster
and maintain a U.S. merchant marine capable of meetiny national
security reguirements.

The CCF, which assists merchant marine companies in the
construction, reconstruction or acquisition of ships, has been
an integral element of U.S, maritime policy for many years. It
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Honorable Dan .ostenkowski
hugust 16, 1985
Page 2.

is also one of only two remaining maritime programs and
clearly is one which the Ccommission will examine in the
course of developing its comprehensive program to assure
an sdequate merchant marine.

We believe that the serious exceptions that the Navy
Department has raised about Treasury's proposal, coupled
with other recent government studies and reports supporting
the national defense role of the U.S. merchant marine, compel
the conclusion that no action should be taken to change the
CCF program at least until the Commission has had an oppor-
tunity to examine this issue in the context of overall
national maritime and defense policy.

Therefore, we strongly urge that the Committee postpone
action on this proposal to abolish the CCF program.

Sincerely,
;éé; ia£Z§;3«1/%’7‘**-.__ P /)'VTvﬁﬂﬂ—\

ROy, Dyfon —- "lspomﬁs F. Hartnett
M riof Congress N Membbkr of ngress

' \’ = ‘\ bom /' r -
O T etk 115N N OJ/ o LA~

Thomas M. Fogliettal William Carney
Member of Congress Member of Congress

A A
Ii—— bl B2
”/ R . o
/dérvert H. Bateman /Sclomon P. Ortiz 57

Member of Congress Member of Congress
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The CHAIRMAN. Absent CCF and some very minor other con-
" struction subsidies that exist, in your judgment would there be any -
- ighificant commercial shipbuilding in the United States?
r. DoNorUE. Without the CCF? :

The CHAIRMAN. Yes; and there are a few other minor subsidies,
but by and large CCF is the biggest one. Would there be any signif-
icant commercial shipbuilding in the United States?

Mr. DoNoHUE. I think yes. I think we are always going to have to
have commercial shipbuilding in the United States. Without the
CCF, it’s going to be far more costly on our companies to meet the
massive amounts of capital necessary. Ships now are $100 million
or more. Our company has a little over $200 million in net worth.
To accumulate these funds, we need the CCF. Otherwise, it's ex-
tremely costly for us.

The CHAIRMAN. Now why wouldn’t most of the commercial ship-
building go overseas without CCF?

Mr. DoNonue. Without the CCF, those companies who can go
overseas would look to overseas yards to do their building. Some of
us can’t do that.

The CHAIRMAN. Why?

Mr. DoNoHUE. Because we are domestic carriers.

The CHAIRMAN. In terms of your Jones Act limitation.

Mr. DONOHUE. Yes.

The CHAaIRMAN. T understand that. I was counting that as a subsi-
dy. It’s not a tax subsidy, but it’s a requirement that you have to
build here if you want to be in the coastal trade.

Mr. DoNOHUE. Yes.

The CHAIRMAN. Short of that and the CCF, would most ships
then be built overseas?

Mr. DoNOHUE. Yes.

The CHAIRMAN. If you could participate in a coastal trade and
build your ship in Korea and if you had no capital construction
fund and there were no tax incentives, given that situation, would
commercial shipbuilding continue to exist in this country in any
significant quantity?

Mr. DonoHUE. I don’t think so.

The CHAIRMAN. Senator Long.

Senator LoNG. It’s unfortunate that the CCF has had some un-
necessary problems because it originated in the Commerce Commit-
tee. I was a member of the Commerce Committee and chairman of
the Merchant Marine Subcommittee at the time. I was also chair-
man of the Finance Committee. I explained it to the members of
the Finance Committee, and I had support of both the Finance
Committee and the Commerce Committee when it came up. We
had s?lme opposition from Senator Williams of Delaware, but that
was all. :

The majority of the members on the Finance Committee did not
support Senator Williams’ position so there was no problem pass-
ing the CCF provision But in subsequent legislation, for example,
with the investment tax credit, they failed to take the CCF into ac-

_count, because it was not drafted as part of the Internal Revenue
Code. We constantly had difficulty with the CCF because it fell
under the jurisdiction of the Commerce Committee.
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I suspect that that is part of the trouble now with the recommen-
dations to repeal the CCF. The tax-writing committee on the House
side did not have the same association with it that the Finance
Committee had with it over here on the Senate side. Here, at least,
you had somebody who understood the purpose of the CCF and
what it was all about.

As it stands today, other than with regard to the areas covered
by the Jones Act requiring ships to be built in American yards, if
you are talking about international trade on the high seas—haul-
ing large amounts of cargo—I can’t see where the subsidy would
make it possible for us to build ships in American yards at all. I
mean the subsidy we have is not enough, not near enough.

Mr. DoNnoHUE. That’s correct. There really is no subsidy.

Senator LoNG. For example, I went through one of the Korean
shipyards this last summer. They were building some beautiful, big
ships. They are very good, high quality ships. People tell me, for
example, that the timing pieces, the e%uinomiters, are the best
equinomiters in the world. Is that correct?

Mr. DoNoHUE. The Korean yards have most of the business, I un-
derstand.

Senator LoNGg. What was that?

Mr. DoNnoHUE. I understand that the Korean yards now have
most of the business and they are doing very good work.

Senator LoNG. They are also building diesel engines that were
designed in Europe. They build the European design, but they ma-
chine them to a much finer degree than diesel engines built any-
where else. Thus, they have better engines, better timing pieces,
and good ships. We can’t begin to meet their price, even with the
available subsidy. They are working for $1.60 an hour and are
doing a good job. That is what you are up against, isn't it?

Mr. DoNOHUE. Yes.

Senator Lona. If frou are talking about trying to compete with
anybody in the world market, the repeal of CCF is overkill. You
can't compete the way it is now. Isn’t that about the size of it?

Mr. DoNoHUE. That's correct. Yes.

Senator LoNG. At least in the coastal trade, you cannot compete,
bﬁt can at least survive. But other than that, you can’t make it at
all.

Mr. DoNoHUE. That’s right, Senator.

Senator LoNG. I would hope that before somebody tries to repeal
the CCF, they will at least take a look at your profit and loss and =
see if anybody in your crowd is making enough money to justify a
tax increase. o

The whole idea of a minimum tax, for example, is if somebod

made a lot of money he ought to pay some tax. But I have difficul- = .~

gy understanding why your industry ought to have a tax increase.
ou are going through some tough times.

Mr. DoNoOHUE. Oh, very difficult, very difficult. Particularly out .

in the Pacific. This is why we would hope that the CCF would be

considered in light of overall maritime policy and not be considered L

as part of this tax reform legislation.
enator LonG. Thank you very much.
The CHAIRMAN. Senator Matsunaga.
Senator MATSUNAGA. Thank you, Mr. Chairman.
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And welcome, Mr. Donohue. I'm sorry I wasn’t here to listen to
your testimony, but I have read it. And I wish to extend special
greetings for the reason that Matson plays such an important part
in the economy of the State of Hawaii, and let me assure you that
:}81 a Senator from Hawaii people do appreciate your service out

ere.

Mr. DoNoHUE. Thank you, Senator.

Senator MATSUNAGA. And you have characterized the capital
construction fund program as a tax-deferral program that enables
ocean carriers to accumulate capital necessary to ensure timely
vessel replacement and maintenance. In your view, would Matson
or any other domestic carrier be able to accumulate this capital
without the CCF program? v

Mr. DoNoHUE. I partly answered it in a question that Senator
Packwood gave. I believe that, yes, eventually the capital would
have to be accumulated if we were goinF to be able to stay in busi-
ness. It would take us longer and it would be more costly.

Senator MATsunaca. And would it be accurate to state that
since a vessel's tax basis is reduced when tax deferred earnings are,
deposited in a CCF, this resulting reduction in depreciation causes
the dlg’ferred taxes to be paid in full over the depreciable life of a
vessel?

Mr. DoNoHUE. Oh, yes, yes. They definitely are totally repaid.
The CCF deposit can be viewed as if it were advance depreciation.
If you deposit the funds and then take them out to build a ship,
you get the value of your depreciation ri%ht oft, when you deposit
the funds. You don’t have to wait for the life of the vessel to recov-
er the cost as with other assets.

Senator MATSUNAGA. And, as you know, the Treasury Depart-
ment has asserted that even if a capital construction fund subsidy
is justified, it would more appropriately be provided in the form of
a direct sgending or regulatory program. Would you care to com-
ment on this?

Mr. DoNnoHUE. We don’t really think that direct subsidies are a
reality in the current political world. We think that the CCF,
which is a sheltering of profits, a putting away of profits for rein-

~ vestment in the company, is a much more efficient way; a reinvest-

ment in vessels is a much more efficient way to develop the equip-
ment needs rather than taking a handout from the Government
which the Government never gets back. CCF is a tax-deferral
mechanism, as we say. It's an interest-free loan, if you will, from

- the U.S. Government, and it’s paid back in full through the loss of . ‘ “ o

depreciation when the vessels are finally built. ‘ L
nator MAaTsuNAGA. Well, I thank you for appearing before this .~

ggn:mittee. And if you see my good friend, Bobby, give him my

st.

Mr. DoNoHUE. I sure will.

Senator MatsuNaGa. Thank you. o

The CHAIRMAN. Thank you, Mr. Donohue. You make a good pres- -
entation.

Mr. DonoHUE. Thank you, Senator.

The CHAIRMAN. We are adjourned.

[Whereupon, at 11:20 a.m., the interview was concluded.]
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[By direction of the chairman the following communications were
made a part of the hearing record:]
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October 4, 1985

Honorable Bob Packwood
Chairman

Committee on Finance
U.S. Senate

5D-219

Washington, D.C. 20510

Subject: Minimum Tax
Submitted in conjunction with hearings
to he held nctober 9, 1985

Dear Mr. Chairman:

The President's tax reform proposals, submitted to Congress on
May 29, 198%, describe an alternative minimum tax (AMT) applicable to both
individuals and corporations. The Tax Reform option submitted to the Ways
and Means Committee for use in 1ts current mark-up of tax reform legislation
(*staff Proposal®) contains an expanded AMT, again applicable to both
individuals and corporations.

The Arthur Andersen Worldwide Organization is the world's largest
accounting and consulting organization. We take no position either
advocating or opposing these proposals or other minimum tax proposals,
Rather, the comments submitted in this letter are jinternded to provide
observations and suggestions on several technical issues not covered in the
President's proposal to the drafters of eny AMT proposal the committee might
adopt. These comments will address both the corporate and the individual
AMT, and are submitted for the hearing record on the minimum tax. Those
hearings will be held October 9, 1985, 1In addition, these comments will
refer, where appropriate, to several legislative AMT proposals already
introduced in the House and Senate, including H.R. 2424, S. 956 and S. 973.

INTRODUCT 1ON

The AMT proposals pose several problems, both structural and
conceptual. The structural defec:s arise from the mechanics of the tax, and
include problems associated with net operating losses, exemption amounts and
the rate and base of the tax. The conceptual problems arise largely from the
faiiure of AMT proponents to articulate the interaction of the AMT with the
reqular income tax. Principal among these defects are the absence of any
mechanism to assure that taxpayers will not lose the value of the lnveatment
tax credit, the lack (in the President's plan) of any flexibility in
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“determining AMT-taxable income, and the potential (particularly in the
legislative proposals) for double taxation.

An overall jissue raised by the Staff Proposal is whether it makes
sense to bring the rate of minimum tax so close to the normal rate of tax
that a much wider universe of taxpayers not only have to compute it, but are
1ikely to have to pay regularly under it, rendering the regular tax system a
nullity, (The Staff Proposal contains a 25 percent AMT and a 35 percent top
marginal rate on both individuals and corporations.)

CONCEPTUAL PRAMEWORK

Rate Differential -~ Purpose and Scope of a Minumum Tax

Some of the proposals would not only expand the minimum tax base,
but also would increasc the AMT rate to as much as 25 percent, The Staff
Proposal would raise the rate to 25 percent while at the same time reducing
the maximum individual and corporate rates to 35 percent. This compression
of tax rates raises a number of important issues.

The flrst jssue that the Committee must decide is the reason for a
minimum tax in the context of a broad-based low rate f{ncome tax system. This
issue is highlighted by the convergence of both the individual and corporate
rates under the Staff Proposal. The minimum tax was originally enacted to
insure that those few individualas who paid little or nu tax, primarily
because of tax shelter investments, would pay some tax, It has been expanded
over the years and today can best be described as serving the purpose of
insuring that those relatively few who do not pay what is perceived to be
their fair share will pay some significant amount of tax.

It would seem that the increase in the rate of AMT to 25 percent in
a 35 percent mainstream world would put large numbers of taxpayers on the AMT
even though they would pay significant taxes under the regular tax (as much
as 24 percent of hook income). To put this in perspective, a corporate
taxpayer with $150 million of book income and $100 million of taxable income
will pay AMT, even though its regular tax would be $35 miilion. The question
is whether this is what the minimum tax is about. To put the question
another way, the process of changing the Code so that it imposes a
broad-based low rate income tax system that people believe is rational will
be painful and disruptive. Does it make sense to go through the pain and
disruption to make the tax system one that will be, in the eyes of some, a
rational system and then impose a minimum tax that not only raises more money
than ever, but is so broad that the rationally structured reforms are
rendered inoperative?

.

Under a broad-based minimum tax, it is quite possible that most
utilities, timber producers, extractive and heavily capital intensive
manufacturing companies seldom would be able to file on the ordinary tax rate

55-632 0 ~ 86 ~ 5
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system, but would be permanently on the AMT. This seems an odd result,
particularly if the incentives that have enabled them to maintain
productivity are vastly reduced.

The second issue is whether the additional burden imposed on
taxpayers will further the policy objectives of the proponents of expanded
minimum taxes. The proposed AMT imposes an additional burden on all
taxpayers that have preferences in sufficient amounts that they reduce their
income tax liability, Under an expanded AMT, the additional burden on a
greater number of taxpayers is, of course, the necessity of computing tax
twice, once under the regular tax and again under the AMT. Originally, only
a limited number had to make these computations and these were generally
fairly sophisticated individuals and corporations. Even today, with the
individual AMT rate at 20 percent and the top individual rate at 50 percent,
a growing but manageable number of individuals must make the computations.

ASs rates converge, however, more and more taxpayers, both
individual and corporate, will have to make the computations. The Committee
should determine how many will have to bear this burden and whether this
added burden on so many is worth it to tax those, who, in any event, may be
paying taxes of as much as 24 percent of book or personal income. An added
and serious burden is that each time an investment decision is made a
separate AMT computation will have to be made, projected many years into the
future.

STRUCTURE OF THE TAX

Generally, the President's AMT proposal is modeled on the current
taw, as i{s the Staff Proposal. First, regular taxable income before net
operating losses (NOLs) for the year is determined. That amount is reduced
by any allowable corporate AMT NOL deduction., The taxpayer then adds all
applicable AMT preference items (exclusive of an exemption amount) to
determine the alternative minimum taxable income (AMTI) base., The
appropriate rate then is applied to AMTI to compute the AMT liability. The
only credit permitted against the AMT liability is the foreign tax credit,
subject to special limitations. The tax payable would be the greater of the
AMT liability (as reduced by the foreign tax credit) or regular income tax
liability (as reduced by all allowable credits), Each component of this
model raises issues that could lead to inequities.

AMT net operating loss -- All of the outstanding. proposals permit
an AMT of fset for NOLs, determined in a special manner different from the
regular rules. The objective of this AMT NOL provision is to permit
taxpayere to receive only the benefit of actual *economic® losses (l.e., NOLS
excluding the designated preference items) when computing the AMT base. 1In
practice, the AMT NOL provision would have the effect of reducing the value
of NOL carrybacks and carryovers computed for regular tax purposes, thereby
reducing the HOL of fset against the AMT. Notwithstanding the objective of

s



127

ARTHUR ANDERSEN & Co.

Honorable Bob Packwood October 4, 1985

this special AMT NOL rule, its operation can be complex and can lead to
extremely unfair results.

This problem will be particularly acute in the transition year of
tax reform. Assuming that the AMT goes into effect in 1986, there should be
no requirement that any pre-1986 NOL carryovers be “"cleansed” of
preferences. This was the approach adopted in the 1982 modifications of AMT,
and represents a fair resolution of this problem. Otherwise, the corporation
would be denied the tax benefit of preferences that were lawful in the year
they arose, but that could not be fully utilized.

Exemption amount -~ With the exception of H.R. 2424, the proposals
provide a threshold exemption to allow individuals, small businesses or
companies that usa few preferences relief from the complex AMT rules. To
assure equity, we urge the drafters to provide an exemption amount,

Rate -- As discussed above, the interaction of the AMT rate and
base with the reqular income tax will require careful engineering,
particularly if the maximum rate is reduced as low as 33 or 35 percent. The
Senate bills have a broader base than the President's proposal, but impose a
lower rate on that base. (The Senate bills propose a 15 percent rate; the
President suggests 20 percent,) By contrast, the Staff Proposal and H.R.
2424 impose a 25 percent rate on a very broad basa. In effect, the Staff
Proposal and H,R. 2424 could operate as a penalty tax or a surtax on
preferences, since the base will almost always be subctantially broader than
the i{ncome tax base and the tax paid at a rate of 25 percent on a broader
base generally approximates the proposed corporate rate of 33 or 35 percent
and the proposed top individual rate of 35 percent on a narrower base. Thus,
great care should be taken to assure that the preferences that comprise the
base do not undermine the objectives of capital recovery or other allowable
timing differences that permit deferral (such as the completed contract and
installment methods of reporting).

Base and preferences -- Generally, we take no position on the
inclusion of particular preferences in the base, so long as the potential for
double taxation is eliminated through an operable crediting device, basis
adjustment or other mechanism (to be discussed below). Some of the
preferences, however, are based on faulty premises, and should be refined or
eliminated,

Real economic losses/tax shelters -- In what we consider to be an
excess of zeal to deal with probiems created by tax shelters, the Staff
Proposal would treat as a preference, and thus tax, the net loss from a trade
or business activity in which the taxpayer did not materially participate in
management or provide substantial personal services., The thrust would appear
to be to impose a penalty tax on passive investors.
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The net result of this proposal would be to place a substantial
impediment in front of anyone considering an investment in which there might
be a risk of incurring actual cash losses (not merely book entries) in the
early years even though the investment has a sound economic base that is not
tax motivated. The impact on investment of such a proposal is not something
that we claim to be able to estimate, but, intuitively, it could be
enormous., It creates a situation where an investor could be taxed even
though a real business investment has deprived him of the cash with which to
pay the tax. This situation {s distinguishable from what some describe as a
traditional tax shelter investment which, in the early years, provides an
investor with tax benefits that exceed his cash investment in the deal. The
treatment of real losses as a preference can tax an individual even when his
cash investment exceeds his tax benefits,

Non-cagh itemg -~ Some of the minimum tax proposals, particularly
H.R. 2424, would include in the tax base certain non-cash {tems. H.R: 2424
would treat increases in vested pension or profit-sharing benefits, including
vested benefits under self-employed (HR-10) plans as preferences. It would ,
also add items for which the taxpayer receives no disposable income, such as
employer-paid health and life insurance.

These provisions obviously pose difficult or novel technical and
policy questions, Por example, it would seem quite unfair to tax an
individual on income that be does not receive, particularly at a rate as high
as 25 percent., Many of those jtems would also be taxed a second time at
ordinary rates when the amounts are actually collected by the individual. 1If
pension benefits become a preference, then ldentifying and valuing the
increase in vested benefits would pose problems for both employees and

“employers. The preference would be especially onerous for individuals
participating in plans with l0-year "cliff® vesting or the more common 4/40
plans, in which 40% of accrued benefits vestg after four years of employment.

Employees would be required to rely on their employers to provide
the amount of the potentially taxable item each year, This would be
burdensome for employers because they generally do not maintain benefit
accounts on an individual basis. Moreover, the proposal provides no guidance
on proper valuation of the benefit. Presumably, an actuary would make this
determination. An annual actuarial analysis of the plan, however, would be
very costly, particularly because it would entail a determination for every
individual participant and not merely a statistical sampling., Even greater
valuation problems would arise if the cateqgory of non-cash preferences were
to include the broad category of *fringe benefits.,"

Net interest expense -- Another potential item of tax preference
that we oppose is the President's proposal to include a portion of net
interest expense in the AMT base. We believe that this preference is
conceptually flawed. If it were nonetheless included in the AMT base, {t is
also structurally flawed as currently drafted.
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The preference for net interest expense in the President's proposal
is conceptually flawed. We are well aware of the Treasury's concerns about
the tax benefits associated with the combination of accelerated depreciation
and interest expense deductions, We acknowledge that that interaction can,
indeed, result in front-loaded deductions, and that many would argue that
current law provides a less than perfect measure or matching of interest
income and expense. 1If those problems are the Treasury's primary concerns,
however, making arbitrary assumptions about the relationship of debt to
investment is an inappropriate means of solving the perceived problem.

The proposal aasumes that the first dollar of debt a corporation
incurs is attributable to personal property placed in service after 1985, We
believe this is an inappropriate assumption. In fact, the debt may actually
be incurred for acquisition of real property, expenses associated with
inventory, construction costs, or other similar items. In addition, even
though the preference is measured in terms of personal property placed in
service after 1985, there is no correlative "fresh stact® for tracing the
interest expense. Thus, the interest expense attributable to pre-1986 debt
i8 swept into the AMT base, even though there may, in fact, be little, If
any, inflaktion premium associated with the debt, and even though the debt is
actually ‘old and cold.®

The structure of the net interest preference is peculiar, at best,
and is unreasonably complex. First, the net interest is measured in terms of
interest income. Other forms of investment income, such as dividends and
rents, are excluded. This would tend to create a bias in favor of investing
in interest-bearing instruments, and away from equity investments. Since the
entire reform process is aimed at creating a *level playing field," the
creation of this type of bias seems unwarranted.

After computing net interest expense, the taxpayer will be required
to compare that amount with cost recovery expenses computed under two
different methods, the proposed Capital Cost Recovery System (CCRS) and the
proposed Real Cost Recovery System (RCRS). We find this measurement to be
unnecessarily complax. Probably its most objectionable feature is the use of
the RCRS system in the AMT context. We believe {t is inappropriate to
require measurement of any preference to be cast in terms of a complicated
structute that has little other application in the entire tax system.

(Note that cost recovery preference amounts for post-1985
investments in real property and certain leased personal property are also
measured in terms of RCRS amounts, The same objections to RCRS as a
measuring device would also apply to those cost recovery preferences.)

Windfall recapture -- We would find inappropriate and oppose any
suggestion that anything like the so-called "windfall recapture® contained in
the President's proposal be treated as a preference. We believe that this
provision itself is highly questionable. If it is adopted for regular tax
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purposes, then there is no need to aggravate the inequity of excessively fast
recoupment of prior depreciation deductions by including the recapture amount
in the minimum tax base, as well., The President's plan, by distinguishing
the measurement of pre-1986 accelerated depreciation preferences from
post-1985 preferences, provides for capturing some of the benefits associated
with ACRS deductions without extending the preference to include the windfall
recapture, Many argue that the windfall recapture is in the nature of a
retroactive tax. We see no reason to compound the retroactive aspect of the
recapture by adding it to the AMT base,

Plexibility

Under current law, individuals may make special elections to take
certajin praferences out of the AMT base and to include them, instead, in the
regular tax baae (IRC Section $8{(i)), S. 956 and S. 973 go well beyond
current law, and propose that a corporate taxpayer be permitted to elect that
any item of tax preference be restored to regular tax computations, and
forgone as a preference, We believe this added flexibility is warranted so
that taxpayers will not be unduly penalized, and that it should be applied to
individuals, Provision for an annual, irrevocable election for that year
would curtail potential abuses. H.R. 2424 permits such an election, bhut only
for a very limited number of preferences. We suggest the approach of the
Senate bills as providing the maximum flexibility.

Coordination with the Income Tax

Perhaps the most glaring problem in the proposals, other than the
staff Proposal, is the absence of a mechanism for reflecting AMT paid in
determining regqular tax in subsequent years., A taxpayer potentially is taxed
twice on the same income, particularly when allowable income-deferral
accounting methods such as installment sale or completed contract reporting
have been used. Note, however, that the Staff Proposal currently provides
insufficient data to evaluate the coordination mechanism, We urge the
drafters to craft this device carefully, lest undue complexity be created hy
means of a cumbersome credit and carryover mechanism.

H.R. 2424, S. 956 and S, 973 provide an example of the potential
for double taxation. Each bill treats completed contract reporting as a tax
preference., The preference amount is the excess of the income that would
have been reported if the percentage of completion method of reporting were
used over the amount recognized usinq the completed contract method.

Assume that a taxpayer's construction project would take three
years to complete and that tax reporting is on the completed contract
method. 1In the first two years, the AMT base would include the excess of the
amount that would have been reported under the percentage of completion
method over the amount reported using the completed contract method, Then,
in the third year, when the contract is completed, the entire profit on the
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contract would be taxed for regular tax purposes, Thus, AMT could be paid on
two~thirds of the profit and regular tax paid on the entire profit from the
contract. The amount of regular tax on the profit would not be reduced by
the amounts attributable to AMT paid in prior years, The effect is that the
same income is taxed twice, under two different methods. Thus, the so-called
*alternative® can be, in effect, a surtax on specified preference items
instead of a so-called minimum tax. In this example, the total tax on the
income from the contract would be 51.7 percent, compared to the Staff's
proposed regular income tax rate of 35 percent (and 25 percent for the AMT).

Accordingly, a mechanism is nceded to recognize that some AMT
already may have been paid on deferred income that was subject to tax in the
AMT year and that is being recognized in the current year. This mechanism
c¢ould take various forms, such as a credit, a basis adjustment, or a
multiyear averaging approach. The Staff Proposal adopts the credit approach
by allowing the minimum tax liability to be carried forward as a credit
against regular tax liability in future years. Without a relief mechanism
like this, the additional complexities of tax planning could become
extraordinary as taxpayers attempt to forecast their income and tax positions
from year to year to avold the harsh double tax result. Also, uncertainty
would be added in financial-statement accounting for deferred taxes in that
there would be increased likelihood that taxes provided under present
accounting rules at the AMT rate later would be adjusted to the higher
regular corporate rate or that benefits reflected at the higher corporate
rate would prove to be worth only the lesser AMT amount.

Investment Tax Credit

. Many taxpayers are currently in a position where, for a variety of
reasong, they have been unable to make full current use of the investment tax
credit (1TC), and are therefore in a carryover position, Since these
carryovers have a 15-year life (after a three year carryback), it is
important that their value to the taxpayer not be eroded or obliterated
solely because of the AMT. 1f, in fact, Congress repeals the ITC, it will be
all the more important fot taxpayers in a carryover position to retain the
greatest possinle value for their credits.

The authors of the President's package have indicated no intent to
interfere retroactively with carryovers related to property placed in service
before 1986, and we see no reason why the AMT should change that balance.
Decisions to invest in the assets to which the carryovers relate were based
on incentives available at the time of the investment, so the integrity of
those investment decisions should be preserved. Moreover, the Predident's
plan rightly expresses no intent to eliminate the carryovers.

Accordingly, we wonld propoce that some mechanism be adopted to
preserve the value of ITC carryovers for those taxpayers who will be subject
to AMT, The purpose of the proposed AMT is to *minimize the number of
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high-income corporations paying little or no tax as a result of heavy
utilization of the tax preferences included in the alternative minimum tax
base ...* (President's proposal, Chapter 13.04, page 337 (emphasis added)).
Under current law, a company (as well as an individual) can minimize {ts tax
liability, not only through use of any of the tax preference i{tems included
in the AMT base, but also through the use of a carryover of investment tax
credit, If ITC is not allowed to offset the AMT, a taxpayer's carryover will
be unavailable to reduce taxes in any given year. This result retroactively
affects investment decisiong. We believe this effect is contrary to the
intention of the proposal,

Por example, it is quite clear that the new proposed AMT could
apply even if the taxpayer had no tax preferences. Assume, for example, that
a corporation had no tax preferences and net taxable income of $3,000,000,
In this situation, there would be regular income tax of approximately
41,000,000 (assuming the proposed 33 percent rate). The current investment
tax credit rules would allow a maximum offset of $850,000 to that tax
liability, leaving a net tax of $150,000., Under the President's proposal,
the AMT would be 20 percent of taxable income or $600,000 (or $750,000 under
the Staff Proposal). The taxpayer, in the absence of an AMT crediting
mechanism for the ITC carryover, currently would lose the henefits of the
carryover, expend & carryover year, and, even with no tax preferences, be
tequired to pay the higher AMT., The frequency with which this situation
could arise obviously increases under the Staff proposal where the minimum
tax rate would be 25 percent. This seems an undue penalty.

Either of two mechanisms could correct this problem. Pirst, a
symmetrical rule could be adopted, under which an I1C carryover would offset
85 percent of AMT liability., Alternatively, a lesser percentage than 85
percent could be allowed as a credit against AMT liability.

In the example above, a carryover could offset 85 percent of AMT
liability, or $510,000, resulting in a net AMT of $90,000., Utilization of
the ITC could be limited so that net tax liability could not be reduced bolow
the net regqular tax liability of $150,000 in our example, This treatment
would result in the fuller use of ITC carryover apparently intended under the
proposal and would not interfere with the integqrity of the AMT gince it is
designed tn tax use of tax preference items, not deny ITC carryover.

I1f, in our example, $3,000,000 of preference items reduced the
taxpayer's income down to the $3,000,000 of taxable income, the taxpayer
would have an AMT liability of $1,200,000 (20 percent of $6,000,000). 1In
this case, the taxpayer would have no opportunity to utilize its ITC
carryover. However, if the taxpayer was allowed to offset its ITC carryover :
against 85 percent of its AMT liability ($1,020,000;, it would result in a i
net tax liability of $180,000 (31,200,000 less $1,020,000), which would
exceed the taxpayer's net regular tax liability of $150,000, so the $180,000 X .
AMT ljability would be paid. Cot
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Allowing a full AMT offset for ITC carryovers is, in our judgment, -
a valid approach to the preservation of the value of the carryover. If that
approach is not followed, then the rule of current law would provide a means
of retaining some of the value of the credit carryover. Current law provides
that, to the extent the AMT imposed on noncorporata taxpayers prevents use of
ITC in any given year, the amount of ITC that could have been used absent the
minimum tax provisions will not be lost. (I.R.C. Section 55(c)(3).,) This
provision can be illustrated by the following example:

Regular Tax $20,000
ITC $10,000
Alternative Minimum Tax $16,000

The taxpayer will pay $16,000 of tax. Therefore, he will only "use® $4,000
of ITC, rather than the $10,000 he has available. The taxpayer's carryover
will not be reduced by the $6,000 of unusable 1TC in that year. This result
is fair, since reducing the 1TC carryover in the above example by the full
$10,000 would effectively result in a retroactive repeal of $6,000 worth of
ITC -~ a result clearly not intended by the proposals., To prevent this
unfairness, the AMT draftcrs should ensure that only the ITC carryover
allowed to reduce a corporation's tax liability from the regular tax to the
level of the alternative minimum tax be "used® in any given year. This is
the approach applied to the noncorporate AMT in the "General Explanation of
the ... Tax Equity and Piscal Responsibility Act of 1982° ("TEFRA Bluebook®),
and we believe that it has valid application to corporate taxpayers, as well,

A second, less cumbersome means to assure the use of the carrynver
would be a simple amortization rule. Under this approach, the carryover
would be amortized over its remaining life at January 1, 19386 (or whatever
the effective date of ITC provisions, if any, might be). Then, the amortized
amount could of fset AMT. There would be no change to the carryover rules for
reqular tax purposes. Par example, a carryover of $1 million with a 10-year
period remaining would offset minimum tax at $100,000 per year. This would
afford the taxpayer full use of its ITC carryover, while preserving the
integrity of the AMT.

Solutions, such as those proposed in the Staff document, that permit
the credit to be used as a credit carryover against regular tax are not
solutions because the taxpayer will never be on the reqular tax. This {s
because the investment tax credit carryovers will perpetually reduce the
regular tax below the AMT. The taxpayer will pay the AMT and not reduce the
investment tax credits which will carryforward to the next year, and 8o on.

In any event, it should also be noted that there is precedent for
permitting an ITC carryover tao offset AMT liability. The Miscellaneous Tax
Act of 1980 (P,L. 96-603) (the "Act"), amended the code to permit the use of
an ITC carryover against the AMT liability. That Act provided that
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nonrefundable tax credits could offset the AMT for noncorporate taxpayers
when the credits were assocliated with an active trade or business.

The Finance Committee Report under the 1980 Act stated a concern
that, ®a taxpayer may not currently be able to take full advantage of
otherwise allowable tax credits for the current year even though the taxpayer
has few or no tax preferences." This unfairness would exist under the
proposed minimum tax since the AMT may effectively tax use of ITC carryover,
the very ftem that should remain unaffected by the AMT, rather than the tax
preference ltems themselves. 1In order to avoid this unfairness, some offset
of ITC against the AMT should be provided, While the 1980 allowance of the
credit offset against AMT was repealed in TEFRA, the TEFRA Bluebook points
out that the repeal of the AMT offset was intended as a simplification of
taxes for noncorporate taxpayers., Since corporate taxpayers have used the
ITC carryover rules routinely for many years, there {8 no valid
simplification issue that should affect a decision to permit ITC to offset
AMT,

Pinally, under no circumstances should an ITC carryover year be
completely lost when AMT applies. If carryovers capnot offset AMT, then at
1east the carryover period should be extended. Since the value of the
carryover will diminish because of the time value of money, a longer
carryover period appears to be an appropriate accommodation.

Current law provides an ITC carryforward of 15 years (after a
carryback of three years). The 15-year carryover rule should be extended.
The proposal does not indicate an intent to diminish ITC carryovers
attributable to pre-1986 assets. However, the application of the proposed
AMT (without the changes we suggest) will clearly limit the ability to use an
otherwise permisgible amount of ITC carryover in any given year and will thus
extend the time needed to use up ITC carryovers. While the AMT will delay
utilization of ITC carryovers, it should not eliminate them altogether solely
by reason of a time limit, Therefore, at a minimum, the l5-year carryover
period should he extended for each year in which the taxpayer is in an AMT
position.
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We appreciate the opportunity to file these comments. Should you
wish further information, please do not hesitate to call me at the number
shown on page one or, 1n my absence, Linda Goold (862~3103).

Very truly yours,

ARTHUR ANDERSEN & CO.

/«;»/C i A

Byrle M. Abbin

By

~
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I am pleased to present this written testimony on the appropriate
treatment for research and development (R&D) expenditures under a
corporate minimum tax. This testimony will draw oo & study of the
economics of this issue undo:tnkcn‘by me together with my colleague
Robert 2. Lawrence. This study, with an analysis of the legal and
accouating arguments to support the axpensiang of R&D, prepared by
Barbara Felker and Paul Oosterhuis of the law fire of Hogan and
Hertson, was commissioned by the Coalition for the Advancement of
Industrial Technology. I request that the conpl-to.docu-cut be aade

" ‘part of the record. My statement will highlight the major economic

polats.
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The President”s recent tax plan proposed the adoption of an
alternative minimum tax on U.S. corporations. This plan specified that
R&D costs were an allowable business expense for the purpose of
calculating ifncome subject to the minimum tax, but several of ths
minimum tax proposals from the Senate and the House would require
{nstead that corporations amortize their R&D costs 6v¢r five or more
years, This 1is the cese, in particular, for the recently released tax
reform proposals issued by the staff of the House Ways and Meaas
Comnittee, The Ways and Means staff would impose a 25 per cent minimum
tax, requiring the amortization of R&D over five years. They also hit
the R&D tax credit very hard, so the overall impact of their proposal
would be to create a serious disincentive to tg; deavelopmeat of new
technologies.

I will argue here that {f there is to be an alternative corporate
minf{mum tax, it should allow companies to expense R&D cxpenditures in
computing their iancome for minimum tax purposes.

The economic case for expensing is based on four-propositions.

(a) Amortization would {mpose a dramatic tax penalty oan
companies with high levels of R&D espending ia the first few years after
a minimum tax was introduced., Most of these companies are already
paying high effective tax rates, There would be a continuing serious

tax pesnalty on compaunies with rapidly growiag R&D speading.



138

(b) Whereas curreat tax law provides an important positive
incentive for companies to perform R&D, a minimum tax thet required
amortization of R&D expeanditures would convert this to a substaantial
penalty and reduce R&D spending.

(¢) Companies are required by the SEC to expense R&D expenditures
for financial reporting purposes. Thus no coapany is reporting higher
profits to its shareholders than {t reports for tax purposes as a
result of the treatment of R&D costs.

(d) Amortizing R&D expenses over five or more years vouid be a
move away from true economic deprectiation because saven out of eight

R&D projects fail and create no asset of value to the company.

The Tax Penalty on R&D Intensive Companies

Companies with high R&D spesndiang would be hard-hit by
amortization. Consider, as an example, a small coipany that has a high
level of R&D spending, but the amount spent has remained constant over
time. Assume the company has anaual operating income of $150 million &
year and that it has been spending $100 million annually on R&D for the
past several years. If this company had always been required to
amortize ite R&D over five years in computing its regular corporate
income taxes, then the company would have a deduction of $20 million _
from the pravious fetr, and so on for preceding years. With additional

deductions for depreciation and so on, the company might have a taxable
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income of $25 million and, under a 35 percent corporate tax rate, would

be payiag $8.8 million {a taxes.z

If, instead, this company had currently deducted its R&D in all
previous years, and now suddeanly a minimum tax with an R&D amortization
requirement is imposed, the company will experience a sharp increase in
its tax burden. Iun the current year it can deduct oaly $20 million for
its R&D spending. Assume that the company”s other deductions remain
unchanged under a minimum tax at $25 millfon. Its {ancome subject to
the ainimum tax would rise from $25 to $105 million. At a 25 perceant
minimum tax rate, the company would be requirad to pay $26 million in

taxes. Its tax burden has increased by almost 300 percent.

The foregoing tax penalty on R&D would be borne by all companies
with fluctuating income znd deductions that dip iato tha minimum tax
range from time to time and would be overtaxed because suddenly they
are required to amortize their R&D expenses. Assuming that a minimum
tax would permit taxpayers to elact to amortize R&D for both regular
aad minimum tex purposes as a condition for zemoving R&D as a tax
preference, the penalty would still be peid for four years by companies
that are permaneatly subject to the micimum tax, although it would
diminiseh after the first year and would disappear after the fourth
year,

Ironically, the adverse impact of elfiminating R&D expensing for

ajinimum tax purposes would be even more severe for companies with
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growing R&D -~ or precisely those firms that are engaging in the kind

of activities that will increase our nation”s productivity.

The amortized R&D deductions for companies with coantiauvally
growing R&D budgets will never catch up t;‘annual R&D speandiag. If the
company in our previous example had been increasing its R&D budget b}
$10 million a year, then for purposees of the minimum tax, this
company”s taxable fncome in the fifth year is still $30 million higher

than {t would be with expensing, resulting in a $6 million penalty even’

in the fifth year. The penalty remains as long as the company”s R&D

budget keeps growing.

The Penalty Effect of Amortization: Actual Data for Lacge R&D Spenders

The preceding examples were typical of small growing companies.
Such companies would be the hardest hit, But sven large established
companies would be hard-hit Lf they spaad heavily on R&D., This can be
showa usiag sctual company financial data. I looked at the top 30
speaders in 1984 and from these a sample of twenty-three was selected
for analysis, Together these firms accountad for about 36 perceat of
the nation”s R&D spending in that year.

Table 1 shows how the 23-company sample would be afiected by a
minimum tax had it been introduced fn 1984, 1983, or 1982. Lines 1-3
show that the companies earned $29.9 billion ia 1984, paid $7.1 billion

in taxes and nad an average tax rate of 24 perceant, Lines 4-5 estimate



- Table 1: First-Year Effects of 25 Percent Minimum Tax

23 of the Largest Corporate R&D Spenders

(billious of dollars or percent)

141

1984 1983 1982
(1) U.S, Pinancial Income 29.9 25.8 19.4
(2) Taxes Paid 7.1 5.8 4,1
(3) Semple Tax Rate 24 23 21
(4) Taxes Paid with 8.6 7.0 4.9
Ravisions (line (2) times 1,2)
(5) New Tax Rate 29 27 23
(6) Taxes Pald with 11.7 10.1 7.8
25 Percent Min. Tax
with Amortization
(7) Tax Rate with 39 39 40
Min., Tax
(8) Tax Boost from 3.1 3.1 2.9
Min. Tax
(9) No. of Companies 18 19 20

Subject to Min. Tax
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what tax would have been paid by these companies had the provisions {n
the Ways and Msaans plan been ;u force ia each year, except for the
minimum tax, As an approximation, I assumed that this would have
raised each company”s taxes by‘zo percent, up to $8.6 billion in 1984,
equal to 29 percent of income.

Lines 6-7 calculate how much tax the companies would have paid 1if
a 25 percent minimum tax had been introduced in each of the three
years, if the minimum tax required the amortization of R&D costs over 5

years. The tax bill in 1984 would have jumped to $11.7 billion, equal

to 39 percent of financial income. As shown in lines 8 aund 9, this

winimum tax would have hit 18 out of the 23 companies and boosted their

tax paymaats by $3.1 billion in 1984 -- a 36 percent increase,

The companies in the sample are not low tax payers. They include

many of the companies most csutral to our industrial success, such as

IBM, GM, Boeing, and Eastman Kodak.3 The Ways and Means” plan would
likely boost their taxas to 29 percent of {ncome but 18 out of the 23
would stili be subjsct to a minimum tax requiring amortization of R&D

costs.

Requiring Amortizatiou Discourages R&D Spending

In order to assess the impact of the various proposed tax changes
on R&D spending, I calculated how a company’s expected rate of returan

from a successful R&D project would bs affected by various alternative
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tax rules, 1f, for example, a particular tax provisjon raises the rate
of retura by 5 perceant, then it is said to provide a 5 percent
incentive to R&D spending. The results we found were as follows.

(a) Current law, iocluding the R&D tax credit, provides a 6.9
percent inceative to R&D. The Ways and Means plan would cut the

incentive effect of the credit by more than half,

(b) A company subject to a 25 minimum tax under which the R&D tax
credit was disallowsd, but R&D could be expenead, would find thst¢ the
positive ifacentive to R&D {m current law was entirely eliminated.

(¢) If « company subject to the minimum tax were also_required to
amorticte R&D costs over 5 years, then it would face & 4,6 percent
disincentive to R&D spending.

(d) Usiaog estimates from earlier studies, I estimate that the
combined effect of weakening the tax credit and raquiring amortization

of R&D would have cut U.S, R&D spanding by $2 to $5 billion ia 1984,

The Treatment of R&D in Reported Profits

A goal of the minimus tax is to ensura that sll pzofitable
companies pay their fair shars of taxes. And although I am more
concerned about fairness among peopls than among corporations, 1
understand the srgument that the tax-paying public must maintain its
belief in and aupport for the tax system. Howaver, because compsaies

are required by the SEC to deduct their R&D expenditures in the year {a
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vhich they occur, they will naver, as result of R&D spending, report
higher profits to shareholders than they report for tax purposes. The
press reports of highly profitable companies payiang little or no tax
are never due to the tax treatmeat of R&D costs.

Moreover, public opilaion polls consistently show a public desire
to encourage R&D. Taxpayers will have more confidence in a tax system

that does this, not less.

Expensing is Closer to True Economic Depreciation

Edwin Maoafield, a leading expert on lanovation, has found that
seven out of eight R&D projects fail. Since a failed project creates
no asset of lasting value, it follows that expensing is the appropriate
way of treating the great majority of R&D costs. In priociple,
companies might be required to amortfze successful projects. But such
an approach is infeasible because success or failure is not revealed
for several years after the R&D expenditures are made.

Another approach that might be considerad is to assume that
successful and unsuccessful projqctn'uvcrnge out. This approach would
put small companies at a major disadvaatage. These companies may have
only ona or two substantial projects and cannot count on a percentage
of successes,

Expensing R&D for tax purposes reprasents a slightly more

favorable treatment than that implied by true economic deprecistion.
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But requiring all R&D expeunses to be amortized over five years is

much more uafavorable, and would be a move away from true depreciation.

Conclusion

Thers is a clear economic case for government support for R&D,

‘ This case rests on the fact that the private market fails to provide an
efficient signal to companies as to the amount of R&D spending -to be
made, When a company iannovates, the bepefits of this spill over onto
consumers and other companies. Taxpayers are better off if they are
willing to {avest in fadustrial R&D.

Despite the convinciung case for R&D support, the United States
Congress has before {t a number of proposals that would have the
opposite effect. 'These proposals would deny expensing treatment for
R&Dﬁfot winimum tax purposes evean though R&D expenditures currently can
be expensed for regular tax accounting purposes and must be expensed
for ftﬁanclel accounting purposes, ~The amortization proposals would
penalize a group of R&D-iatensive corporations many of which are
already paying a high effective rate of tax. The proposals would
undermine the existing incentives to invest in R&D and would penalize
rapidly growing companies that are deaveloping the new technologies that
will be the foundation of our industrial sector in the future.

The purpose of the ainimum tax {s to wake the tax systam fairer.

But & major component of fairness for corporations is international
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fatrness, U.S. companies are current¢tly very hard-pressed by f;rclgn
conpetition. It is surely unfair to expect U.S. compsuies to amortize
their R&D costs whea virtually all of our major competitors not only
allow expsasing, but also provide direct {nceatives for R&D,.

1 urge you to maiatain the support for R&D that exists ia current
lawv. Io particular, proposals tu require the amortization of R&D for a

minimum tax should be rejected.

1Thc views expressed in this statement are the soles responsibility
of the author and do not represent those of the Brookings Institution,
its officers, trusteas, or other staff members.

zln most of the numerical examples presented it is assumed that
the marginal corporate tax rate is lowered to 35 percent, as proposed
by the Ways and Means Staff, -

3Thc others are Johnson and Johnson, Motorola, 3M, Monsanto,
Dupont, Lockheed, Exxon, Xerox, Honeywell, General Electric, Proctor
and Gamble, Rockwell, Sperry, McDonnell Douglas, United Technologies,
Merck, Lilly, Digital, Hewlett-Packard.
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WRITTEN SUBMISSION OF ALBERT E. MAY
BEFORE THE SENATE COMMITTEE ON FINANCE

Introduction

This statement is submitted by Albert E. May,‘Executive Vice
President of the Council of American-Flag Ship Operators (CASO),
on behalf of CASO and Matson Navigation Company, Inc., (Matson).
CASO is an association whose member companies operate U.S.=~flag
liner vessels and are dedicated to presérving and expanding the
U.S.-flag merchant marine. These companies represent the
majority of U.S. flag-liner companies serving the foreign
commerce of the United States. They own and operate a modern and
diversified fleet of breakbulk, container, barge-carrying, and
roll-on, roll-off vessels, all of which are available under
various programs for use by the United States during times of
military emergency. Matson is a domestic offshore shipping
company with headquarters in San Francisco, California whose
primary business is the ocean transportation of cargo between the
United States Pacific Coast and Hawaii. CASG and Matson
appreciate the opportunity to submit this statement opposing
certain aspects of the Administration's tax proposal which will
adversely affect the maritime industry.

We believe that four specific elements of the
Administration's tax proposal will have an adverse impact on our
industry. These include the (1) repeal of the Capital
Construction Fund (CCF) Program; (2) extension of the

depreciation period for véssels; (3) repeal of the Investment
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Tax Credit (ITC); and (4) depreciation recapture. Adoption of
these proposals would inevitably cripple the U.S. Merchant Marine
because the maritime industry is inherently capital intensive and
in direct ccmpetition with foreign-flag ships who almost without
exception receive more favorable treatment than do U.S.-flag
ships. Because you undoubtedly will hear from other capital
intensive industries which will be hurt by the proposals
regarding depreciation and the ITC, this statement will focus on
one capital investment incentive unique to the maritime industry
-- the CCF program.

We strongly oppose the President}s proposal to repeal the
CCF. The repeal's stated rationale -- that "a national security
justification for subsidies of U.S. maritime construction is
tcday unclear” -- is unfcunded and contrary to every recent
analysis of the crucial military role of the U.$. merchant
marine, A strong U.S.-flag merchant marine is critical to
national security and defense. The proposed CCF repeal also
ignores the other essential national purposes served by the
program, including the following: (1) the CCF program is a
longstanding and significant part of the nation's maritime
policy to maintain a strong U.S., merchant fleet; (2) the CCF
program is crucial to achieving tax parity and competitiveness
with foreign fleets. 1In addition, CCF repeal would illegally
abrogate existing contracts between the U.S. government and
fundholders. Finally, CCF repeal would vield little, if any,

revenue for the U.S. Treasury. We believe that there is no
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policy justification for jeopardizing the future of the U.s.-flag
merchant marine and the nation's security and defense needs for

only a potentially nominal tax benefit.

Description of the CCF Program

1. History and Purpose

The CCF program, set forth in Section 607 of the Merchant
Marine Act, 1936 ("the Act"), encourages construction,
reconstruction, and acquisition in the U.S. of vessels for the
U.Ss.~-flag foreign, non-contiguous domestic, Great Lakes, and
fisheries fleets. U.S. citizen maritime and fisheries operators
enter into binding contracts with the government which allow them
to defer income tax on certain funds to be.used for an approved
shipbuilding program. The Treasury Yeccups the deferred tax
through reduced depreciation deductions and higher taxes in later
years because the tax basis of vessels purchased with CCF funds
is reduced dollar for dollar to compensate for the tax deferral.

congress enacted the CCF program in its current form in 1970
to revitalize the U.S. maritime and fisheries industries in
several important respects: (1) by providing a measure of tax
parity with foreign fleets; (2) by facilitating transportation
between the continental U.S. and the noncontiguous states of
Alaska and Hawaii, as well as Puerto Rico and the various U.S.
possessions; (3) by helping to modernize the aging Great Lakes
fleet; and (4) by enabling U.S. fishermen to compete more

equitably with foreign fishing industries.
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Since the current CCF program was established, the
government has executed CCF contracts with some 125 maritime
operators. These American entrepeneurs deposited about $4
billion in CCF funds to be used in building and rebuilding of the
U.S. flag fleet -- an average of more than one million dollars
every business day since 1970, The CCF program has facilitated
the constructior and reconstruction of hundreds of vessels in
American shipyards for operation in the U.S. foreign, Great
Lakes, and noncontiquous domestic trades.

2. Deposits into the CCF and Tax Deferral Treatment

Four kinds of funds may be deposited into the CCF:

° income from the operation of agreement vessels up to

the amount of the party's total taxable income;

° unclaimed depreciation deductions cf agreement vessels;

° net proceeds from the sale or other disposition of

agreement vessels; and

° earnings from deposits in the CCF.

The fundholder's taxable income is reduced by the amount
deposited from vessel operations. Funds deposited trom the sale -
or other disposition of a vessel Aare not recognized for tax
purposes. Earnings from amounts already in the CCF are not
taxed, if redeposited.

The fundholder must deposit sufficient funds to fulfill the
vessel producing policy of the fund and thus prevent
obsélescence. But the fundholder may not deposit more than

necessary to complete its program, thus insuring that no monies
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are deposited solely to avoid taxation. 1In addition, there are

restrictions on investment of the assets in a CCF.

3. Withdrawals and Their Tax Treatment

The only withdrawals which are qualified are those for
vessels to be used in the foreign, noncontiguous domestic, or
Great Lakes trades. A qualified withdrawal is not taxed.
However, the depreciable basis of the vessel is reduced to
compensate for the tax deferral on deposits. In addition, these
withdrawals must be used only for certain capital costs, must
satisfy "Buy American" requiréments, and cannot be made to
related persons except upon approval.

Withdrawals for any other purpose are considered
nongualified. Significantly, fundholders must obtain permission
from the Maritime Administrator prior to making nonqualified
withdrawals. The Maritime Administrator will not permit such a
withdrawal if the purposes for éstablishinq the CCF will be
undermined. Failure to obtain the needed permission could result
in cancellation of the agreement and a denial of all future tax
benefits. Nonqualified withdrawals are subject to taxation and
the imposition of an interest penalty from the date of deposit,

effectively negating the value of the tax deferral.

4. Proposal to Repeal the CCF Program

The President's Tax Proposal would repeal the CCF program by

providing that no tax-free contributions to CCFs could be made
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after 1985, except for qualified agreement vessels that the
taxpayer owned on January 1, 1986, or qualified agreement vessels
on which ;he taxpayer had performed (or had caused to be
performed) a substantial amount of construction or reconstruction
before January 1, 1986. To the extent that fund assets exceeded
amounts designated under the agreement to be used with respect to
such qualified vessels, earnings on such excess attributable to
the period after December 31, 198%, would be taxable. Any
withdrawals from a fund on or after January 1, 1986, other than
for qualified vessels, would be treated as nonqualified
withdrawals, except that no interest charge would apply. Any
amounts remaining in the CCF on January 1, 1996, would be treated

as withdrawn at that time.

The Role of the Merchant Marine in Furthering Security and
Defense Objectives

1. Responses to the Proposal's Allegations

In its only justification for repealing the CCF program, the
Administration's tax proposal states that "a national security
justification for subsidies of U.S. maritime construction is
today unclear."” The allegation is unfounded and is contrary to
every recent analysis of this subject by the agencies most
knowledgeable about national defense needs. (See Appendix B for
a compilation of recent analyses the crucial military role of the
U.5. merchant marine.) The merchant marine performs a critical
role in national defense in providing sealift, carrying out

strategic requirements as needed, and continuing to carry the
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international and domestic commerce of the United States,

Treasury's statement that ships registered in Panama and
Liberia and Honduras and owned by U.S. citizens would be
available to the United States in an emergency and that U.S.
allies would provide their fleets in any common emergency is
unsupportable and unrealistic. The Department of Defense
strongly disagrees with Treasury's conclusion. Indeed, Assistant
Secretary of the Navy for Shipbuilding and Logistics Everett
Pyatt recently criticized what he termed the tax proposal's
"gross oversimplification of the role of the merchant marine."
The Assistant Secretary further noted that "[t]he conclusion that
foreign flag ships would be available to support U.S. operations
is not supported by fact or agreement. In fact this rationale is
in direct contradiction with the President's recent statement on
the merchant marine."” (See Appendix B for complete text of
Assistant Secretary Pyatt's letter to the Treasury.)

The Congressional Budget Office ("CBO") has warned that the
militarily useful merchant marine is shrinking to a point where
it may not be adequate to support military operations at a scale
of even the Korean or Vietnam conflicts. The CBO's 1984 réport,

U.S. Shipping and Shipbuilding: Trends and Policy Choices,

stresses the vital link between the U.S. merchant marine and
national defense:

"Whatever may be the commercial disadvantages, the
United States continues to have strong objectives to
maintain a national fleet of merchant ships. Sealift,
the carrying of people and materials overseas on ships,
is a fundamental requirement of U.S. military
strategy.” (p. xviii)
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2. The National Security Objectives

As a matter of day to day policy, the Department of Defense
relies on the American owned, citizen-crewed vessels of the U.S.
merchant marine to provide reliable and secure transportation of
military cargo.
In wartime, the sealift capacity of the U.S.-flag merchant
marine becomes even more vital. Nearly all U.S, allies are
overseas and about one-fourth of U.S. land combat power is
stationed overseas. U.S. support of its allies and its forces
must be sustained by sealift. In addition, the remaining U.S.
ground power stationed in the continental United States need to
be transported to the combat areas. The Joint Chiefs of Staff
have estimated that:
In any major overseas deployment, sealift will deliver
about 95% of all dry cargo and 99% of all petroleum
products. Ships from the U.S.-merchant marine
represent the largest domestic source of sealift,
making them an important strategic resource.

The U.S.-flag merchant marine may also be needed to carry out

specific strategic requirements for which goverrment-owned ships

are not available.

3. The Limitations of Airlift

Airlift cannot meet these military needs. Airlift is
planned for the rapid movement of troops and the fast delivery of
small amounts of critical supplies and materials. But airlift is
severely limited in terms of its ability to carry oversized cargo

and in its overall carrying capacity. Moreover, airlift uses
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vast quantities of fuel. According to the Joint Chiefs of Staff,
U.S airlift support of Israel during the Yom Kippur War required
six tons of aviation fuel for every ton of military cargo

delivered to Tel Aviv.

4. The Need for U.S.~Flag Ships

As Assistant Secretary Pyatt pointed out to the Treasury,
the tax proposal's "gross oversimplification of the role of the
Merchant Marine misses the point that the most useful ships for
military purposes are under U.S.~-flag while the flags of
convenience. . . are used primarily to support the national
economy‘rather than direct military support.” Indeed, historical
experience has shown that even U.S.-owned, foreign~registered
vessels are not as dependable as U.S.~flag shipping in time of
war, Wartime operations involve considerable hazards. Defense
officials have recognized the risk in depending on vessels
operating under the sovereign flag of an alien nation and manned
by foreign crews for operations vital to a U.S. war eff;rt. The
United States, therefore, must maintain a critical mass of
U.S.-flag vessels, owned and crewed by U.S. citizens, for

available and dependable support for military operations.

5. Sealift is Besr Provided By An Operational
U.S.~Flag Fleet

An operational U.S.-flag fleet has advantages of

reliability, cost-effectiveness, and readiness in comparison with

55-632 0 - 86 ~ 6
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a reserve or a foreign-flag fleet.

° An active vessel, unlike & reserve fleet, has an
active, trained crew ready to serve immediately in an
emergency. All U.S.-flag vessels are available for
requisition in a national emergency, and all subsidized
vessels must be enrolled in a sealift readiness
program.

° Foreign-flag vessels manned by foreign crews raised
reliability concerns at the start of the Vietnam
conflict and during the 1973 Mideast crisis. U.S.-flag

vessels and crews have, however, performed
consistently.

° The government obtains sealift capability by assisting
the financing and operation of merchant vessels, rather
than being required to acquire and maintain the vessels
solely at government expense.

° The government also avoids the substantial maintenance
costs of reserve vessels, currently nearly $1 million
per vessels per year.

° . The reliability of the National Defense Reserve Fleet,
which consists mostly of World War II Victory ships, is
questionable.

A recent study by the Naticonal Advisory Committee on Oceans and
Atmosphere (NACOA) supports the conclusion that the merchant
fleet provides the best source of sealift. The report recommends
that to decrease the nation's dependence on a government-owned
and maintained Ready Reserve Force, the Navy and the Congress
place greater emphasis on examining alternatives for increasing

the number and the military usefulness of the operating U.S.-flag

commercial fleet.

6. Future Needs
The most recent Department of Defense analyses have

concluded that the U.S. merchant marine is the critical factor in
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meeting our essential sealift requirements in support of our
bdsic military planning. As initiated by the Secretary of
Defense, joint studies by the Departments of Defense and
Transportation are underway to assure that the nation always
maintains adequate sealift capacity.

The U.S.~flag merchant marine cannot be permitted to
decline. It must be modernized and upgraded if the United States
is to maintain the credibility ot our foreign policy and a strong
national defense. Repeal of the CCF program would jeopardize the
availability of U.S.~flag ships to meet these overriding national

security and defense objectives.

CCF as a Cornerstene of Maritime Policy

Incentives for U.S. construction of vessels similar to those
providea by the current CCF program have been a vital part of
U.S. maritime golicy since the early years of the Roosevelt -
Administration. As the Senate Report on the Merchant Marine Act
of 1936 obsgrved: "If the United States desires a merchant fleet
tu carry its foreign commerce, operate as a naval auxiliary and
give employment to our labor, and if it desires to maintain the
American wage scale in its shipyards and on its ships on the high
seas, it is apparent that Government aid is required."”

The Report continued: "If we would preserve our own freedom
in the overseas trade, and are not willing to be bond slaves to
the shipping interests cof foreign aations, we must place the

American owner of an American-built ship on a basis of
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competitive equality with these foreign ships. If this be done,
what reason is there to believe that capital will not be invested
in American-built ships?" (S. Rept. No. 1721)

Repeal of the CCF program, an integral part of long-standing
merchant marine policy, would repudiate a cornerstone of U.S.
maritime policy for nearly a half century, under the rubric of
tax reform. The proposed repeal also ignores the counsel of
Chairman Jones and Ranking Minority Member Lent of the Merchant
Marine and Fisheries Committee that the CCF program is
fundamentally a maritime program, not a tax program. The repeal
of CCF would undermine the careful planning and millions of
dollars of investment that U.S.-flag operators made in reliance
on contracts with the United Stages government. As Chairman
Jones and Representative Lent noted, repeal "would seriously
undermine the entire framework of the nation's maritime policy."

The proposal also disregards the joint studies of sealift
and shipyard mobilization, initiated by the Secretary of Defense,
which are underway by DoD and DOT: as well as a Congressionally
auvthorized Commission on Merchant Marine and Defense currently
being formed by the President to assess the Nation's current
sealift and shipyard capacity and its shortfalls. These studies
have been initiated only recently, and it is premature to disrupt
as important a maritime program as the CCF prior to their
completion.

Repeal would eliminate one of just two remaining incentive

programs for the moderrnization of the U.S. merchant fleet.
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Especially in light of the recent changes in maritime programs,
and the ongoing studies on the merchant marine, we believe it is
premature to repeal CCF in the context of tax reform. We believe
that the authorizing Committees with substantive jurisdiction and
Congress carefully review and evaluate the CCF program in the

context of overall U.S. maritime policy.

CCF as Essential for Preserving International Competitiveness

Due to the global nature of international trade,
American-flag vessels must compete head-on with foreign-flag
vessels from countries that give their merchant marine
substantial tax and other assistance for shipbuilding. (See
Appendix C for a chart depicting some of these specific tax
subsidies.) It is virtually impossible for U.S.-flag ships to
be competitive without the CCF program.

The foreign competitors of U.S.-flag ships in the U.S.
foreign trades are generally not subject to U.S. taxes or are
structured to avoid paying U.S. taxes. 1In additfgn, many of
these foreign operators receive favorable subsidies and tax
benefits from their governments. Furthermore, the U.S. generally
has imposed no current tax on the earnings of U.S.-owned foreign
merchant ships because the tax laws encourage reinvestment in
foreign assets.

Any increase in U.S. tax that would result from repeal of
the CCF will adversely affect U.S.-flag ships without any adverse

impact on their foreign competition. Indeed, CCF repeal will
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have the perverse effect of benefiting the competitive posture of

the foreign-flag operatecrs at the expense of U.S.~-flag ships.

Unconstitutional Abrogation of Outstanding Contracts

1. General Procedures and Requirements of CCF
Contracts

As is further explained in Appendix D (Memorandum of Law
entitled "Repeal of the CCE Would Abrogate Outstanding Contracts
Between the United States and Existing Fundholders"), the CCF
program is cnly available to companies who are willing to enter
into binding contracts with the government obligating themselves
to a shipbuilding program determined to be in the national
security interest and that 1s subject to continual agency review,
scrutiny, and administiation. To apply for an agreement,
merchant vessel operators must propose a program to MarAd. The
Government will not enter inte an agreement unless the proposed
program is consistent with the policies and purposes ot the
Merchant Marine Act.

The Government is authcrized to administer and enforce the
CCF contract in a manner which will insure that the fund is
properly established, that the assets in the fund are used to
accomplish the pregram, and that the fundholder fully complies
with all obligaticns and responsibilities. The government gains
by encouraging the private sector te build ships in U.S.
shipyards using private funds, in furtherance of national

security and commercial goais. In exchange for these benefits
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and the many commitments by the fundholder, the Government agrees
to provide the federal income tax benefits authorized by Section

607 of the Merchant Marine Act.

2. CCF Agreements are Binding Contracts

As a result of all these commitments, CCF agreements are
mutually enforceable undertakings by which the government has
assumed certain obligations and the fundholder has given valuable
consideration. Although there are no precedents with respect to
the CCF program, the Court of Claims has ruled that operating
differential subsidy contracts and construction differential
subsidy contracts, similarly established under the Merchant
Marine Act, 1936, are not gratuities but ordinary commercial
contracts, supported by consideration, which bind bcth the

government and the private parties.

3. " Reliance by Fundholders

Many companies have used the CCF program successfully gor .
its intended purposes and have based major investment and trade
route decisions in reliance on their contracts with the
government. Abrogation of their contracts would cause
substantial hardship tc these companies by making them less

competitive vis-a~vis foreign operators, or worse, forcing the

curtailment cf construction plans or certain operations.
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4. Constitutional Restrictions on the Abrogation of
Contracts -

Contract rights are a form of property whether the obligor
is a private individual, a municipality, a state, or the United
States. Under the Taking Clause of the Fifth Amendment, the
federal government may "take" or abrogate its contracts only for
a public purpose and upon payment of just compensation. The
Supreme Court has held that a law which renders contracts
invalid, releases or extinguishes them, or derogates substantial
contractual rights implicates the Taking Clause. Under certain
circumstances, including instances where the government is a
party to a contract, the government's taxing power may not permit .
it to abrogate its contractual obligations (See Appendix D).
Contractual limitations on the taxing power appear particularly
strong wheré the taxing power appear particularly strong where
the taxing power is not being exercise to raise revenue but

merely in an attempt to be “"revenue neutral."

5. Just Compensation

Even if Congressional authority exists to abrogate CCF
contracts in exercise of the taxing power, which is far from
clear, the Taking Clause of the Fifth Amendment requires that
just compensation be provided to fundholf~:s whose property is
taken. The Supreme Court recently has held that "just
compensation" under the Taking Clause is measured by market value

at the time of the taking, except in cases where it is impossible
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to determine market value or where application of this standard
would be manifestly unfair to the owner.

The tax benefits received by a CCF fundholder in return for
his commitments and obligations under the program have a
substantial value. If Congress were to abrogate existing CCF
contracts and require fundholders to withdraw any or all monies,
just compensation for the full monetary value of the contract

would be required.

Revenue Impacts
According to the President's proposal, repeal of the CCF

program will not have a measurable revenue impact for fiscal year
(FY) 1986. 1In subsequent years, the revenue impact will be de
minimus. Moreover, if the revenue effects are properly
calculated to account for the recapture of deferred taxes‘thtough‘
a reduction of the basis of the acqﬁired vessel, as has been done
in recent studies, the potential revenue gains are seen to be
only about one-half of the already low Treasury estimates.

A recent study of the five-year revenue effects of CCF
repeal by Lawrence B. Pripeton, a certified public accountant, is
attached as Appendix E. The study estimates the likely magnitude
of future deposits, calculated on both an historical average
basis and on a projection of the trend of past deposits. For
comparison purposes, separate projections are set forth both
including and excluding an unusual, large, one-time deposit by

Sea-Land in 1982-83. 1In addition, the deferral benefits are




166

calculated on the basis of both the 33% corporate rate provided
in the President's proposal and the 46% rate of current law,

" The revenue loss estimates for the five year period from
1986-1990 range from $177 million to $211 million dollars. These
revenue estimates use the accurate future deposit projections
which exclude the distorting Sea~Land transaction, and are based
on the tax rates which would be in effect were the President's
proposal adopted. The estimates are roughly half the Treasury
and Joint Committee estimates of $400 million. Moreover, even
the use of less favorable (and less accurate) assumptions as to
future deposits and tax rates yields estimates considerably lower
than the Treasury estimates. A recent study by the Argent Group,
Ltd. confirms this analysis.

The Joint Committee has acknowledged that its methodology
tends to overstate the cost to the government of CCF use. The
Joint Committee measures as a revenue loss the amount of the tax
deferral in the year of the CCF deposit and credits back in
future years the additional tax recouped through depreciable
basis reductions. However, much of the loss would be paid back
to the Treasury after the five-year period considered in the
Committee estimates. This payback is not fully included in the
Joint Committee's calculations. The more accurate approach to
calculating the five-year revenue loss views the tax deferral as
an interest-free loan, and calculates the cost to the government
of such a loan over the period under consideration.

.




167

Elimination of the CCF program actually could result in a
revenue loss to the Federal Treasury. Companies which have
relied on the availability of CCF funds in .making investment and
operations decisions may have to cease operations because they
cannot compete with foreign competitors, who do not pay any U.S.
taxes. CCF repeal would encourage U.S. operators to place
certain foreign shipping activities into foreign subsidiaries.
Under Subpart F of the IRC, they would be granted a tax deferral
as long as they continued to reinvest their earnings in foreign
shipping assets.

Finally, for some fundholders, CCF repeal will create
significant difficulty in meeting Title XI debt obligations and
© trigger defaults which would require MarAd to borrow from the
Treasury. The CCF program is a critical source of funds for
meeting Title XI Reserve Fund requirements as well as vessel
financing payments. Elimination of CCF would make it extremely _
difficult, if not impossible, for many operators to find an
alternative source of funds to meet the Reserve Fund requirement.
Failure to do so would put these vesse owners in default under
their Title XI financing agreements. Similarly, the enormous
adverse effect on cash-flow caused by elimination of the CCF will
create significant difficulty in meeting the Title XI debt
obligations, also increasing the likelihood of defaults. Since
the Title XI Revolving Fund has recently been depleted, these
defaults would require MarAd to borrow from Treasury to pay off

the bonds guaranteed under Title XI. More than $7 billion in
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obligation guarantees is outstanding under the Title XI program.
A series of defaults, or even a single default triggered by the
repeal of CCF, could easily cost the Treasury far more than it
will gain in enhanced revernue from CCF repeal. *

The cost-benefit ratio of the disruption to maritime policy

to the revenue gain is out of proportion in terms of any rational

approach to taxation.

Conclusion

In closing, we wish to re-emphasize our concerns not only
about the CCF program but about the affect of the
Administration's tax proposal, as a whole, on the maritime
industry. These changes in the tax code should not be enacted
without consideration of our nation's broader maritime
objectives. Congress must not forget the crucial role which the
U.S.-flag fleet has played, and must continue to play, in our
nation's defense and economy. The need to preserve a strong and
healthy U.S.-flag merchant marine is compelling. We believe that
there is no policy justification for jeopardizing the-future of
the U.S.~-flag merchant marine and our national defense and
security for a nominal tax benefit.

Thank you for providing us this opportunity to state our

views.
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Mr. Chairman and Members of the Committee, I am pleased to
provide our analysis to the Committee on the proposed changes to
the corporate minimum tax now before the Congress, as contained
in the President's tax reform plan and the House Ways & Means
Committee staff option.

We selected this issue for purposes of our analysis and

- testimony before the Congress because we see the corporate
minimum tax as a provision that can have significant effects on
corporations and yet is in danger of receiving insufficient
attention when the focus of the debate is on the larger questions
of tax reform., Thus, we hope that our analysis of the issues
involved in these proposals for a corporate alternative minimum
tax (AMT) will assist the Committee in addressing this area in a
more comprehensive and deliberative manner at the appropriate
time.

We are aware that the proper place of the minimum tax in the
context of comprehensive tax reform is debatable. 1Indeed, the
minimum tax has been viewed as a nemesis by some and as a savior
by others during the course of the tax reform debate so far this

.year. Yet experience dictates that whatever tax reform is
accomplished in this Congress is unlikely to be of such scope

. that the Congress will determine a minimum tax is not needed to
supplement the regular corporate tax.

It is unfortunate to have to address this concern because,
as a policy matter, a minimum tax is an admission of failure in
the design of the tax system as a whole. It says that we have
provided incentives in the tax system to encourage certain
actions, but we become alarmed if these incentives are used too -
much, It's not simply a rhetorical question to wonder why we
should be offended when companies have used legislated tax
incentives to properly reduce their corporate tax liability. Yet

- when profitable companies are "too successful" in accomplishing
this end by use of so-called tax preferences, that result becomes
politically unacceptable.
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Arguably, if "excessive" use of certain preferences is a
concern, a better approach would be to limit the individual
incentive, THen Congress could appropriately debate, in the
context of the provision at issue, what maximum use should be
permitted. Instead, the response has been, at least since 1969,
to institute or revise the minimum tax. It has become, indeed, a
predictable political response to the "tax fairness" issue.

Despite these political realities, it's important to note
that a minimum tax should be, by nature and design, a limited
response to the perceived problem. A minimum tax should not be
used to raise significant amounts of revenue, and it probably
cannot be designed to do so and remain a true minimum tax.
Further, a minimum tax is uniikely to affect the fundamental
fairness of the tax system. Given its uneven effects and often
unpredictable interaction with the regular tax, it is not
possible to systematically achieve better tax neutrality or tax
equity, vertical or horizontal, through a minimum tax. Probably
the best it can achieve is some assurance that all profitable
companies (and individuals with some level of positive income)
will pay a-modicum of tax.

It vill serve the Committee well to keep the rather limited
objectives of a minimum tax in mind in its deliberations on the
issue, FExpecting it to accomplish too much would be a serious
error, On the other hand, if a minimum tax could be devised that
would appropriately address the perceived policy and political
needs that remain after more basic decisions are made on the
larger issues of tax reform, such a minimum tax might add
importantly needed stability to the tax system as a whole,

We are operating from a basic premise that, whatever else is
accomplished In tax reform, what 1s most needed 1s greater
certainty and stability in the tax system., Since 1980, the
Congress has enacted three major tax acts which have added in
excess of 1,000 pages of statutory changes to the tax Code and
another 300 regulations projects, The inventory of regulations
projects is now in the range of 450. At the end of 1980, this
inventory level was just over 200.

1 cannot overemphasize the uncertainty and attendant costs
that this state of affairs imposes on the business community
today. This degree of change adds uncertainty at two levels -~
first, the change itself and, secondly, the absence of detailed
rules needed to implement the change. It has become very
difficult to do adequate business planning in the current tax
environment,

To the extent that annual tax changes of a structural nature
are now stimulated because a few taxpayers have income but pay no
tax, solving that problem is worth whatever effort it takes., 1In
our view, the best justification for "tax reform," as well as for
spending adequate time now on the minimum tax, is that the end



171

result may mean less change and more certainty in the tax system
as a whole. The goal should be to get it right and leave it
alone,

what follows is our analysis of the present and proposed
corporate minimum taxes, beginning with a background discussion
which we believe will assist in putting the issues into
context. We then proceed to discuss some of the more crucial
questions of design that we have identified in the course of our
study.

Add-On vs, Alternative Tax

since 1969, the corporate minimum tax has been an add-on
tax; that is, the minimum tax has been paid in addition to the
regular corporate tax after credits, at a rate of 15% on
identified tax preference amounts. The preference items remained
fairly static from 1969 until 1982 when TEFRA added additional
preferences to both the individual and corporate minimum taxes.
It should be noted that in the Revenue Act of 1978, individual
taxpayers were subjected to an alternative minimum tax in
addition to an add-on minimum tax. In 1982, the individual
minimum tax was changed by repealing the add-on minimum tax, and
a revised alternative minimum tax was instituted.

The corporate add-on minimum tax was initially enacted to
ensure that "all taxpayers are required to pay significant
amounts of tax on their economic income," according to the
General Explanation of the TRA of 1969, The legisiative history
indicates that the primary concern was that many corporations did
not pay tax on a substantial part of their economic income. 1In
recent years it has become better understood that the add-on
minimum tax really acts to increase taxes on companies already
paying high effective rates of tax. This difficulty is
acknowledged in the "Reasons for Change" section of the
President's proposal for an AMT. It states also that an
alternative minimum tax, "imposed only to the extent a taxpayer's
regqular effective rate of tax falls below a minimum acceptable
level," would better achieve the purposes of a minimum tax. We
agree that an alternative tax is a better approach. However, we
have identified some issues of design discussed below that are
critical to the fair operation of a corporate alternative minimum
tax, particularly one levied at a relatively high tax rate.

Revenue Considerations

It's very important in thirking about the proper design and
application of a minimum tax, to keep revenue considerations in
the proper perspective. In the last decade, the add-on minimum
tax has contributed from 1/2 of 1% to nearly 1% of corporate
receipts. Clearly it has not been a big contributor to corporate
revenues. The President's proposed AMT is estimated by the
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Department of Treasury to increase corporate receipts from the
minimum tax by $700 million annually, rising to $800 million in
additional revenue by 1990, for a total of $2.8 billion over the
period. Given the broader corporate tax base, 1t appears that
the minimum tax would continue to be in the range of 1% of
corporate receipts., In contrast, the option before the Ways &
Means Committee would increase corporate tax burdens by $13.8

billion over the period.

This relationship provides the basis for my statement
earlier that a corporate minimum tax probably cannot raise
significant amounts of revenue unless it is levied at a rate
close to that of the regular tax. It's questionable whether the
tax proposed by Ways & Means is a minimum tax at all; given its ~
revenue implications, its breadth of application and high tax
rate, it will operate more like a separate, parallel tax. Such
an AMT could not only significantly affect the tax liability of a
specific company or industry, it will also require all companies
to do some greater level of business planning with the minimum
tax in mind. As such, it will add measurable complexity to the
corporate tax system.

Application to Industries

Our analysis of aggregate statistics indicates that the

- present minimum tax is paid primarily by a few industries and by -

larger companies. Included as an Appendix are analytical tables
we've prepared, based on the latest statistics available from the
Internal Revenue Service on 1982 corporate tax returns.
Sufficient detail is not available to us to analyze all aspects
that the Committee may wish to look at, but the aggregate
statistics do provide some interesting insights on the
application of the tax today.

For example, 44% of the minimum tax is paid by manufacturing
companies and 74% of the tax is paid by companies with assets of
$250 million or more. This result is dictated by the fact that
the preference items having universal application -- depreciation
on real property and capital gains -~ are concentrated in the
manufacturing industry, with significant shares also in the
industry segments of transportation, public utilities and
wholesale and retail trade. Approximately 502 of present
preference items consists of capital gains, while 13% represents
depreciation. In the case of the add-on minimum tax, the
investment tax credit (ITC) is alsgo a factor because the add-on
minimum tax in essence partially negates the use of credits
against the regular tax. ITCs also are concentrated in the
manufacturing, transportation and public utilities industries.

Under the AMT proposal before the Committee on Ways and
Means, the tax would apply much more broadly, given its higher

. tax rate and expanded view of preference items, Under the

structure proposed, the AMT would generally apply whenever tax
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preferences exceed 40-50% of taxable income., Many companies may
be subjected to AMT for the first time ~- financial firms

- affected by the tax exempt interest preference, contractors using
" the completed contract method, and high technology companies with
research and development expenditures and sometimes using the
c¢ompleted contract method as well.

The President's proposed AMT would generally affect
campanies in a fashion more similar to present law. Given its
structure and rate, the AMT would apply to companies when
preferences are roughly 65% of taxable income. The most
significant change in application may result from the new
preference proposed for net interest expense up to the amount of
accelerated depreciation on personal property placed in service
after 1985, As the Appendix tables indicate, only the category
"finance, insurance, and real estate" shows net interest
income. In aggregate, all other industries have net interest
expense, Also of interest is the pattern of net interest expense
by asset size. Smaller companies tend to have. net interest
expense, with the largest shares reflected in companies with
assets in the range of $500,000 to $5 million, This pattern may
indicate that some shift in application of the AMT would occur,
compared to the present add-on minimum tax, from larger to
smaller companies as a result of this new preference.

Tax Base & Rate

) The AMT option before the Ways and Means Committee forces

the Congress to carefully consider the proper tax base for a
corporate minimum tax, and it will require some mechanism to
better coordinate that tax with the regular tax system, At the
outset it's good to keep in mind that this would be the first
corporate alternative minimum tax. Thus we're setting out to
define the concept of economic income for corporations and to
determine the appropriate minimum rate of tax on that income,
The right answers to these two basic guestions are not self-
evident, but rather will require the Committee's careful
consideration.

Indeed there is great variability in the concepts used by
different researchers to measure economic income, while another
set of rules is suggested by the tax rules for E&P purposes, and
yet another by generally accepted accounting principles. A good
example is the variability in permitted depreciation of assets --
does a building last 30, 35 or 40 years? Or take the treatment
of R&D expenses which must be written off currently for
a¢counting purposes and may be deducted for tax purposes today.
Yet these costs would be treated as a tax preference under the
Ways and Means minimum tax proposal., What's the right
treatment? The answer will govern whether a company has economic
income as well as determine how much income should be subject to
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minimum tax. These questions are not esoteric ones, to be
resolved later as refinements are made, but are basic to the
application of such a tax to corporations.

The importance of this conceptual difficulty is heightened
because the current proposals would not just tax income that is
presently excluded for regular tax purposes, but would also
accelerate the time at which tax is paid in many instances. The
treatment accorded R&D expenses, accelerated depreciation, and
receipts from long-term contracts, illustrates just a few of the
significant cases of such acceleration,

The inclusion of R&D expenses as a tax preference in the
House Ways and Means Committee proposal and, thus, an additional
item of economic income, is highly questionable, As noted
previously, such costs must be expensed under generally accepted
accounting principles. A particularly onerous result would be a
substantial increase in the cost of venture capital for high
technology start-up companies that have neither income for
financial reporting or tax purposes nor positive cash flow.
Furthermore, it may cause large, established high technology
companies, already paying a relatively high effective tax rate,
to pay substantially higher taxes. These companies may also find
themselves in a permanent AMT position and not be able to benefit
from the AMT credit carryover provision,

The R&D preference would amount to a penalty on R&D
activities that seems unwarranted as part of the tax reform
objective.

Because corporations experience greater variability in
earnings generally, these differences in treatment of certain
income and expense items could result in a corporation paying tax
on the same income twice -- once under the minimum tax and later
under the regular tax, Alternatively, some companies may be on
the AMT permanently, and thus denied the benefit of any incentive
credits; a good example of this dilemma is presented by high
technology companies as a result of having permanently high R&D
expenses., Further, companies with variable earning patterns that
cause them to shift back and forth between the minimum and
regular tax could conceivably end up paying more tax over time
than companies that stay under one tax or the dgther,

And what about the proper minimum tax rate? In a system
where the minimum tax is very broad and imposed at a rate close
to that of the regular tax, the concept of a maximum tax rate may
be warranted. We have identified some situations in which a
company that has paid regular tax for some years at normal
effective tax rates could be adversely and unfairly affected by
the AMT in a year or years in which the company experiences a
reduction in earnings or even a temporary loss, or alternatively,
in a year when preference items are atypically high. In ogur
experience, these situations are not uncommon. Because each tax
year is considered on its own and a taxpayer can flip back and
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forth between the AMT and regular tax, it would be possible for
campanies to pay tax, on average, well in excess of the statutory
rate of .33% or 35% of taxable income over a period of several
years. This result would also hold true for companies
permanently thrust onto the AMT.

The following Table I contains an example of this problem
computed on the basis of 1982 SOI statistics for manufacturing
companies having net income. Thus, in a sense we have an
"average" manufacturing company reflected in these figures. As
illustrated, when income is reduced by 10%, the company that had
paid regular tax in the previous year now becomes subject to the
AMT. If income declines 20%, the company experiences a loss but
would still be subject to an alternative minimum tax. Table 2
illustrates the average effective tax rates for the two years,
using both taxable income and economic income. As noted,
effective tax rates based on taxable income can exceed 40%.
These computations are based on the House Ways and Means
Committee proposal but the results are similar using the
President's proposal as well.

In this example we have assumed that preferences represent
about 40% of taxable income and about 2% of total deductions in
the average year, One reason for the results illustrated here is
another key assumption -- that deductions will not decline
significantly when income falls off, This parallels actual
experience for most companies., Companies cannot reduce fixed

' costs as quickly as their sales decline. Further, most

preference items are items of-deduction, not items of income,

The average effective tax rate computations are over-
simplified but still ijillustrative of the potential probliem. The
problem is best understood by thinking of the alternative minimum
tax as a second tax system, one that impcses tax at 20% or 25% on
"economic income," paralleling the regular tax of 33% to 35% on
taxable income, 1In one year a company may pay the AMT, in the
next the regular tax and so forth, Over a few years it would be
possible for a company to end up paying tax well in excess of 33%
on taxable income. As the example also illustrates, a company
can be subject to the AMT in years when taxable income is
negative,
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Table 1

AVERAGE MANUFACTURING COMPANY*

Sales
Cost of Sales

Gross Profit
Other Income
pepreciation Deduction
Interest Expense
Other Deductions

Net Deductions

Taxable Income

Regular Tax @ 358**

Assumed Preferences
Add: Taxable Income (Loss)

Alt, Min. Taxable Income
AMT @ 25%**

Tax Payable

Increase in Tax Due to AMT

Average
Year

$1,839,000

Decline In Sales

108 208

1,267,000
T 573000 $515,000 $458,000
(67,000)
(55,000)
(458, 000)
—(474,000) (474,000) (474,000)
$__ 98,000 41,000  (16,000)
$ 34,300 14,350 _ -0
39,000 39,000 39,000
98,000 41,000  (16.000)
137,000 80,000 _ 23,000
34,250 $ 20,000 $ 5,750
S 34,300 $ 20,000 $ 5,750
-0- $ 5,650 $ 5,750

*Based on 1982 SOI for all manufacturing companies with net income.

**These computations disregard the lower level exemptions,
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Table 2
TWO~YEAR AVERAGE EFFECTIVE TAX RATES

Average Tax Rate Based On

Taxable WEconomic"
Assumptions Income Income*
No Decline in Income 35% 25%
(Average Year)
10% Decline 398%* 25%
(Average Year and Year
of 10% Decline)
20% Decline 423** 25%

(Average Year and Year
of 20% Decline)

*Computed on taxable income plus preference income as defined in
President's proposal.

**Before utilization of alternative minimum tax credit carryover.
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Need for Averaging Device

These design issues lead us to urge the adoption of an
income averaging feature or a tax benefit rule to smooth out the
uneven effects and evident unfairness the ANT could have on
companies over time, On this longer time horizon, the treatment
... accorded net operating losses is similarly important {f we are to

’ svoid imposing a minimum tax on a company that has had economic

)cuses in prtcoqu years.

P e

‘gn ".T‘ ‘S8l ad justments are especially crucial if the minimum tax
ed at the relatively high rate of 258, Under such

- 3 L g the minimum tax would in essence become a separate,
& Tirel system, undeniably adding complexity and requiring
for many campani¥s.

Ftie Rouse Ways and Means Comrittee proposal has addressed
this problem by aliowing the AMT tax paxd\in one year to be used
a5 & Credit against regulat tax paid in later’ years. 1t also

" ealiows lakpayels tu @lect "normalized® treatment of tax
.« preference ittems to avoild the AMT., These arg Jesirable features
- but even mGre cucrdination may be necessary., For example, for
how many yea:s can AMT credits be carried over? an the ANT
creffiy be usaé against reqular tax with no limitx” rem't it
nettesdary to tify that a company will not be 'sdbjegt to ANT
for the current year if 1ts regular tax liabiji educed only
becase af AMT credits from an earlier year? Pufthér, the credit
\ me 1br;ar will nov suftice fyr those companies that end up
\ perménently .un the minimar tax, 4, : .

\ rizally, coordination beeﬁpen AIT credits and any ITC or
they incentive carryover credlé #ill be needed. For exanmple,
‘1 3 company has carryovers of both into a year where payment of
jular tax 15 due, which credit is used first and which is .

piried over? If AMT is used first, the danger would arise that

e !“l’(n could expire, "

4 These 1:e8ues suggest that if a credit mechanise is used to
cordinate the two tax systems, the AMT credit should have
nlimited life, should be used after incentive credits, and
phould not be subjected to any dollar or percentage of tax
‘j\\%g g mgit, Companies that will be on the minimum tax more or less
e ently can only be helped by electing normalized treatment
'nt'thnxr preference 1tems, They must hope that Congress takes a
| judicions approach to the definition of economic income,

. " .‘ ““:’ B
VUse of Tax_ Cxedxt& .. A

«&nngresaxunal policy on the use of various tax credits
against the sminimum tax has not been consistent over time. In
general the alternative minimum tax® for individuals has not
allowed credits other than foreign tax credits and refundable
credits, Hovever, in 1980 Congress reviewed these issues and was

*
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concerned that, as a result of this policy on tax credits,
taxpayers were not able to take advantage of the credits
otherwise provided even when they had no tax preferences. This
result occurs when the alternative tax is paid because it's
higher than the regular tax reduced by tax credits alone, with no
involvement of tax preferences. In this situation, the credit
has provided no benefit to the taxpayer (see discussion in Tax
Court case Huntsberry v. Commissioner BITC742 (1984)).

Thus, Congress acted in 1980 to change this policy., For a
limited period of time the law permitted the individual AMT to be
reduced by credits attributable to the taxpayer's conduct of an
active trade or business, including the ITC and the targeted jobs
credit.* In 1982 when the AMT for individuals was revised again,
the policy was changed, No credits are now allowed except the
foreign tax credit and refundable credits,

In the present context, decisions must be made about the use
of any tax credits retained under the reformed tax system, such
as the Re¢D and rehabilitation tax credits and about investment
tax credits carried over from 1985 and earlier years, If credits
cannot be used against the AMT, their incentive value is reduced
and in some years negated,

Purther, i{f taxpayers are not allowed to use their ITC
carryovers against the AMT, particularly unwarranted effects may
result. BSome taxpayers may be prevented for several years from
using some of their credits, a delay which devalues those credits
significantly, Such a denial would have the effect of
retroactively increasing the tax, and reducing the yield, on
assets purchased in the past. It should also be noted, in terms
of the potential effect of this provision, that ITC carryovers
are currently concentrated in manufacturing (85%); finance,
insurance and real estate (12%); and wholesale/retail trade (8%),

1f the Committee feels some limit is necessary, we would
suggest that the overall limit on credits as a percent of tax
1iability also be applied to the minimum tax. As discussed
above, ordering rules are also needed to coordinate the
interaction of AMT credit carryovers with incentive credits,

Treatment of Net Operating Losses -

The President’'s proposal appears to contemplate that net
operating loss carryovers would be permitted to offset the ANT in
the future but that those operating loss carryovers would be
reduced by amounts attributable to preference items. Under
present law, NOLs can be carried back for three years and forward
for 15, Under the individual AMT, NOLs are computed and tracked

*H.R., 4155 passed Congress December 31, 1980 (P.L., 96-603) and
applied to tax years beginning after December 31, 1979,
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separately for purposes of the regular tax and the ANT. In
essence, NOLs reduced for preferences can be used to offset the
minimum tax., This is appropriate for the corporate ANT also, in
order to avoid the risk of requiring a tax payment by a company
that is recovering from a real loss situation, an inappropriate
event and one we believe should not be intended,

The House Ways and Means Committee proposal also seems to
intend this treatment for new NOLs but the option contains an
inappropriate rule having retroactive effect for NOLs coming into
the new system as a transition rule. The Ways and Neans option
would retroactively reduce present NOLs which arose during 1983
through 1985, There is no apparent rationale for such an
approach, We would urge the Committee to reject it and instead
to follow the same rules that were used in 1982 which allowed
full NOLs from pre-ANT years to be used to offset alternative
minimum tax in subsequent years., In other words, net operating
losses from 1985 and earlier years should not be reduced by
"preference” amounts in applying these losses in 1986 and
subseguent years. To do 8o would be tantamount to denying the
tax benefit from preferences that the law permitted at the time
but which could not be fully utilized due to insufficient income,

Preference for Net Interest Expense

The President's proposed AMT would add as a preference item
25% of net interest expense, up to the amount of accelerated
depreciation taken on personal property placed in service after
1985. Accelerated depreciation is measured by comparing CCRS
amounts to those deductions that would have been allowable under
Treasury's initially proposed system of indexed depreciation
iRCRs, November, 1984). Interest expense is net of interest
nconme, ’

The explanation of the President's proposals indicates that
this preference item is {ncluded in order to compensate for the
incentive feature of accelerated depreciation on personal
property, which is heightened even further when the asset is
debt-financed, The explanation also notes that the full
deductibility of interest without adjustment for inflation,
results in a significant mismeasurement of income that {s more
serious when the investment itself receives preferential
treatment, Thus, the proposal attempts to ensure that the
minimum tax applies “"to corporations that substantially reduce
their regular tax ljabilities through such debt-financed
investments.”

The inclusion of 258 of net interest expense as an jtem of
tax preference is designed to treat the taxpayer's first
investments in CCRS personal properties as financed by debt.
Further, the 25% fraction is intended to identify "on a
conservative basis®™ the portion of interest representing .an
inflation premium, rather than a cost of borrowing money.
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We question both the thesis and the mechanics of this
preference, and urge the Committee to consider it carefully. We
note the House Ways and Neans Comnittee option wisely does not
contain this item as a preference and instead has broadened the
preference for accelerated depreciation generally.

The Treasury Department's proposals last fall called for
indexing interest income and expense for inflation, across-the-
board. This provision was not included in the President's
proposals, We urge the Committee to consider whether it's
appropriate to bring indexing of interest into play in one narrow
area, such as the alternative minimum tax for corporations.

There are many good arguments for the initial Treasury
proposals regarding indexing of interest, despite the problems
therein which presumably caused the idea to be eliminated on the
second round. But indexing interest across~the-board was
expected to have positive effects on the economy, and taxpayers
with net interest income would also experience positive tax
results. In contrast, the present proposal would apply interest
indexing only in situations when it is to the taxpayer's
disadvantage, i.e., as a net debtor. As such, the proposed
preference item does not reem to us to be either equitable or
well justified on policy groundd. If Treasury's concern more
basically is the degree of acceleration of depreciation on
certain classes of personal property, it might be more
appropriate to deal with that concern directly,

In terms of mechanics, the proposed preference has many
flaws, It applies to all interest expense, regardless of when
incurred. There is no attempt to match the interest expense
being taxed as a preference with the property being depreciated
under CCRS. Indeed the debt could be quite old, could be on real
property, or could reflect little inflation premium, and it would
still be included as interest expense in the AMT computation,
This treatment amounts to an additional tax on an investment
decision made in earlier years, retroactively reducing the return -
on those investments, It is certainly not obvious why the
interest expense in the formula should not be limited to interest
on debt incurred after 1985.

In addition, interest expense can be offset only against
interest income {n determining whether the preference applies,
This creates a bias toward investment in interest-bearing
instruments as opposed to equity investments, If this proposal
is retained, consideration should certainly be given to expanding
the offset to other passive income, such as dividends and
rents,

Finally, the Committee should consider, in greater detail -
than we have been able to do, how this prefgrence would affect
the application of the AMT to various types of companies, based
on the depreciation system adopted. Because the greatest degree
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of acceleration is provided in CCRS asset classes |, 2 and 3,
companies having a large portion of such assets and net interest
expense could bear the greater portion of the proposed ANT,
{These classes include autos, trucks, buses, computers, office
equipment, aircraft and construction equiprent.,) It may also hit
those {ndustries presently having financial trouble, as a result
of international competition or otherwise, that have low
operating income (in relation to preference income) and are
unable to obtain equity financing.

It would also appear to us that some questionable
biases would be instituted with this preference item, For
example, it may create a bias towards leasing personal property
rather than purchasing property after 1985. Clearly, highly
leveraged companies and newer ventures which tend to be debt-
financed to a greater degree, would be digsadvartaged. The 1982
statistics of Yncome indicate that smaller companies may bear a
higher proportion of the AMT than under the present system. It
would also seem to have an adverse affect on leasinyg companies
who are net borrowers using debt financing. On the other hand,
companies having high amounts of interest {ncome would be
unaffected.

This concludes my prepared statement. To summarize, we
would urge the Committee to consider in its deliberations on this
issue the limited objectives that a minimum tax should serve in
the tax system, We would also caution that its design must be
studied carefully. Because of complex interactions with the
regular tax structure, it is all too easy to develop a minimum
tax that has unintended consequences on taxpayer behavior, is
unduly complicated, or works against other policy goals that
Congress has established, We have raised some questions of
design and application of the House Ways and Means Committee
option and the President's proposal that we hope will assist the
Committee in its further consideration of a corporate AMT. Most
importantly, the Committee should try to resist pressure %to
overreact and by so doing to develop a corporate minimum tax that
applies too broadly, to too many taxpayers, at too high a rate of
tax. Such a result would add unwarrvanted complexity and
unfairness to the system, rather than improving it,
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QOctober 9, 1985

STATEMENT
OF
CROWLEY MARITIME CORPORATION

Before the
Committee on Finance -

Crowley Maritime Corporation supports the testimony presented

to the Committee on Finance by Raymond Donohue, Vice President and
Chief Financial Officer of Matson Navigation Company, Inc,, on the
capital construct}on fund issue,
4 This statement describes the devastating effect of terminating
the capital construction fund provisions of the Merchant Marine Act
upon Crowley Maritime Corporation, and upon the American merchant
marine; upon the support functions of merchant vessels for the
national delense; and upon the commerce of the United States,
including particulariy the services we render Lo the economies of
Alaska, Hawaii and Puerto Rico; upon the services we render to the
havy in connection with the Distant Early wWarning system in the
Bering Sea and the service rendered to our Naval bLases at Guantanamo
Bay, Cuba, and Roosevelt Roads, Puerto Rico, as well as the vital
cargo we deliver annually to the Prudhoe Bay oil fields.

Crowliey made a contract with the United States for a capital
construction fund. It kept 1ts part of the bargain by depoait!ng

most of its earnings and using them to build in American shipyards
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for U.S.-flag operation. Now the government waﬁts to repudiate thab
contract and leave us with immense unforeseen tax liabilities caused
by our compliance with the contract.

The crippling effect of terminating the capital construction
fund programs results in major measure from two factors, First,
consistent with generally accepted accounting principles, our
financial statements have made no provision for deferred taxes arising
out of the CCF program. If CCF is repealed, such a provision would
likely be required to be made in 1985. This charge to earnings would
be so great that we would be in immediate default under all of our
loan agreements, which either require us to maintain specified debt
to equity ratios or contain so-called cross-default provisions.
Second, the repeal of CCF would have a continuing adverse tax impact
because of the combination of a reduced tax basis for depreciation
for ships constructed with CCF withdrawals and the inability to
offset cuose taxes by future CCF deposits.

Durirg the next five years, certainly, and probably for ﬁhe
next ten years, the Treasury proposal would result in taxable income
substantially in excess of boox income. As a result, our annual tax
liability Wwould increase to between 60 and 190 percent of book income,
as compared to a nominal rate in the Treasury proposal of 33 percent
of taxable income. This wou.d have a ruinous effect on our cash
fiow, It would also threaten our debt obligations of about 100
million del.ars under government guaranteed financings pursuant to
Title XI of the Merchant Marine Act, 1936, and would preclude for

years the continued expansion and improvement of our fleet.
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~These harsh consequences would, moreover, he the result of a
repudiation by the United States of 1its contract with our company
under Section 607 of the Merchant Marine Act. The United States
§hould defend, not repudiate, its contracts if it Is to complv with
its constitutional obligations. Finallv, we are at a loss to
understand why the Treasury propossl, while constituting a flagrant
breach of the Government's contrantual obligations, orotects the
larger benefits to those American companies which, through
suhsidlaries organized in foreign countries, continue to invest and
reinvest their profits in foreign shipping without subiecting those
profits to American i‘ncome taxes.

The capital const~uction fund orovisions of the law are in the
Merchant Marine Act, 1936, 1ot the Internal Revenue Code, and are
one of the few remainine supports of the declinine American Merchant
Marine,

Before explaining in more Aetail how these Arastic and disabling
effects come about, it would be in order for me to describe briefly
the history of our companv and the ranee, varietv and volume of
services that we presently perform.

Crowley Maritime Corporation was founded 90 vears aao with an
18-foot Whitehall bdoat providing transportation of personnel and
stores %o ships anchored i{n San Francisco Bav. Within a few years,
services broadened to include Bay towineg and ship-assist services.
Acquiring more and larger vessels, the‘comoanv expanded in the 1920's
into Los Angeles Harbor with tug boats for ship-assist work and into
Puget 3Sound with tug and barge transoortation. Bulk petroleum

transportation joined the ccmpanv's list of services In 1939, 1In

55-632 0 - 86 -~ 7
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the 1950's we started our first oommon‘carfieﬁ service - a contalner
service - between U,.S, West Coast ports and Alaska, a service presently
performed by a subsidiary, Alaska Hydro-Train, transporting rail
cars and, more recently, a roll-on/roll-off trailer service. 1In
the early 1950's we began delivering bulk petroleum and dry cargo
for the Defense Department's Distant Early Warning system in the
Bering Sea and along the Aleutian chain and the service has continued
to date. In the 1970's, we started a second common-carrier roll-
on/roll-off service between Florida ports and Pusrto Rico. 1In the
1970's we began a common-carrier service to Hawail from U.S, Pacific
ports. These two services provided real competition in the two major
insular trades, hoiding down ihe rate levels and protecting their
econonies.

It is not coincidental that our ma jor expansion coincided with
the availabiiity of the capital construction fund in 1972. From
that year to .ast year, our annual revenues grew from about 50 million
dollars to over 500 miilion dollars; and our investment in capital
equipment from 112 million doilars to over 700 miliion dollars
including over 400 vessels varying from smail harbor tugs and supply
boats to huge triple deck Ro-Ro trailer barges and two-deck rail-
car barges. Attached are two schedules: one showing annual investnent
in capital equipment since 1372 and the other showing a current list
of Crowley's vessels. -

Crowley Maritime Corporation is a privately owned company in
which the employees of the company participate in the equity ownership
through the company ESOP. Most of the profits of the company are

regul%rly reinvested in the company's business.
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At the present time we operate our marine services tﬂrough two
divisions, the Pacific division and the Caribbean division. The
Pacific division services the DEW line and performs the annual Sealift
to Prudhoe Bay in support of crude oil operations on the North Slope.
1t supplies off-shore operations in the Beaufort Sea region between
Point Barrow and Prudhoe Bay. Crowley's heavy lift service plays a
major role by performing the loading and discharging of self-contained
moduies for the North Slope oii operations, Crowley has supplied
and continues to supply, specialized ocean transportation servioe
which permitted the development and exploration of the North Slope
oil 80 vital tu cur economy and the national defense, The Paoific
division also operates on the Columbia River carrying petroleum cargo
up river and large volumes of grain down river. It engages in ship
work on Puget Sound, San Francisco Bay and in the Los Angeles ares.
Crowley Environmental Services uperates both commercially in Alaska,
Puget Sound, San Francisco, Los Angeles and Puerto Rico, and under
a contract with the United States Air Force for the treatment of
contaminated ground water. The Pacific division operates Alaska
Hydro«Train which offers a year-round weekly common-carrier service
between Seattle, Washington, and Whittier, Alaska, (near Anchorage)
with from 6 to 8 barges and 3 to 4 tugs. Hawailan Marine Lines
serves Honolulu every 21 days from Oakland, Portland, and Seattle,
with 2 barges and 1 tug on each salling. The Pacifio division
operates a common-carrier service from Seattle to Western Alaska
with 4 or 5 sailings during the summer months extending from Bristol

Bay to Point Barrow,



This division is also involved in tug and barge operations in
Puget Sound, San Francisco and Long Beach Harbors, and engages in
bulk petroleum transportation, ship bunkering, off-shore oil supbort
and marine salvage, It also offers passenger ferry transportation
to commuters and tourists on San Franciscoc Bay. A new high speed
400-passenger catamaran was introduced to the commuter service early
this year,

Internationally the Pacific Division has provided speciallzed
marine transport, oil drilling and other services in support of the
of f~snore oil and construction industries throughout the world,
inciuding Indonesia and in the Western Canadlan Artic, Of partioulan
relevance, its military support group initiated a new Far East ‘service
to haul clean petroleum products between mifitary installations {n
Korea, Japan and Okinawa on a long term contract for the Military
Sealift Command, The group also husbands 3 tankers in Japan for the
Maritime Administration as a Naval reserve,

The Caribbean division through TMT is primarily engaged in the
common carriage of trallerized cargo to Puerto Rico, It offers a
weekiy service from Petty island in the Delaware River adjacent to
Phlladelphia; twice weekly service from Jacksonvilie, Florida and a
weekiy service from Lake Charies, Louisiana, and Mobile5 Alabama,
TMT operates the world's largest Ro-Ro barges, TMT provfdes cargo
transport service to the Naval base at Guantanamo Bay and of coursse
its regular common-carrier service supports the Naval Station at
Roosevelt Roads, Puerto Rico. TMT is the recognized leader in
providing dependable quality service to Puerto Rico. The Caribboan

division through Crowley Towing and Transportation also provides
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long-term and daily contract~carrier services, harbor ship work and
petroleum barge services throughout the Caribbean.

The divisions of Crowley Maritime Corporation have consistently
expanded their equipment to meet the needs of the services which
they perform, both in terms of volume and specialized requirements,
Last year, for example, the Caribbean division converted 5 of {ts
400~foot triple-deck barges to 730-foot triple-deck barges by the
construction and installation of prefabricated 330-foot midebody
gections, These 730-foot Ro-Ro barges, each .with the capac¢ity of
512 trallers, are the worid's largest, The Pacific division, as
indicated above, now employs a high spesed 400-passenger catamaran
vessel, the first time this revolutionary design has ever been used
to ocarry passengers in the U,S. The Pacific division iast year
expanded the Alaska Hydro-Train volume and scope of service with the
addition of a second deck on 3 barges, enabling the vessels to carry
105 highway %trailers each, without altering the existing rajl-car
capacity., This enables Alaska Hydro-Train to deliver door-to-door
trajiler deliveries as well as siding to siding rail-car deliveries.
A variety of speclalized equipment has been acquired to meet the
specialized needs of shippers; equipment such as heavy 1ift vessels,
bulk urea vessels, an iqe breaker barge, and in addition, specialized
container equipment are designed to meet the particular needs of
shippers. For example, by designing special equipment, Crowley's
Caribbean division became a maJoé carrier of bulk rice to Puerto
Rico in 20-foot bulk containers sanitized for food oarriage.
Similarly, new reefer containers were acquired to solve the problems

of packers of frozen chickens i{n shipping their product to market
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in Puerto Rico. Virtually all of this expansion and acquisition of
specialized equipment was acquired with capital construction fﬁnds.

It has been pointcd out that our net profibs are reinvested in
the business and services that Crowley Maritime Corporation and its
subsidiaries perform, Our ability to expand through reinvestment
of profits is directly dependent on the tax deferral provided by the
capital construction fund program, As stated previcusly, we have
consistently and regularly deposited a substantial portion of our
taxable income into the CCF and our auditors, consistent with
generally accepted accounting principles, have not required us to
establish a reserve for the future liabilities arising from the
deferral of current taxes, This is attributable to the faot that
CCF was considered as a permanent program,

If the capital construction fund provisions of the Merchant
Marine Act are terminated, as of the end of 1985 assets having a
book cost of about 700 million dollars and a book value after
éepreciation of 420 million dollars will have a much lower tax basis,
This means that our tax depreciation will be a fraction of our book
depreciation, Under the Treasury's proposal our available tax
depreciation would beabout 265 millipn dollars less in total than
our book depreciation., On an annual basis our book depreciation
would be about 45 million dollars and our tax depreCiabion_about 21
million dollars, wnich means that if we are not able to make deposits
in a CCF, we would have taxable income of 24 million dollars more
than book income (4% - 21 = 24), This situation would continue until
the 265 million-dollar difference between tax and book depreciation

is used up.
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Depending on future income, our effective tax rate could range
between 63 ﬁ;roent and 190 percent of book income. To take specific
examples, if we earned 26 miliion dollars on our corporate books,
our taxable income would be 50 million dollars, {.e., 26 million
dollars plus 24 million dollars in less tax depreciation; the tax
would be 16,5 million dollars, at the 33 percent rate, or a 63 percent
effective tax rate on book income., In certain years {n the past 10
years, we have earned as iittle as Smillion dollars, On earnings of
5 million dollars, the tax would be about 9.6 million dollars or
about 190 percent of book net income,

As a result of this tax arithmetic, Crowley Maritime Corporation
will probably be required to set up a very large reserve for future
taxes until the 265 mililon dollar difference between book net income
and tax net income i{s exhausted, Such a reserve on our corporate
books would have a drastic effect on our debt/equity ratio and would
put us immediately in default under all of our bank loan agreements,
Cash flow would deteriorate and new investment would cease, Nothing
in the Treasury proposal for relaxing tne original proposed repeal
of ACRS depreciation nor the reduction in maximum corporate rate
from 46 percent to 33 percent would begin to ameliorate this
devastating {mpact.

As a result of the greatly increased current tax liability, we
would need to borrow heavily to make any capital investments, but as
a result of default provisions under our bank loan agreements, we
would probably be precluded {rom any additlonal borrowings until the
tax llability was discharged, Indeed the drastic constraints on

¢ash flow might well put us in substantive default under loan
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agreements and under 100 million dollars of Title XI indebtedness,
As indicated above, in a vear in which we had, sayv, a five million
dollar net profit we would be ohligated to pay almost 10 willion
dollars in federal {ncome %tax. Operating under such constraints
we ohviously could afford no future development of our services or
expansion of our operations,

Indeed the nemative effect on CrowlevMaritime Coroonation alone
of repealing CCF is, all together, greater than the positive effact
projected bv the Treasurv on the ""nitad States, Tf other comvanjies
incur the same adverase nonsequences 1s Crowlev, the dispropoﬁtlon
hetween the benefit to the lUnitet States and the oainful damage to
the Merchant Marine shnuld render tha proonsal unacceptable to the
United States a3 well as %o the Marchant Marine, The maximum benefit
to the publlic revenue erstimated hy the Treasury for CCF repeal (s
80 million dnllara annnallv and we gtronelv suspect that estimate
{8 simply a rounding up to “he lownst amount that the Treasurv deemed
wortiy of stating.

Mareover, the capital annctruntion fund (g "capital-formation
specifice". Deposits in the capital construction fund defer taxes
in the same wav that acrelarated decreciation does excent that the
cash flow from accelarated depreciation need not be reinvested in
napital aquiopment and i{ndeed there (s no tax incentive to reinvest
those funds 1in capital equipment. Deposita in the capital
eonstruction fund however, must be utilized to bhuild or acquire
vessels because the capital eonstruction fund agreement requires a
program of ship construction and aecquisition. Moreoven, once

reinvested in veasels, Lhe basis of the vessel {s reduced dv the

REST AVAIL ARLE COPY
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amount of the reinvestment thus reducing future depreciation and
increasing tax liahilityv. T™is {n turn {8 a powerful incentive to
deposit an amount equal to the increased tax liabilitv, thus
oommenciﬁg this cvele again, The Capital Construction Fund is the
most powerful- engine devised by Congress to stimulate capital
investment., Once the companv stops depositing and stops investine
the consequences become 4disastrous, It is for this very reason that
elimination of the canital constructian fund would cause the extensive
damage to our company that has heen deserihed.

The capital construction fund provisions of Section 607 of the
Merchant Marine Act, 1936, are implemented bv a capital construction
fund agreement hetween the shipping companv and the United States,
The form of the agreement {s puhlished in U6 C,F,R, part 390, appendix
I1 and appendix ITT, Among nther things, it nrovides for a schedule
of minimum deposits and a antuedule of proaram objectives including
in the lattar, acquisition o= ronatruntinn of vessels, reconstruction
of vessels, and pavment of »nninecinal on existing indebtedness. The
Maritime Administration domss not per~mit companies to enter 1nto‘
agreements solelv for t%e purpose of discharging existing
indebtedness; the aereements must {nclude the acquisition or
construction or reconstruction of vessels, Comnanies like ours have
long-range plans reflected in the program ohjectives in their capital
construction fund agreement.

The Treasury II proposal would repudiate this agreement. There
{s a substantial 1ikelihood that repeal of CCF in the manner proposed
by Treasury could well be an unconstitutional taking of propertv by

the United States which the Supreme Court has repeatedlv enforoced,
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We are submitting for the record in this hearing. 2 leral memorandum
setting forth this state of the constitutional.law, But apart from
the constitutional requirement that the government comply with {ts
contracts, the inequity of terminating tﬁe.capftal conatruction fund
and subjecting the companies to an abandonment of long-term vessel
replacement, improvement and expansion plans, and imposing severe
addstiongl tax liabilities; (s itself the most forcaful reason for
the legislators to reject the Treasury propoéal.

So much for the treatment of American operators of .S, flag=
veasels, But how Aoes the Treasury deal with the American operators
of foreign flag-vessels? Under the Treasury prooosal, an American
gorporation mav form a whollv owned foreign companv, Liherian,
Panamanian and the like, to build and operate ships {n world trades,
earn income with those vessels and not pay any taxes on that income
provided it continues to invest in foreign-flag operations., Indeod
that reinvestment need not be {n capital equipment of ships or
containers or barges hut mav be used to expand current operations,
Basleally the foreign subsidiary pavs income taxes onlv when the
profits from foreign ships are declared as 4di{vidends and repatriated,
Even under those ¢ircumstances 't pavs onlv the tax anolicable in
the year the dividends are paid, Under the capital construction
fund agreement, 1{f an operator of U,S5,-flag vessels makes a
nonqualified withdrawal from his capital construction funds, he pays
the tax in the vear in which withdrawn plus interest on the tax from
the date the tax would have been pald if it had not been devosited in
the fund. This can be a very severy penaltv for a nonqualified

withdrawal, which in anv event requires the approval of the Maritime
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‘Administration. Thus the foreign-flag overator is in a preferred
tax position now and under the Treasurv prooosal will continue with
ity large bdenefits under the tax laws while the American operator
suffers the consequences which has alreadv %“een outlined. Stranee
facts that the Treasury thus gireatlv prefers the foreign-flag operator
to the U,S8.,-flag operator,

It must be a hasic assumotion of the Treasurv that a U,8,~flag
fleet {3 an unneceasary luxurv. The Treasury has afforded more raoid
depreciation than pure aconom!2 depreciation in {ts pronosal {n order
to encourage investment; it has actually reduced the capital gains
tax in order to encourape investment; it ocontinues, with
modifications, TRAs and Keogh plans to encourage capital investment,
All of this costs the nublic fiec a vastlv preater amount of revenue
than the capital construetion fund program, Meanwhile the Treasury
permits American operators of foreign flag shivs orivileges similar
to, but greater than, those provided in the capital construction
fund provisions of the Marchant Marine Aot,

Lest we forget, a word of history from World War I, frighteninglv
relevant to todays conditions, mav successfullv dispute the
Treasury's assumption, Then, as nnw, we had a small foreign trade
merchant fleet. Now, though not then, that fleet is a world girdling
fleet spending most of {*s time far distant from our own shores,
When we entered the Wa» in 1217, we desparatelv built shiovards to
remady the deficiencies, The most dramatic example of that Yerculean
effort was the Hog Island Shipyard near Philadelphia which hullt 50
ways and was designed to produce all kinds of ships quicklv. Denpite

this immense effort, the first vessel produced hv the Hog Island
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- Yard was delivered 3 months after the armistiée was signed In 1918..
The hridge of ships whieh carnied and supnlied the American
expeditlonary force in FEurone was composed prineipally of cur existing
coastwise vessels,

The Harvard PRevort on ""™he !llse and Disposition of Ships and
Shipyards at the end of World War II" prepared for the United States
Havy Dapartment and ‘Inited States Marisime Tommission hv the Gradiyate
Sehool of Businesas Admﬁn}stra:ion at Harvard Univevsitv, June 19U5,
achoes the samae theme: "The anntrihutisng of domeatiec shioning to
national security have often haan overlnokad by those who think {n
terms of forelign trade, Astuallv, {n bhothr World Wars domestie
shipping has furnished more ships than thoss emnployed {(n foreisn
trade, All the coastwise and {riternnastal shing of osver 2,000 DWT™'s
were requisitinned for use {n this War, and the explcits of their
crewe have praovided a gplanisng nage (5 tha Wigtony of the Wan," ’at
p. 90)

Tt mav he angaed that futyre uars Wil he waged go A{ffarently
froam past wars that no shipe or shinvands will be required, The
fact remaing that 1 prudent povarnment otareed with the responsidbility
of guarding national seaurity Aares nnt take the pigk of assuming now
that such a nandition will davelop hv the time {t mav araln he called
upon to defend the country {n war or pursue {ts foreien objectives,
American ships carried 80 percent af a)l the sunplies required to
support the allied war effort in World War IIj virtuallv all the
supplies sent to suppont the Korean nonflict were carried bv 11,8,
flag ships; and an estimated 97 percent of all the war materials and

supplies to Vietnam went {n American huilt U,S5,-"lac vessals, nf
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course if we have a nuclear exchange, ships will be‘onneeessarvg”bﬁﬁ'L‘
that hecomes a self-fulfi{lling prophecy. If we “ave not the means
of oonvegtlonal warfare, inecluding ships, we may be driven to that
kind of natastrophe,

Indeed the Coneressional Budeget Office, no friend of tax
subventions, in a report on "U,S, Shioping and Shipbuilding Trends
and Poliev Cholimes" {n Aucenst 1984, states categorically "hoth a
review of thistory and thoughtful consideration of present
intarnational annditinna sumeast that oecargo shipoing {s vital to
1.5, natioyal security, Separated from trading partners and allies
by long onean routas, the ''nitad "tateg relies on shipnineg to sustain
{ts ersnomy and Lo suopart almos* anv “ind of military operation,”

(at p, us)
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WRITTEN STATEMENT OF THE
EDISON ELECTRIC INSTITUTE

ON THE CORPORATE MINIMUM TAX

The Edison Electric Institute (EEI} appreciates the opportunity
to submit written comments for the printed record of the October 9,
1985 hearing before the Committee on Finance, U.S. Senate, on the

corporate minimum tax,

EE1 is the association of electric companies. Its members serve
96 percent of all customers served by the investor-owned segment of
the industry. EEI members generate approximately 75 percent of all
of the electricity in the country and provide electric service to 73
percent of the nation's consumers uf electricity.

FEI believes that the foundation of the nation's tax system is
predicated on the faith and perception that each taxpayer will pay a
iair rhare of tax. EEl recognizes that in recent years the average
individual taxpayer's confidence in our country's tax system has been
shaken due to perceived abuses. Thus, there is a need to ensure that
any abuses are corrected and that each taxpayer pays a fair amount of
tax. EEI urges that any minimum tax legislation that may be enacted

maintain as a central goal the need for fairrness and cquity.

In this regard, EEI has reviewed the coiporate alternative

mirimum tax (AMT) proposals presented in the Precsident's Tax
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Proposals and also the corporate AMT proposcd by the Staff of the
Joint Committee on Taxatian_(JCT) in the options prepared for the
House Ways and Means Committee. EEI offers comments on four specific
areas associated with these corporate AMT proposals. They are listed
immediately below and are discussed in detail ir the narrative that
follows., The four areas are:
(s

1} the rate of minimum tax,

2) tle non-expansion cf tax preferences,

3)  the investment tax credit offset. and

4) the comparison period,

The Rate cf Minimum Tax

In the determinaticn of the rate of a corporate AMT, EEI recom-
mends consideration be giver to the need to have a sufficient differ-
ential betweéfi the reqular corporate income tax rate and a corporate
AMT rate. If the regqular corporate inccme tax rate and the corporate
AMT rate were too close tcgether, only a relatively small amount of
tax preference items would be needed in order for a ccrporation to
incur the AMT. This would result in the corporate AMT rep{acinq the
reqular corporate income tax as the primary tax for many corporations
for extended periods of time. By doing so, the regular corporate

income tax, in effect, would be rendered a nullity.

Under curre:t law, the add-on minimum corporate tax rate is 15

percent,_and the regular corporate income tax rate is 46 percent;
Pt
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thus, the minimum tax rate is about 33 percent of the regular tax
rate. The corporate AMT rate as proposed by the President is 29
percent, with a regular corporate income tag.rate of 33 percent;
thus, the mininmum tax rate would be about 61 percent of the regular
income tax rate. The corporate AMT rate proposed by the JCT is 25
percent, with a reqular corporate income tax rate of 35 percent;

thus, the minimum tax rate would be about 71 percent of the regular

income tax rate.
EEI reccmmends in any corporate AMT legislation that the cor-
porate AMT rate not be greater than 50 percent of the reqular

corporate inc.me tax :ate,

The Non-Expansion ~f Tax Preferences

EEl believes that the list of tax preferences should not be
expanded beyond these contained in the President's corporate AMT

proposal.

The JCT .pticn for a corperate AMT proposes to expand the list
of tax preferences significantily. More specifically, the JCT option
proposes t¢ include as a tax preferen-e all incentive depreciation in
excess of non-incent:ve depreciation for property additions after
December 31, !Y85. In cther werds, the JCT has targeted all incen-
tive depreciaticn, a capital-formation i1ncentive, as a tax preference
item. This expansion of preferences would discriminate against

capital~intensive 1ndustries and would increase the cost of
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investment in plant and equipment. For taxpayers in such industries
it is not realistic to enact such a broad expansion of the base for a
corporate AMT, for such an expansion would further erode or even
eliminate the incentive provided in the basic depreciation system and
would result ultimately in an ongoing minimum tax liability for such
capital-intensive taxpayers. Instead, any corporate AMT should focus
prircipally on depreciation in respect to tax-shelter arrangements

that have generated abuses by corporations.

The Investment Tax Credit Offset

Under current law, taxpayers that have investment tax credit
{ITC) carryovers and/or those that anticipate significant amounts of
transition ITCs may be unable to utilize such credits if the ITC is
repealed and if the corporate AMT proposal under either the Presi-
dent's proposal or the JCT options were enacted. Neither prcposal

would allow ITCs tc be offset against the corporate AMT,

Under current law, taxpayers can loock forward tc ultimately
utilizing ITC carryovers. However, both the President's and the
JCT's proposals wculd deny the use of ITC carryovers and transition
ITCs as offsets against a corporate AMT. Such denial would generally
have an adverse impact on those corporations that can least afford
it. The proposals would penalize corporations that relied upon
existing provisicns of the Internal Revenue Code when investment

\
decisions were made. More specifically, the denial of the ITC as an

offset against the corporate AMT would make the ITC, in effect, a tax
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preference. That treatment would be an unwarranted expansion of the

list of tax preferences against capital-formation incentives.

The Compariscn Period

EEI would like to point out that electric utilities, as well as
other businesses, often are subject to fluctuations in taxable income
for reasons beyond the or«inary control of the taxpayer. 1In the case

of electric utilities, rate regulation could have such an impact.

EEI recommends that a "comparison period™ of at least three

years be provided between the reqular corporate income tax and an
AMT. That is, a corporation should not be subject to the AMT when
its liability tor the reqular income tax exceeds its ljability for
the AMT over any three-year period. The use of such a comparison
period would ensure that taxpayers with fluctuations in taxable
income do not pay substantial amounts cf regular income tax in one
year and minimum tax in another year, due solely to fluctuations in
taxable income beyond their control. A similar provision has been
proposed by the JCT under the AMT by which the AMT could be used as a
credit against the regular corporate income tax. However, EEI's
recommendation is that a comparison period of at least three years

would be preferable to the JCT proposal.

Conclusion -
EEI believes that ongoing tax-reform efforts that would: (1)

repeal the ‘investment tax credit, and, (2) provide for a depreciation

e S—
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system with longer lives and slower recovery would have a direct
adverse impact on capital-intensive indistries such as the electric
utility industry. To subsequently treat those remaining capitai-
formation incentives as tax preference items subject to the minimum
tax would only exacerhate the problems of capital~intensive indus-
tries., EEI urges that any significant revenue enhancement be pro-
vided through the reqular individual and corporate income tax system
rather than through an AMT. The goal f any tax system, in EEI's
view, is to ensure that each taxpayer pays a fair share of tax. If a
corporate AMT is deemed to be necessary to ensure fairness of the
income tax system, then EEl recommends that an AMT reflect the
modifications described herein. The perceived abuses in the past
should not result in an expanded minimum tax today, which dttacks

.
basic industries and which discriminates against capital formation,

EEIl appreciates the opportunity to express its opinion through
these written comments. We welcome the opportunity to work with the

Committee in the development of effective tax-reform logislation,
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CAPT. GEO. F. GLAS CAPT. BRAD GLAS
1203) 838-2086 12031838- 3200

STEEL CATAMARAN

HEL-CAT

U S COAST GUARD CERTIFICATED
HEL-CAT DOCK
181 THAMES STREET. GROTON. CONN. 08340

1203) 445-5991
MONTAUK PILOTS, INC.

oct, 5,1985

Honorable Bob Packwood,Chairman
Senate Committee on Finance

219 Senate Dirksen Office Bldg.
Washington,D.C. 20510 Re: CCF program/hearing

Dear Senator Packwood:

Inasmuch as we cannot be present at the Finance Committee Hearw
ing scheduled for Wednesday,Oct. 9,1985,regarding the future of
NMFS*'s Capital Construction Fund Program,it would be greatly appre~
ciated if the following letter were to be made part of the record
of the hearing.

Ours ic a small,family..owned business,a Small Business corporation.
We are alarmed by the administration's proposal to abolish CCF.
When we decided to establish a Capital Construction Fund we were,
in effect,relying on the government's word that we could embark upon
building & replacement vessel with the certainty that taxes would be
postponed.

Together with what the business was able to put into the CCF,plus
input from three generations of our family,we borrowed $400,000,00
from our local bank to build the new vessel. We did not seek a Fishe
ing Vessel Obligation Guarantee. The new vessel went into operation
on Aug. 24,1985;:;the o0ld vessel was then withdrawn from service and
has been placed on the market. We must sell it in order to reduce the
enormous Demand Mortgage on the new vessel sufficiently to put it on
an amortizing basis. This was the understanding with the bank,as it
had not been feasible to wait until the-existing vessel was sold be-
fore beginning construction of the new vessel. We would have been out
of business during the entire period of construction.

It is at this point that CCF is supposed to be most helpful. The
provisions of the agreement sicned with NMFS allow for postponing
immediate payment of capital gains taxes via reduction in the allowable
depreciation schedule in an amount equivalent to what the tax would
have been. It is the most important aspect of the whole program,as
far as we are concerned, In order to reduce the Demand Mortgage to
where we can live with it,we will need every cent we can glean from
the sale of the old vessel.
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If the Congress were to negate this provision of the CCF in mid.
stream,it would put us in a very precarious situationsfor if the
funds needed to convert the Demand Mortgage were to be drained off
to pay capital gains taxes instead,we would be extremely hard hit.

Without the CCF,we would have been hesitant to undertake this
project. However,with the CCF we felt that we could commence cone
struction with a clear head,confident that we would not get skinned
alive with taxes when funds were needed the most. The government
eventually gets its tax back through reducing the asllowable deprew
ciation,

We are painfully aware that this administration has been making
every effort to clobber our industry from any angle it can,while on
the other hand, foreign governments support their fishing industries
to the maximum, As you know,unlike other American industries,ours
is forbidden to go foreign in seeking reduced building costs. The
administration should take that fact into consideration and not
demand to have it both ways by snatching away the minimal help that
has been extended to our industry via the CCF program.

And the very least that those of us who are in the midst of a
CCF project should expect from our government is that it keeps its
side of the barqgain,that it keeps its wordl

Sincerely,

. / ,

Tl ¢ {(/(/( N
“laire Glas,Secty,
Montauk Pilots,Inc.
20353542066

CC: Honorable Dan Rostenkowski,Chairman
House Ways & Means Comuittee
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Mr. Chairman. My name is Vincent R. Sombrotto, President
of the National Association of Letter Carriers, a union
representing 268,000 active and retired city letter carriers.
The URLC also ie one of the fcunders cf CORECT, Citizens
Organized to Restore an Effective Corporate Tax, a coalition of
church, citizen and labor organizations,

In his May 28 speech to the nation, President Reagan said,
*The free rides are over," We believe that the free rides
should h~ve ended years ago.

fe're here saying that Congress needs to restore an old
American tradition: fairness in taxes. As proof of our
commitment, we have collected over 750,000 signatures on
petitions.

If corporations don't pay their fair share of taxes, we
will -~ that is, we'll pay their share in addition to our own.
The petitions say it best:

"We, the undersigned taxpayers, pay our fair share of taxes
and more. 1It's time for our latgesg and most profitable
corporstions to pay their fair share, too.

"As people who pay our taxes, we are outraged by the $90
billion in corporate tax loopholes that allow America's most
profitable corporaticnes to pay littie or nothing in taxes.

"Wher fecder:l deficits are a rroblerm, handoute to
corroicticns &re pot the arswer. Py putting corporéticns back
cn the tax rolls, we can reduce the federal deficit and actually

cut taxes for middle- cncé lcw-incore taxpavers.
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Page 2

"In the interest of fairness to all taxpayers, we hereby
petition the Congress of the United States to repeal these
ereciel irterest loopholes anrd restore the corporate tax."

These petiticns were eacr to collect. MAg this corrittee
knows, Americans are very sophisticated when it comes to taxes!

It does not escape their attention that corporations have a
statutory tax level of 46%, yet the 250 major corporations' tax
level from 1981-1983 was only 14.1%.

It does not escape their attention that over 1/2 of those
250 corporations paid either no taxes or received refunds in at
least one of the three years studied! Sixty-five major US
corporations, which collectively earned $49.5 billion in profits
from 1981-1983, did not pay any federal tax during that same
period. In fact, they received federal tax refunds totaling
$3.2 billion. I call this an upside—down "transfer of payments"
-- from the poor and middle class to the wealthy.

Some of the biggest rip-offs came from General Electric,
which reaped $6.5 billion in domestic profits between 1981-83
and paid NO taxes. By taking advantage of loopholes, they
tobbed the Treasury of $282 million in rebates. Peter Grace,
presicent cf Grace & Co., stalks these halls self-righteously
procleiming that Congress lacks the "guts" to deal with the
Ceficit, Fe +:'le about vaste, fraud and abuse by day, but at
micht be devises scleres te brear tle Treisury: despite $684.
riiiion in profits, he racde $1z.7 million off the tax system by
sellirg tix btreake,

TR lvd7, Rlaen Tigr o ceryerstiong averaced 285% of fecderal
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tax revenues. However, by 1984‘that plummeted to 8.8%. The
Congressional Budget Office reports that the average effective
corporate tax rate has been cut in half sirnce 18RC., This
arounts to a $90 billion welfare~to-thLe-unneccy progrer thris
year and skyrockets to $120 billion in 1986. We can not afford
*corporate welfare® while child malnutrition, hunger and poverty
irn America increase daily. The connection between corporate
tax-dodging and Reagan Administration proposals to cut Qur
benefits and job security is that simple.

We propose examining a "radical® plan: make corporations
pay taxes on their income just like working people, Currently,
many corporations report one figure of profits to their
shareholders, but report a totally different, much smaller
figure to Uncle Sam. Taxes could be computed on the profits as
reported to shareholders. In this way, the tax structure is
both effective and fair, distingquishing between those who make
money and those who don't., 1It's a way to make corporate taxes
work.

Many corporations will complain that an effective, minimum
tax puts them at an unfair disadvantage relative to foreign
countries. Yet Japanese corporations are taxed on shareholder
reports. Their corporate taxes supply 25-30% of Japan's
naticnal revenues, compared to our 8%, Congressional Fesearch
Service found that the Japanese effective corpor&te tax rete ¢
close to 50%. Rut you don't hear them whining that they "can't

compete." -
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Another corporate complaint is that they need more breaks
to spur investment. However, the 50 companies which enjoyed
the most tax breaks and averéged a necative tox rate zctually
reduced their capital spending by 21,64 between 1981 and 1¢R3.,
In contrast, the 50 companies that paid the highest tax rates
increased their investment by 4.3% -- despite an average tax
rate of 33,1 percent.

Overall investment in plant and equipment, which was
supposed to increase due to the Reagan 1981 tax plan, fell
dramatically., 1Investment grew only 12.4% from 1981 to 1985,
whereas it grew 31% from 1976 -~ 1980. The result translates
into jobs: under President Reagan's plan jobs increased by only
5.7%, whereas jobs from 1976 - 1980 increased twice as much,
11.9%. These figures support our contention that a fair
corporate tax leads to sound investments and more jobs.

Mr. Chairman, our petitions are an outpouring from enraged
americans, They come from all across this country -~ big cities,
farm arcas and retirement communities. They continue to pour in
daily. The struggle for fairness and justice will be a long
one. But it mustbe started. Let's begin here and make
corporate taxes work. Fairness is as American as the Boston Tea
Party.

I appreciate this opportunity to wotk with sour Committee,
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STATEMENT OF -
FRANK DROZAK, PRESIDENT
SEAFARERS INTERNATIONAL UNION
OF NORTH AMERICA, AFL-CIO
SUBMITTED TO THE
COMMITTEE ON FINANCE
U.S. SENATE
October 1, 1985

On behalf of the Seafarers International Union of North
America, AFL-CIO, which represents American seamen on all
coasts, the Great Lakes, and on the inland waterways of the
United States who are employed on U.S.-flag vessels engaged in
the nation's foreign and domestic waterborne commerce, I
appreciate the opportunity to express our views on several key
provisions of tle Administration's complex tax reform package
and to determine what impact these proposals will have on the

future of the maritime industry.

At the outset, permit me to say that we recognize and
gupport the need to restructure and simplify the present tax
system so that all sectors of American society are treated
fairly and equitably in their financial obligation to the
nation. However, although some features of the President's
current tax reform package may have merit, many, in our
opinion, do not meet the fairness criteria and, in fact, may
lead to further inequities in the system. Certainly, several
provisions in the tax reform package, if implemented, may well
seal the doomed fate of the American merchant marine fleet and

the nation's shipbuilding network.
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We have repeatedly expressed in various legislative and
executive branch forums our grave concern over the immediate
and severe crisis that now confronts the American maritime
industry. The facts are well known to all concerned
interests. Therefore, there is no need to belabor the
Committee with facts describing the deplorable state of the
American merchant fleet and the domestic shipbuilding base.
Suffice it to say that today's merchant fleet and complementary
shipbuilding sector are a~far cry from that intended by
Congress in landmark legislative pronouncements in 1920, 1936,
and 1970. Both are, indeed, progressively closer to the realm

of extinction.

Although we are encouraged by the continued determination
of many members of Congress to halt this steady decline and to
proceed expeditiously toward realizing the resurgence of the
industry, we are, on the other hand, dismayed at the misguided
efforts of the Administration during the last four years to
literally pull .the rug out from under the maritime industry.
Besides systematically dismantling key maritime promotional
programs intended to encourage the maintenance of a strong and
effective maritime industry, further steps to decimate the
industry are once again on the horizon., These appear in the
Administration's contemplated changes in tax policy as
recommendations to terminate the business tax deduction for
expenses incurred while attending meetings, seminars or
conventions held aboard U.S.-flag passenger vessels, the repeal

of the exclusion relating to the Capital Construction Fund



' gystem with a less meaningful depreciation. schedule.

“program, and the replacement of the accélerated depreciation

The SIU strongly opposes the implementation of these
proposals since they will préve disruptive to the maritime
industry and, in fact, further exacerbate its already

.

precipitous decline.

Recognizing the importance of U.S.-flag passenger vessels
to the nation's economic and defense posture and aware of their
marked absence in the nation's commercial fleet, the Congress,
in the recent past, has wisely enacted several measures to
encourage their revival under the U.S.-flag. In addition to
permitting the reentry of the OCEANIC INDEPENDENCE and
CONSTITUTION into the domestic passenger trades, the Congress,
in 1982, corrected an inequity in tax law which had, through an
oversight, automatically disallowed a business tax deduction

for conventions held onboard U.S.-flag passenger vessels.

Nevertheless, extremely shortsighted bureaucrats would now
revert this sector of the maritime industry to an inequitable
pre-1982 tax standard. Stating that the present allowable
deductions for conventions or meetings held aboard U.S.-flag
passenger vessels “threaten public confidence in the system,"
thehauthors of the tax reform proposal fail to perceive the
immediate national security and job creation potentials that

justify this tax treatment.
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We note the tendency among Administration spokesmen to
dismiss U.S.-flag passenger vessels as being luxury items and,
perhaps, irrelevant to any program for achieving a strong,
efficient and highly productive merchant marine. Nothing could
be less realistic or further from the truth than such an
attitude. These vessels are powerful producers for our economy
and our balance of payments as well as valuable auxiliary
assets for our armed forces, at virtually no cost to the

government .

Successful operation of these vessels creates employment
potential, increases and enhances tourist potential, generates
tax revenues, and provides the U.S. Navy with auxiliary vessels
for hospital ship conversion or troop carriers on virtually
immediate notice. The unquestionable value of passenger vessels
as a national security asset can be clearly demonstrated from
the fact that during the Grenada conflict, this Administration
requested of the British government the standby availability of
a British-flag passenger vessel for the transport of Imerican
nationals from Grenadian soil. Prior to this incident, the
importance of a readily available merchant fleet was brought to
light during the Falkland Island effort in which the British
maritihe flotilla included 49 commercial merchant vessels of -
which three passenger vessels were used as troop and hospital

ships.
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Nor has the national significance of passenger vessels
escaped the maritime building program of the Soviet Union which
numbered 87 militarily useful passenger vessels in 1983. On
the other hand, curvently there exists only two active
U.8.~flag deepsea passenger vessels, operating in the Hawaiian
Islands, which would be suitable and available to act as troop
or hospital vessels in times of war or nativnal emergency.

The avajlability of U.S.-flaq commercial vessels to meet
such defense priorities is, therefore, a key element in the
formulation of any govermmental policies dealing with the
maritime industry, be they changes in the tax co;e or changes

in promotional programs.

However, the future availability of these two vessels,
which now capture only a minuscule portion of the $5 billion a
year U.S. cruise market, the largest most lucrative business in
the world, is ir jeopardy. Also in jeopardy is the continued
operation of two passenger paddlewheel steamboats, the DELTA
QUEEN and the MISSISSIPPI QUEEN, operating on the inland
waterways of the United States, as well as the continued
revitalization of this sector of the commercial merchant marine

fleet.

As you know, availability of U.S.-flag passenger vessels
depends in large measure upon their ability to survive in a

highly competitive commercial enterprise. An equitable
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competitive position is essential to any success in this
offort. Allowing a business expense deduction for conventions
held on U.S.-flag vessels currently affords the industry a
measure of equity in competing with foreign and domestic
land-based opsracions for a portion of the nation's convention
business. Without this equitable tax provision, U.S.-flag
passenger vessels will be unable to compete with these

land-based facilities.

The proposal is not only discriminatory -- singling out one
segment of our economy, the maritime industry -- but also
unfair. It is based on an erroneous and preconceived notion
that the current law is nothing more than a disquise for a tax
deductible vacation, based on personal considerations, and,

therefore, an abuse of the federal tax system. This is a myth

and should be put to rest once and for all.

In current law, the burden of proof is on the taxpayer for
he must attest to the fact that the primary purpose of the
convention meeting was business and not pleasure. To deduct
this shipboard convention expense, the taxpayer must fill out a
myriad of reporting forms and meet stringent requlations, much
more demanding than those reporting requirements applicable to

land~based facilities.

In our view, the test of the deduction's validity is not

the pleasantness of the surroundings but rather the
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substantiveness of the meeting. Regardless of location, hotel
and vessel operators offer necessary meeting accommodations to
facllitate meaningful professional forums. However, in the
case of a shipboard convention, the audience is normally
limited in size and essentially captive. Absence at required
functions is noticeable. It is essentially much more difficult
for a conventioneer to evade his commitment within the confines
of a closed environment of a vessel than for that same
.individual to discretely absent himself from a meeting room in
preference for a golf course, a ski slope or a theatrical

presentation,

Furthermore, it makes no sense to permit a deduction for
convention expenses at land-based hotels ir Canada, Mexico or
the 28 nations reaping the benefits of the Administration's
Caribbean Basin Initiative program while denying the same equal
treatment for a passenger vessel whose flag is an extension of
American territory, whose owners are American citizens
employing other American citizens , paying American corporate
and personal taxes. It is bewildering to think that the
federal government would discriminate against its own citizens
and American operations, leaving them no alternative but to
perhaps close their doors, in favor of foreign nations who are
concerned with and building their own economies and encouraging

their own tourism trade.

55-632 0 - 86 - 8
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To tie the hands of American-flag companies in this manner,
jeopardizing operations and the employment billets of hundreds
of merchaq& seamen, simply because it is an American~flag
passenger vessel service, while at the same time, through
preferential tax treatment, encouraging conventions and
meetings in foreign-based land facilities is arbitrary and

capricious.

In closing this issue, it is folly to assume that the
government will derive any savings or any increase in tax
revenues by eliminating the business expense deduction for
attending shipboard meetings, seminars or conventions. In
reality, any individual denied this deduction on a water-based
facility will opt to attend such a meeting at a land-based

facility where this tax advantage would remain intact.

The SI1U is frankly dismayed by the Administration's
proposal to fepeal this equitable tax deduction, since its
implementation will surely halt the revival of the
American-flag passenger fleet which provides tangible benefits

to both national economic and defense security.

As I have indicated, several key maritime promotiocnal
programs have already been curtailed or totally abolished. The
Administration's tax reform package recommends the abrogation

of yet another vital and working program, the Capital



223

Construction Fund. Said to be perhaps one of the most
important and influential provisions of the Merchant Marine Act
of 1936, as amended in 1970, the Capital Construction Fund
offers American shipping companies engaged in foreign, Great
Lakes or the noncontiguous trades of the United States the
opportunity to defer taxes on income deposited into the fund
for the construction or reconstruction of vessels in domestic
shipyards. The CCF permits the maximization of private
American investment in the modernization of the American-flag
fleet, a fleet built in American shipyards, using the skill of

American craftsmen and products of American industry.

Without doubt, the availapility of this tax deferral
privilege has contributed to the modernization of the U.S.-flag
merchant fleet. During the firs® ten years of the program's
operation, 172 maritime operators entered into agreements with
the Meritime Administration, 3,221 fishermen entered into
agreements with the National Marine Fisheries Service, 199
deepsea vessels and 778 tugs, supply boats and other harbor
vessels have been constructed or reconstructed with CCF funds.
Disbursements from CCF's have provided full or partial
financing of more than $5.2 billion for new vessel construction

in U.S. shipyards.

Nevertheless, the Administration proposes to phase out the

CCF program since its "national security justification ...is
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today unclear..."” and since "U.S8. citizens own or control large
numbers of ships registered in Panama, Liberia, and Honduras
that would be available to the United States in an

emergency...."

Mr. Chairman, does the Administration by this statement
intend to phase out American-flag shipping, per se? As
incredible as that question may sound, in our view, that's
exactly what may be happening. Abrogation of CCF agreements in
conjunction with other negative decisions and actions taken by
the Administration will add up to the economic destruction of

the U.S.-flag merchant fleet.

As a result, this nation would be forced to rely on
foreign-flag shipping for the carriage of all its commercial
cargos as well as for its defense auxiliary needs, even though
doubts persist about the availability, adequacy, and
dependability of the effective U.S. control fleet to carry U.S.
oceanborne commerce in time of national crisis. This can only

be characterized as suicidal folly.

For years, this organization which I am privileged to
represent has been in the forefront, along with others, in the
war against so-called effective control vessels. We have

questioned their availability, suitability, and reliability.
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We have opposed American operators registering their vessels in
foreign nations and crewing them with foreign nationals
precisely because, in addition to the loss of tax dollars to
the U.S. treasury, in addition to the increase in our balance
of payments deficit, in addition to the loss of jobs for
American seamen and American shipbuilders, we are most
concerned with the probable and serious breach of economic and
defense security if we rely on vessels registered in countries
which may or may not have our best interest at heart. But to
no avail. The govermument has turned a deaf ear to our warnings
and has, in fact, through its tax policies encouraged the
development of the so-called effective control fleet ~-- at the

expense of the U.S. merchant fleet.

In our view, the time has come for the Administration to
reverse its direction and to take the time to examine ways to
revamp the nation's tax laws which are overly preferential to
forefén—flag shipping entities instead of wasting its time and
effort in suggesting the misquided repeal of programs aimed at
achieving the revitalization of the U.S.-flag merchant marine
fleet.

Mr. Chairman, I must say that once again this
Administration has demonstrated a profound lack of
understanding of the U.S.-flag merchant marine and its

importance to both the nation's economic and defense security.
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Although the Administration solemnly reiterates the essentiality
of an adequate merchant marine for both commercial and national
defense purposes, with a concomitant need for a strong ship-
building base, this maxim is unattainable within the means the

government is willing to expend.

Therefore, the SIU respectfully requests that the Committee
reject the Administration's tax reform package in its applica-
tion to the repeal of the CCF program, the denial of business
deductions for conventions held onboard U.8.-flag passenger
vessels, as wall as the proposed changes in the depreciation

schedules.

In our opinion, these proposals are self-defeating,
compounding the immediate and long-range problems of the
U.8.-flag merchant marine, threatening the very existence of

the maritime industry.

Thank you.
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Mr. Chairman and meabers of the Committee, I am M. Lee Rice,
President of the Shipbuilders Council of America, the national
trade eassociation representing the principal domestic
shipbuilders, ship repairers; and providers of equipment and
services to the {ndustry. A list of our membership 18 attached

to this statement.

BACKGROUND

On behalf of the Reagau Administration, the Department of
the Treasury has proposed sweeping revisions to the Internal
Revenue Code. . The package contains, among other things, two
fmportant changes which adversely affect the privately-owned,
U.S.~flag fleet. The first of these changes 13 the elimination
of the Capital Construction Fund (CCF) provisions of current law,
The second change {8 not directed solely at shipping and
shipbuilding as 18 the CCF eliminatfon but will also have a
highly negative effect, This 18 the elimination of investment
tax credit (ITC) and the modification {n the asset life of
vessels. This latter change affects both the fnternational fleet
and the Jones Act fleet but in different ways.

FPor many years prior to the enactment of the Economic
Recovery Tax Act of 1981, the American maritime industry had
argued that successful competition in the ioternational trade
required equivalency betve;n the cost and tax base of U.S.~flag
operators and their foreign competitors. Parity both in the

levied tax on income and {n capital recovery were needed.
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The CCF provisions were supported to achieve parity with thi
generaily "untaxed income" of foreign-flag operators even though
this was not really the case. Yet, it was a cornerstone of the
srguments to support CCF. As to capital recovery, there was no
real sttempt to achieve tax parity. Vessel life was fixed at an
average of 18 years. With the enactment of Public Law 97-34 {n
1981, veessel life was reduced to five years., Capital recovery
became, on the average, reasonahbly equivalent to the capital
recovery of other major maritime nations. O0f course, some nations
retefined a major advantage in allowed capital recovery. For
example, the United Kingdom continues to allow her operators to

expense the cost of commercial vegscls.

PROPOSED TAX LEGISLATION

A CCF Provision Eliminetion

The CCF program, set forth in section 607 of the Merchant
Marine Act of 1936 and not the Internal Revenue Code, is designed
to encourage the construction, reconstruction, and acquisition of
vessels built in domestic shipyards for the {fanterunational,
poncontiguous domestic, Great Jl.akes, aad fisheries fleets.
Maritime and fisheries operators enter fnto binding contracts
with the federal governwent which allow them to defer income tax
on certain funds to be employed for an approved vessel
constructxon-program. The deferred tax {s subsequently
recaptured by the U.S. Treasury through reduced depreciation
because the tax basis of vessels constructed, reconstructed, or.
acquired with CCF monies 1is reduced and this increases the

taxable income of the ship operator.
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It 18 proposed that the CCF provisions be eliminated. The
Treasury Depsrtment states that the “national security
justification for subsidies of U.S. wmaritime counstruction is
unclear” and that U.S. citizens "own or control large numbers of
ships” available to the United States in an emergency and "most
U.S, allies possess substantial fleets” that would be available
in any common emergency. This basis given by the Department of
the Treasury to support this proposal is totally in error. A
great deal of work has been done to support the retention of CCPF
and to show the error of the proposed elimination. The attached
letter from the Federation of American Controlled Shipping to
Congressman Mario Biaggi, Chairman of the House Merchant Marine
Subcommittee, clearly shows the fallacy of the Treasury
Departaent position.

In our view, the elimination of CCF wi{ll cause a reduction
in the demand for new construction of vessels for the Jones Act
trade. Together with the bias from a cash flow point of view
toward existfing ships resulting from the eli{mination of ITC and
lengthened asset life for vessels, elimination of CCF will
clearly eliminate Jones Act new vessel demaod and as @
consequence have aun important negative effect on the size and

capability of the shipyard mobilization base.

B. Capital Recovery Modification
1. International Fleet
The changes proposed in the tax legislation, elimination of

investment tax credit and extention of the depreciation life of '
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vessels from five to ten years, with the only offset being &
reducticn in the tax rate on earned income, returns the UiS.-flag
operator to the status of the significaant capital recovery
disadvantage that existed prior to 1981. Shipping 18 a capital
{intensive business. Further, natfonal policy presumes that
successful couwmercial operation of our international fleet will
cause operating vessels to be available to meet the needs of the
nation for military purposes in time of war or an emergency.

The U.S.~flag fleet {8 rapidly being reduced in numbers by
int;nae international competition, and 8 number of authorities
both within and without the federal government predict that the
trend will coatinue and most likely accelerate. It should be
obvious that changing the capital recovery of U.§:-f1ag operators
vig=a~vis their foreign-flag competitors will exacerbate the
problem., Adding the elimination of CCF at the same time
comﬁletely distorts parity.

Cash flow from operations is a much more {important measure
than a reduction {in tax on earneJ fncome., This 18 because
operating earnings of U.S. operators are at best low and will
continue to be highly depressed for the foreseeable future, Under
these conditions, the ability of shipowners to replace
inefficlent vessels with modern units and/or to increase thelir
fleets will be extremely difficult, As a counsequence, &
cornerstone of our national security planning, namely, that
merchant vessels will be provided through commercial operation at

low or no cost to the goverament, will be lost.
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2. Jones Act Fleet

Nearly the entire supply of commercial tanker vessels which
could partly serve the needs of the military ino a national
emergeancy are the vessels that operate under the protection of
the Joones Act. However, this supnly of tankers will become highly
deficient over the next few years. Attached is a study by the
Tanker Study Group examioing the question of the inventory of
tankers. This group was established under the auspices of the
Department of Transportation's Maritime Advisory Committee.

In addition, the recent decision of the Transportatioun
Department allow repayment of Construction-Differential Subsidy
(CDS) to qualify tanker tonnage previously precluded from the
coastwise trade will produce an oversupply which will last for s
significant period. This action will accelerate the decline of
militarily-useful tankers. There is extensive documentation on
this issue avalilable from congressional testimony and pendiung
court actions.

In the Jones Act trade, owners of the cargo also own and/or
control a large part of the needed tanker tonnage. The major
petroleum companies (e.g., Exxon, Sohkio, and Arco) have, 1in
general, operating profit levels which are high compared with
those of the independent ship operators in the Jones Act. Thus,
an imwmediate bias {s created in tavor of the major companies
wvhere the reduction {n income tax rates is much more important as
aun element of cash flow to them than to the independent
operators.

Coupling CDS repayment with the change in capital recovery
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under the proposed tax law produces a highly likely exclusion of
future fovestmeant to replace the large number of vessels owned
and operated by the independent ship operator which form the
underpinning of our national security shipping inventory.

Again, national plauning which presumes that the Jones Act
will contioue to supply a large part of the required ifnventory of
silitarily-useful tanker vessels becomes defective. Although
this would likely be caused by the CDS repayment decision alone,
the proposed tax changes significantly exacerbates a most serious

problem.

CONCLUSION

The Treasury Department's proposed tax legislation will have
# detrimental effect on the privately-owned, U.S.-flag operator.
These changes, if enacted, will adversely effect both thé
operator engaged in the international market as well as in the
Jones Act trade. These effects, in turn, will be felt by U.S.
shipbuilders who depend upon the U.S.~flag operators for thelir
business. Most importantly, the changes will further erode the
U.8.-flag feet as a national security usset vhich can be called

on by the government in time of war or national emergency.
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ATTACHMENT

REGULAR MEMBERS

ADDSCO Industries, Inc.
Mobile, AL .
The American Ship Building Company
Taapa, FL

Tampa Shipyards, lac., Tampa, FL

Avondele Shipyards, Iluc.
New Orleanms, LA

Bath Iron Works Corporstion
Bath, ME

Bay Shipbuilding Corporation
Sturgeoun, WI

Bethlehem Steel Corporation
Bethlehem, PA

Beaumont, TX

Sparrows Poiat, MD

Coastal Dry Dock & Repair Corporation
Brooklyn, NY

Dillingham Maritime Group
Portland, OR

PMC Corporatican
Arlington, VA

General Dynamics Corporation

St. Louis, MO

Electric Boat Division, Grotomn, CT
and Quonset Point, RI

Quincy Shipbuilding Division, Quincy, MA
and Charlestoun, SC

General Ship Corporacion
Bast Boston, MA

Hoboken Shipyards, Inc.
Hoboken, NJ

Ingalls Shipbuilding Division
Litton Industries
Pascagoula, HS
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Jacksonville Shipyards, Inc.
Jacksonville, FL

Lockheed Shipbuilding Company
Seattle, WA

Marine Power & Equipment Company, Inc.
Seattle, WA

Marviosette Marine Corporation
Marinette, WI

Natfonal Steel & Shipbuilding Company
San Diego, CA

Newport News Shipbuilding
Newport News, VA

Norfolk Shipbuilding & Drydock Corporation
Norfolk, VA

Norfolk, VA (2 plants)

Berkeley, VA

Peannsylvania Shipbuilding Coumpany
Chester, PA

Peterson Builders, Inc.
Sturgeou Bay, WI

Southwest Marine, Inc.
San Diego, CA

San Francisco, CA

San Pedro, CA

Todd Shipyards Corporation

New York, NY, Galvestson, TX,

Los Angeles, CA, New Orleans, LA
San Francisco, CA, Seattle, WA

Tracor Marine, Inc.
Port Everglades, FL
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ALLIED INDUSTRIES MEMBERS

Bird~Johnson Company
Walpole, MA

Borg-Warner Corporatiou
York Division
York, PA

Colt Industries, Inc.
Washington, DC

Combustion Engineering, luonc.
Windsor, CT

Eaton Corporation
Cutler~Hammer Products
Rockville, MD

General Electric Company
Columbia, MD

Gould, Inc.
Systems Protection Division
Horsham, PA

Hopeman Brothers, Inc.
Waynesboro, VA

Jamestown Metal Marine Sales, Inc.
Boca Raton, FL

Jered Brown Brothers, Inc’
Troy, MI

Lake Shore, Iac.
Iron Mountain, MI

MacGregor~Navire (USA), Inc.
Cranford, NJ

Milwaukee Valve Company, Inc.
Milwaukee, WI

Sperry Marine Systems
Charlottesville, VA

Trangamerica Delaval, Inc.
Treaton,_ NJ

Ward Leonard Electric Company, Inc.
Mount Vermon, NY
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Western Gear Hachinery Company
Everett, WA

Westinghouse Electric Corporation
Pittsburgh, PA

Morthington iulp Division

Dresser Industries, Inc.
Mountainside, NJ

APFILIATE MEMBERS

Analysis & Technology, Inc. -
Mt. Laurel, NJ

C~0-Two Sales & Service
Hoboken, NJ

The Bingham Group
Colunmbia, MD

Foley, Hoag & Eliot
Bostoun, MA

Hayward Industrial Products, Inc.
Elizabeth, NJ

Maersk Line, Limited
New York, NY

ManTech Internstional Corporation
Alexandria, VA

McLean Contracting Company
Baltimore, MD

McNab, Inc.
Mount Vernon, NY

Ocean Electronics, Inc.
Brooklyn, NY

PacOrd, Inc.
National City, CA

Pettit & Martin
Washington, DC

L Poten & Partners, Inc.
New York, NY

Seacoast Electric Supply Corporation
Rye, NY
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Seyfarth, Shaw, Fairweather & Geraldson
Washington, DC

Standard Marine Services, Inc.
Bayonne, HNJ

Sulzer Bros., Inc.
New York, NY

TechMedia Corporation
Philadelphia, PA

Terry Corporation
New London, CT

Tidewater Construction Corporation
Norfolk, VA

Tomlinson Refrigeration & Supply Company
Elizabeth, NJ

NAVAL ARCHITECT MEMBERS

Gibbs & Cox, Inc.
New York, NY

J. J. Henry Company, Iunc,
New York, NY

John J. McMullen Associates, Inc.
New York, NY

M. Rosenblat: & Son, Inc.
New York, NY

ASSOCIATION MEMBERS

The American Waterways Operators, Inc.
Arlington, VA

New England Ship Repair Yard Association
East Boston, MA

New York and New Jersey Dry Docck Association
New York, NY

South Tidewater Association of Ship Repairers, Inc. '
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FEDERATION OF AMERICAN CONTROLLED SHIPPING

So&oompv. New Yok, New York 10004 212¢ 344-1483 “"AMCOMSH”

Tolex No. 701979
Anawer Bock FACS NYRUO

Philip J. Lores, Choinugn
_ ugens A Yourch, Emacuives Sscraiory August 20, 1985

The Honorable Mario Biaggi
Chairman
Subcommittee on Merchant Marine
Committee on Merchant Marine

& Pisheries
U. 8. House of Representatives
Washington, D. C. 20515

Dear Mr. Chairman:

1 was in Europe at the time of your Subcommittee's hearing on July
11, 1985, which heard testimony on both the impact of the Trwasury
Department's proposed tax revisions on the maritime industry and
H.R. 2893, 8ince then I have had the opportunity to review the
" testimony at your hearing, and would like, in this letter, to
express our views on some of the issues under consideration. 1
would appreciate it if you would include this letter as part of
your hearing record.

1. Ptoggsed Elimination of Section 607

In propoaing the elimination of the Section 607 deferral for U.S.
flag vessels, the Treasury Department has contended that "A national
security justification for subsidies of U.S. maritime construction
is today unclear.® It also has pointed to the "large”™ number of
ogen registry vessels controlled by U.S. citizens and available to

e U.8. in the event of a national emergency (the EUSC fleet), as
well as to our allies' fleets of oceangoing merchant ships. The
Treasury Department believes that these maritime assets sufficiently
meet U.S. national security needs, and thus justify the elimination
of tax and subsidy support for the U.S. flag fleet.

' We cannot acceptithis analysis. Over the years we have consistently
testified that the EUSC fleet is not a substitute for a strong and
economically viable U.S. flag merchant fleet. If anything, the two
fleets can be viewed as supplementing and complementing each other.
Elimination of one fleet because of the existence of the other
would, in our opinion, give rise to obvious national security

problens.

The EUSC fleet clearly has a mixed role in terms of providing emer-
gency sealift coverage. Under present planning 93 of the 399 EUSC
ships are considered by U.S. defense planners to have direct military
utility. The remaining 306 vessels are primarily liquid and dry
bulk carriers. Their role in & war or national emergency is to
maintain the flow of critical oceanborne raw materia?s such as oil,
ores, coal and chemicals. In comparison, the 198 tankers and 176
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container and general cargo vessels in the privately owned U.S.
flag fleet have a greater direct military support capability, but
congiderably less utility in terms of transporting vital raw materials

during war or national emergency.

The EUSC fleet has comparatively few container vessels and general
cargo vessels, while the U.S. flag fleet has very few bulk carriers,
combination vessels and chemical carriers, and only a-limited number
of large c¢rude carriers. Without belaboring the point, we believe
that it is wrong to suggest that either one of these fleets could

be a substitute for the other in terms of meeting all U.S. national
security needs. Rather, they should be considered together. Both
fleets are of crucial importance to U.S. defense planning.

The availability to the United States of our allies' merchant ves-
sels during war or national security is subject to two serious
caveats. One is that in a more limited emergency (such as the Viet
Nam conflict) the United States may not have the active support of
those allies controlling the largest merchant fleets. The second
is that even in a war or national emergency where the allies whole-
heartedly support the United States' efforts, the operational con-
trol of their commercial fleets will likely remain with them, not
with the United States. These caveats do not apply with respect to
the EUSC and U.S. flag fleets.

Moreover, the Treasury Department's proposal fails to recognize
that, because of the critical economic state of the maritime in-
dustry today, the numbers of both EUSC and U.S. flag vessels are
declining substantially. The ongoing reductions in both these
fleets promise to make adequate emergency sealift coverage even
more problematical in the future than it is today. If anything,
this consideration suggests that from the standpoint of the
national security, U.S. policy clearly should be to preserve these
maritime assets, rather than to discourage their future economic

viability.

Here it must be emphasized, as Treasury Department officials have
correctly testified on past occasions, that there is really no such
thing as a "tax advantage" in international shipping. Virtually
every nation with a viable merchant fleet effectively shields its
owners from immediate taxation on current income by one means or
another. As a practical matter, shipping operations -~ be they
Greek, British, Norwegian, Japanese, Danish, Hong Kong Chinese,
Germar, or open registry -- have tax parity with their competitors.

Essentially the same tax parity has been accorded U.S. flag operations o

through a variety of provisions. These include the ability to

place earnings and profits into Section 607 tax deferred construction
reserve funds, the eligibility, first, for flexible depreciation
(called asset depreciation range or ADR) and, then, for greatly
accelerated depreciation (accelerated cost recovery system or ACRS),
the availability of investment tax credits, and the ability to
apply shipping losses to offset non-shipping income.

The Treasury proposals regarding Section 607 (as well as decelerated
depreciation and investment tax credits) fail to recognize that
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while tax deferral offers no competitive advantage in international
shipping, its elimination would constitute a tremendous disadvan-
tage. Competitors of other nationalities could continue to modernize
and rebuild their fleets with tax deferred income while U.S. flag
operators would be subject to current taxation and thus would suffer
sharp reductions in their cash flows, and in many cases would be
unable even to amortize loans on their existing vessels. The eventual
impact of these proposals, if enacted into law, would be te force

U.S. flag operations out of business, thereby dissipating the national
security benefits they presently provide.

In the same vein, we do not believe that the Treasury proposals
adequately address the precarious state of U.S. commervcial ship-
building which -- with the cessation of construction subsidies and
with the ability of subsidized ship operators to purchase new ton-
nage abroad -- essantially must rely on two incentives to encourage
the building of commercial vessels in U.S. yards. Those incentives
"are, of course, the Jones Act build-American requirement and Section
607. We believe that in time of war or national emergency there is
& national security need to have a shipbuilding base in the United
States capable of repairing and, depending on the length of the
emergency, building commercial ships. Those needs alone justify
the continuation of Section 607.

Pinally, we note that the Treasury Department estimates that elimination
of Section 607 would produce negligible tax revenue in the first

year and perhaps $100 million per year in following years. These
estimates seem overly optimistic, considering the many problems now
facing the domestic flag fleet, and the bleak economic outlook for
international shipping in general. 1In any event, the national

security implications outlined above clearly outweigh the estimated

tax revenues,

Por the above stated reasons we believe that Section 607 should be
continued in its present form. )

2. Proﬁosed Deposits of Subpart F Income in Section 607 Funds
(H.R. 2893)

One provision in H.R. 2893 would permit U.S. shareholders of con-
. trolled foreign shipping corporations to deposit Subpart F income in
Section 607 funds. We believe that the likely impact of this pro-
vision on stimulating new construction in U .S. yards would be
minimal, at the very best. It is highly improbable, in this
prolonged period of depressed earnings (or, more accurately,
substantial losses), that American shareholders controlling foreign
flag shipping operaticns would have funds available for such deposits.
Bven assuming the availability of such funds, it is equally improbable
that there would be any interest -- considering the unavailability
of construction and operating subsidies -- in using Subpart F income
- to build U.S, flag ships in U.S. shipyards to compete in the inter-
national trades with capital costs at least three times, and opera-
ting costs at least three to five times, those of foreign competitors.
Nor is there any reason to believe that such companies would be
undertaking any meaningful construction of vessels for the Great
Lakes trades, which are now severely depressed, or the non-contiguous
domestic trades, now more than fully tonnaged.
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Of course, under the gresent provisions of Subpart F, earnings of
controlled foreign shipping corporations may be invested in vessels
bujlt in U.S. shipyards for registry abroad. The reason that this
option is rarely, if ever, exercised is because U.S. shipbuilding
costs and delivery dates are simply non-competitive compared to
those of foreign yards, not because of some shortcoming in Subpart

F.

While the practical consequences of permitting American shareholders
to deposit Subpart F income in Section 607 funds would be virtually
meaningless, the proposal would, in theory at least, nonetheless
provide American companies with an additional means of obtaining tax
deferral on shipping income. 1In this respect it would, we believe,
run counter to current tax policy within the Treasury Department.

At the same time, it would subject American companies to criticiam

in the future for having a twofold tax deferral advantage or, equally
undesirable, for not making use of the Section 607 option, despite
the fact that the option itself is an unrealistic one.

We firmly believe that the present Subpart F approach, which is
based on an intricate framework of laws and regulations developed
over the past quarter century, adequately and realistically defines
the parameters of deferral for U.S. shareholders of controlled
foreign corporations, and that any linkage between Subpart F and
Section 607 is clearly unnecessary and would only create future
problems. Consequently, we urge that the reference to Subpart F
income in H.R. 2893 be deleted in its entirety.

Sincerely,
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INTRODUCTORY

This report is substantially limited to analysis of
the supply of tankers defined to us as militarily useful, with
a projection of known economic trends that will determine the
size of this fleet to the end of the decade. At the beginning
of our study, the Secretary of the Navy furnished us certain
military demand "scenarios" of apbarent specificity, and we
also received te:timnony examining civilian shipping require-
ments for full mobilization. However, the premises of these
scenarios seem to be undergoing reconsideration both on the
military and civilian side; and do not therefore provide a
sufficient basis for comparing potential war demand with sup-
ply. Since present and predictable supply depends on commer=
cial factors es;entially independent of war demand (unless
government policy intervenes to modify them), it has seemed
best to let the fleet analysis stand alone. Those who have
the responsibility will be able to fit the data of supply
into their contingency plans, making such reciprocal policy
adjustments as they may deem required either in the scenarios
that simulate demand or in government policy that might on
the other hand stimulate supply.

Cur study shows a commercial fleet much diminished
frcm recent peak levels, and points to trends continuing to
decline. We mention physical factors that reduce the effec-

tiverness of efforts to offset this decline by using ships up
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to 100,000 dwt. The same factors that have produced these
results in this count:iy have operated in the world market.
The fleets of our NATO allies and of American owners under
flags of convenience have declined even more sharply to a
point where it is unrealistic to expect them to provide any
meaningful reinforcement for our requirements. The same
judgment applies to the comiercial world fleet as a whole,
wﬁich, still gripped by a profound depression after scrapping
100 million tons of tankers in four years,.is continuing to
scrap at thé rate of 25 million tons a year — more each
year than the entire American tanker fleet. This aspect of
physical supply leaves out of accou.t any question of crew
reliability. At the same ti..e, allied shi;building capacity
has dropped by half in ten years, and the peacetime production
baée now rests in the Far East, caiefly Japan and Korea.

Our report does not deal with expedients for
addressing the prcblem of any undersupply that planners may
consider exists., Our historic national system, under which
the government acguires defense capability as a cheap by-
oroduct of the commercial market, which Lears most of the
cost (the whole cost in the case of coastwise shipping),
appears to be in the process of being dismantled. It must
therefoge be left to those who bear the responsiPility for

national defense to address the shipping prcblém.
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v SUMMARY

1. The whole private U.S. tanker fleet at the end
of 1984 comprised 197 units of 13.9 million dwt. The number
defined as militarily useful (coated and up to 100,000 dwt)
was 149 of 6.7 million dwt (with government tonnage numbering
22 of 535,000 dwt). The private fleet averaged about 11 years
as a whole, and those militarily useful about 15. This is
because the preponderance «f recent new construction has'con-
centrated in the larger crude-carrying sizes, responding to
Alaskan commercial demand, while 96 of the ships most desired
for defense are still in the handy size below 40,000 tons;
despite heavy scrappage in the last three years, these still
average abecut 17 years, and 55 are over 20 years. This class
must expect s:ill further shrinkage next year, about 60 becom=-
ing then subject to statutory and regulatory clcan—ballgst
regquirements that will render. some of them uneconomic.

The decision to rely upon larger tankers presents
certain physical preblems that should receive study. Military
peacetime experience has been limited to handy-size tankers,
which have more c¢r less ready access to refinery installations
and channels arcund the world. Ships above 50,000 tons cannot
achieve such access at full draft, and must therefore load or
ccmplete loading elsewhere. Facilities for this process are
at present almost entirely lacking. In addition, zinc tank

coatings of ships equippedtwith inert gas systems for the
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crude trade are xnown to be attacked by chemical reactions
that make *“hem unsuitable for mi'itary refined products. Of
the 50 ships in the fleet ranging between 50,000 and 92,000
tons, only 14 have the necessary prctective epoxy coating.

2. ' The end-1984 fleet of 149 militarily useful
tankers may be compared with 186 of 7.8 million tons as
recently as 1982. During the next five years, the following
negative' factors appear likely to operate.

a. Atlantic coastwise demand ‘for petroleum
products has been falling without interruption since the early
1970s, and this trend has not merely cyclical but structural
elements representing a change from heavy fuel o0il and distil-
lates to alternative energy sources. In addition, competition
and growing Colonial pipeline capacity have largely displaced
tanker movemants from theé Gulf to the North East. The remain-
ing tanker demand is heavily concentrated in the Gulf-lower
Atlantic trade, where it is vulnerable to potential pipeline
displacement.

b, The fairly substantial intra-regional trade
is moving increasingly by barge.

c. The previously vigorous intercoastal products
movement has virtually disappeared. Some crude movement from
California is anticipated, utilizing Panamax tankers in the
range 50,000~90,000 dwt.

d. The total decline iq products carriage is

striking. In 1974, 147 out of 220 tankers engaged in clean
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trading, amounéing to 4.5 million dwt; in 1984, only 53 out of
190 were so engaged, 1.7 million dwt, a drop from two-thirds
to only one-quarter of the flects operating in the respective
years.

3. At year-end 1984, 41 militarily useful ships
aggregating 2.5 million tons were engaged in various phases of
the Alaskan crude trade, amounting to 31% by number and 42% by
capacity of all militarily useful tonnage. Assuming offset of
Prudhoe Bay decline by other Alaskan discovcries and fairly
substantial California production, total tanker demand may by
1989 recover frcm the 1985 estimate of 6.3 million dwt to or
slightly akove the peak 1982 level of about 7.0 million dwt.
Continuing reccvery of West Coast prcduction would operate
negatively, enhanced by impending expunsion of product export
privileges.

The only other substant:al market for the class of
tankes in question is the Military Sealift Commaﬂqlﬁwhich at
end 1984 employeg 22 ships aggregating 700,000 tons. However,
military POL distribution is driven by the same economics as
the ccmmercial market in peacetime, because the responsible
organizations are required to lay down clean petroleum at the
cheapest price. Expanded military use of the Colonial pipe~
line is expected in 1985, If the pipeline is extended into
Craney Island (Morfolk area), JP-5 will commence to move in

1986, eliminating two tarkers.
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Oother preference markcts are exiguous.

4. From the foregoing, it appears that the employed
tankers deemed militarily useful will decline from about 5.8
million tons this yr-ar to about 5.0 million tons by t;e end of
the decade, of which fully half will be engaged in the Pacific
Basin crude trade. With perhaps ten more ships idle at that
time, the total militarily useful fleet would be 121 units of
5.6 million dwt. This means deletion of 38 vessels from the
private fleet during the next five years, ‘about 1.25 million
dwt., 8ix of these are assumed transferred to the reserve
fleet. All are under 50,000 dwt, but a number of the larger
crude units are also approaching the and of economic useful-
ness.

5. Because of our inforunation tha: the scenariocs
previously £furnished us by the Secretary of the Navy are no
longer current, we have not undertaken to compare the re-
sources we have described with contingent wartime éemand,
whether military or civilian. However, because of the obvious
question whether they would be adequate for any large scale
contingency, we have examined possible non-flag cources of
tonnage. These include (1) U.S. owned ships under foreign
flag of convenience, (2) NATO fleets, and (3) the remaining
world fleet. The same economic factors that have affected the
American fleet have operated with even greater force in the
world market. In mid-1984, the effective control fleet con~

tained only 32 tankers within the size range and of reasonable
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age; of 500 such ships reported by NATO, over 200 have dis-
appeared, and the three largest fleets (Greece, Italy and
U.K.), which originally were reported as containing 372 units
among them, aﬂf down to 206 (from 12.9 million dwt to 7.9 mil~
lion), without adjustment for coating or age (the Greek and
Italian fleets exceed 20 years on average). It is extremely
doubtful that NATO, which has no known commitment to supply us
with tankers, could physically do so to any meaningful extent.
As for the remaining world fleet, it has been shrinking at an
extraordinary pace, which although somewhat slowed is still at
an annual rate of 25 million dwt, more each year than the
whole Amcrican tanker fleet. This wholesale scrapping is not
limited to VLCCs, of course. Within the time studied, no
sicnificant surplus of products tankers is likely. The
question of price during emergency should also not be taken
for granted, as is sometimes done. We also note that new
constructior is now practically limited to the Far East, and
the bare facilit}es for building are rapidly being closed

down in the NATO countries.

6. If a war emergency is likely to reguire tankers
for direct military service and for industrial and civilian
purpcses, a number of expedients suggest themselves for pre-
serving and perhaps enlarging our resources. However, these
suggestions necessarily assume that national shipping policy

is to continue in scmething like its historic form. It is
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obvic_)us that such an assumption is hardly tenable at present.
The advantage of the policy was that it enabled government to
procure a defense instrument as a cheap by-prcduct of ordinary
commerce. In view of the evident change of policy, it would
not be useful to advance suggestions for expanding or main-

taining the fleet.
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REPORT OF
TANKER WORKING GROUP

This report assesses factors affecting the fleet
of American flag tankers considered suitable for direct mili-
tary use. For the past few years the stock of such vessels
has been declining rapidly, and further reduction is likely,
considering forces working to reduce the market for handy and
medium size tgnkers. We also consider possible other sources
of this class of tonnage in emergency.

I. THE CURRENT AMERICAN TANKER FLEET

The privately-owned U.S. Flag tanker fleet at the
end of 1984 consisted of 197 units with a carrying capacity
of about 13.9 million deadweight tons.1 The private fleet of
coated tankers up to 100,000 dwt defined as suitable for
military purpcses is 119 units with-a capacity of 6.7 million
dwt. In addition, government-owned tonnage, both active and
in the reserve fleet, aggregated 22 vessels of 535,000 dwt.

The average age per deadweight ton of the privately
owned tanker flget was approximately eleven years at the end
of 1984, a significant reduction over the past few years.
This mainly reflects the surge of construction for the Alaskan
trade in the late 1970s, delivery of large subsidized tankers
during the mid-1970s, a moderate volume of new construction

of small tankers in the early 1980s, and the accelerated

1. Excludes vessels reported as sold for scrap, but not yet delivered
to demolition yards. Integrated tug-barges and specialized tankers also
are excluded, and vessels below 6,000 dwt.
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scrapping of old handy-size tankers in recent years. The
preponderance of new construction over the past decade, how-
ever, has been in vessels considered too large for direct
military use.

A summary of the fleet census is shown in Table I.
For comparative burposes, the group of militarily useful
tankers in the private fleet at the -end of 1582 aggregated
186 vessels of 7.8 million dwt. 1Two years later this fleet
was down 20% in number and 14% in carryidg capacity.'

TABLE L

Summary of U.S. Tanker Fleet Census
December 31, 1984

Weizhted

Average

Number 000 DWT Age/DWT

Private Fleet, Total 197 13,902 11.3 yrs.
Militarily Useful Fleet, Total 149 6,716 14.7 vrs,
6,000~39,999 dwt 96 3,153 17.5 yrs.
40,000-99,999 dwt 53 3,563 12.2 yrs.

Gov't. Owned Fleet

Active 2 54 27.5 yrs.,
RRF 9 259 27.6 yrs.,
NDRF 11 223 39.0 yrs.
Total 22 535 32.3 yrs.
Grand Total-Militarily Useful Fleet 71 7,252 16.0 yrs,

*Age reflects in the case of rebuilt vessels an average of the
stern and new or upgraded midbodies.

NOTE: Data may not add to totals due to rounding.

Further analysis of the fleet age composition
reveals a still heavy concentration of older vessels in the
handy~size tanker class, rnotwithstanding the record rate of

demolition., Of the 149 ships in the private fleet considered

55-632 0 - 86 - 9
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useful by the Navy, 55 were over 20 ycars of age, even after
reflecting the installation of new midbodies, and of the most
flexible tonnage — ships below 40,000 dwt — 45 are in excess
of 20 years.

It is in fact the small, flexible products tanker
that has suffered the greatest contraction in number and the
largest incidence of idling and lay-up.

In addition to agina and shranking demand, the
competitive position of this segment of the fleet will be
adversecly affected by rules that by the beginning of 1986
will require segregated or increased clean ballast capacity
on tankers 15 years old or above and between 20,000 and
40,000 dwt. Approximately 60 ships were in this class at
the end of 1984 and it is anticipatid that a large number
will become uneconomic once the rules take effect.

While the Navy's preference historically has been
for handy-size ships able to operate in shallow waters, the
recent and prospéctive decline in the availability of small
coated products tankers his forced a reevaluatioa and the
decision to use larger coated U.S. flag vessels ¢s required.
As a result, this analysis includes tankers with cipacities
in excess of 90,000 dwt.

The age distribution of the fleet, by size class, is
shcwn in Table II and includes vessels uader construction at
mid-1984. Toxble 111 presents the same distribution by

carrying capacity.



Tabie 11
AGE PROFILE
NUMBER OF 4i.S. FLAG TANKERS BY SIZE AND AGE*
December 31, 1984

Tanker fae (Years)
Size Range Under
(DWT) Construction 0-5 6-10  11-15  16-20 2125  26-30 31 & over  Total
6,000 - 39,999 5 . 7 24 13 9 18 20 9 105
40,000 - 49,959 0 4 0 0 0 5 3 0 12
50,000 - 79,999 0 6 1 12 5 8 0 0 32
80,000 - 99,939 0 0 13 6 0 0 0 0 19 g
100,000 - 149,999 0 3 6 2 0 1 0 0 13
150,060 - 199,999 o 4 6 0 0 0 0 0 10
200,000 and over 2 2 9 o] [ 0 0 0 13
Total 7 76 39 37 12 k¥i 23 3 208
Militariiz-Usefui
6,000 - 39,999 5 7 22 13 9 18 18 9 101
40,000 - 99,999 ¢ 10 11 17 5 7 3 0 53
Total 5 17 33 30 T3 75 21 3 153



Table 111
ATZ PROFILE ‘
' TONNAGE OF U.S. FLAG TANKERS BY SIZE AND AGE
December 31, 1984 (000 DWT)

Tanker Age{Years)
Size Range Under -
(DWT) Construction 0-5 6-10 11-15 16-20  21-25  26-30 31 & over  Total
6,000 - 39,999 150 247 806 494 310 599 €28 215 3,448
40,000 - 49,999 0 170 0 0 0 247 123 0 539
50,000 - 79,999 c 309 é0 837 313 462 0 0 2,001
£0,000 - 99,999 4 0 0 1,176 486 0 0 a 0 1,662
100,000 - 149,999 0 379 745 370 0 114 0 0 1,608
150,000 - 199,999 0 722 1,058 0 0 0 0 1,781
200,000 - and over 418 796 2,217 0 _o0 0 0 0 3,431
Total S68 2,624 6,082 2,187 623 1,422 750 215 14,470
Militarily-Useful
6,000 - 39,999 150 247 727 494 310 © 599 561 215 3,303
40,000 - 99,999 0 ¢ 479 1,004 1,241 313 404 123 _0 3,562
Total 150 726 1,731 1,720 623 1,003 684 215 6,866

Note: Data may not add to totals due to rounding.

992
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The new decision to rely upon large tankers to
transport clean products has its difficulties, however. Two
physical problems connected with the expanded conception»of
military utility have been drawn to the DOD's attention.
These relate to the accessibility of refineries to the large
ships, which bears upon their actual usefulness, and certain
aspects of tank coating that may also represent an important
limitation.

The coating problem is straightforward. The law
requires vessels trading in crude oil to be equipped with
inert gas systems as a safety measure. These systems produce
sulphur éroduct; that attack tank coatings of inorganic zinc.
CZ the 43 coazed tankers betwecen 50,000 and 100,000 dwt listed
in Table IV, 26 are zirnc coated, 14 are epoxy coated and the
remainder are coated with a combination of the two materials.
The same condition alsc affects most of the ships in the 40-
50,000 ton range, most of which have been trading in crude and
are subject to the IGS requirement. The cost of substituting
epoxy for zinc is material, having been estimated by the
Maritime Administration as long ago as 1978 at between $2 and
$3.5 million for ships in the sizes in question; recoating a
38,000-ton tanker recently cost nearly $5 million for a high
quality application, There is no ccmmercial necessity to
change the coatings. In addition to cost, recoating of the

vessels would require several months of shipyard time.
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Table 1V

Vessel

Chesapeake
Potomac Trader
Pelaware Trader
Petersburg
Chesapeake Trader
Ogden Hidson
figden Lynachem
Bennington

Exxon Baltimore
Exxon Boston
Pennsylvania Sun
Texas Sun
Baltimore Trader
Overseas Alaska
Overseas Arctic
Golden Gate

Cove Liberty

Arco Prudhoe Bay
Arco Sag River
Chevron California
Chevron Mississippi
sansinena 11

Cove Leader

Exxon Houston
Exxon New Orleans

Copper Mountain(ExPtVail)

Overseas Natalie
Exxon Baton Rouge
Exxon San Francisco
Exxon Philadelphia
Adonis
Sohio Resolute
America Sun
Glacier Bay
Sohio Intrepid
Ogden Yukon
Ultrasea(0/8/0)
Yltramar{0/8/0)
Arco Texas
Overseas Chicago
Oversea New York
Overseas Ohio
Overseas Washington
Chestnut Hill
Kittaning
Golden Monarch
American Heritage
Beaver State
Rose City
Golden Endeavor
1Z = Inorganic Zinc
£ = Epoxy
N = No Coating

* Qwner

Hess

Attco
Attco
Keystone
Attco

Oc len
Ogden
Keystone
Ex<on

Ex.on

Sun

Sun

Attco

0S6

0sG
Keystune
Cove

Arco

Arco
Chevron
Chevron
Union

Cove

Exxon

Exxon

Point Shipping
036

£xxon

E£xxon

Exxon

Apex Marine
Trinidad
Sun
Trinidad
Trinidad
Ogd-n

Apex Marine
Apex Marine
Arco

0sG

GSG

0SG

0SG6
Keystone
Keystone
Apex Marine
Apex Marine
Apex Marine
Apex Marine
Apex Marine

Zinc Coated Vessels

OWT
37,023
75,057
50,057
50,063
50,116
50,852
50,852
50,848
51,926
51.966
53,463
53,453
57,884
62,005
62,005
62,115
69,306
70,278
70,215
76,213
70,213
70,459
71,054
71,549
71,508
71,791
72,677
75,600
75,600
76,160
79,804
80,569
80,735
80,759
80,773
81,16
82,120
82,199
89,900
90,637
90,393
90,564
90,515
91,295
91,344
91,388
91,849
91,849
91,849
91,849

Epoxy Vessels

Zinc/Epoxy

Uncoated Vessels
Total Vessels

-

26
14
3
7
50

Tank Coatin
TZ

4
£
N

E

12/€

12/€

12 (Partial)
17

12
N

1Z (Partial)
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The refiéery access problem is a function of (1)
the physical dimensions of ships in relation to the dimen=-
gions of refineries that produce fuels of military grade and
of terminals at the reception end of the operation; and (2)
;he carrying capacity of ships in relation to the production
and storage capacity of refineries and of such reception
terminals. An excess of ship s;ze and capacity in any one
of these relations represents inefficiency, greater or less
in particular instances, but requiring careful analysis and
practica’. experiment to minimize if significant reliance is
to be placed on largex ships. It must be remembered that
until the present, the Military Sealift Command has never
employed tankers over 50,000 dwt for peacetime military
purposes.

Table V sets out some typical tanker types ranging
from 37,000 dyt to 90,000 dwt, giving their physical dimen-
sions in length, beam and draft. S3hips telcw 50,000 tons
draw betweeq 35 and 40 feet; ships larger than 50,000 tons
cluster respectibely around 524000 tons, 62,000 tons, 72,000
tcns, 80,000 tons, and 92,000 tons. On average, the 50,000~
ton class draw 39 feet, with a range of 36-41 feet; the 60,000
and 80,000 ton classes average 44 feet, with a range of 43-47
feet; those in the 70,000-ton class average about 43 feet,

with a range of 41-46 feet; and the 90,000-ton class 49 feet.
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Table V .
- Tanker Sizes .
' DWT Total
at 40 Ft. DWT LOA BEAM DRAFT
Bethlehem 37,000 Class 37,300 660 90 37
Nassco Coronado Class 39,1700 688 90 35
Chevron Gas Turbine Class 39,500 650 96 38
Exxon Jamestown Class 41,000 718 93 39
Overseas Joyce Class 49,840 736 102 40
Bethlehem 62,000 Class 55,800 62,000 731 105 43
Overseas Natalie 58,800 72,680 860 108 46
Exxon San Francisco 46,000 75,600 809 125 54
Sohio Resoiute 42,000 €0,569 811 *125 57
Nassco San Clemente Class 69,400 90,000 894 106 49
Table VI
JpP-4, JP-5 Refineries
Name Locatien Dk. Lgth. Dk. Draft Restrictiong
Chevron Pascagoula 750 36 SW -
Exxon Baton Rouge 950 40 FW -
shell Norco 900 40 FW 40 Air Draft
GATX, Good Hope 900 40 FW 41-6" Air Dr
75000 DW Max. |
Mobil Beaumont 875 39 FW 105 Beam
Petrofina Pt. Arthur 900 40 FW Bow to manifel
450 ft,
Gulf 0il Pt. Arthur 775 38 FW Bow to manifcll
387 ft.
119 Beam
Texaco Pt. Arthur 800 35 FW NA
Exxon Baytown 810 40 SW 39000 DW Max.
Hess Houston 750 40 FW 173 Air Draft
105 Beam
55000 DW Max.
Xoch Corpus Christi 900 40 sw 138 Air praft
Coastal Corpus Christi 900 40 SW -
Coastal Corpus Christi 900 40 sw -
Coastal Corpus Christi 900 38 sw -
ARCO Long Beach ' 00 43 swW 105 Beam
ARCO Long Beach 700 40 SW 135 Beam
Union 0il 149~150 1200 35 SW -
Chevron El Segqundo 1000 40 SW NA
Chevron £l Segundo 1000 40 SW NA
Chevron 98-101~102 800 35 SW NA
Exxon Senicia 1100 34 LW 70 Air praft
Shell Deer Park 860 40 FW 120 Beam
Shell Deer Park 725 40 FwW 110 Beam
Shell Deer Park 800 40 FW 110 Beam
Shell Marcinez 740 40 LW NA
shell 169~168-167 1000 35 SW NA
Arco Cherry Peant 968 65 SW -
Manchester Fuel washingtcn 534 40 MLW NA
Muckateal Washington 1300 38 LW NA
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The two chiet military product groups are jet fuels
of various grades and diesels of marine grade. These have
constituted over 90% of recent MSC liftings.

A comparison of the physical characteristics of the
ships above 50,000 tons with charactéristics of 29 refineries
producing JP~4 and JP-5 shown in Table VI makes apparent that
physical constraints will tend to limit the employment of the
large vessels. '

Thus, the important Mobil installation at Beaumont
cannot accept ships over 50,000 dwt. Gulf at Port Arthur

"would exclude two-thirds of the ships by its 775-foot dcck
length. Exxon at Baytown i. limited to 39,000 tons and Hess
in Houston, at present an imgortant transfer facility, is
limited to 55,000 tons.

Asid - from such exclusions, the refinery facilities
restrict full use of the carco capacity of large tankers by
reason of their respective average depths. For the docks,
the average depth is 37.5 feet; only six ships above 20,000
tons draw less than 40 feet, and only four more are 40 feety
the othcrs are 4149 feet. The weighted average loss cf
capacity is 18%, with a range of 11-28%. The 80,000-ton
group lo.e 20%,\becoming in effect 65,000 tons; with the
same percentage loss, the 60,000-ton ships become 50,000

tons.,
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Reinfércing the dock characteristics in this respect
are typical channel depth limits, which would in any case
exact a sacrifice of capacity.

Facilities for reception cf car¢o also represent a
limiting factor. Present military facilities in the United
states and throughout the wdrld number about 100, of which 40
or more provide 34-foot draft or less, or can otherwise
accommodate ships not more than 35,000 dwt. Only one-third
have depths 39-45 feet or more. .

These physical constraints are further augmented at
present by the limited output and storage facilities for mili-
tary fuels at all refineries, bo“h here and abroad. Few can

" provide cargoes exceeding 2.0,000 barrels, or 30,000 tons. 1In

1982, over 60% of MSC loadings were in quantities only half
that amountt necessitating multiple loading calls even for

handy tankers. N
Since no ship over 50,000 tons has actually oper-
ated in clean military trade, the mechanics for topping off
must at present be theoretical. Some of the physical problems
are suggested by a consideration of present conditions in the
Gulf. A ship drawing more than 40 feet would presumably load
to that depth at the refinery dock; as the stream is similarly

limited, her loading could only be finished outside in the

Gulf. Barges now available are not seaworthy cutside the

breakwater, and are mainly in dirty trade, so that it is not
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going too far to say that loca; facilities are not readily
available for this form of topping off, without regard to
delays that che_use of these barges would entail (about 32
hours for a single 6,000-ton delivery from refinery into ship)
and the large number of units that would be required to
service a significant number of ships in continucus transit.

It is possible to see the direction of study. Re-
coating is a function only of money and time. What is funda-
mental to industrial war policy is whether the ships can in
practice be articulated with the physically accessible refin-
eries in such a way as to maximize utilization of cargo space.
.For instance, can whole refineries having such accessibility
be devoted exclusively to military fuels, and if so can this
be done on a scale adequate to meet military demand? The
;isks of excresive concentration must naturelly also be
assessed. -*

It should be mentioned that under the principal
scenario ozigina}ly placed before us the scale of military

POL shipments from the United States anticipated for a global

war greatly exceeds present movements. Other than the SPR,
the worldwide MSC lift in the whole of FY 1984 was 87 million
bafrels, of which 49 million barrels were loaded in the
continental Urlited States and Caribbean, equivalent to about
135,000 b/d. For planning purposes, the volume of oil

required for full scale conventional war shipments from the
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Gulf Coast CONUS to the various theaters of war has been
estimated at a rate above 1.1 million b/d. We gather that
dispersion to individual theater sources of supply is being
studied, with a view to reducing reliance on CONUS.
II. OUTLOOK FOR THE TANKER FLEET
A. DEMAND FACTORS

The development of the U.S. tanker fleet has re-
flected a number of major structural and regulatory changes
over the past decade that have altered the composition of
demand. In addition, changes in the course of Federal promo=
tional policies with respect to bulk vessels first stimulated
and then restricted the participation of American tankers in
world trade. At this time, the combination of market forces
and the absence of policies that could stimulate the growth
of U.S. tanker employment are together driving the fleet to
a smaller numbor of units not particularly responsive to
military needs.

From 1973, the privately owned tanker fleet grew
from about %.0 million to a pear of 15.0 million dwt in 1982,
thereafter declining to an ernd-1984 level of 13.9 million dwt.
Virtually the whole expansion was of crude carriers over
100,000 dwt. At the beginning of 1973 there were two such
tankers in the U.S. inventory; by the end of 1984, there were
34, aggregating more than 6.0 million dwt. An additional 16
crude carriers between 80,000 and 100,000 dwt, totalling 1.4

million dwt, were delivered during the same period.
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' The majof part of this construction was specifically
for the new Alaskan oil trade, which has tended to expand since
its commencement in 1977. Somewhat earlier, under provisions
of the Merchant Marine Act of 1970, a flow of subsidized VLCCs
and medium-size tankers occurred for the foreign trade.

1. Gulf-Atlantic demand.

‘the positive developments tencded to-obscure the
deep attrition that was developing in the historic trades for
domestic tankers, especially in the Gulf/East Coast movements
of crude oil and refined precducts. Doubling of the Colonial
pipeline, construction of the trans-Panama pipeline and the

' decline of the preference trades also served to reduce demand
for small and medium-size tankers.

wWhile some of thc decline in Gulf/East Coast move~-

‘ments occurred prios to 1979, particularly in crude oil
shipments, which fell without interruption frcm the early
1970s, much of the contraction has taken place since 1979.
Table VII, shown below, ecstablishes the recent trend in East
Coast prcducts s&pply.

Iable VII

Source of Petroleum Products Supplied to the East Coast
(Million B/D)

1979-84

1979 1980 1981 1982 1983 1984  Change

Gulf Pipelines 2.03 2.03 2.0l 1.99 1.91 1.94 ( .09)

Local Refirars 1.69 1.55 1.48 1.38 1.26 1.31 ( .38)

Imports 1.50 1.20 1.12 1.04 1.16 1.32 ( .18)
U.S. Barge/Tanker

from PAD II1 1.05 .99 .85 -79 .13 .67 ( .38)

6.27 5.77 5.46  5.20 5.04 5.24 (1.03)

55-632 0 - 86 - 10
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Lower demand for refined products has been a major
factor explaining the fall in tanker demand. To the extent
lower oil demand is a result of structural rather than
cyclical changes, the recent lower levels of East Coast oil
requirements largely represent a permanent change by reason
of fuel substitution and conservation measur:s. Of the 1.0
million b/d decline in oil products supplied to the East
Coast between 1979 and 1984, about one-half was concentrated
in lower requirements for heavy fuel oil} which experienced
an erosion of its markets to alternative energy sources.
Distillates experienced a similar, largely permanent, reduc~
tion in demand.

As demonscrated in Table VII, all supply sources

were affected by the contra~ting East Coast markets. HoweVer,

products pipeline shipments into the East Coast fell only 4%,
while tanker movements from the Gulf decreased 36%. The
latter figure does not fully describe the decline in tanker
demand. The shorter haul movements from the Gulf to the
Southeast, including Florida, have been fairly well main-
tained while the longer haul services to the Northeast have
fallen steeply. In competition with the Colonial Pipeline
and import; in a declining market, waterborne shipments of
the main clean products to New England and the Central

Atlantic States dropped an average 61% in five years.
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Table VIIL
U.S. Gulf/East Coast Clean Products Shipments
by Tankers and Bargzes (000 B/D)

New Middle Lower

England Atlantic Atlantic Total
1979 170.3 151.6 512.9 834.8
1980 100.4 75.4 509.7 685.5
1981 61.0 47.7 474.5 583.2
1982 46.3 6!.8 464.4 572.5
1983 42.1 75.7 471.2 589.0
1984 est. 40.0 85.0 450.0 575.0

X Change =~
1984 vs 1979 -76.52 ~-43.97 -12.32 ~31.12

Includes gasoline, distillates, jet fuel, aviation
gasoline, and keroseae.

Source: U.S. Derartment of Energy.

Th» recent slight improvement ir. shipments to the
Middle Atlantic regicn is attributable main'y to the severe
decline of spot freicht rates which made seaborneimovements
at times competitive with pipeline tariffs.

2. Intra-regicrnal demand.

In addition to movements of refined products from
- the Gulf to the East Coast, significant volumes of product are

distributed intra-regionally. The Corps of Erngineers publishes

information that, together with information on ship employment, -

can ke used to derive waterborne volumes. This information
also separates cargoes lifted by barges and tankers. For many
years, barge units, including both ITBs and conventional tug-
barge systems, have gained a steadily greater market share at

the expense of tankers, especially in short-haul intracoastal
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trades in the Gulf and East Coasts. That trend likely will
persist.
Table IX

Tanker & Barre Competition in Coastal
Refined Products Trade (Million B/D)

1979 1980 1981  1982(e) 1983(e)

Gulf to East Coast

Tanker .92 .85 .70 .64 .57
Barge =3 L6 s s Ll
1.05 .99 .85 .19 .7
East Coast
Tanker .28 W24 o, 19 17 .16
Barge 45 +50 57 .58 .54
.73 .74 W75 .75 70
Gulf Coast
Tanker .17 .19 .13 12 A1
Barge A a0 s L1 L1e
.28 .29 .28 .2 .27
Wegt Coast
Tanker .32 .35 32 .30 .29
Tctal
Tanker 1.69 1.63 1.33 1.23 1.13
Barge .68 .74 .86 .87 .86
2.37 2.37 2.19 2,10 1.99

(e) = Estimated
Source: 1.S. Department of Energy, U.S. Army Corps of Engineers,
Maritime Administration.

3. Intercoastal and offshore demand.

While the Atlantic/Gulf and Pacific services account
for the bulk of the domestic waterborne trade in refined pro-
ducts, a significant vold;e from time to time has moved in
intercoastal trade (between the West Coast and Gulf or East

Coasts), and in noncontiguous trade (mainly between Puerto
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Rico and the Virgin Islands and the East Coast). In addition,
vessels engaged in foreign trade should be noted, including
ships performing MSC charters. Finally, many militarily
useful ships have been employed in the crude oil trade.

The decontrol of crude oil prices and the loosening
of controls on exports of refined products from the United
States damaged the competitive position of domestic refiners,
and mort particularly the abilit& to move by U.S. tanker a
high volum2 of refined products betwcen the coasts. With the
export alternative, local refiners had the option to market
their surplus production overseas on foreign~flag ships,

‘. avoiding the use of higher cost domestic tankers.

While -these changes made their greatest impact upon

.. movements of refined products from the Pacific Coast to the

eastern U.S., they also contributed to the decline in
Gulf/East Coast movements. Tiae following table presents the

~ trend in domestic waterborne movements and exports of residual
fuel oil. Since 1980 such shifts resulted in loss of business

for about 20 hanéy-size carriers of this product alone.
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Iable X
Residual Fuel Oil Movements bv Sea
Coastwise Shipments and Exports from U.S. Gulf and West Coast

(000 B/D)
Shipments to USEC from Exports from #
U.S. Gulf and U.S. ‘Jest Coast U.S. Gulf and U,S. West Coast
USC to USEC USWC to USEC Total UsG USWC Total
1980 210 32 242 16 17 33
1981 173 48 221 54 63 117
1982 123 18 141 126 81 207
1983 13 * 73 80 101 181
1984 estc. 25 * 25 65 105 170

*Less than 500 ba{rels/day
Source: Panama Canal Commission, U.S. Department, of Energy.

For comparable reasons, shipments of all petroleum
products from Puerto Rico to the U.S. mainland declined sig-
nificantly between 1980 and 1984. Movements from the Virgin
Islands to the continental U.S., not covered by the Jones Act,
also fell sharply. (Although not r quired by law, an increas-
ing proportion of the Virgin Islands trade (perhaps over 50%)
had been satisfied by U.S. tonnage, after the delivery of

several new ITBs for the service.)

Table XI
Shipments of Refined Products to the Continental U.S. From:

Puerto Rico Virgin Islands
Gasoline Total Residual Gasoline Total
000 B/D 000 B/D
1980 30 88 174 69 388
1983 14 40 118 55 282
1984 est. 12 32 130 50 272

Source: U.S. Department of Energy

In all of these domestic products trades, the

integration of the domestic oil refining industry with the
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international markets through a policy of deregulation has
left the domestic tanker market exposed almost fully to world
market forces. This new factor is superimposed upon an al-
ready diffiéult competitive structure in which pipelines and
barges have been gaining larger shares of a declining market.
Barring some change in Federal oil policy, including
possible tax or increased tariff on impérts, the supply of
militarily useful tankers withcout subsidy will decline steadily
in the coming years. The world oil market cannot be exéected
to validate the full cost of maintaining a U.3. products tanker
fleet.
The decline of tanker requirements in the domestic

,fefined products trade in recent years has been partly offset
by the development of an important market for militarily
suitable tankers in the movement of Alaskan and California

© crude ¢il to the eastern U.s. At the end of 1984, 36 coated
tarkers below 100,000 dwt were engaged in moving Alaskan crude,
about healf frcm Panama. In addition, five were engaged in the
intercoastal shipment of crude oil from-California to the U.S.

. Gulf. The aggregate capacity of coated tankers employed in the
crude o0il service totalled about 2.5 million dwt, well in
excess of the total capacity of coated ships lifting refined
oroducts in all coastwise services. V

In contrast to the products trade, there are strict
limitations on exports of crude o0il, and the maintenance

“through the decade of the fleet useful to the Navy depends
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entirely on retaining this trade restriction. 1If the Pacific
Basin crudes are retained for domestic use, someAfurthet
increase in tonnage employed can be expected as output rises
further, although continuing efforts to replace small tankers
with larger units suggest little change in the number of
vessels required. S

To a limited extent, the Strategic Petroleum Reserve
(SPR) program has provided another market for militarily useful
tankers. Long-haul movements are generally served by ships
greater than 100,000 dwt, so that smaller tankers usually will
be restricted to Mexico or to lightering service. Not more
than four vessels between 40,000 and 100,000 dwt, including
uncoated ships, will fully satisfy any current requirement.

Similarly, Public Law 480 grain sales, reserved 50%
to U.S. flag, do not provide much support for the tanker
fleet, given the recent infusion of new efficient dxy bulk
carrier capacity. At year=-end 1984, only one coated tanker
of 29,000 dwt was carrying grain abroad.

The largest preference service remaining for U.S.
tankers is peacetime military chartering. At the end of 1984,
22 privately owned products carriers were on time or bareboat
charters to MSC, aqqregaking about 700,000 dwt. 1In addition,
a small volume of spot and short period chartering is conducted
from time to time. The number of ships and Qhe capacity en-
gaged at the end of 1984 were down from the levels of 1981 and

1982,
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' Table XIL

Privatelv-Owned tankers on
Time or Bareboat Charter to MSC

Dec. 31 e 000 DWT
1984 22 700
1983 20 645
1982 23 748
1981 25 806
1980 21 644
1979 17 514

Source: Military Sealift Comrand

All the preference trades have been served in part
by the subsidized fleet. At the end of 1984, of 19 subsidized
coated tankers below 100,000 dwt, four wére time-chartered to
MSC, one was laid up, and the remaining 14 were employed in
the foreign commercial oil trades or spot MSC business. The
Maritime Administration has lately authorized t;e entry of all
into some or all of the preference trades.

B. OUTLINES OF THE SITUATION IN 1989.

Barring further changes in law or regulation that
would eithef promote or damage the economic position of U.S.
flag tankers, a continued but slower decline is anticipated in
the number and capacity of militarily-useful tankers through
the five-year period ending December 31, 1989. Scrappings of
tonnage in the small “anker category will persist, although
down from the unprecedented rate of 1983-1924., An expansion

£ sales to the Navy for the Ready Reserve Fleet also is

anticipated. This circumstance will result from the further
contraction in the range of commercial opportunities in the

 domestic rzfined products trades, and increasing competition



from imported products and from domestic pipelines and barges.
While the movement of crude oil from Alaska and California to
the Atlantic may take up part of the slack, the tendency here
to utilize larger vessels will minimize benefits to ships
below 100,000 dwt.

The following table pre_ents the current employment

situation, by trade.

Table XIII
Trading Patterns of Coated and Uncoated
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Trade
Private
USG/EC
Wwe
Intercoastal
Alaska/WC
Panama /USG
MSC
SPR
PL-480
Caribs
Foreign Trade
Total Operations
Repairs®
Laid~up
Private, Curr-nt
Newbuildings
Total

Government

Active
RRF#&*
NDRF
Total Gov't.
Grand Total

*Includes one 80,000 dwt tanker fully employed in ANS/W.C. trade.
**xIncludes vessels which await funding for future upgrading.

U.S. Flag Tankers under 100,000 DWT

As of 12/31/84
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Uncoated

000
DWT

¢ of
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.
1. The coastwise trade.

. With large surpluses of refining, pipeline and barge
capacity, movements of clean products by coastwise tankers
will tend to decline slowly through the decade. The possible
conversion of a Florida Gas natural gas pipeline to a clean
products system would substantially curtail what little busi~
ness remains. Finally, imports of products aboard foreign
vessels are likelv to centinue tc diminish domestic ocean
shipments of clean products.

It should be emphasized again that the U.S. petrol-
eum market is now largely integrated into the international
tradina structure, More often than not, the stimulation of
both import and export trade by the relaxation of controls
has comc at the expense of domestic tanker moveéments. Only
occasionally do temporary imbalances and short-term trading
opportunities generate spot fixtures of domestic tankers,

Nor'are prospects bright for a significant recovery
of East Coast refined products demand, once the major market
for U.S. tankers: which, by taking up the surpluses of alter-
native transport, might allow the recovery of other domestic
shipping trade. Recent projections of East Coast product
demand by Petroleum Industry Research Associates pcxtray an

- essentially flat East Coast demand pattern.
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Table X1V
East Coast Refined Products Demand Projection
(Mtllion B/D)

1984(e) 1985 1990

Motor Gasoline 2.20 2.15 2,01
Distillates 1.05 1.03 1.01
Residual Fuel 011l .79 .76 .75
All Other 9 .93 .97
Total 4,94 4.86 4.74

Note: Totals may not add due to rounding.

wgth East Coast demand stagnant, the process.of
declining domestic waterborne shipments ;nd increasing imports
;ill necessarily continue. By the end of the decade, domestic
‘waterborne movements of refined products by tankers, including
intraccastal and West coast shipments are estimated to decline
from about 1.1 million b/d in 1984 to about 600,000 b/d. At a
normal ratio between volume and tonnage, a requirement for
about 1.1 million dwt is likely by the end of the decade in
coastwise tanker trades, including a small volume moved by
tanker from the Caribbean.

There are two important corollary comments that can
be made with respect to these established trends.

First, the deciine in the market for U.S. flag clean
products carriers has reached already a level so low that the
ready availability of U.S. tankers to MSC for normal peacetime
employment is now questionable. The decline of clean-product
coastwise movements and consequent reduction of tankers so

employed means that few ships are needed for commercial spot
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1iftings. With proprietary and long-term chartered vessels

" accounting for the preponderance of remaining coastwise cargo
lift, MSC now increasingly is forced to secure spot tonnage by
chartering idledwvessels for periods long enough and rates
high enough to justify reactivation. Even this source of
capacity is dwindling as older vessels are scrapped or shifted
to the Navy's reserve fleet. ) “s

A second importc-nt development will be the imposi~
tion on Fanuary 1, 1986 of new tanker clean ballast require-
ments on existing 20,000-40,000 dvt product carriers of 15
years of age or more. These standards, applicable to all
such vessels trading to the U.S., will change the competitive
position of U.S. and foreign tonnage.

At first glance, after allowing for the reduced
level of clean tanker demand and the delivery of tonnage in
recent years that would not be affected by the new rule,
the domestic trade at least would not appear to be greatly
affected, perhaps to the extent of 150,000 dwt and replacable
by otherwise idle tonnage. However, because the marginal
ship now seems to be the 01d-35,000 dwt steam-powered vessel,
for which spot or short term rates recently have been barely
sufficient to keep the necessary number out of lay-up, the
rule will cause what is now the marginal ship to become more
uneconomical and will widen the advantage of new ships already
meeting the standards, some of which are already more econom-

ical. While initially the rule would tend to inflate charter




Table XV
The Decline in Clean Trading
U.S. Flag Tankers Privately Owned, Classified by Trade
Number of Vessels ‘ '

Proprietary Fleet . Independent Fleet
As of Overall
June 1 Clean Dirty Combined Total Clean Dirty Cowbined Total Total
1984 24 48 3 75 29 79 7 115 190
1983 27 49 5 81 49 85 7 141 222
1982 31 52 7 30 49 85 9 143 233
1981, 36 51 4 91 48 92 4 144 235
1980 45 51 - 96 54 86 - 140 236
1979 58 51 - 109 54 75 - 129 238
1978 71 42 - 113 75 49 - 124 237 2
1977 80 34 - 114 78 36 - 114 228 d
1976 82 36 - 118 78 25 - 103 221
1975 69 47 - 116 78 27 - 105 221
1974 73 47 - 120 74 26 - 100 220

Source: Military Sealift Command.
Note: The census of ships shown here differs slightly from that shown in
Table I, due mainly to differences in definition.




Table XVI

The Decline in Ciean Trading
! U.S. Flag Tankers Privately Owned Classified by Trade

. 000 °UT
Proprietary Fleet Independent Fleet

Overall
Year Clean Dirty Combined Total Clean Dirty Combined Total Total
1953 765 3,724 104 7,593 984 7,609 ~ 307 8,300 13,493
1903 839 3,563 150 4,552 1,519 7,642 307 9,468 14,020
1982 941 3,764 209 4,914 1,540 7,577 327 9,444 14,358
1981 1,104 3,644 115 4,863 1,412 7,974 119 9,505 14,368
1980 1,446 3,324 . - 4,770 1,618 7,606 - 9,224 13,994
1979 1,789 4,449 - 6,238 1,630 5,613 - 7,243 13,481
1978 2,763 2,908 - 5,671 2,674 3,237 - 5,911 11,582 5§
1977 2,684 2,389 - 5,073 2,605 2,665 - 5,270 10,343
1976 2,621 2,270 - 4,891 2,720 1,939 - 4,659 9,550
1975 2,121 2,184 - 4,305 2,407 1,955 - 4,362 8,667
1974 2,150 2,026 - 4,176 2,302 1,578 - 3,880 8,056

Source: Military Sealift Command l
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rates by reducing capacity and increasing the unit costs of

marginal tonnage, commercial petroleum market conditions

generally will be working in the opposite direction. With .
a range of alternative distributi>n natterns, there rarely

will be a necessity to pay much hig... domestic freight costs

to move refined products. Thus demand for tonnage may easily

decline as a result of the rule. MSC chartering, generally

zlimited to U.S. ships, in contrast, may tend to validate the

higher costs drawn by the new requirements. '

Among the other services — intercoastal, Caribbean
and other foreign trade, government-impelled cargoes (MSC, SPR ~
and P.L.480), and Pacific Basin crude — there does not appear
to be much in the way of probable expansion that :ould offset
the declining coastwise demand.

2. Intercoastal Trade.

With the virtual disappearance qf a once vibrant
movement of refined products between the West and East Coasts,
future traffic w}ll consist of modest vélumes of California
crude oil and specialty products and occasional balancing
movements of gasoline and fuel oil.

It is anticipated that some of the increase in
California crude production will be marketed in the Gulf,
stimulating somewhat the demand for tankers in the 50,000~
90,000 dwt (Panamax) size range. A full discussion of the
wWest Coast crude oil situation and outlook is presented

below.
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3., Pacific Basin Crude 0il Trade.

At the end of 1984, 18 coated tankers below 100,000
x;dwt were edgageﬁ in the movenent of ANS crude from Panama to
» Gulf and East Coast refineries, 18 such ships made liftings

. at Valdez or Cook Inlet, and five carried California crude

” through the Panama Canal, bringing the total employment of
militarily useful ships in the Pacific crude trades to 41
vessels, aggregating 2.5 million dwt. These constituted

31% of the number and 42% of the carryin§ capacity of all

: militarily useful tankers in operation (including both
subsidized and unsubsidized vessels) at that time. These

' proportions would increase over time as other trades diminish
and as West Coast crude oil oulput ricses. Individual vessels,
by trade, are identified in Table XVIII (page 31}.

a. Pacific Basin 0il Production.

Crude o0il production in Alaska is now expected to
rise slowly through the 1980s, reflecting developments of
lesser magnitude than the giant Prudhoe Bay reservoir. These
developments will offset the decline 5f Prudhoe output

anticipated in the late 1980s.

Table XVIL
Prospective Alaska 0il Prodyction (000 B/D)
1982 1985 1989
Prudhoe Bay 1,536 1,540 - 1,300
Kuparuk 85 200 250
Cook Inlet 75 50 30
Other Northern Alaska - 270

Total 1,696 1,790 1,850




Table XVII
Employment of Militarily-Useful Tankers
in the Mavement of Pacific Basin “ri~ 03Y, Year-End 1984

ANS/W.C. Panama/U.S. Gulf Calif./u.S. Gulf
 Yr. Yr. Yr.
000 Built 000 Built 000 Built

Vessel DuT (Rebuilt) Vessel DOWT (Rebuilt) Vessel OWT (Rebuilt)

Glacier Bay 81 1970 Overseas Chicago 91 1977 Exxon Boston. 52 1960(80)

Sohio Resolute 8i 1971 Overseas Ohio a1 1977 Exxon Jamestown « 41 1957(80)

Arco Prudhoe Ray 70 1971 . Baltimore Trader 58 1955(71) Exxon Lexington 41 1958(80)
Arco Sag River 70 1972 Cove Trader 49 1959 Exxon Washington 41 1957(80)
Chesapeake Trader 50 1982 Exxon Baton Rouge 76 1970 OMI Hudson 51 - 1981
Chevron California 70 1972 Exxon San Francisco 76 1969 Total (5) 226
Chevron Mississippi 70 1972 Overseas Alaska 62 1970
Cove Liberty 69 1954(81} Overseas Arctic 62 1971
Exxon Houston 72 1964 Overseas Natalie 73 1961
Exxon New Orleans 72 1965 Exxon Baytown 57 1984 0o
Exxon Philadelphia 76 1971 OMI Leader 38 1969 o3
Sansinena II* 70 1971 OMI Wabash : 38 1969 &
Chevron Colorado 39 1976 OMI Willamette 38 1969 -
Mission Santa Clara 35 1957 Texaco Connecticut 39 1953(71;
Mobil Meridian 49 1961 Texaco Florida ki 1956(71
OMI Yukon 81 1973 Washington Trader 39 1959(76)

Chevron Washington _ 39 1976 Overseas New York 90 1977

Total (17) 1,054 Overseas Washington 91 1978

Total (18) 1,107

Repairing:
Sohio Intrepid 81 1971

*Cook Inlet crude
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The most significant change in the West Coast crude

#upply picture may develop from recent offshore California

};diséoveries. A proposed pipeline to bring offshore c¢rude to

s

F'{Los Angeles area refineries, along with a connecting line for

u 1n1and crude producers, would upon completion tend to push

o Additional volumes of ANS crude into Eastern markets.

Table XIX
California Crude 0il Supply (000 B/D)
1982 1985 1989
.

California Onshore/Of fshore 1,023 1,000 1.025
ocs 78 100 300
Total 1,101 1,100 1,325

Less: Crude Used for Enhanced
Recovery 128 100 100
Net Crude Available 973 1,000 1,225

Including imports estimated at 200,000 b/d in 1985
and thereafter, the total West Coast crude oil supply is
expected to rise to 2.99 million b/d in 1985, and 3.28 million
b/d in 1989.

b. Pacific Basin Crude 0il Demand.

A second important variable in assessing future
tanker requirements is the prospective level of refinery runs
along the West Coast. After declining very rapidly from the
peak of almost 2.4 million b/d in 1979 to a low of 2.0 million
b/d in 1982, refinery runs recovered somewhat in 1983 and
rose strongly in 1984. Runs averaged 2.2 million b/d in 1984
and should rise slightly in 1985. Beyond 1985, growth in

consumption is likely to be slow, reflecting both cyclical
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. considerations and declining markets for gasoline and residual
fuel oil,

The better than expected recovery in West Coast

refining activity in 1983-84 is owing in part to an expansion
of refined product exports, mainly to the Far East. The#e
exports are stimulated by local crude oil prices that tend to
be well below the landed cost of. comparable foreign crudes.
Net exports of refined products in 1984 were about 60,000 b/d
higher than in 1982.

c. Balance of Pacific Basin Supply and
Demand ot Oil.

pacific Basin crude oil supply and demand balances

are projected through 1989 as follows:

Table XX
Supply, Demand and Disposition of U.S. Pacific Basin Crude 0il
v 1982 1985 1989
(000 B/D)

Californis (net) Production 973 1,000 1,225
Alaska Production 1,696 1,790 1,850
Crude lmports 188 200 200
Total . 2,857- 2,990 3,275
Crude Refinery Runs 2,020 2,240 2,325
Crude 0il Surplus 837% 750 950

Disposition of Surplus
ANS to V. Isl. (foreign flag) 101 130 130
Calif. to U.S. Gulif 35 35 70
ANS to U.S. Gulf 697 585 150
8233k 750 950

*D{fference reflects stock changes and losses.
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d. Tanker Demand and Supply for Pacific Basin.

(1) Demand for crude carriers. Based upon these

forecasts of crude oil output and consumption along the West
Coast, a tanker demand projection can be developed. Compared
_.with a peak tanker demand in excess of 7.0 million dwt in 1982,
" damand is estimated at 6.3 million dwt in 1985, rebounding to
7.2 million dwt in 1989. The principal reasons for the recent
contraction of demand were: {a) constructicn of the trans-
‘ Panata pipe}ine, which curtailed the requirement for vessels
distributing crude to the Eastern states; and (b) recovery of
wesé Coast oil demand, entailing both an increase in short-haul
movements to Puget Sound and Alaska refineries and a diminution
in long-haul intercoastal moverents.
Table XXI

Waterborne Movements and Tanker Requirements
for Pacific Basin Crude 0il Trade

1985 1989

900 00 600 000

B/D DWT 3/D DWT

Intra-Alaska 60 53 85 75
Valdez/West Coast, Hawaii 995 2,139 870 1,784
Valdez/Panana 585 2,808 750 3,600
Total 1,640 5,000 1,705 5,439
Panama/U.S. Gulf, E.C. . 385 1,112 750 1,425
California/U.s. Gulf 35 175 70 350
Total 6,287 7,234

#*Based upon dwt/b/d ratios of .23 for iutra-alaska, 2.15 for Valdez/W.C.,
4.8 for Valdez/Panama, und !.9 for Panama/U.S. Gulf. The West Coast
ratio drops to 2.05 in 1989. The ratio for California/U.S. Gulf
shipments is 5.0.
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(2) Crude Carrier Supply. The sﬁpply of crude

carriers, including futurc deliveries of two Exxon VLCCs and
the occasional use of subsidized VLCCs under temporary waivers
of trade restrictions, will be sufficient to meet the pros=
pective demand for tonnage, The lists suggest an ample avail-
ability of crude carriers in both years. We assume that most
of the oldest and smallest tonnage now in the crude trades
{chiefly proprietary) would t» retired by 1989.

The suggested ship rosters for 1985 and 1989 indi-
cate some stability in prospective demand fcr militarily use-
ful tankers :n the demestic crude oil trades. Table XXII.

Finally, all of the ahbove comments assume the
continuation of p;esen: policy with respect to the domestic
use 55 ANS crude and the maintenance of the dcmestic trade
rules separating vessels built with and without Federal
subsidies.

4.

The P.L. 480 progranm, once the source of consider-
able employment for tarkers, has now faded in cignificance.
First, the s:ze of the program has decreased, and a total of
only two million tons of cargo in fiscal 13984 was available
to all U.S. flag ships, including liner cargoes. The
pregram was twice tnat Jevel in the early 1970s. More pro-

fourdly, AID bulk shigments have faded to a few huandred
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thousand tons. 'In addition, thore has boen s tandency toward
shert~haul shipmonts to Central America and the ¢ ribbean
(from 0.3 million tons in 1978 to 1.3 million tons in 198)),
accompanied by the phasing out of somo important trades re~
quiring the use of more shipping capacity (Korea, $79,000 tons
in 1978, 0 in 198]1; Indoneuia, $78,000 tons in 1978, 138,000
tons in 1983), Thorn alsy appears to bu 4 policy to roread a
limited program among mora recipionts (with more emphasis upon
low income naticns), and a corresponding, toenduncy toward tha
use of gmaller vossels, :including linurs. crowing usa of dry
@argo barges ¢an bLa observed in the nuitby Caribbean and
Central American trades, [Dut must {rportant, recont yuars
have goon a transformaricn of the U,5, dry bulk fleet from old
uneconcmical ships to lazge, efficien. Lulxery and combination
carriers butlt abioad, in must 1astingeg ruling cut employment
for U,3. flag tankers in thy carriago of Jdry cargo, For tho
past threa yoars, with a fow oxcuptions, thu only tanker
participation was limitad to ships on rouute ¢ scrapyards and
able to offa: Cempatitive rates on the bausis of A one-way
voyaga covaring not much more shan fael cound,

Thig Crrvumstanca 15 not expected o ahange and ay
& rasult the maraet offera liteie rolief for ownurs of small
¢oatea tankers. "

b geR,
Simelarly, tha SPR program, new down Lo 152,000 b/d

in the curront fidsal year, dows not allow for much campleyment
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o

of militarily useful tankers. -¥ith tha decline of Mexican
sales to the SPR, greater volumes are being purchased from
Great Britain and from Persian Gulf sources, tending to
concentrate u;s. liftings in 80,000~265,000 dwt vessels. At
this writing, it appears that the SPR program will wind to a
close by the end of this fiscal year, as the volume of oil in
gtorage approaches 500 million barrels, stimulated by efforts
to reduce Federal expenditures. No allowance for SPR tanker ™
requirements in 1989 is therefore included in our forecuaﬁ.

c. MSC.

Direct Navy support represents by far the largest
source of preference emplcyment for U.S. flag tankers., At the
end of 1984, 22 tankers of 700,000 dwt werae engaged on time
charters by MSC. A complete list is shown in Table XXIIJ,

In addition MSC does a moderate amount of spot
chartering. With the depletion of the coated tanker fleet
by scrapping and ‘ong-term lay-up, this method will ba less
availa!.e for any,significant portion of its needs, To avoid
the necessity of relying upon short period charters to induce
recctivation, MSC is expected to minimize its use of tankers
by various means, including the use of pipelines in the U.S.,
and greater purchase of refined preducts outside the U,S8. on
a delivered basis.

While the tanker safety rules will reduce available
capacity now under charter, their impact on MSC at least until

the late 1980s will be minimized by the delivery of the five
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Table XXITI

Vessal

Sealift Anarctic
Sealifc Arabian Sea
Sealifc Arctic
Sealift Atlantic
Sealift Caribbean
Sealift China Sea
Sealift Indian Ocean
Sealift Maditerranean
Sealift Pacific
Texas Trader
New York Sun
Overseas Valdez
Overseas Vivian
Oversaeas Alice
Coastal Manates
Mormacstar
Falcon Leader
Texaco New Yogk
Cove Navigator
Falcon Chaapton
Rover
Falcon Countaess
Total (22)

000_DwT

27
27
27
7
27
27
27
27
27
28
34
38
38
38
k)
39
34
39
2
34
35
37

700

Yr.
Butle

1975
1975
1975
1974
1975
1978
1975
1974
1974
1944/69
1980
1<u8
1969
1968
1961
1975
1983
1953/71
1951
1983
1977
1972

havtered Tanker Fleet at Fnd-1984

Subject to
Safety Rules
Period in 1986
20 yrs, Yo (1990)
" No (1990).
" No (1990)
" No (1989)
" No (1990)
" No (1990)
" No (1990)
! No (1989)
" No (1989)
5 yrs, Yos
5 yra. No
5 yrs. Yas
5 yrs. Yas
5 yrs. Yas
6 mos. Yas
2 yrs, No
5 yra. No
4 mod., Yeas
6 mosd. Yes
5 yra. No
4 mos., No
6 mos, No
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T-5 tankers, combined with the fact that many ships already
run light-loaded. No material change, either in number or
capacity is anticipated until then, A modest dacline in
availahle capacity would then occur which might not be re~
quired in any event,

d. Foreign Commercial Trade,

Twelve products ccrrierq and seven 90,000 dwt coated
crude carriers were built with subsidy for the foreign commer-
cial trades., T'o tankers are being converted to hospital
ships, and cne has benn lost. A number of the remainder al-
ready are active in the U.S, prafarence trades, and as older
charters expire, morc are likely to compete for this limited
business. As new subsidy contracts are precluded, this fleet
will remain unchanged.

Saeveral unsubsidized tankers are also employed in
foreign trade, particularly in the movemant of refined prod=
ucts from Puarto Rico and the Virgin Isiands to the U.S.
mainland, Such trade will do well to remain at present
levels. '

5. Summary of Demand.

Based on the foregoing, prospects are for a moderate
reduction of total U.S. flag tanker demand in the second half
of the decade, with a continuing shift toward the greater use
of lirge crude carriers, reflecting new construction, offsat

by the further diminution of trades requiring the use of
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small vessals most suitable for military purposes. Market

demand for militarily useful tanker capacity is projected to
daecline 14%.,

Table XX1V
Prospective Peacetime Demand for U.S. Privacely Owned Tankers
(000 DWT)
1985 1989
Mlitarily Milicarily
Total Usaful Total ~Usotyl
Pacific Basin Crude 6.3 2.5 1.2 2.5
Coastal Intercoastal Prod. 1.6 1.5 1.0 0.9
M8C-Navy 0.7 0.7 . 0.7 0.7
MSC~SPR 0.5 0.1 - -
P.L. 480 0.3n 0.1 0,3 0.1
Foreign Trade, Commercial .09 0.9 0.8 0.8
10.3 5.8 10.0 .0

3
RCarrisge mainly by combinati{on carrfers,

Tho estimates of demand rofloct anticipated require~
ments in peacetime, and do not suggest potential tanker needs
stemming from any military contingency. Furthermore, any pos=
sible drawdown of the Strategic Petroleum Reserve as a result
of any national emergency has not been factored into these
calculations., The shipping implications of an SPR drawdown
aro teing evaluated by a MARAD-industry group.

The change in market opportunities has well defined
implications for small and medium-gize tankers that will be
noted in the final section of this paper, and future contrace
tion means that the major share of tanker capacity required

for mobilization must come from other sources.
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6. Prospective Supvly of Militarily-Useful Tankers

Based upon the tanker demand projection, the supply
of militarily useful vessels will continue to dwindle for the
next few yeats, although the rate of decline will tend to slow
as the surplus of capacity grﬁdually reduces. Including all
tankers under charter to MSC (including tho Sealift vessals
and the T-5 newbuildings), the number of privately owned
vessels below 50,000 dwt projected to be active in 1989 totals
71 units. About 40 coated tankers baetween 50,000 and 100,000
dwt are projected to be employed at that time, and ten ships
are assumed to be laid up or idle, bringing the total private
fleet useful for military purposes to 121 units of 5.6 million
dwt.

We assume that the Roady Reserve Fleet will be
brought to 16 vesscls, and that virtually all of the ¢ld
tankers laid up in the NDRF will be scrapped.

The analysis provides for the scrapping and con=
version of 27 coated tankers in the private fleet, and the
transfer of six éo the Reserve Fleet. In addition, five
uncoated tankers were deleted, bringing total private fleet
deductiona to 38 vessels of 1.25 million dwt for the five
years ending in 1989, The projected rate of discards, about
250,000 dwt a year, is far below the rates experienced in
recent years (770,000 dwt in 1983 and 900,000 dwt in 1984).
The slower rate reflects the shrinking number of vessals in

the remaining fleet, and a smaller component of over-age
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product carriers. N6 provision has been made for scrapping
tankers larger than 50,000 dw., although a number ot‘c:ude
carriers will be at or near the end of their economic lives
by 1989.

Table XXV
Recent and Projacted Scrappians* of
U.S. Tankers Delow 100,000 DWT
Coated Uncoated o total

Actual: U 000 DNT 0. 000 DWT 4. 000 DVT
1981 3 90 - - L 90
1982 9 218 2 DY 1 © 2715
1983 20 564 4 1l 24 677
1984 0 663 6 194 26 557

Subtotal 54 1,530 12 364 66 1,679
Profected
1983 7 437 2 67 9 504
1986 5 150 2 99 7 249
1987 8 206 i 49 9 285
1988 9 225 - - 9 228
1989 B 208 I 8 _206

Subtotal k1 174 75 718 42 1,439 ¢
Total 1981-1989 5T 2,76% 77 579 T0§ 3,398

flncludes losses and conversions but excludes transfers to RRF,

_ The supply of ships and capacitf has been adjystad
to fit aggregate demand and to reflect segregated or clean
ballast requirements on gertain products car. iers bhetween
20,000 and 40,000 dwt. Choices of individual vessels for
specific trades or requirements are based upon historical
experience and evaluation of prospective markets, but ob=-

viously are matters of arguable judgment. Table XXVI,
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Table XXVI presents an estimate of the availability

of militarily useful tankers in 1989, compiled by trade.

000 of DWT

723
336

i

Table XXVI
Summary of Milictarily Useful U,S. Flag Tanker Esployment
. as of 1989

Private Fleet: [4
Less than 50,000 DWT:

MSC 24

Pacific Basin Crude 8

Other 39

Subtotal "
$0,000-99,999 DWT:

Pacific Basin Crude 3]

Otlier 9

Subtotal )
Total Active 111
Lay-ups/ldle o
Toral Private Militarily Useful Ileet 121
Government Owned Fleet:

RRF Acquisitions 7

Existing RRF 9

“DRF A

Total 17

*Assumes upgrading of all vessels acquired will be

Summary:

Private Fleect . 121

Government Owned Fleet A2
Total 138

completed,

I1I. OTHER TANKER RESOURCES

5,622

Considerable discussion has revolved around the

availability and utility in emergency of foreign flag ship-

ping., The classes of vessels primarily considered include

suitable ships operating (1) under what is called effective
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Vcéntrol of the U.8. (EUSC) by virtue of Amérxcan -corporatre 7

owhership and control, and (2) under the national flngs of

our NATO partners. Bio-d economic trends and structural

changes in the petroleum industry have also had their impact

upon the availability of tonnage within these classifications,
A, EUSC.

Reduction in the contiol of major oil companies over
much of the supply, refining and marketing of OPEC crude oil
was important in the restructuring of'the potroleum industry
during the past ten years., Widesprecad overcapacity in ra-
fining and transportation has impelled closing down or sale of
surplus facilities. Moreover, consolidation of the industry
through meryar has generated further redundancies of capacity.
As a result of theso factors and the persistent weaknass of
the petroleum markets, nost U.S. owners of refined products
carriers under foreign flag have been saverely pruning their
fleets by scrapping and sale to foreiyn interests. This
process has persisted for the past few years and seems likely
to continue for some years although perhaps at a slowar pace.

The EUSC flecet of coated tankers under 80,000 dwt
as of July 1, 1984 amounted to only 42 ships aggregating 1.5
million dwt. Of these, ten vessels of 400,000 dwt can be

identified as nearing the end of their useful lives.

55-632 0 ~ 86 - 11
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Ao

By far tne grester sealaft porential 1s represented
by the tanker flects cf cur NATO alla~s. Avasilability o
these ships 1n conflicts ro. anvolving Western Europe, how-
ever, is gucstionable. In the case of general war, it is
assumed, however, that the full tanker fleets with mil:itary
utility, other than vessels with clear local erployment
patterns, arc made available for war service, although we are
not avare of any specific NATO commitnent' 10 furnish fankers
to us.

NATO merbers reguiarly provide rosters of the:ir
militarily useful tankers to MarAd. An assessment of the
latest available census of NATC tankers betweea 10,000 and
80,000 2wt shows the following resules:

(1) An encrmous decline has overtakien the NATO
fleets, including the Greek, row lnsing ships
at a rate exceeding cne a day. The British
tanker fleet has dropred more than half in
10 years., Qf the 500+ shaps in the class
menticned above, more than 200 have peen
elininated by scrapping, sale to shipowners
.in non~-NATO countries, QF COnRvursicn.

(2) Arong the remain:ng vessels were many medium=-

- size tankers 5f.60,0.0~60,0C00 dwt tuilt in the
mid-to-late 1960s. Used chiefly to transport
crude oi1l, there s a question whether this
group can properly te considered as milataraly
useful (they are not likely to be cocated).

(3} With a few excepticns, the national fleets are
quite old, with an average age exceeding that
of the U.S. As presented to MarAd, the average
age of the Greek fleet was almost 20 years,
ltaly about 22 years, the Netherlands 23 years,
ard the U.XK. 13 years.
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(4) The national requircment for products carriers

to service coastwise needs have also to be noted

in a number of instances, particularly Italy,.

- Many ships will not become available to the U.S8.
under any circumstances.

Coneidering age, national s;rvice requirements, and
suitability for American military purposes, tha fleet of NATO
products tancers that might be available in the next faw years
is in the order of 150-160 ships, assuming that all the better
quality units are earmarked for our use, an unlikely result,
The major sourcaes, in order of importance, would be the U.,X.,
Greece, Denmark, and Norway. We make no comment on the like~
1ihood of wholehearted Greek cooperation.

If the size of EUSC and NATO resources, fleets now
totalling less than 200 modern units, is not comforting, still
less so ie that market forces are continuing to drive national
“lag opéiétion; out of the competitive market as operators
from the For East continue to gain market share and the major
oil companies consolidate their operations, including

transport.
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J Table XXVIII

NATO Rosters of Militarily Useful
Tankers, Below 80,000 DWT, as of Mid-1984

Original e Adiusted*

No. 000 DWT No. 000 DWT
Belgium 5 193 4 128
Canada 13 179 2 75
Denmark 29 1,242 26 1,175
France 10 701 3 110
Germany 14 812 12 499
Greece 177 7,068 91 4,282
Italy 78 2,029 33 881
Netherlands 11 176 9 175
Norway 35 1,517 29 1,145
Portugal 12 1,430 3 80
Turkey S 235 4 “148
VLK. 17 3,805 82 _2,827

506 19,387 298 11,525

*Adjusted only for scrappings, other sales, losses, and ships below

10,000 dwe.

Many questions remain with respect to inclusion of medium

size crude carriers, {dle and over-age vessels, and ships in local
coastwise trade, and are not reflected in thwis table.

v
C. THE WORLD FLEET.

Even aside from the fleets considered most acces~
sible to the U.S., tanker capacity has been shrinking forlﬁany
years on a worldwide basis, a result of lower oil consumption,
shorter voyage distances, and incrcased local output not re=-
quiring the use of tankers. Declining world capacity is high-
lighted in the following table which inciudes all tankers

between 10,000 and 100,000 dwt.
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Table XXIX
World Supply of Tankers 10,000~100,000 DWT
DWT Class 1/1/18 1/1/85(est)
No. MM DWT No. MM DWT -
10,000-46,000 1,349 33,4 1,130 28.5
49,000-80,000 599 35.4 435 26.3
80,000~100,000 274 24.6 305 27.0
Total 2,222 93.3 1,870 81.8
Excluding U.S.~Flag (230) (8.8) (183) 1.9
Non-U.S. Flag 1,992 84.5 1.687 73.9

It must be recognized that the prices of world. ton~
nage not gnder flag control will rise sharply in wartime. In.
1938, 20~-year old Hog Islanders were selling for $5 dwt or
less, during a depression in shipping similar to the present;
ny 1940 they were bringing $100 dwt, and the government in
1942 imposed a ceiling of $75 for its own acquisitions under
eminent domain. The heavy shrinkage in the world fleet during
the last five years (100 million dwt of tankers scrapped 1980~
1984), which is continuing at the rate of 25 million dwt a
year, portends a similar price trend should a general war
develop in the time peric.! under study. Especially to be
remarked is thi co..esponding shrinkage in European building
capacity, which is down by half since 197%, and is not likely
to revive under a commercial demand shifted dominantly to~the

Orient.
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v . IV, CONCLUSION

When the Tanker Working Group commenced work in
1983, the Secretary of the Navy asked his.logistical staff to
assist us. We were furnished unclassified "scenarios" sug-
gesting wartime POL requirements. Since then such subgtantial
changes in military thought seemed to have occurred that we do
not consider it would be useful to address the demand side of
war shipping as originally propcunded to us. We have there-
fore limited our paper to supply only.

We have also decided that it would not be useful to
explore means of expanding the fleet if the planning authori-
ties should find a significant shortfall from contingency re=-
quirements.

Ideas in this sphere w~ould tend to be found within
the historic framework of national maritime policy, which has
been to procure defense shipping as an inexpensive by-product
of the commercial market operation., This policy is, howaver,
being dismantled. What if any material and human resources
for building or operation may be required, and what means
might be employed to obtéin them must therefore be left for
decision by those charged with statutory responsibility for

defending the nation.



304

STATEMENT OF PETER J. LUCIANO
EXECUTIVE DIRECTOR, TRANSPORTATION INSTITUTE
SUBMITTED TO THE
COMMITTEE ON FINANCE
U.S. SENATE
October 1, 1985

The Transportation Institute, representing 174 member
companies engaged in all aspects of U.S.-flag marine
transportation, wishes to take this opportunity to express our
views on the Administration's tax reform proposals in light of

the impact they may have on the U.$. maritime industry.

The proposals to phase out the Capital Construction Fund
(CCF), the investment tax credit, the Accelerated Cost Recovery
System as it applies to shipping assets, the tax deduction for
business meetings and conventions held aboard U.S.-flag passenger
vessels and a host of other harmful tax policies are predicated
on iguorance or bias against the U.S. maritime industry.

The rationale for these proposals appears to be based on two
key, and certainly erroneous, assumptions. First, that any
national security justification for a U.S.-flag merchant marine
is no longer relevant and secondly, that shipping operations are
now given preferential consideration.

The Institute believes that fair and functional tax treatment

of U.S.-flag shipping operations should not be preferential,
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relative to other American industries. But it should be
specialized tax treatment in order to reflect the special,

gometimes unique nature of international shipping.

Within the complex international web of government-sponsored
maritime promotional policies, against which the U.S. merchant
marine must compete, are substantial tax incentives which nany
foreibn governments offer in support of their respective merchant
fleets. Those foreign promotional tools are little understood
by most government agencies. We would suggest that changes in
tax treatment of the U.S. maritime industry should not be

undertaken without a thorough understanding of those incentives.

We have attached to our statement & brief summary of some of
those foreign tax policies hased on the latest information
available to us. The summaries represent tax incentives in
developing and developed countries alike. They are, however,
just brief highlights of a very complex and growing problem.
When those incentives are used in tandem with cargo reservation
policies and other promotional supports enjoyed by many foreign
fleets, the competitive obstacles to the U.S. fleet become
virtually impossible to overcome without counterbalancing help
from our own government. The Treasury Department's proposal
would further disadvantage the U.S. merchant marine by removing

the few, modest incentives available for maritime investment.
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Moreover, the Department of Treasury's suggestion that a
national security requirement for the U.S. merchant marine is
unclear, is not only incorrect, but dangerous. One must wonder
if those responsible for this proposal consulted officials in
the Navy or Department of Defense regarding the validity of that
agsumption. If they had, we are certain that the indispensable
role of the U.S. merchant marine as a sealift asset would have

been vigorously stressed.

The Department of the Treasury's tax proposal regarding CCF

summarizes that all-too-common misconception this way:

The special tax treatment of capital
construction funds originated, along with a
direct appropriations program, to assure an
adequate supply of shipping in the event of
war. It was thus feared that because of
comparative shipbuilding and operating cost
disadvantages, peacetime demand for
U.S.-flag vessels would not reflect possible
wartime needs.

A national security justification for
subsidies of U.S. maritime construction is
today unclear. U.S. citizens own or control
large numbers of ships registered in Panama,
Liberia, and Honduras that would be
available to the United States in an
emergency, and most U.S. allies possess
substantial fleets of oceangoing cargo ships
that would be available in any common
emergency. Largely for this reason, direct
appropriations for maritime construction
(the construction differential and operating
differential subsidies) are being phased out.
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First of all, the inadequacy of non-U.S.-flag vessels is
already being seen in the creation, by the Department of
Defense, of a government-owned commercial-type fleet. The gap
between probable national security sealift requirements and
available U.S8.~-flag sealift has grown enormously and attempting
to bridge it has become a very expensive proposition for the
American people. The Treasury Department's proposal would only
increase that burden by decreasing private-sector assets which

will then have to be maintained by the taxpayer.

As a result of the worldwide shipping depression,
foreign-£flag promotional policies, and ill-advised cutbacks in
U.8. maritime promotional policies, the U.S.-flag merchant
marine has been in precipitous decline. in response to that
decline the U.S. Navy created the Ready Reserve Force (RRF), a
fleet of merchant vessels purchased, repaired and maintained in
layup at govornment expense. When the RRF was established, a
goal was set for the acquisition of 32 ships. 1In three years
the decline of the U.S. merchant marine drove that goal upwards
to 100 ships. Now, that goal too, must be adjusted upward.

According to Admiral James D. Watkins, Chief of Naval Operations:

...We expect to increase to more than 100 ships
in the next few years, forced to do so again
because of a greater-than-expected decrease in
projected U.S. fleet numbers by decade's end.

The program costs to the American taxpayer of maintaining a

government-owned U.S. merchant marine are enormous. Sealift
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proérams are one of the fastest growing portions of the Navy
budget. Acquisition, maintenance and breakout costs for a
ten~year period currently averages more than 17 million for each
vessel in the RRF. Multiplied by a 150-ship RRF, the ten-year
total approaches $3 billion. The result is essentially a
warehouse fleet kept afloat on life support systems in the hope
that it will perform within the allotted 5-~10 day breakout
period. The RRF provides few jobs for the critical sea-going
labor pool which would have far fewer employment opportunities

if operators have no incentive to invest in shipping assets.

Also, those expensive assets exist solely for operational
military sealift. Planning for the RRF does not take into
account the shipping needed tc supply the U.S. economy with raw
materials and other imports, nor guarantee export of U.S. farm
commodities or manufactured products. Thus, the growing revenue
burden of funding the RRF will only increase if these unsound

tax proposals accelerate the decline of the U.S. merchant marine.

Of the U.S.-owned, foreign-flag, foreign-crewed vessels
cited by the treasury report as sufficient sealift assets, the
Joint Chiefs of Staff (JCS) reports that only 20 dry cargo and
53 tankers are "militarily suitable.” The JCS have also
concluded two other points in recent annual reports on U.S.

Military Posture that: "The United States relies on the

nation's merchant marine as a strategic resource." They also
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concluded that: “Foreign registry is a major detraction from
the maintenance of a viable U.S. merchant marine."
As for reliance on allied fleets "which would be available

in any common emergency,” the United States has not been involved
in military conflict in Europe for 40 years and in Korea for 32
years. All other military actions were in the third world where
no "common emergency" was perceived by most of our allies (e@.q.
viet Nam, Dominican Republic, Grenada, Lebanon, etc.). In
addition, NATO assets have been declining as rapidly as our own,
in large measure hecause of the tax advantages enjoyed by FOC,

state-controlled and other foreign fleets.
With this general evaluation of the Treasury Department's

invalid assumptions, 1 would like to present the Institute's

positions on specific elements of that proposal.

capital Construction Fund: 2

The 1lnstitute believes that the Capital Construction Fund is
a cost-effective mechénism which serves to bolster the U.S,
merchant marine. Treasury's brief and obviously uninformed
analysis of the national security benefits inherent in the U.S.
merchant marine offered no sound evidence to support its
conclusions. Further, no explanation of the questionable

methodology used to reach those determinations was presented.
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In our view, the Capital Construction Fund (CCF) works.
From its inception in 1970 ﬁo December 1980, sixty deep sea
vessals were built, 139 were reconstructed and 89 vessels were
acquired. In terms of tugs, barges and offshore supply boats
during that period, 744 were built, 34 were reconstructed and
181 were acquired. Since 1980 at least 30 units in the latter
category have been constructed, although complete data has not
been compiled by the Maritime Administration since 1980. Like
repeal of accelerated depreciation and investment tax credits,
elimination of CCF would inhibit fleet modernization, which the
Administration and industry alike view as a prerequisite to

enhanced U.S. maritime capability.

Critice of American management techniques have often charged
that business planners in this country plan only as far as the
next quarter while our most successful foreign competitors,
notably Japan, plan for the long term. The CCF serves long-term
planning needs by allowing for a logical investment strategy
which permits an operator to acquire new assets, or modernize

oxisting ones when the business climate is most hospitable,

Funds deposited in a CCF are not exempt from tax but are
deferred. Those operators, with current CCF accounts, entered
into contractual agreements with the U.S. government which set
minimum and maximum deposit levels and required Maritime
Administration approval of any funds withdrawn. Disapproved

withdrawals are fully subject to tax and interest penalties.
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Further, those cperators who established CCF deposits did so in
good faith as part of their commitment to the long-term
existence of the U.S. merchant marine. The CCF is primarily

maritime policy, not tax policy.

Accelerated Cost Recovery and Investment Tax Credits
For Marltime Assets:

Under the tax code prior to the implementation of accelerated
depreciation schedules, U.S.-flag vessels had a quideline life
of 18 years and a minimum asset depreciation range life of .14.5
years. At that time, the United States was 16th among maritime
nations for length of depreciable life for vessels and 15th for
the total first year depreciation allowed. Whatever the fate of
accelerated depreciation and investment tax credits for U.S.
industry in general, the Institute vigorously supports continued
accelerated depreciation and investment tax credits for U.S.-flag
maritime assers. Accelerated depreciation and investment tax
credits are sound maritime policy needed to counter even stronger
foreign incentives. They are responsive to the cyclical nature
of shipping and should be maintained for maritime investments as

it is presently written in the code.

In situations such as the current shipping depression, the
number of vessels put into layup is quite high. Because of the

cyclical nature of ocean shipping, layups are a common occurrence
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during a vessel's useful life. Thus an extended depreciation
period increases the economic burden of layup periods. By con-
trast, an accelerated depreciation period lessens the economic
strain of layup periods and enhances the possibility for invest-~
ment in shipping assets. The average age of the fleets of
nations which allow accelerated depreciation is much lower than

nations which do not allow for accelerated depreciation.

Shipping is capital intensive. The timo period between ~
signing a contract to build a ship and placing it into operation
is normally measured in years. In addition, the demands of
developing maritime technology require continual reinvestment.
Operators need accelerated depreciation to offset the extended
periods when they must commit substantial sums of capital
without a return on investment. As the subcommittee is aware,
the Administration has repeatedly stressed the need for the U.S.
merchant marine to use the most cost-effective, modern equipment
available in order to improve its competitive posture. Extending
depreciation periods is contrary to the intent of Administration
maritime policy since it widens the gap between a fiscally
restricted U.S. merchant marine and the tax-favored foreign

vegsels with which it must compete.
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Pagsenger Vessel/Convention Tax Deduction:

Unfortunately, the authors of the Treasury Department's tax
simplification proposal apparently believe that the current tax
deduction for business meetings or conventions held aboard
U.8.-flag passenger vessels creates an opportunity for tax abuse

that threatens public confidence in the tax code.

What is not generally known, however, is that the Internal
Revenue Service convention reporting requirements are much more
stringent for passenger vessels than land-based facilities.
Convention passengers aboard U.S. vessels are a tiny fraction of
those who attend laﬂifgzged, tax-deductible conventions. For
example, the American Planning Association, despite being con-
cerned with events in this country, chose to hold its 1985
tax-deductible convention in Montreal, Canada, at which 3,000
persons were expected to attend in a four-day period. By
contrast, one of the two oceangoing U.S. passenger vessels, or
both of the paddlewheel steamboats currently operating on U.S.
rivers, utilizing every available convention berth, would require
five weeks to serve as many convention attendees. A crucial
difference in this case would be the fact that the 3,000 U.S.
conventioneers in Montreal would contribute to a foreign economy,
while thage attending aboard a U.S. passenger vessel contribute

to America's economic vitality and national security.




- By way of example, the historic paddlewheel steamboats, the
" DELTA QUEEN and the MISSISSIPPI QUEEN, operating on the
Mississippi, Ohio, Cumberland and Tehnessee Rivers, employ

" hundreds of crew members and dozens of others in shore-side

positions. 1In addition, the vessels purchase goods and services,
and passengers spend travel dollars, in forty cities located in
fourteen states, providing much needed and widespread economic

activity.

Oceangoing passenger vessel revenues represent a hard cur-
rency bonanza for foreign nations, but they are mostly drained
from the American economy by foreign-flag vessel operators. In
1983, for instance, the port of Miami saw more than two million
passengers spend $1,500 each, virtually every penny on foreign-
flag lines, causing a drain on the U.S. balance-of-payments.
Market predictions anticipate a ten percent growth rate per year
in the number of bookings, and thus the loss of dollars from the

U.8. economy is likely to grow.

Many of the passengers sailing on the river paddlewheelers
and the only two oceangoing, U.S.-flag passenger vessels cur-
rently active, are vacation travelers. But the business
generated by the convention trade can mean the difference
between profit and loss. Should the passenger vessel tax deduc-
tion be eliminated, continued operation of the vessels would, as

a result, be jeopardized.
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If the passenger vessel/convention deduction is eliminated,
the result would be harmful to the U.S. economy in several ways.
First, corporate tax revenues from the operating companies would
decrease or be lost. Secondly, the 650 sea-going billets, hun-
dreds of crew billets on the river bhoats and numerous shoreside
employees, could lose their jobs and would not likely be replaced ~
in the current shipping depression. If that were to happen, the
passengers who would have sailed on U.S.~flag vessels solely for
vacation purposes would probably shift to foreign-flag vessels
offering vacation cruises and thereby export their dollars.

Since many passenger vessel bookings are repeat business, a
gecure U.S. market share would be lost and the cur}ency drain

represented by those passenger revenues would repeat in future

years. .

Those passengers who are convention travelers would merely -
shift their bookings to shore-side facilities, many with the
attraction of gambling, top-name entertainment, tax deductible
rental cars and other amenities not available on passenger ships.
Since those alternative land-based convention sites do qualify
for the tax deduction, no revenue gain would result by closing
the passenger vessel option. In fact, as we stated previously,
land~based reporting requirements are much less stringent so the
potential for abuse is greater. If a 1and—bysed convention site
chosen as an alternative to a U.S. passenger vessel is located

in Canada, Mexico or a number of eligible Caribbean nations,
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then the negative impact on the U.S. balance-of-payments would
be even greater since the convention travel dollars spent would

employ foreign, rather than American workers.

Contributions to the U.S. economy, however, are not the only
way these ships enhance American strength. The U.S.-flag ocean-
going passenger vessel fleet currently consists of only two
ships, the INDEPENDENCE and the CONSTITUTION, providing a seven-
day service among the Hawaiian Islands. The ships employ 650
merchant seamen, about five percent of the rapidly dwindling
shipboard labor pool which is essential to national security.

As you know, American national interests and rcgional instability -
often coincide in such areas as the Middlc East, whera land-hased
facilities for U.S. troops are either unsafe or unavailable. In
such situations, the use of passenger vessels as offshore troop
or hospital ships, protected by U.S. naval power, is of immeasur-

able value.

1f ill-advised tax proposals undermine the operations of

U.8.-flag passenger ships, U.S. military plannere may no longer
have two, 22.5 knot 30,090 DWT 3,000-4,000 troop/hospital ships
to carry men and materiel across the vast reaches of the Pacific.
The most recent example of passenger vessels used in support of
a modern military operation is, of course, the Falkland Islands
campaign. During that engagement three British passenger ves-
sels, the UGANDA, CANBERRA and QUEEN ELIZABETH 2 were tapi¢1§‘
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called into service. Although the foreign seamen serving on
those ships refused to sail into danger in Great Britain's
behalf, once British ratings were aboard, operations went
smoothly. (No such problem exists with the two oceangoing

U.8.~flag passenger ships which carry U.S. crews.)

The UGANDA, about half the size of the two U.S.-flag
vessels, was quickly converted to a one thousand-bed hospital
ship carrying a 135 member hospital team plus crew. Acting as a
hospital, the UGANDA averaged 40 to 70 casualties a day, once
seeing 159 in four hours for a total of 730, while performing
584 battle operations and setving 212,000 meals to combat troops

during a four-month period.

The CANBERRA was fitted with a hospital but was used as a
troopship. Ag a hospital, she received 172 battle casualties,
all of whom survived, performed 84 operations and 5,189 lab
tests, made 172 x-rays and collected 1,310 pints of badly needed
blood. This was performed by 208 medical porsonnel and stretcher
bearers as opposed to a peace-time medical staff of five. The
' CANBERRA also carried 3,000 troops and the civilian crew helped
to keep them from harm despfte repeated aerial attacks and
oonstant danger. The QE2 served as a troop ship carrying 3,150
troops through an 100-iceberg hazard in dense fog, to safely
"dlgembark troops and supplies and to evacuate 700 British
‘ﬁ.qailors whose three ships had been sunk in the South Atlantic.

@ e
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As you know, the U.S. Navy asked, and received, standby
permission from the British government for use of a J.K.-flag
passenger ship during the successful Grenada operation. Naval
officials have also held discussions with the owners of the two
oceangoing, U.S8.-flag passenger vessels for use in a military
crisis. The Administration's commitment to a strong national
defense is inconsistent with the proposal to eliminate the

passenger vessel tax deduction.

Unfortunately, the country perhaps most aware of the
commercial/military value of passenger ships is the Soviet
Union. According to Soviet statistics, in 1983 the U.S.S.R.'8
militarily useful passenger vessel fleet of 87 vessels, the
world's largest, carried 3.5 million passengers. Included amonhg
them were 600,000 foreign passengers who paid hard currency to
sail to such places as the coast of Alaska and helped to make
the Soviet merchant marine the U.S.8.R.'S fourth largest source
of hard currency. Although Soviet passenger vessels earning
money to finance aggressive militarism is certainly alarming,
even more disquieting is the advantage the Soviets have over the
U.S. in the potential for use as military assets, represented by
those vessels. With the current increased awareness of U.8.
national security interests, it is quite disconcerting that such ‘
a serious military imbalance favoring the Soviets is so rarely

mentioned.
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In closing, Mr. Chairman and members of the Committee, I can
‘only repeat the Institute's vigorous opposition to elimination,
phase out or cut back of the Capital Construction Fund, the
passenger vessel convention deduction and accelerated
depreciation and investment tax credits for maritime assets. We
algo stand ready to assist the Committee or any government body

in the formulation of tax policy for the U.S. merchant marine.




320

Attachment
Page 1 of 6

TAX STATEMENT ATTACHMENT
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Establishment of a tax-free reserve is permitted for funds
used for ship repair, replacement and marine pollution control
costs. Tanker operators may set aside one percent of revenues
in a tax-free fund. Regular depreciation is permitted in addi-
tion to a special 15 percent depreciatlion for the first year.

Tax credits against foreign trade earnings are available.

WEST GERMANY
\

German-£flag operators may have 80 percent of revenues
received from international trade taxed at half the normal
rate. Profits from the sale of vessels owned at least six years:
may be placed in a tax-free fund. In May 1984 the West German
government took steps to reduce operators/owners exposure to
non-revenue oriented taxation. West German vessels have

received tax-free fuel. ' .
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Attachment
Page 2 of 6

DENMARK :

Owners may depreciate as much as 30 percent of the cost of &
ship in advance at a rate of 15 percent per year. After the'
initial 30 percent depreciated in advance, an operator can
deduct 30 percent of a vague "index-related balance" each

following year.

SWEDEN:

Operators receive a direct grant based on income taxes paid
by crews. Depreciation of 30 percent per year or full value

over five years is permitted.

GREECE:

Operators accrue indirect benefits from substantial tax
concessions made to Greek seafarers who pay us little as 4.8 \
percent tax on total take home pay and bonuses. Published
profits are used as an operator's tax criterion but substantial
cotporate funds are reportedly kept in tax havens thus avoiding
most Oreek taxes. A tax exemption during lay up, or a six year
tax exemption, or a 50 percent tax exemption, are options

.available to operators of Greek-built and registered vessels.
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NORWAY :

Numerous depreciation schedules to fit an owner's needs.
Profits from ship sales may be put in tax-free reserve.
Seamen's tax concessions include a fixed monthly expense
deduction and large tax-~free allowances especially for those on

foreign trade vessels.
THE_NETHERLANDS :

A tax credit of 12.5 percent of amount invested is allowed,
A dally tax allowance for crews also benefits operators by

lowering shipboard labor costs.

ITALY:

Tax-free vessel replacement funds are permitted and all

ships are exempt from value added tax.
MEXICO:

Cotton exporters receive a 97.7 percent reduction in export
tax if Mexican~flag vessels are used. Honey exporters pay 1/3
of export tax if Mexican-flag vessels are used. The Mexican

Export Tax mechanism provides progressive rebates for other

exporters using Mexican-flag vessels. The Mexican Decree on . . .
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Fiscal Incentives provides a 10 percent tax credit for the

transport costs of imports carried on Mexican-flag vessels.

PHILIPPINES:

Exporters may deduct 150 percent of transport costs if
Philippine-flag vessels are used. If companies are registered
with the Board of Investments, they will be permitted to deduct
200 percent of transport costs for exports or imports if

Philippine~flag vessels are used.

TANZANIA:

Foreign-flag i.e. non-Tanzanian, vessels are taxed onh gross

receipts carrying outbound Tanzanian cargo and passengers.

URUGUAY :

Shippers using Uruguaian-flag vessels to carry export

cargoes receive substantial tax allowances.

BRAZIL:

Exporters using Brazilian-flag ves«els may earn tax créditélf

for the purchase of raw materials for use in the manufacture of

Pl

o Ty

company products.
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PEOPLES REPUBLIC OF CHINA:

Taxes are levied on exports and passengers carried on
foreign-flag vessels, calculated on gross outbound voyage income,

unless a bilateral agreement forbids it.
THAILAND :

Shippers may receive a 50 percent deduction of transport

costs for imports and exports if Thail-flag vessels are used.

GUATEMALA :

A 100 percent tax is levied on imports from certain

countries unless carried on national-flag vessels.

INDONESIA:

A tax of 4 percent of gross revenues is levied on foreign-

flag vessels transporting passengers and cargo from Indonesia,
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Sources:

Analysis of the International Com etitiveness of the U.S,
Commercial Shipbullding and Repair Industries, U.S.
Internationa

Trade Commission.

The Qutlook for World Shipbuilding, Drewry Shipping
onsultants.

An esgessmant of Maritime Trade and Technology, Office of
Technology Assessment.

. worl%wide Cargo_Promotion Policies, the Transportation
Institute,

Seatrade, June 1985,




