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TAX REFORM PROPOSAL—XYVI

THURSDAY, JULY 18, 1985

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

The committee met, pursuant to notice, at 10 a.m., in room SD-
215, Dirksen Senate Office Building, Hon. Bob Packwood (chair-
man) presiding. -

Present: Senators Packwood, Roth, Danforth, Chafee, Symms,
Grassley, Long, Baucus, and Bradley.

[The press release announcing the hearing follows:]

[Press Release, Tuesday, June 25, 1983)

Tax ReForM HEARINGS IN FINANCE CoMMITTEE To CONTINUE IN JULY

Examination of President Ronald Reagan's tax reform proposal will continue in
July with a series of hearings before the Senate Committee on Finance, Chairman
Bob Packwood (R-Oregon), said today.

“We made a good start on the hearing portion of this long process toward over-
haul of the Internal Revenue Code during June,” Senator Packwood said. “The
hearings we have scheduled for July will take us further toward our goal of having
a bill to the President by Christmas.”

The hearing announced today by Senator Packwood include:

On Tuesday, July 18, witnesses, invited by the Committee will discuss the impact
gf the President’s tax reform proposal on the international competitiveness of US.

usinesses.

The CHAIRMAN. The hearing will come to order, please. As those
who have covered these hearings for the press are aware, from
time to time we arrange a pro and con debate on some facet of the
President’s tax reform proposals. And today we have such a
format. The proposition is: Does the President’s tax reform propos-
al diminish the ability of U.S. businesses to compete in internation-
al markets? Arguing for the proposition, that is that it does dimin-
ish our ability to compete. is Edmund Pratt, the chairman and
chief executive officer of Pfizer in New York, and Laurence Mauer,
associate professor from St. John’s University in New York. Argu-
ingb against it are Larry Langdon, the director of taxation and dis-
tribution for Hewlett-Packard in Palo Alto, CA, and John Makin,
director of fiscal policy studies at the American Enterprise Insti-
tute for Public Policy I%esearch in Washington, DC. And the speak-
ers will apeak in the following order: Mr. Pratt, Mr. Langdon, Dr.
Mauer, and Dr. Makin. I believe that Senator Symms has an open-
ing statement.

nator Symms. Thank you very much, Mr. Chairman, and I
want to welcome all of the witnesses this morning, and Mr. Chair-
man, I want to compliment you and the staff of the Finance Com-
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mittee for the way you have been arranging these hearings. I think
this is very beneficial for the members of the committee to hear
both sides of this debate. With the quality of these witnesses, we
will probably end up thoroughly confused when.they are finished. I
want to apologize to the witnesses. My staff will be here, and I will
read over your remarks, but I also have the responsibility of being
chairman of the Surface Transportation Committee, and we have
hearings on highways. Unless I can enlist another Senator on that
committee to chair those hearings for me, I am going to be re-
quired to be upstairs in the Public Works Committee. So, I am
going to excuse myself, but I really do look forward to seeing your
points of view. We have two large Hewlitt-Packard installations in
Idaho, so I am certainly interested in that, and I am & good friend
of Mr. Pratt’s and his organization. And they have sabstantial in-
terests in Idaho also. I have a very parochial interest in both sides
-of the argument, I world like to point out. I thank you again, Mr.
Chairman, and I welcome all of you here. And I apologize for my
absence.

The CHalrMAN. Thank you, Senator. You have been very faithful
in attending these hearings, and I hope you can get back. Senator
Roth, any comments before we start?

Senator RotH. No, not at the moment, Mr. Chairman.

The CHAIRMAN. Mr. Pratt, why don’t you go ahead?

STATEMENT OF EDMUND T. PRATT, JR., CHAIRMAN AND CHIEF
EXECUTIVE OFFICER, PFIZER, INC., NEW YORK, NY

Mr. Prarr. Thank you, Mr. Chairman. My name is Edmund
Pratt. I am chairman and chief executive officer of Pfizer, a re-
search-based pharmaceutical company with worldwide sales of
about $3.9 billion in 1984, of which 44 percent were from foreign
operations. My statement is submitted omr behalf of Pfizer as well ~
as the 62 other companies which comprise the Emergency Commit-
tee for American Trade, known as ECAT, of which I am chairman.
ECAT members have combinea annual sales in excess of $700 bil-
lion, and they employ more than 5 million people. Let me say first
that I recognize that the allure of a major tax reform is indeed
powerful, but I am not yet convinced that the enactment of the
president’s overall package will achieve its stated goals without
creating significant and, in my view, unacceptable costs to the
American economy and our ability to compete in the world market-
place. The proposals are too numerous, and their interactions are
too complex to be wisely undertaken all at once. We simply do net
know their probable effects on sustained, long-term growth of the
economy or on the various business sectors. In expressinﬁ his con-
cern on this very point, one of your former colleagues in the House,
Barber Conable, referred to himself as a “flaming incrementalist.”
I am one, too. My concerns are not attributable to the impact of
any particular pro 1 on Pfizer. In fact, many companies includ-
ing Pfizer may well be beneficiaries of the President’s package, if
one simpl{)’ compares pre- and post-reform tax liabilities, particular-
ly as the bill stands at any one moment. If, however, enactment of
this package has far-reaching .adverse effects on the American
economy and on our ability to compete internationally, we are all
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losers. To the extent jobs and in rates are rendered meaningless. In
my view, a significant reduction in the Federal budget deficit must
remain our legislators’ number one priority, becausc tax reform is
given serious consideration. The Federal budget deficit not only
threatens the future growth and stability of our domestic economy,
it is also a principal factor affecting the ability of U.S. industries to
compete abroad through its impact on the current strength of the
U.S. dollar. Let me now comment on the possible implications the
Wgsident's tax proposal has for U.S. international competitiveness.

ile there are winners and losers under the plan, it will nonethe-
less result in an overall net increase in business taxes of almost
$120 billion over 5 years, as I understand This is no small amount
by any measure and translates into an extra cost of doing business
for American firms not borne by our foreign competitors. The im-
plications of this for the ability of American companies to compete
in both domestic and foreign markets is inescapable. Consider the
impact of certain provisions on the following barometers of interna-
tional competitiveness. First, capital investment in the U.S. econo-
my. Pfizer is not a capital intensive company; it is knowledge in-
tensive. As such, other witnesses are in a better position to address
the problems posed by the repeal of the investment tax credit and
change in depreciation rules from more first-hand experience. Let
me just say that, to the extent an increased cost of ac uirin% cag—
ital equipment in this country further impairs the ability of U.S.
companies to expand and modernize plants and equipment, it will
diminish the international competitiveness of U.S. companies and
workers and further increase the vulnerabilitﬁ of U.S. companies
and domestic employment to foreign imports. Due to technological
innovation, a second factor at‘fectingn1 .S. international competi-
tiveness is technological innovation. This has been a major source
of the U.S. comparative advantage in the past. QOur Federal tax
system does have an impact on the willingness of American firms
to devote resources to research and develoEment and the expansion
of the U.S. technological base. It is only through such investments
that the United States can hope to develop and produce the new
and better products and services that will become the source of our
competitive edge in the global future. Global competition in R&D is
formdible. The United gtates has a large R&D effort in absolute
terms. However, U.S. civilian R&D ranks lowest among the big five
industrial nations relative to our GNP. Recognizing the importance
of technological innovation, the Congress adopted the D tax
credit in 1981, to spur industrial research programs. This credit
will expire at the end of this yar. The reasons leading to its enact-
ment in 1981 remain with us today. R&D credit should be made
permanent and should be exganded to cover basic research by uni-
versities and private nonprofit research institutes. Section 861 reg-
ulations. As many of you are aware, the R&D allocation require-
ments of section 861.8 are currently subject to a moratorium that
expires the end of this year. The impact of these rules is to effec-
tively deny U.S. companies full tax benefits for purely domestic

D expenses. We are the only country in the world to impose
such an additional burden on our companies. It creates an incen-
tive to move R&D out of the United States where it is treated more
fairly. This is not in the U.S. interest, and section 861.8 should be
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repealed. U.S. direct investment overseas—and I see, I am running
out of time—is a direct measure of the ability of American firms to
penetrate foreign markets that can’t be effectively reached by U.S.
exports. The benefits of such investments to the U.S. domestic
economy are substantial. In 1980, our last data, almost $90 billion,
or 40 percent of all U.S. manufactured exports, represented sales to
U.S. subsidiaries abroad. Repatriated earnings in 180 amounted to
more than $70 billion, increasing the pool of domestic capital for
investmentss in the United States. This positive contribution seems
to have been overlooked in the President’s proposal to abandon the
long-standing method of calculating foreign tax credits by the over-
all limitation and replacing it with a per-country limitation. Treas-
ury seeks to justify this by suggesting that the per-country method
is consistent with internaticnal practice and is uecessary t deter
excessive tax-motivated investment abroad.

The CuairMaN. I will have to ask you to conclude, Mr. Pratt.

Mr. Pratt. All right. We rouldn’t be more mistaken. Our record
shows that other countries, indeed, do use the overall kind of limi-
tation, and this kind of a loss would be absolutely critical to our
competitiveness abroad; and therefore, I would say it is perhaps the
most important factor in the bill that we are concerned about.
Thank you, Mr. Chairman.

The CHAIRMAN. I might add, because you didn’t get a chance to
do so, right at the end of your statement, you have a reference to
the hbusiness transfer similar to the bill introduced by Senator
Roth.

Mr. Pratr. That is right, Senator.

The CHAIRMAN. I am not saying that Pfizer is endorsing it, but
they think it is at least something we should consider.

Mr. Prarr. Yes, Mr. Chairman, it needs to be considered.

The CHAIRMAN. Mr. Langdon.

[The prepared written statement of Mr. Pratt follows:]



STATEMENT OF
EDMUND T. PRATT, JR.
CHAIRMAN AND CHIEF EXECUTIVE OFFICER OF
PFIZER, INC.
BEFORE
THE COMMITTEE ON FINANCE
UNITED STATES SENATE
JULY 18, 1985

Introduction

My name is Edmund T. Pratt, Jr. 1 am Chairman and Chief Executive
Officer of Pfizer, Inc. Pfizer is a research-based pharmaceutical company, with
additional businesses in specialty chemicals, agriculture, materials sciences, and
consumer products. In 1984, Pfizer had worldwide sales of $3.9 billion, of which
44% were from foreign operations. ‘

My statement is submitted on behalf of myself and Pfizer. My comments
on the taxation of foreign investment are made on behalf of the 63 members of
the Emergency Comimittee for American Trace (ECAT), of which | am chairman.
ECAT was formed in 1967 to support measures which expand international trade
and investment. Its members are major exporters and investors in foreign
markets, The 63 members.of ECAT have combined annual worldwide sales in
excess of $700 billion, and they employ more than 5 million people.

This statement will discuss the potential impact of the President's tax
reform package on the abim’y of American business to compete overseas. [ will

focus on its projected effects on the three traditional barometers of



international competitiveness -- capital investment in the U.S. economy,
technologiral innovation, and productivity. 1 will also discuss a fourth factor
which is of substantial importance to members of ECAT -- U.S. foreign direct
investment, The contribution of these factors to the competitiveness of U.S.
firms was recognized, indeed was eraphasized, by the President's Commission on

Industrial Comgpetitiveness.

I. Major Tax Reform

A. General Concerns

The allure of a major tax reform package is indeed powerful. At one time
or anothér, I suspect that most individua! taxpayers and business ex-cutives have
succumted to the appeal of rearranging the federal income tax, particularly
when that effort is intended to result in ‘cwer tax ratesva‘cross the board.

But I am not yet convinced that enactment of the President's overall
“package will achieve these results without creating significant and, in my view,
unacceptable costs to the American eccnomy. The proposals are tco numerous
and their interactions are too complex to be undertaken all at once. If we are to
have any confidence that we understand their probable effects an sustained long-
term growth of the economy as a whole, as well as their effects on various
business sectors, I believe that a slower-paced timetable than envisioned by the
Administration is essential.

Amidst the current ernhusiasm for tax reform, it is too easily forgotten
that our income tax lawe, albeit complex, did not arise -- nor do they operate --
in a vacuum. Specific provisions were ccafted over several decades to have an

influence on economic behavior. While some are based on traditional tax



principles, others are designed to promote legitimate public policy objectives
such as capital investment, technological innovation or thg provision of broad-
based health, retirement and educational benefits for our work force. As one of
your former colleagues in the House, Barber Conab!2, commented "the things we
call loopholes are, in fact, legislated responses to demands for fairness and other
social benefits."

I agree with Mr. Conable that tax-based inducements for legitimate and
ongoing public policy goals carnot be dismantled overnight -- even when
accompanied by substantial tax rate reductions -- without patentially serious
economic repercussions and social costs. It is for this reason that I believe tax
reform, and hopefully tax simplification, must be an evoluticnary process, rather
than the dramatic restructuring which the President has proposed.

My concerns are not attributable to the impact of any particular proposal
on Plizer. In fact, many companies, including Pfizer, rﬁay well be beneficiaries
of the President's package, if one simply compares pre-and-post reform tax
liabilities. The substantial benefit of numerous positive features of the
President's package -- notably the 33% corporate rate and the 10% dividend
deductibililty -- would produce lower tax liabilities than present law for many
taxpayers. If, however, enactment of this package has far-reaching adverse
effects on the American economy and on our ability to compete internationally,
we are all losers, no matter how our tax computations are affected. To the
extent jobs and profits in the economy as a whole are lost, any reductions in

rates are rendered meaningless,



B. The Deficit and the Do_l;l_.z_r

In my view, a significant ruduction in the federal budget deficit must '
remain our legislators' number one oriority, before tax reform is given serious
consideration. Th2 (eder;al budge’ deficit not only threatens the future growth
and stability of our domestic economy, it is also a principal factor affecting the
ability of U.S. industries to compete abroad. The current strength of the U.S.
dollar which is hurting companies in all U.S. industries, including Pfizer, can be
directly linked, in my view, to high real interest rates in the U.S. at least partly
caused by unprecedented levels of federal borrc;wing to finance the deficit.

1 applaud the progress Congress has made in this regard to date, and l urge
that the difficulties faced by the Conference Committee on the budget not be
allowed to destroy that progress. Further action is necessary, however, to put

the deficit on a clear downward course for the future.

1.  Impact Of The President's Package
On International Competitiveness

Today, we live in and do business in a truly global economy. Our economic
well-being and that of our trading partners are intricately intertwined. While
the U.S. remains the largest market in the world, domestic jobs and revenues are
influenced by the abililty of American businesses to compete in foreign markets
and to meet the increased competition from imports in domestic markets.

It is for this reason that the President's tax package -- indeed any major
tax reform package -- must be carefully evaluated to determine its effects on
the competitiveness of America's international business. As I noted earlier, the

four factors by which tax reform should be measured are U.S. direct investments



overseas, capital investment in the U.S. economy, technological innovation, and
productivity. Productivity, the manner in which our labor force can be made
more efficient through the use of new plant and equipment or the introduction of

new technology or new products, will be discussed under those headings.

A. 1LS. Direct Investment Overseas

U.S. foreign direct investment is a direct measure of the ability of
American firms to penetrate foreign markets that cannot be effectively reached
solely by U.S. exports. Such investments are driven by the need to overcome
trade barriers, gain access to raw rraterials, meet foreign regulatory
requirements, reduce transportation costs and provide distribution and servicing
facilities for foreign markets. -

The benefits of such investment to the U.S. domestic economy are
substantial. It generates significant export income and export related jobs in the
U.S. In 1980, $87.7 billion, or 40% of all U.S. manufactured exports, represented
U.S. sales to U.S. subsidiaries abroad. Remittances to the U.S. from foreign
subsidiaries (excluding royalties), in 1980 amounted to $72.7 billion. This
represented 30 of the $247 billion in incom.e subject to U.S. tax reported by
U.S. corporations that year. Such remittances increase the pool of domestic
capital for investments in the United States.

In stating U.S. Government Policy on International Investment in 1983,
President Reaga. himself stated:

"...internaticnal direct private investment plays a vital and expan.ding
role in the U.S. and worid economies. It can act as a catalyst for growth,
introduce new technology and management skills, expand employment and
improve productivity. Foreign direct investment can be an important

source of capital and can stimulate international trade.”

Williamsburg Declaration on Economic Recovery, Msy 30, 1980, Appendix O.
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Regrettably, the positive contribution of U.S. overseas investment is often
overlooked and frequently misunderstood. In fact, a major shortcoming of the
President's tax package relates to the taxation of foreign source income. In
addition to recommending substantial changes in sourcing rules relating to U.S.
exports, it would abandon the longstanding method employed by the U.S. to
calculate the foreign tax credit.

Under the current law, U.S. firms with foreign source income from such
direct investment are permitted a credit against U.S. tax liability on such
income for foreign income taxes already paid. This foreign tax credit is limited,
however, in that it may not be used to offset U.S. taxes on domestic source
income. Moreover, it rnay not exceed the amount of t'ax the U.S. would impose
on the same foreign source income. For the purpose of calculating the amount
of foreign tax credit allowable, cutrent law requires U.S. compantes to use the
"overall limitation" method whereby all foreign source:income and all foreign
taxes paid are aggregated into a single separate basket.

Under the President's package, the overall limitation would be replaced by
a “'per country" limitation. This would require companies to calculate a separate
foreign tax credit limitation for each foreign country in which income is earned.
The allowable credit thus computed could only be used to offset U.S. tax on
income from that country,

Treasury seeks to justify its proposal by suggesting that the per country
method is consistent with international practice and is necessary to deter
excessive tax-motivated investment abroad. It could not be more mistaken.-
Moreover, this argument reflects a complete misunderstanding of the
organization of a modern international business and would impose an

unprecedented and unnecessary administrative burden on U.S. firms.
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Claims that the per country limitation is the international norm are
completely unfounded. The competitive disadvantage which the per country
limitation would impose on U.S. companies can be clearly illustrated by the
manner in which cur principal foreign competitors treat the foreign earninés of
their companies. Japan taxes foreign source income with foreign tax credits
computed under an overall limitation just as the U.S. does under current law.
Foreign source income earned by multinational companies based in Australia,
France and the Netherlands is generally exempt from home country tax.
Germany (by treaty) and Italy (by dividend exemption) also allow for significant
exemption of foreign source income. Belgium exempts most foreign source
income, and any foreign source income subject to tax can be offset by foreign
tax credits computed under an overall limitation. Even in the United Kingdom
and Canada where per country limitations are employed, averaging of high and
low foreign tax rates can be -achieved via an approporiate foreign corporate
structure (i.e., through holding companies). Therefore, if the per country
limitation were to be adopted, the U.S. would stand virtually alone in denying its
international business the ability to average their foreign tax rates. )

According to Treasury estimates, use of the per country limitation will
increase U.S. taxes on foreign source income by an average of almost $3 billion a
year. This revenue does not arise from taxing previously untaxed income. It
arises from denying recogznition of a portion of taxes actually paid to a foreign
government and thus violates the principle of avoiding double taxation. . In the
world marketplace, this translates into a $3 billion extra cost of dolng business
not borne by our foreifn competitors. It does not take an expert to see the
effect this will have >n the ability of U.S. firms to compete abroad. At the

margin, Arnerican coripanies will be at a disadvantage and lose market share to
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foreign firm. which either bear no tax on foreign source income or continue to
enjoy the benefit of the overall limitation.

Claims that U.S. foreign direct investment is primarily tax driven are also
unfounded. As I noted earlier, American businesses operate abroad to gain
access to foreign markets, gain access to raw materials, reduce transportation
costs, provide parts and service in foreign markets, meet foreign regulatory
requirements, and pierce "protectionist” economic ba}riers. Tax considerations
will do little to change decisions induced by these factors.

This is perhaps best evidenced by the pattern of United States direct
Investment abroad. According to a recent U.S. Department of Commerce
survey, less than five percent of U.S. foreign manufacturing investment -- and
less than two peréent of U.S. forelgn investment overall -- was located in low
tax Jurisdictlons in 1982. Stated otherwise, all but a very small portion of
American foreign investment is made in countries with tax rates comparable to
or_higher than those in the Unites States. In my view, this statistic alone proves
the Treasury cannot make the case for "abusive," tax-motivated investment
abioad.

The Administration proposal for a per country limitation also reflects a
total disregard for the organization of international business, Today's
international manager plans and invests at the worldwide level, not country-by-
country, The proposed pér country rule, however, conceives of the modern
International business as a compartmentalized organization, computing profit
and loss and effective tax rates on a country-by-country basis. | doubt that this

|
state of affairs has ever prevailed, and it certainly does not prevail today.
International boundaries have little business significance in a world where one

component of a product may be produced in the United States and another in
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France, with warehousing in Belgium, assembly in Gerinany, and sales in a
number of other foreign countries. Pfizer, for example, has organizations in
almost 70 countries and sells its products in more than 160 rations.

Because the modern manager plans and invests at the worldwide level, it is
the overall foreign tax rate, not each country's individual rate, that has meaning
for business purposes. Protection against double taxation requires that foreign
_taxes, regardless of the country of imposition, be creditable for U.S. purposes up
to the point where the overall tax burden of foreign income does not exceed the
U.S. tax burden on equivalent domestic income. This is precisely the result
provided by the overall limitation. If this level of protection is not provided,
American operations abroad are penalized and trade is discouraged.

Congress has recognized this fact since 1921, when it established American
policy in favor of an overall credit limitation. Congress has reaffirmed this
policy many times since. In 1960, for example, it said: -

, In most cases American firms operating atroad

4 think of their foreign business as a single operation and in
fact it is understood that many of them set up their
organizations on this basis. It appears appropriate in such
cases to permit the taxpayer to treat his domestic
butiness as one operation and all of his foreign business as
another and to average together the high and low taxes of
the various countries in which he may be operating by

using the overall limitatian.

S. Rep. No. 1391, 86th Cong., 2d Sess. (1960).

American international business has become more, not less, integrated in
the twenty-five years since Congress made this statement.

Finally, I must point to the unnecessary and burdensome complexity for
U.S. businesses and the IRS which will inevitably result from a per country

limitation. In my view, it is simply unworkable in a rational way for a company

such as Pfizer which sells its products in over 100 countries.
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The complexity of the Administration's proposal is magnified by its
departure from the global focus of modern accounting practices. Even the most
sophisticated of U.S. home offices will need to provide additional personnel and
computer resources to perform the large matrices of calculations needed for a
country-by-country computation. These additional costs will be serious even for
a large multinational operation. They may be crippling for a more modest
concern, and the President's proposal may well exclude small corporations from
the international market. This is hardly consistent with a sound competitive
policy or with the general goals of the President's tax package.

The per country proposal will impose costs on the federal government as
well as the private sector. Each of the new allocations required under the
proposal will be a potential source of conflict between taxpayers and the Internal
Revenue Service. Additional audit personnel will be required to avoid an
administrative logjam in the international tax audit process. We can surely find
better uses for governmen* revenues than the enforcement of an overwhelmingly
complex provision that makes little sense in the first instance.

The Administration itself admits the practical shortcomings of the per
country proposal in its own report, which concedes that the per country
limitation will impose "significant new burdens on both taxpayers and the
Internal Revenue Service." The report on_the President's package says
specifically:

Computation of a per country limitation with expanded
separate baskets will introduce additional complexity into
the already complicated limitation calculation. The per
country limitation will make determinations regarding the
source of subsidiary income, correct intercompany
teanster pricing, and expense allocation involving
exclusively foreign operations relevant to the foreign tax
credit computation. The recordkeeping burdens on

taxpayers and auditing burdens on the IRs will be
correspondingly increased.
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Al
This report is very similar to one delivered by the 1976-77 Ways and Means

Comnmittee Task Force by Chairman Rostenkowski. This Task Force
recommended exclusive reliance on the overall limitation:

The per-country limitation requires that a separate
computation be made for each country in which a
taxpayer operates. Each of these computations requires
that taxpayer to calculate the gross income and
deductions to be allowed to each country. Since, as
discussed above, many large corporations operate on an
integrated basis in a number of countries, assigning the
income and deductions to each of the various countries in
which a corporation operates is often a complicated
process leading to an arbitrary result. It constitutes a
substantial burden for taxpayers and places the IRS in the
difficult position of attempting (upon audit) to review a
company's operations in every country around the world.
The administrative and enforcement problems are greatly
alleviated under thke overall limitation since the only
allocation of income and deductions that is required is
between the United States and all other foreign countries
as a group.

Committee on Ways and Means, Recommendations of the Task Force on Foreign
Source Income, 95th Cong., 1st Sess. (1977) .

Unfortunately, however, the Administration has failed to heed both its own
report and that of the Ways and Means Task Force. We believe this displays a
lack of appreciation of the magnitude and importance of administrative burdens.
This is not the time to introduce substantial new complexity into the tax laws --
certainly not in the name of simplification and a't the expense of U.S. businesses

competing abroad.

B. Capital Investment In
The U.S. Economy

Pfizer is not a capital intensive company, in the sense of making

substantial expenditures for plant and equipment. Othe: witnesses can speak

from greater experience on the impact of the President's package on such

investments.
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Nevertheless, many ECAT companies believe that serious risks are posed
by the President's proposal to repeal the investment tax credit and ACRS
depreciation both prospectively {through the adoption of a different capital cost
recovery system known as "CCRS") and retroactively {through the newly
proposed, so:called “recapture™ or "windfall" provision). The likely consequences
are reduced levels of capit;I investment, lower productivity, and the export of
both plants and jobs.

The President's proposals are widely perceived as increasing the cost of
capital, although a more correctly worded description would be that the
proposals increase the cost of certain physical capital investments, including
most machinery and equipment. Another concern is the potential adverse effect
on many capital intensive companies which could arise from a signficant
decrease in cash-flow through the loss of the 10% investment credit and front-
loaded depreciation deductions. .

. In addition to the gepeal of ITC and ACRS, the President has proposed a
levy on a portion of the depreciation dedﬁctions taken since 1980. This
"recapture"” provision amounts to a retroactive repeal of ACRS for property
placed in service between 1981 and 1985, as well as retroactive repeal of ADR
depreciation for property placed in service in 1980. This would be accomplished
by including a portion of such deductions in a company's taxable income from
1986 through 1988, at the same time that their taxes increase ard cash flow
decreases as the result of the shift from ITC and ACRS to CCRS. Furthermore,
the companies that will bear most of the burden of the prospective repeal of
ACRS/ITC are, in general, the same ones which made most of the investment in

cap:tal equipment in 1980 and 1985.
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The potential problems associated with such a complete change in cost
recovery are perhaps most apparent when looked at in the critical international
dimension.

An increase in the cost of acquiring capital equipment in this country
probably will further impair the ability of many U.S. companies to expand and
modernize plants and equipment. This would tend to dimthish the international
competitiveness of U.S. companiés and workers, and further increase the
vulnerability of U.S, companies and their employees' jobs to imports. The more
favorable cost recovery systems in other industrialized countries may actually
p;ovide a positive incentive for U.S. companties to manufacture goods abroad for
sale back into the U.S. The result would be a substantially increased trade
deficit and a significant loss of jobs.

The international competitiveness issue is more than the issue of where
new plants will be built, It is also an issue of whether our plants are sufficiently
productive to manufacture goods that can be sold competitively in the world
rn;rkets. I firmly believe that the relationship between investment and
productivity must be given careful consideration before ACRS and ITC are
repealed.

However, while the specific proposals affecting the investment credit and
ACRS (including the "recapture" tax) are of concern, they cannot be viewed in
isolation. There are a number of proposals in the President's package which will

have a favorable effect on the overall cost of capital throughout the economy,

most notably the substantial reductions in tax rates and the partial deductibility

of dividends paid. It is possible that even those industries which would bear a

significant increase in the direct cost of investing in machinery and equipment

N
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might also realize a significant decrease in the cost of acquiring the capital --
particularly equity capital -- to make s-t;ch purchases.

This is a potential effect of the President's overall package which has not
yet received sufficient attention. Rate reductions by definition produce a lower
cost of capital by reducing the tax bite which the provider of capital -- either an
equity shareholder or a debt lender -- must bear on the amount which he is paid
for use of his funds. The proposed partial dividend deductibility further lessens
the cost of acquiring equity capital by making such payments less costly to the
corporations. Reducing the attractiveness of tax-motivated investments in
partnership tax-shelters can also encourage new flows of equity capital into the
corporate community,

I believe that these effects are likely to be realized from the President's
package. Their impact on the overall cost of capital should not be dismissed
lightly by those whose primary concerns are spéciﬁc provisions of existing law
which affect certain physical capital.

But the long term impact of these benefits is considefably more difficult to
foretell then the readily quantifiable effects of fundamental changes in cost

recovery rules. A wholesale change in such rules seems imprudent. Irecommend

that a more deliberate approach should be taken.

C.  Technological Innovation

A final factor affecting U.S. international competitiveness is technological
innovation, which has been the source of the U.S. comparative advantage in the
past and must be for the future. Our federal tax system can and does have an
impact on the willingness of American firms to devote resources to research and

development and to the expansion of the U.S. technological base. It is only
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through such investments that the U.S. can hope to develop and produce the new
and better products and services that will become the scurce of our competitive
edge in the future.

Increasing exports to close the trade deficit ($123.3 bilion in 1984) will
most likely depend to a great degree on high-technology products. The United
States has become increasingly reliant on high-tech exports. In 1983, high-tech
products accounted for about 44% of all exports of manufactured goods,
compared to 35% in 1970.

Global competition in R&D is formidable. Although the United States has
a large R&D effort in absolute terms, on the basis of its share of Gross National
Product devoted to civilian R&D, the U.S. ranks lowest among the big five
industrial nations.

Foreign governmental programs call for a continued and stepped up
challenge to U.S. civilian leadership in technology. Therefore, although civilian
R&D increased by nearly 14 as a percentage of GNP from 1978 to 1983, the
share of GNP spent for the same purposes by Germany and Japan rose by 21 and
18.8 percent, respectively. Most industrial nations have aggressive programs to
spur private R&D, and Japan has had an R&D tax credit in effect since 1966.

Therefore, the challenge facing R&D-intensive companies, such as Pfizer,
is formidable. My company will spend close to $300 million on research in 1985.
This is about 3 1/2 times the amount spent 10 years ago. From 1980 to 1984 the
pharmaceutical industry as a whole doubled its R&D investments in the United
States.

But this is an inkerently risky, and very expensive business with many "dry
holes" -- and, I might add, a business which is not aided by constant changes in

federal tax laws. As such, there is a tendency to underinvest in commerical

research.
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I.  R&D Tax Credit. Recognizing the importance of technological
innovation and the problem of underinvestment, the Congress adopted the R&D
tax credit in the 1981 Economic Recovery Tax Act to spur industrial research
programs. Without further Congressional action, however, the tax credit will
expire at the end of this year. The reasons leading to its enactment in 1981
remain with us and, indeed as the discussion below indicates, are intensitied.

Until recently, the stimulative effect of the R&D tax credit was not
quantified.  Using econometric projections, economists at the Breokings
Institution and Data Resources Inc. have projected the gain to GNP of a
permanent R&D tax credit, Their data include both a very consgrvative and a
"best-case" scenario:

- Under the most conservative assumptions, a permanent
R&D tax credit would generate an extra $1.2 billion a
year by 1986 in real GNP and $2.9 billion in 1991.

- Under the "best-case" assumptions, but -nevertheless
reasonable given past gains from technological
breakthroughs, an R&D tax credit would yield $7.5 billion

in annual GNP increases in current dollars by 1986 and -
$17.7 billion by 1991. GNP increases of these magnitudes
would produce taxable revenues that more than offset
Treasury revenue losses due to the R&D tax credit.

The Treasury Department, in re-evaluating the credit last fall, concluded
that an extension of the credit was justified in the context of comprehensive tax
reform, In Treasury's November report on tax reform, they commented: "The
benefit to the country from...innovation is unquasticned, -and there are
reasonable grounds for believing that markat rewards to those who take the risks
of research and development are not sufficient to support an optimal level...."

In a study released in January, the Congressional Research Service took a

close look at the same issue and also concluded that lower overall tax rates do

not address the problem of chronic underinvestment in R&D. In fact, the CRS
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report found that if overall rates are cut, there would be justification for not
only retaining but also increasing the R&D tax credit. "(T)he tax rate reductions
may actually have a negative impact on R&D investments and justify a retention
of an increase in the subsidy," concluded the CRS study.

The R&D credit should be retained as part of any tax reform package.
Furthermore, rather than the 3-year extension proposed, it should be made’
permanent and be expanded to cover basi;: reasearch by universities and private,
non—p;oﬁt research institutes,

2. Section 861 Regulations. For the purpose of computing U.S. tax

liability, section 861 requires corporations with foreign operations to allocate or
apportion expenses, losses, or other deductions between domestic and foreign
source income., Theoretically, only those expenses directly related to domest .
income may be used to offset U.S. income subject to tax and those expenses
related to foreign income may be used to reduce foreign income subject to tax
by foreign tax authorities. Certain allowable deductions, however, such as R&D
expenditures and interest expenses, are not easily allocated between a
corporation's domestic and foreign operations. Believing that a portion of this
category of expenditure must relate to the generation of foreign income, the
Treasury Department promulgated regulations in 1977 establishing complex
formulae whereby a part of such overhead expenses would simply be attributed
to income earned abroad.

One of the more controversial elements of the 1977 regulations is that
Section 1.861-8 requires the apportionment of R&D expenses for foreign
operations, The impact of these provisions is to effectively deny U.S.
corporations full tax benetits for purely domestic R&D expenses. The proportion

thus attributed abroad, however, is frequently viewed as U.S. expense by foreign
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tax authorities and therefore is not permitted as a deduction against foreign
taxable income. Nevertheless, because such a deduction is used by U.S. tax
authorities to reduce foreign source income in the computation of foreign tax
credi; limitation, it has the effect of reducing the amount of foreign tax credit
available and increasing the corporations's overall tax liability. Such adverse tax
consequences are felt most acutely by corporations wiht extensive international
operations or those engaged in the production of technology-intensive products,

and have become a significant incentive for corporations to transfer R&D

abroad.

Recognizing the inequities created by the 1977 regulations, the Congress
included a provision in the Econemic Recctvery -Tax Act of 1981 imposing a two-
year moratorium on the R&D allocation r:quireménts of Section 1.861-8. It also
required the Treasury Department to conduct a six-month study of the impact of
these regulations on research and development expenditures in the U.S. and the
availability of the foreign tax credit. The Treasury Study, released in May 1983,
confirmed that Reg. Section 1.861-8 has a disincentive effect on performance of
R&D in the U.S. Subsequently, as part of the Deficit Reduction Act of 1984, the
Congress extended the moratorium for an additional two years -- through 1985.
As as result, this issue will again be open for resolution in this session of the 99th
Congress. This time it is hoped that a permanent solution will be achieved.
Devotion of resources to R&D is a long-term investment requiring a stable
economic environment. Co-apanies will not commit the necessary resources to
R&D if they believe their tax treatment will be altered once more in one or two
years.

No other country of the world requires the allocation of expenses incurred

in the home country to foreign income in érder to determine the amount of
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foreign tax credit allowable. To the extent that these requirements impose a
higher overall tax burden on American corporations, they place U.S. companies
at a competitive disadvantage vis-a-vis their international competitors.

Given the adverse tax treatment of American R&D expenditures allocated
abroad, it should be no surprise that corporations are tempted to actually move a
part of their R&D abroad where it will qualify for full tax deductibility. If one
also considers the many other incentives other countries have adopted to foster
technological innovation, the current Section 861 regulations give American

management one more reason to tranfer R&D resources abroad.

I, The Business Transfer Tax (BTT) S.1102

Before concluding let me comment very briefly on a proposal that I
understand is generating some interest among members of this committee -- the
Business Transfer Tax, or BTT, introduced by Senator Roth. .

This proposal is p?esently under study at Pfizer and by ather ECAT
members. | personally have not had the opportunity to fully study the BTT
concept and therefore am not in a position to discuss it in any detail.
Nonetheless, I believe it is a proposal that should be weighed very carefully in
the current tax reform debate.

As you know, it is similar in concept to the value added tax system utilized
in Western Europz. Over the years, there has been considerable debate over
whether the United States should move to such a system, thereby harmonizing its
tax structure with many of the United States principal trading partners. Such
debate is healthy and should continue with particular focus on its potential
impact on the United States' current trade problems. As ECAT's own review of

the BTT proposal is completed, it will be pleased to share its recommendations

with you.



Conclusion

Let me just reiterate.my belief that tax simplification of the nature
proposed by the President cannot be achieved without costs -- perhaps substantial
ones to certain sectors of our economy. Therefore, 1 would urge great caution.
In my view, we must be far more aware of the impact of this proposal on our
domestic economy and the ability of American business to compete abroad
before enacting it into law. 1 have only pointed to a few of the prcf;/isions of
most direct impact on international business; however, 1 hope you give these

thoughts your most careful consideration.
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STATEMENT OF LARRY R. LANGDON, DIRECTOR OF TAXATION
AND DISTRIBUTION, HEWLETT-PACKARD CO., PALO ALTO, CA

Mr. LaANGDON. My name is Larry Langdon. I am director of tax-
ation and distribution of Hewlett-Packard Co. of Palo Alto, CA, a
designer and manufacturer of measurement and computational
products and system. Overal, HP views President Reagan’s tax pro-
posals favorably. We support the proposed changes in the domestic
provisions of the Internal Revenue Code which, in our view, will
increase the ability of U.S. business to compete in international
markets. We particularly favor the proposed reduction of income
tax rates, the extension of the R&D tax credit, the proposal for an
accelerated depreciation system that benefits short as well as long
lived business assets, relief from double taxation of dividends, and
indexing of business inventories. We are, by the way, members of
ECAT [Emergency Committee on American Trade), and we support
their position with regard to international provisions, but we un-
derstand the focus of this debate is the domestic provisions of the
President’s proposal.

Because of the competitive dynamics of the high technology com-
panies must invest the major porition of their resources in research
and product development in order to remain competitive. The ex-
pense of R&D efforts to develop new generations of products is suf-
ficiently high that each generation of products must be sold in the
broadest possible marketplace to provide sufficient revenues to con-
tinue funding future product generations. As a result, it is essential
for U.S. companies to sell their products competitively in foreign
markets. The importance of competitiveness in world markets is re-
flected both in ocur large exports—HP is the seventh largest U.S.
exporter—and our significant foreign manufacturing activities. HP
currently manufacturers in 10 foreign countries, has entered into
the manufacturing joint ventures in 3 other countries, and has
sales and support offices in approximately 40 countries. Over 42
percent of our sales are outside the United States, while only 20
percent of our manufacturing is done outside the United States;
and 92 percent of our R&D is in the United States.

We would refer to the conclusions of the President’s Commission
on Industrial Competitiveness, which was chaired by John Young,
our president and chief executive officer.

The five key tax legislation recommendations of that Commission
are:

(a) Reducing the bias against savings and investment through
elimination of double taxation of corporate profit;

(b) reducing the variance in effective tax rates on different indus-
tries which results from their receiving varying credits and depre-
ciation allowances on different kinds of assets;

(¢) providing inflation adjustments for capital income and capital
expense or loss items similar to existing income tax indexing;

(d) reducing disincentives to venture and other risk capital in-
vestments; and

(e) broadening the tax base by including more income items and
reducing the number of tax deductions and exclusions.
~ HP supports the President’s proposal to reduce the maximum
corporate marginal rate to 33 percent and to broaden the tax base
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by including more income and reducing deductions and credits. We
see several benefits from this.

First, economic efficiency would be promoted.

Second, competitiveness of U.S. high-technology electronics man-
ufacturers will be enhanced by alleviating some of the dispropor-
tionate burden placed on them under the current tax system.

Three, profits and goods manufactured in the United States and
exported abroad will enjoy a competitive tax rate compared to our
major trading partners.

The President’s proposal recommends the R&D tax credit be ex-
tended and its definition be focused on truly innovative activities.
Incentives for investment in private sector research are critical to
this nation’s worldwide technological leadership. The extension of
the R&D tax crflt will provide incentives for U.S. companies to
commit additions] resources to research and innovation, which will
lead to the development of new products and will enable U.S. com-
panies to compete in the international marketplace.

The President’s proposals will also provide reasonable incentives
for U.S. companies to invest in capital equipment. Although they
will not provide the same incentives for capital investment as the
current combination of I1C and ACRS, the proposals will be more
neutral among industries so that capltal will be allocated among
industries based more on economic than tax considerations. While
the windfall depreciation provisions contain a strong conceptual
basis, there are a couple of structural flaws that need correction. If
these structural flaws are corrected, we believe the recapture provi-
sion will be more acceptable to the business co—unity. The current
tax system encourages corporations to rely too heavily on debt
rather than equity. The proposal for a 10-percent dedution for divi-
dends paid will help market forces to channel capital to those en-
terprises that make the best use of it, and we support this provi-
sion.

The President’s proposal recommends taxpayers be permitted to
index inventories for inflation, which will permanently remove in-
flationary gains in the tax base and enhance international competi-
tiveness. Finally, the President’s proposal in total is generally
viewed as revenue neutral. It is very important to U.S. exporters
that the current Federal deficit not be increased and ideally be re-
duced in order to keep U.S. products competitive. The continually
strengthening U.S. dollar has had the most adverse impact on the
ability of U.S. companies to export. Thus, the efforts of this com-
mittee in keeping the deficit under control by balanced tax reform
will greatly help international competitiveness. Thank you.

The CHAIRMAN. Thank you very much. Dr. Mauer.

[The preparcd written statement of Mr. Langdon follows:}
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INTRODUCTION

My name is Larry R. Langdon. I am Director, Tax and Distribution of
the Hewlett-Packard Company of Palo Alto, California.

Hewlett-Packard is a designer and manufacturer of more than 7,000
measurement and computation products and systems. During its last fiscal year,
Hewlett-Packard Company and its subsidiaries had sales of over $6 billion, about
42% of which were to customers outside of the United States. HP has over 84,000
employees worldwide, of whom about 56,000 work in the United States. Worldwide
capital expenditures last year were $661 million and worldwide R&D expenditures

were $592 million.

PROPOSITION UNDER DEBATE

Does the President's Tax Reform Proposal deminish the ability of United
States business to compete in international markets? Hewlett-Packard would take
the con position to this proposition. We believe the President's Tax Reform Pro-
posal, taken as a whole, will increase the ablility of United States business to com-
pete in international markets.
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SUMMARY OF POSITION

Overall, HP views the President's proposals favorably. We are particu-
larly in favor of the proposed reduction of income tax rates and the extension of
the R&D tax credit. The President's proposals will encourage Americans to In-
crease their savings and investment by substantially reducing income tax rates.
Further, by reducing the disparities in effective tax rates among different indus-
tries, the proposals will lead to a more efficient allocation of investment resources
throughout the economy. This will lead to a stronger U.S. economy with greater

employment ‘opportunities.

INDUSTRIAL COMPETITIVENESS

To confirm the position that the President's domestic tax proposals will
enhance the ability of U.S. business to compete in the international marketplace, I
refer to the President's Commission on Industrial Competitiveness which completed
its work last December, The Commission was chaired by John A. Young, who is
President and Chief Executive Officer of HP.

The Commission made five key recommendations for restructuring the
tax system which it felt would greatly enhance the ability of American business to
compete on a global basis. -

52-908 0 - 86 - 2
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a) Reducing the blas against savings and investment through

elimination of the double taxation of corporate profit;

"(b) Reducing the variation in effective tax rates on different

Industries that results from their recelving varying credits and

depreciation allowances on different kinds of assets;

"c} Providing Inflation sdjutments for capital income and capital

expense or less items, similar to existing income tax indexing;

"(d}) Reducing disincentives to venture and other risk capital

investments; and

"(e) Broadening the tax base by Including more income items and

reducing the number of tax deductions and exclusions...."

{Report of the President's Commission on Industrial Competitive-

ness, pp. 28-29)

An important conclusion was that all of these areas are important; there
is not just one critical area than can assure U.S, industriel competitiveness. As
Congress considers the President's tax proposals every effort must be made to en-
sure that the laws are amended to enhance U.S. industrial competitivensss. Con-
versely, care must be taken to avoid those provisions that, by design or inadver-
tently, will make it more difficult for U.S. companies to compete {n international

markets.

INTERNATIONAL SCOPE OF OPERATIONS

Because of the competitive dynamics of the high technology electronles
industry, companies such as HP must Invest a major portion of their resources in
resaarch and product development In order to remain competitive. The expense of



31

R&D efforts to develop new generations of products is sufficlently high .
that each generation of products must be sold in the broadest possible marketplace

to provide sufficient revenues to continue funding future product generations. As a
result, it is essential for U.S. companies to sell thelr products competitivaly In
forelgn markets. 1f, for whatever reesons,U.S. companies are not competitive in
forelgn markets, their foreign counterparts will obtain tha broader earnings base
needed to finance larger R&D actlvities and will be able to develop future genera-
tions of competitively superior products for sale in the United States ss well as in
foreign markets.

U.S. high technology electronics companies gain access to foreign
markets through both direct exports and forelgn manufacturing and sales operations.
Even relatively small U,S, high technology electronics compenies engage in signifi-
cant exports. Among a group of smaller electronics companies, for example, export
sales comprised 21.6% of total sales in 1981 ("High Technology Tax Policies for the
1980's, Report of the Ad Hoc Electronics Tax Group, January, 1984, p. 11). Larger

compenies, such as HP, are also substantial exporters, as illustrated by HP's ranking
as the 60th largest U.5. industrial company based on revenue (Fortune, April 29,
1985 issue), and as the 7th largest U.S. industrial exporter (Business Week, March

22, 1985). In 1984, HP's U.S. exports totalled approximately $1,420,000,000.
' The world export market Is highly competitive. In a 1983 study the U.S.

Department of Commerce concluded that the international market share of U.S.
high technology electronics companies has been declining over the past twelve years
and that international competition Is growing every year. Indeed, intense foreign
competition, most notably from the Japanese, has resulted in a recent slump in the
high technology electronics industry and the loss of many U.8. jobs. Countries,
such as Japan, provide their exporters with a variety of direct and {ndirect tax
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subsidies. Recognizing the {importance of U.S. exports to the U.S. economy and
employment, Congress in 1884 enacted the Forelgn Sales Corporation provisions to
help U.S. exporters compete on a fairer basis with their subsidized foreign competi-
tion. HP and other high technology electronics companies support these provisions
as an appropriate and necessary means to encourage U.S. industries dependent on
exports.

The implications of the large export and international operations of U.S.
high technology electronics compenies for U.S. tax policy are clears for high tech-
nology companies the U.S, tax treatment of U.S. exports and the forelgn operations
of U.S. taxpayers is of fundamental importance. Without question, these rules can
and do have a dramatic effect on the ability of U.8. ccmpanies to compete In
international markets and, therefore, on the survival and prosperity of the industry
in every market. Given the need for U,S. corporations to be competitive in world
markets, it is In this country's Interest not to subject its corporations to a system
of taxation that is substantislly more restrictive than is faced by major foreign
competitors. The President's proposals as a whole would encourage greater and
more productive domestic investment. As indicated by the enalysis that Tollows,

LOWER _RATES, BROADER BASE

HP supports the President's proposal to reduce the maximum corporate
marginal tax rate to 33% and to broaden the tax base by including more income
and reducing deductions and credits. We see several benefits that will pesult.
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First, economic efficiency will be promoted. By eliminating the wide
variation of effective tax rates from industry to Industry, our capital resources will
flow according to the market without being unduly influenced by tax considerations.
Second, the competitiveness of U.S. high technology electronics manufacturers will
be enhaneed\by elleviating some of the disproportionate burden placed on them
under the current tax system. Third, the profits on goods manufactured within the
United States and exported to the U.S. major trading partners will enjoy an effec-
tive corporate tax rate as low or lower than the effective corporate tax rate of

those major trading partners.

RESEARCH AND EXPERIMENTAL TAX CREDIT (R&D CREDIT)

The President's proposal recommends that the R&D credi; be extended
and that its definition be focused on truly innovative activities. HP supports this
proposal and strongly recommends that this important incentive be made permanent.
1f a short-term expiration date were to continue, as in current law, companies
could not depend on the credit for the duration of many R&D projects. Typleally,
these projects, especially the riskier ones with the largest potential pay-offs for the
country, require five or more years to develop a marketable product. To be most
effective, the term of the credit has to accommodate the long-term nature of the
undertakings it is aimed at stimulating. Congress has recognized the need to make
this credit permanent {n the 1984 Senate bill renewing the credit and in H.R. 1188,

which is now pending before the House and has more than 200 cosponsors.
Incentives for investment in private sector research are crucial to this

nation's worldwide technological leadership. The retention of this accurately fo-
cused and efficient incentive will be beneficial to high technology and other indus-
tries, while giving the country an excellent return on its Investment In research

actlvities.
.7
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The extension of the R&D tax credit will peovide incentives for U.S.
companies to commit additional resource to research and experimentation, which
wil! Jead to the development of new products that will enable U.S. companies to
compete in the International marketplace. Due to the length of many R&D prof-
ects, however, HP favors making the R&D credit permanent, rather than extending
it for just three years.

CAPITAL ASSETS, WINDFALL DEPRECIATION RECAPTURE

The President's proposals also reovide reasorable incentives for U.S.
companies to invest {n capital equipmert. Althoigh they will not provide the same
1ncent|v;s for capital investment as the current eombination of ITC and ACRS, the
proposals will be more neutral amorg industries, 30 that capital will be allocated

among industries based more on economic than tax considerations.
Replacing ITC and ACRS with a Capital Cost Recovery System (CCRS)

indexed for Inflation is sound in principle. The treatment of most high technology
equipment Is rational and generally supportable, even though the classification of
general types of high technology equipment, principally electronic manufacturing

equipment, needs to be refined.
Many have argued that the "windfall” depreciation recapture provisions

are unfeir. HP feels that there is a conceptual basis for these proposals and sup~
ports them as part of the entire proposal subject to the correction of two struc-
tural flaws. These are:
1. It should be made clear that assets disposed of prior to July 1,
1986 are not coniidered in computing the tax. Without such
- eclarification, recapture would be ecompletely unfair since the sale of the
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asset would have already bsen taxed at 46%. Recapture would be hased on a non-
existent windfall.

2, It is 8 mistake to base recapture on assets lives which do not

reflect realitv. The current proposal arbitrarily attributes & life of 12
years to many of HF's assets which are depreciated five years.
These assets have an economic life very close to this five-year

depreciable life. If the arditrary 12-year life is not modified -
possibly using RCRS with classification refinements or financial
statement depreciation - the recapture calculation wouid be based on
accelersted depreciation which did not exist.
In addition, HP feels that recapture should be phased over a longer period to re-
duce [ts significant negative cash flow effect on capital intensive industries.

With these conditions, the recspture provisions should receive strong support from
the business community.

RELIEF_POR DOUBLE TAXATION OF DIVIDENDS

The doudble taxation of dividends in the curun‘t tax system has led to
several undesirable effects. It encourages corporations to rely too heavily on dedt,
rather than equity. Highly leveraged businesses tend to be too concerned with
short-termf results and are more vulnerable to bankruptey during business downturns.
The double taxation of dividends also creates inducement for firms to retain earn-
ings, rather than pay them out as dividends. This provision will help market forces
to channel capital to those enterprises that will make the bast use of it. Accord-
ingly, HP supports the proposal to establish a 10% dividends pald deduction and
urges that the deduction be increased in the futwe.
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INDEXING INYENTORIES

The President's proposal recommends that taxpayers be permitted to in-
dex Invertories for inflation. This responds directly to the concept that taxes
should be imposed on real economic income, not on increases that are attributable
to inflation. The proposal will permanently remove inflationary gatns from ihe tax
base and will enhance the finternational competitiveness of American business.

INTERNATIONAL PROVISIONS

Even though the international peovisions of the President's Tax Reform
Proposal are not the subject of this debate, the international provisions may be
discussed as part of the international competitiveness issue. These provisions focus
on potential incongruities that could result under existing rules following a reduc-
tion of the corporate tax rate from 46% to 33%. The proposed treatment of
international operations, particularly (i) the change from an overall to a pet country

limitation in the foreign tax credit computation; (if) changes {n the "source of in-
come” rules; (ifi) the failure to propose that the moratorium on the allocation of

R&D expenses under Treasury Regulations section 1.861-8 be made permansnt; and
(iv} changes In the possessions tax credit, will have a negative impact on the com-
petitiveness of U.S. companies in the international marketplace and will unneces-
l‘a‘l:lly‘ complicate an already complex 'but well-established set of tax rules. These
proposals create inequities and complexity which go beyond the issue of the 46%/
33% rate differential. Accordingly, we strongly recommend that the international
provisions of the proposal be studied further and a more equitable, simpler proposal
be developed by this committee. However, In spite of these limitations which may
be corrected in legislation process, we can support the President's proposel on an
overall basis regarding its impuct on intecnational competitiveness of domestic
operations which menufacture for worldwide markets.

- 10 -
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STATEMENT OF LAURENCE J. MAUER, PH.D., ASSOCIATE
PROFESSOR, ST. JOHN'S UNIVERSITY, NEW YORK, NY

Dr. MAuER. My name is Laurence Mauer. I am an associate pro-
fessor in the Economics and Finance Department at St. John’s Uni-
versity in New York City. I am here to take the position that the
President’s tax reform proposal will diminish the international
competitive position has deteriorated sharply since 1980, largely
due to the rising value of the U.S. dollar in foreign exchange mar-
kets. The impact of this has been on a range of industries and on a
range of regions within the United States, concentrated by and
large in the industrial belt section of this country. The result has
been a substantial loss of jobs and lack of job growth—employment
growth—in these States. Against this backdrop, the Congress is
now considering a tax packaie which, in its broadest terms, has the
effect of reducing taxes on households and paying for this by in-
creasing taxes on businesses through re(f)ealing the ITC, ACRS, cap-
ital recovery provisions, through a windfall profits tax, and certain
other provisions. This tax package mix willhave the effet of placing
U.S. companies at a competitive disadvantage in export markets
abroad, but more importantly, this tax package will have the effect
of placing U.S. companies at a competitive disadvantage in their
domestic markets here in the United States. This erosion in the
U.S. competitive position is unlikely to be offset by a decline in the
U.S. dollar’s value. The exchange value of the dollar in recent
years has been dominated by powerful macroeconomic forces, such
as high real interest rates which have been associated with the
large structural Federal budget deficit or deficits. And the proposed
tax reform package, which we are discussing, is at least intended to
be revenue neutral, that is, not designed to reduce those deficits.
The effect of the erosiion in the U.S. competitive position, should
this legislation be adopted, will be to cause a further loss of jobs in
the United States. These job losses will fall niost heavily in the
U.S. industrial sector, which presently already suffers from severe
foreign competition, both here and abroad. One alternative ap-
proach to this-in effect, a heavier taxing of the business sector-
would be to finance the tax changes proposed for the household
sector in the President’s bill throug leiislation adopting taxes tha
fall more heavily on consumption, such as the border adjustable
consumption tax.

The CHAIRMAN. Dr. Makin.

[The prepared written statement of Dr. Mauer follows:]
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THE PRESIDENT'S TAX REFORM PPOPASAL MILL DIMIHISH
THE INTERHATIOHAL COMPRTITIVE PASITION NF ANER[CAM THRISTRY

TESTINOHY BEFORE THE COHMITTEE ON FINANCE
UNITED STATES SEMIATE, JULY 18, 1985

)

Y
Laurence J. Mauer
St. John's University

SUMMARY

This presentation is an analysis of the effects of the Treasury II tax proposa)
on the internaticnal conpetitive ansition of husiness firms in the Unfted .
States. The nain emphasis is on the ways 1n which the U.S. economy will be
adversely affected by repeal of the Investment Tax Credit and the ACRS nethod
of depreciation.

The Treasury 11 proposal will contribute to a deterforation fn U.S. inter-

natfonal competitfveness fn the following ways:

o It wil] raise taxes and other costs associated with the canital
recovery systen in the United States in comparison with other countries.

9 These fncreased costs *A11 place I1.S. conpanies at a conpetitive ¢isad-
vantage 1n export markets abroad and also in thefr domestic nmarkets in
the United States. The result will he a loss of Jobs in the U.S.

o These additional conpetitive pressures will fall nost heavily on the
U.S. vadustrial sector, which presently suffers fron seldere foreiga
conpetition both at home and abroad.

An alternative to repealing the ITC/ACRS canital recovery systen wmwuld he to
adopt a horder-adjustadle consuption tax.




Introduction

The United States has' enjoyed a vigorous econonfc exnansion during the
past 2 1/2 years. However, this expansion concealed sharply divergent
trends within the econony. fver the periody-the-service sectors,
construction, and high-tech areas have nade Strong grouth showings.

At the sane time, the nation's fndustrial sector has renafned under
considerable oressure fron foreign-hased conpetitors both in the U.S.
and in exnort marvets. The principal explanation for the sharp diver-
gence between the industrial sector and the rest of the econany has heen
the serinus erosfon in the U.S. {nternatinnal conpetitive position vhich

has taken place in recent years.

The U.S. Congress is nou considering the tax refom progran i{dentifiecd
as the President's Tax Proposals for Fairness, Growth, and Sinplicity
(Treasury 11}. There are nany favorable tax systen changes included in
the President's plan. However, the Treasury 1l progran also propases tn
change the nation's capital recovery systen in vays which 1dll contrihute

to a further erosion in the nation's international conpetitive posftion.

The coments nffered in this testinony are focuset on the question of
the effects of the Treasury I! tax refarn nroposal on the U.S. inter-
natinnal conpetitive posfition. It {s arqued here that the capital

recovery provisions of Treasury 11 will contribute in a major way to

an erosinn of Y.S. conpetitiveness, hath in foreign narkets and in
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donestic U.S. narkets. The inplicatians of this erosion for the U.S.
econony s alsn exanined. Finally, suqgestions are offered of alter-
native ways to achieve fiscal palicy ohjectives without contrihuting to

an erosion of U.S. conpetitiveness.

Where 'le Mow Stand and How ‘e fiot This ‘ay

The U.S. competitive position fn international trade has deterforated
sharply since 1980. The principal force hehind this erosinn has heen the
rising value of the U.S. dollar fn forefgn exchange markets. The dollar,
on a trade-weighted hasis, has risen by more than 40% over the past four
years, as fllustrated in Exhibit 1. Assoctated with this change has
been a correspanding decrease in the dollar's value neasured against he
exchange values of the currencies of virtually all other industrialized
countries as seen in Ethbiz‘z.

The dollar's protracted rise over this period occurred largely fn
response to the energence of high real interest rates in the U.S.
relative to those in other nations. These high U.S. fnterest rates,

in turn, were in large part due to the high Federal governnent hudget

deficits that have prevailed in recent years.

The dollar's rise has caused the U.S. trade account to suing ‘ron a
position of near equilidriun 1n 1979-80 to an ennrmous $120 “11{on
deficit 1n 1984, as shoun in Zxhibit 3. '
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These developments already have dealt a severe blow to the nation’s
nanufacturing sector. Nerchandise trade exports, showm {n Exhibit %,
have not yet recovered fran the 1981-82 recession and are still well
below thefr 1980 levels. The greatest weakness {n exports has been
concentrated {n manufactured goods. At the sase tine, and also shown
in Exhibit 4, U.S. merchandise foports have soared, led hy inported
panufactured goods. Inports are now nore than 30% above 1980 levels.

These data, show that the erosion in the U.S. international competitive
position fn recent years has hecome a problen of natfonal {npartance.
As indicated in the exhibfty chave, the problem is not so much the poor
e-xport perfo;uance of Anericaf‘fims in foreign narkets. Rather, it is
the surge fn inports that thre'atens U.S. manufacturers {n their hooe

narkets.

There has been a substantial loss of jnobs as a result of this adverse
competitive position. From a natfonal standpoint, econonetric studfes
have estinated these job Insses to he in the 2 nillfon range. These
job Tosses have been concentrated in a number of the natfon's basfc
manufacturing fndustries which have yet to attain theis pre-recession
(1979) levels of output. A partfal listing of these industries is
presented in Exhibit 5.

Moreover, these industries tend to he qeagraphically concentrated in the
nation's Hidwestern region. 1In 17 states, as listed in Exhihit 6, total
enploynent has yet to recover ta the lavels that nrevailed in Tate 1579
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despite the general increase in employnment for the natfon as a vhole.
When the manufacturing sector alone is considered, fully 41 states have

yet to regain thefr 1979 enployment levels, as seen in Exhihit 7.

Treasury 11 N{1! Norsen U.S. Conpetitiveness

The President's tax reforn proposal affects U.S. competitiveness omafnly
by rafsing the cost structure of conpanies producing gonds and services
in the United States, relative to their foreign-hased competition. These
higher costs result fron increased taxes directly and fron increases in
capital costs brought about by changes in the tax code. Among the

provisions which raise the costs of U.S. firns are the “ollowing:

o Repeal of the Investment Tax Credit

] Neplacenent of the Accelerated Capital Recovery Systen
(ACRS) by the less generous Capital Cost Recovery Systen (CCRS},
coupled with a partially of“setting reduction in tha corpnrate
tax rate to 33% fron fts current 46% level,

L) The *windfall recapture" tax transition rule.

Implications for Conpetitiveness: Hedfun-Tem

The effect of the Treasury Il provisfons has been estinated by the U.S.
Treasury to raise the corporate tax bill {in the U.S. by nearly 255 nver

the first five years under the President's proposed tax progran. Under
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currently mafntafned econonic assunptions, this tax turden would be
soewhat smaller than under present tax rules heqinning in the 1990s.
But an adverse period of five years would do serious tjamge' to the
viability of the U.S. corporate sector. fNuring that tine, the drain on
corporate cash flovs due to higher tax payments would {nply a consid-

erahle eroston {n the {nternational conpetitive pnsitinn of U.S, tndustry.

Abstracting fron the "windfall recapture® tax and subs!diiary Treasury 11
provhioni. the 1TC/ACTS capital recovery progran and that of CCRS under
the Treasury Plan can b; conpared to deternine their effects on husiness
costs and cash flous. For purposes of this conparison, our focus {s the
present value of investment allowances under ITC/ACRS and CCRS. This

conpar{son {s presented {n Exhibit 8 which shows the treatnent under the
twd plans for representative assets in each of the CCRS asset classes,

As indicated {n tha Exhihit, the ITC/ACRS system provides rore genero-is
treatnent than the Treasury plan for all five equipment asset classes

under conditiens of inflation up to 10% (8% for the public utflity asset
class). In the case of factory structures, CCRS would provide ahout the

sane tax deductinng as ITC/ACRS at tnday's {nflation rate.

As indicated ahnve, the casts borne by U,S. fims uwill be higher in con-
parison with current tax nrovisinns whether considered fron the standpaint
of the aoveral) Treasury 1! pragram (fncluding the windfall profits tax
and subsidiary oravis{ans) ar fron the nore linited standpaint af the
valuation of {nvestnent allowances, If Treasury Il {s enacted, this rise
in costs will result in a reduction in the internatfonal conmpetftiveness

of U.S. husinesses.
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An indication of the extent of the erasion in the U.S. conpetitive
position can be gained by a conparison of the aftar-tax cost of capital
in the Unfted States relative to the cost in other natfons, as presented
in Exhihit 9, Under current Yau, the after-tax cast o” rapita) {n the
U.S. 1s among the lowest of the najor industrial countries. Whereas,

under the Treasury proposal, it would he amnq the highest.

Irplicatfons for Conpetitiveness: The Long Run

Fron a longer term standpoint, economy-wide considerations nust be eval-
uated in judjing the inpact of Treasury Il on the !.S conpeti*ive
position. Here 1t is necessary tn gain a perspective on changes in ilie
resource flows which nccur under Treasury 11, In the hroadest sense,
Treasury 11 ains to achieve a suhstantial reduction in the tax hurden on
househalds through a reduction in persanal tax rates. Tn retain nverall
revenue neutrality, the plan nmakes up for revenue losses in the househnld
sector by raising tax revenies fron the husiness sector. One of the rays
i{n which this is done is by substituting CCRS for the current ITC/ACRS

provisions,

Under CCRS, business fims would he reqiired to depreciate capital assets
at rates that at lteast thearetically would he in line with the "ecanoaic
life" of those capital assets. ({The practical workahflity of this
proposition hinges on the ability of Treasury bureaucrats to correctly
specify "true econonic lives"; 1 personally douht that this can he
satisfactorily done by Treasury over time in a dynani(_: and technolog-

ically chanaing econony.)
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The pursuit of the odjective of tax neutrality in this sense is desirable
and, 1f achieved, would result {n efficiency gains in the econony. Of
mich greater fnportance, hovever, is the o}ajective of achfeving a hetter

balance between consunption and fnvestnent.

Several studfes fndicate that the II.S, econory is hased tovard con-
sunptfon at the expense of {nvestment, and that these distortions are
several times more serfous than distortions anonqg specific asset classes
under ITC/ACRS.1 Under these circunstances, the hroad fmpact under
Treasury I of cutting personal taxes while rafsing taxes on husiness
must he interpreted as contributing further to the cansumptinan-investnent
fndalance, thus swanping the efficiency gains fron "tax neutrality".
Shoi'ld 1t he adopted, Treasury Il would raise husiness casts in the
economy as a vhole on balance. The replacenment of ITC/ACRS with CCRS
would inpose unusually large cost increases on the rapital intansive
companfes, Recognizing that the capital intensive conpanies are
predoninantly represented in the manufacturing {internatfonally traded
goods) sectors, this increase {n costs would have the effect of reducing,

par{ passu, the international conpetitiveness a¢ M.S. fims.

Consequences of a Neterioration in Internatinnal Conpetitiveness

As indicated in this sectfon, enactment of the Treasury Il U.S. capital

recovery systen 11l have the a‘fect n* raising the cost structure of

VW Wosv n, "Taxatfon Saving and the Rate of [nterest®, Jaurnal of Political
£conomy, April 1978; and D. Fullerton, J. Shavern, and J. WRalTey, "Gafns ‘ron
fepTacTng the 11.S. Income Tax with a Progressive Consunmption Tax™, Journal of
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U.S. firms relative to the costs of foreign conpanfes, in effect,
producing » deterforation fn the U.S. internatfonal conpetitive
position. This will come at a tine of already severe international
conpetitive pressures on U.S. nanufacturing conpanies fron the dollar's
protracted rise over the past five years. A further erosion in compet-
ftiveness will resnlt in further increases in inports to the U.S., a
continued pattern of “"no-growth® exports, and a shift in U.S. direct
{nvestrent tn off-shore loc;tions as U.S. companfes attenpt ta qet ints
more favorable production cost environments. The consequence of these
developrents will be a further loss of Jobs 1n the 1.S., which vi1l tend
to be concentrated fn those fndustries and states which have not yaot
fully recovered fron the 1981-82 recession, and which cantfnue to he hald

back by the strong dollar,

In the 1onq run, Jodbs 1nst {n manufaszsuring 1111 tend ta he ahsarbed in
the service sectors of the economy. The transition, however, alsoc is
slow and painful. Moreover, this shift in the conpnsition of enplayment
would be very costly to the econory. One reason is that wages in the
service sectors, on average, are considerably lower than fn manufac-
turing. Therefore, a sudbstitution of service johs for manufacturing will
result fn a laver avarage 'age level for the econony as a 1hnle, Another
reason is that the transition will create "structural® unenploynent which
is costly fn terms of lost fncone, tax revemes and nutlays for unennloy-

ment corpensation.
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Although services have been growing 1n inmportance in the Anerican econony
throughout the postwar decades, this has been a gradual process which has
allowed time for adjustments to take place. The sweeping changes that
have occurred since 1980 have already imposed extraordinary adjustnents
on the industrial sector. With the renoval of ITC/ACAS, the shift fron
nanufacturing to services would be accelerated, possihly to the point
where the adjustment mechanisms would become overloaded, particularly in
the {ndustrial regfons of the country. A strong industrial sector is a
necessary elenent for a growing econory. For these reasons, repeal of
ITC/ACRS potentially could do long-run structural danage tn tha IS,

econony .

Wi11 the Nollar Decline to 0F¥¢set Higher Costs Under Treasury 11?

Traditional theory in econonfcs suggests that over the long run, an
increase in the cost structure of one country relative to {ts trading
partners will set into notion forces which bring about a fully offsetting
deprech;tfon in tha exchange rate for that natinn. This view is called

the purchasing power parity theory.

While this theary nay he applicahle over very long periods of tine --
decades perhaps -- it has been clear since the late 1970s that hroad
nacroecononic forces can also he poverful deteminants n€ exchange rates.
Thus, high real tnteresf rates in the U.S.-1n recent years have con-
tributed to the dollar's progressive strenath, resnlting in as ruch as

40% to 50% overvaluation when judged on a purchasing pover parity basis.
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A second force contributing to the dollar's strength has been the shift
in partfolio praferences “y “oreigners to the U.S. dollar as a sa‘e haven

currency asset.

The forces that contribute to high real interest rates in the Unfted
States are expected to continue for the foreseeable future. Foreigners'
asset preferences, speculation aside, are also unlikely to shift
dranatically agafnst the dollar. Therefore, these forces can he expected

to doninate the dollar exchange rate for sone years to cone.

Under these circunstances, the cost fncreases assoc-iated with Treasury 11
and identified ‘n the nrevious sectfon of this testimony i1l not he
fully offset by a declize in the U.S. dollar's foreign exchange vaiue.
At least ove\r the‘ next five vears, we can expect the higher business
costs associated with Treasury II to be ahsorbed in the fom of a
deterforation in U.S. conpetitivenass., This erosion in conpetitiveness
will be felt by U.S. companfes both in export markets and in their

donestic markets in the United States.



Y. An Alternative Approach

t

Apart fron the changes in the capftal recovary nrovisions and their
inplications, 1 find myself in substantive agreenent with the najor
directions of the Treasury I1 tax nlan, 1t 1s desiradle to further
reduce (and sinplify) personal tax rates, to streanline the tax code,
and to reduce (or elinfnate) the tax hurden an the poar, 3ut, the *ax
revenue losses which are fncurred in achieving these objectives shouly
not be made up in ways which lead to an erosfon {n the nation's

internatfonal competitive position.

An alternative approach would he to adnpt a forn of horder-adjustahle
consunption tax or a modified form of *the Yalue Added Tax (VAT).2

Under these tax systems, the amount of the tax on specific expart
products is rebated at the horder, pemitting those annds to ha exported
more conpetitively in international trade. iUnder the General Agreenent
on Tariffs and Trade (GATT), a country nay adjust the price of an
exported iten by the amount of indirect taxes, but not for direct taxes
such as fncone taxes and sncial security taxes. At oresent, hecause
border tax rebates occur under the VAT, goods from the EEC have a
cotpetitive advantage nver goods produced in the lnited States vhich hear

the cost of high {ricome and payroll taxes.

€. The VAT TS présentTy i Use in all »f the nender nations of the Furopean
Econonic Comunity and approxinately 12 other natfons outside of the
socfalist bhloc.
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Tax revenues given up in the achievenent of fairness and efficiency
toward the household sector under Treasury II could he replaced hy
{nstituting a modest national consumption tax on the order of 1% or 2%,
with exenptions on appropriate purchase classes such as food, clothing,
nedicines, etc. A nodification in this direction would be neutral with
respect to investnent decisions and would he heneficial fron the

standpoint of the natfon's internatfonal conpetitive position.

An alternative— tn the harder-adjustahle consunption tax, and one rith
possibly greater compatibiiity with current U.S. legislation, is the
Business Transfer Tax (B8TT) proposal which has heen advanced hy

Br. E. G. Jefferson of DqPont. The BTT would allow a FICA credft and
would, 1ike the YAT, exenpt exparts. A border tax would he placed on

imports at the same rate as the 8TT on U.S. production.
Concluding Renarks

This testimony has estadblished that the internatianal conpetitive
position of U.S. fims has eroded to an extrenely low level {n recent
years. The effects of this erosinn have been unusually severe in the
econoty's industrial sectors. Moreover, it has been established that,
over the rext five years, the Treasury II provisions related to canftal
recovery would bring about a sudbstantial rise in the tax burden of U.S.
fims. This rise in business costs will resnlt in a “Further detertora-
tion in fnternational competitiveness for U.S. husiness, which would be

concentrated fn the already hard-hit industrial sectors. Under these



52

circunstances, ft would nat be fair or efficient fn an econonic sense to
alter the tax code to repeal the ITC/ACRS capital recovery system ond to

replace those provisions with the less appropriate CCRS systen.

1t 1s desirable to reduce marginal personal tax rates, to streanlire the
tax code and to ease the tax hurden nan the paor. Hovever, to make un the
revenue losses fron thase tax changes by rafsing taxes on the business
sector would seem counterproductive. Such actions threaten the nation's
{nternational conpetitiveness and’could have serious adverse effects on
prodactivity and econonic growth."‘ks an alternative approach, the
President and the Congress should'give serfous consideration to adopting

a form of horder-adjustahle consunption tax.
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STATEMENT OF JOHN H. MAKIN, Pi{.D.,leREC'I‘OR OF FISCAL
POLICY STUDIES, AMERICAN ENTERPRISE INSTITUTE, WASH-
INGTON, DC :

Dr. MAKIN. Thank you, Mr. Chairman. In general, I share the
view of many economists that tax policy is an inappropriate way to
encourage international competitiveness. Currently, 1 agree with
the other witnesses that our major problem in this area lies with
budget policy, which is the source of high real interest rates and
the strong dollar. Turning to the impact of the President’s tax plan
on international competitiveness, let me focus on the question of
whether removing ITC and changing from the ACRS to CCRS de-
preciaton systems would negatively affect U.S. intermational com-
petitiveness in world markets. I would like to focus on three areas.

First, a suggestion from economic theory that I think has been
overlcoked in the past few years. If American exports are produced
with capital intensive methods, as typically they are, tax measures
to stimulate investment will increase their output relative to the
output of labor intensive goods; and other things equal, the result
will be a deterioration in the American terms of trade. If ITC and
ACRS revenue losses are made up by increased taxes on other sec-
tors of the economy, the result of a subsidy to capital acquisition as
a transer from those at home whose taxes rise to the rest of the
world, which experiences an improvement in its terms of trade. Let
me put this another way. I think if we have learned anything from
the experience since 1981, it is th at if you are going to give tax
breaks for capital formation, like ACRS and ITC, you have got ‘o
make up the revenue somewhere else. If you don’t- you have bit
deficits, a high real interest rate, and a strong dollar. That makes
the investment that you encouraged not very productive. The
whole problem we are facing now is the fact that we encouraged
capital formation with policies that were aimed in that direction,
but we forgot to make up the revenue. And so, we have a very
strong dollar. We can either continue to have a strong dollar, or we
can have a lot of inflation, but this is a very basic point here. If
someone is saying don’t take away this and don’t take away that,
then they have to say how you are going to make up the revenue.
And that hasn’t been done.

Second, the evidence since 1981 isn’t encouragng regarding the
ability of investment incentives to overcome exchange rates effects
on international competitiveness. During 1988, export sales fell at
6.6 percent, while in 1984 they grew at only 4.7 percent, which is
well below the overall growth rate of 6.8 percent. Meanwhile, im-

rts rose by 27 percent. Studies have shown that ACRS and ITC
investment incentives attracted just enough foreign investment to
balance the revenue losses from the tax cut, leaving a net welfare
effect of zero. I think there are three Yrimary ways in which Tax
Code could enhance U.S. internationa comgetitiveness, but they
are really passive, in part and parcel of a well-designed tax system.
The first would be to enact a code in which the level and distribu-
tion of tax burdens is not capriciously altered by changes in the
level of inflation. Here, I am talking about the indexing provisions.
The President’s plan includes indexing provisions for depreciation,
inventories, and eventually capital gains. This means that tax bur-
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dens are largely insulated from changes in the level of inflation.
The second positive way to go would be to equalize tax burdens
across alternative forms of investment so that unsubsidized produc-
tive investment is encouraged at the expense of less productive sub-
sidized investment. This is a point that this committee has heard
many times; or tkat the investment mix is as important as the
level of investment. As a matter of fact, the President’s plan pro-
duces a modest increase in the overall tax rate on capital forma-
tion, but a major leveling of investment incentives across industry.
The third would be to change tax treatment of interest income and
expense to remove the existing subsidy for borrowers and tax on
lenders. The President’s tax plan accomplishes the first two of
these objectives, that is the indexing and leveling, while leaving
the third, the interest indexing, unrealized. Given the overall posi-
tive effects of the President’s plan, which I have detailed in previ-
ous testimony before this committee, I believe that its small effect
on international competitiveness does not reduce its overall appeal.
Thank you.
The CHAIRMAN. Thank you very much.
[The prepared written statement of Dr. Makin follows:]
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DOES THE PRESIDENT'S TAX PLAN DIMINISH
UNITED STATES INTERNATIONAL COMPETITIVENESS?

Summar '

Mr. Chairman, I am pleased to appear before this distinguished
committee to debate the i{mpact of the president's tax plan on United
States international competitiveness.

I share the view of many economists that tax policy is an
inappropriate way to encourage international competitiveness. Currently,
our major prcblem in this area lies with budget policy which 1s the
source of high real interest rates and a strong dollar.

Turning to the impact of the president's tax plan on international
competitiveness, I would like to focus on the question of whether
removing the investment tax credit and changing from ACRS to CCRS
depreciation systems would negatively effect U.S. international

conpetitiveness in world markets. Three points should be considered.

1. If Amarican exports are produced with capital-intensive methods,
tax measures to stimulate investment will increase their output relative
to the output of labor-intensive goods and other things equal, the
result will be a deterioration in the American terms of trade and a
negative impact on real income. If ITC and ACRS revenue losses are made
up by increased taxes on other sectors of the economy, the result of a
subsidy to capital acquisition is a tranafer from those at home whose
taxes rise to the rest of the world which experiences an improvement in
its terms of trade. This is hardly what we wvant from tax policy.

2, The evidence since 1981 is not encouraging regarding the ability
of investment incentives to overcome exchange rate effects on inter-
national competitiveness. During 1983, export sales fell 5.5 parcent.
Even as the economic recovery spread during 1984, exports grew at only
4,7 percent, well below the overall growth rate of 6.8 percent.
Meanvhile, fmports rose 27 perceant during 1984.

Studies have shown that ACRS/ITC investment incentives attracted
just enough foreign investment to balance the revenue losses from the
tax cut, leaving a net welfare effect of zero.

3. There are three primary ways in which the tax code could enhaunce
U.S. international competitiveness. The first would be to enact a code
in which the level and distribution of tax burdens is not capriciously
altered by changes {n the level of inflation. The second would be to
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equalize tax burdens across alternative forms of investment so that
unsubsidized productive investment is encouraged at the expenss of less
productive, subsidized investment. The third would be to change tax
treatment of interest income and expense to remove the existing subsidy
for borrowers and tzx on lenders.

The president's tax plan accomplishes the first two of these
objectives vhile leaving the third unrealized. Given the overall
positive effects of the president's blsa, wvhich I have detailed in
previous testizony before this comnmittee, i{ts small effect on
international cocpetitivenss does not reduce its overall appeal.
Intt;;uetion

Ths primary features of thd president's tax plan, with a direct
bearing on investment, are elimination of the investment tax credit and
a change from the accelerated cost recovery system (ACRS) to a capital
cost recovary aystem (CCRS). There is widespread agreement that these
changes will increase the user cost of capital for the‘catagory of
investment known as c;uipncut. Offsets, however, in the form of a 33
percent corporate tax rate, dividend deductibility, indexed
depreciation, 50 percent exclusfon of capital gains from taxation, and
continued full deductibility of interest expense will lower user cost
for nttuctut‘l. inventory, and land and leave user cost for public
utilities largely unaffected.

Today's debate centers on the question of whether rescission of
investment incentives like ITC and ACRS harms the ability of American
producers to compete with foreign producers in the world marketplace.

At the outset, I want to make clear that in my view the major
aspect of fiscal policy operative regarding the international

competitiveness of American firms is budget policy. Budget deficits

since 1981 have resulcted in the most rapid peacetime accumulation of
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debt relative to GNP in American history that has negatively impacted
investnent.l At the same time we have seen ths highest real interest
rates in American history. The result has been a surge in foreign
portfolio investment in the United Statas that, at least through the
first half of 1985, has resulted in a much stronger dollar. A stronger
dollar has sharply reduced the competitiveness o7 American traded goo&a
industries. .

Today I'd 1ike to explore éhree questions bearing on the
relationship between tax policy and international competitiveness.
First, what does basic economic theory have to say about this question?
Second, does evidence accumulated since enactment of ERTA-TEFRA in 1981~
1982 contain any lessons for the relationship between tax policy and
international competitiveness? Third, what aspects of tax policy are
most relevant for intermational competitiveness and based on these
criteria, how does the president's plan measuce up?

Economic Theory: Tax Policy and Internationil Competitiveness

Consider the following question, If the United States enacts tax
measures that increase the desired stock of equipment capital, will the
competitive position of American firms be echanced? The answer to this
question depends on how the subsidy is financed, implications for the
exchange rate, and the existing input nix of American traded goods. If
American exports are produced with capital-intensive methods, a larger
stock of capital will increase their output relative to thas output of
labor-intensive goods and other things equal, the result will be a
deterioration in the American tltl: of trade and a negative impact on
real income. ihat is, the price of what we scll in world markets will

fall relative to the price of what we buy since the subsidy to export
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industries will have increased the abundance of American goods in world
markets. In a balanced budget setting, i1f the reduced tax burde» on
capital acquisition (ITC and ACRS revenue losses) 1s made up by
increased taxes on other sectors of the economy, the result of a subsidy
to capital acquisition is a transfer from those at home whose taxes rise
to the rest of the world which experiences an improvement in its terms
of trade. This is hardly what we want from tax policy.

Government scbsidies to enhance international competitiveness ate
the object of harsh criticism by those who argue that Japanese
government institutions "target” certain industries and sell goods below
cost in the world marketplace, thereby driving legitimate producers out
of production. This claim, like the claim that tax benefits enhance
international competitiveness, suggests that taxpayers in the countries
trying to enhance competitiveness will subsidfze consumers in the rest
of the world, Like most arguments for a subsidy, these arguments fail
to pass the test that they raise the wvelfare of one grouﬁ without
lowering the welfare of another. —

If, as i{n the case of the U,S. experience after 1981, the revenue
loss from granting ACRS ~ d ITC provisions is not made up by raising
taxes on other sectors of the econony,‘the result is a sharp increase in
deficits and debt accumulation that requires higher real interest rates
which harm investment in two ways. First, the higher real interest
rates offset the negative effect on user cost of tax incentives, thereby-
undoing the 1n1tial objective of the incentives. Second, the high real
interest rates attract foreign portfolio capital inflows which

strengthen the currency, which in turn sharply reduces the international
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competitiveness of traded goods im the country experiencing rapid debdt
accusulation.

Economic Evidence Since 1981 -

The experience with investment and capital forwmation in the United
States after enactaent of ACRS and ITC {ncentives in 1981 {s
inastructive. As already noted, such measures produce a finite increase
in the capital stock that firms wish to have on hand. To satisfy that
desire for a larger capital stock, firms temporarily accelerate net '
investment. Studies of the investment response to 31111;t measures
enacted by the Kennedy administration in 1962 suggest that the response
occurs with a lag. This experience was repeated in the 1980s. During
the latter half of 1983, growth of net investment accelerated sharply
reaching a 30 percent annual rate in the fourth quarter of 1983. There-
after growth of net investment has steadily slowed, exactly as would
have been ptedlcged given the temporary incentive effects on investment
from measures that lower user cost. By the first quarter of 1985,
nonresidential fixed investment growth was running at an annual rate of
minus 1.6 percent.

Presumably, if the investment incentive measures had on net
enhanced international competitiveness of American firms, growth of
export sales would also have accelerated after 1982. The results here
are not encouraging. During 1983 export sales fell 5.5 percent. Even
as the economic recovery spread during 1984, they grew at only 4.7
ﬁotcent, well below the overall growth rate of 6.8 pasrcent. The picture
for import-competing industries is far bleaker -- the rate for imports

in 1984 was 27 percent. The reason is simply that exchange rate effects
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more than swamped the effects of tax measuves on the internatzional
competiveness of U.S. industry.

A cloger look at the 1983-84 investment surge is even more damaging
to the case for favorable effects on tax incentives on international
competitiveness. Much of the investment boom was concentrated in the
area of office equipment and automobiles. This is not surprising in
view of the uneven effect of ITC and ACRS measures which cffcctivcl;
subsidize equipment acquisitions. Remember too that ITC and ACRS -
measures are available to American firms acquiring foreign produced
squipment. Foreign sourcing is widespread for automobiles and office
equipment.

It has been suggested that the increase in net direct investment
inflows into the United States is related to tax incentive measures.
Other have argued that the increase in portfolio and direct investment
in the United States is due to deterioration after 1981 of investment
opportunities slsewhere, particularly among the less developed
countries. Which of these arguneﬁca is correct? The "less
attractiveness elsewhere” view suggests that both foreigners and
domestic investors should increase investment in the United States.
This has occurred since 1981,

The welfare effects of a reduction in taxes on capital acquisition
are difficult to calculate and not directly related to whether foreign
investment responds positively to U.S. tax incentives like ACRS or ITIC.
It is necessary to balance possible enhanced capital inflows against the
revenue loss (vhich must be made up from other sourcss). B

The case vhere foreign {nvestment is unresponsive to lower taxes on

capital acquisition is a definite loser since revenue losses are not
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offset. Suppose a foreign firm ware to {nvest in the U.S. and becauss
of ITC/ACRS incurred no tax liability, If that firm repatriated U,S.
earnings, it would get no U.S. tax credit and vould have to pay domestic
taxes just as if {t had invested at home. In this case U.S. tax policy
favorable to capital acquisition produces no incentive for a capital
inflov and the result is just a revenue loss. ‘

In a more favorable case the fore;gn firm investing i{n the United
States may enjoy a lower tax liability due to ACRS/ITC and not
repatriate earnings but rather reinvest profits. This strategy works as
long as the after-tax return in the United States exceeds that in the
home country. In other words the American ACRS/ITC provisions ought to
ratse foreign {nvestment i{f the resulting drop in effective tax rates
increases the after-tax return in the United States above the after-tax
level abroad.

Investigating the responsiveness of foreign investment to lower
taxes on capital in the United States, Hartman (1984) finds that
increases in foreign investment just balance the revenue loss from the
tax cut.2 In short, the net welfare effect is zero.

Even 1f one grants that foreign investment responds positively to
lover U.S. taxes on capital and even {f this response exceeded the
revenue loss (which it does not), it 1s still not clear that the
Preident's proposal hurts foreign (or domestic) investment incentives.
Fullerton (1985) finds that the president's plan reduces the tax on
capital acquisition for structures, inventories and land while raising
it for‘nquip-unt and leaving unchanged the tax burden on pubdblic

uttlitleo.3 Therefore, the effect on foreign investment depends on its
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mix. If it is equipment-intensive, the effect will be negative.
Otherwise, the effect will be positive.

How Can Tax Policy Help International Competitiveness?

There are three primary ways in which the tax code could enhance
U.S. international competitiveness. The first would be to enact a code
in which the level and distribution of tax burdens is not capriciously
altered by changes in the level of inflatfon. The second would be to
equalize tax burdens across alternative forms of investment so that °
unsubsidized productive investment 1s encouraged at the expense of less
productive, subsidized investment. The third would be to change tax
treatment of interest income and expense in a wvay that does not
aubis;dize borrovers while taxing lenders.

One of the main arguments for enacting ACRS and ITC measures was to
effect an ad hoc correction for the increase in the corporate tax burden
that arises from inflation. Unindexed depreciation and inventory
allowances and unindexed capital gains all contribute to an effective
increase in taxes on capital. The rapid acceleration of inflation
during the 19708 was no exception. ACRS and ITC were ad hoc measures to
correct for what amounted to corporate bracket creep during the 1970s.

A better way to deal with corporate bracket creep is to index
depreciation allowances, inventory evaluation allowances, and capital
gains. The president's proposal does this; consequently, effective tax
Tates on capital are far more predictable over the life of a typical
investaent project. The result is a reduced need for ad hoc adjustrents
in the tax code and more stable prospective tax burdens that encourage

investment. Fourteen separate enactments, modifications, and

[T



73

rescissions of investment incencives in the U.S. tax code since 1962
cannot have helped to produce a stable environment for investment.

The president's tax plan also enhances international competitiveness
by stabilizing tax rates on new investments across alternative foras of
capital. As already noted, the president's proposal lovers the marginal
effective total tax rate on structures, inventories, and land while
raising the rate on equipment acquisition. As many other witnesses
before this committee, including myself, have emphasized, unsubsidized
capital investment {s more productive and therefore more conducive to
international competitiveness than subsidized 1nv;utlent. With regard
to investment, that its overall level and its cosposition are important.
The president's tax plan increases by 10 percent the marginal effective
total tax rate on capital for corporations while reducing the standard
deviation across different categories by nearly 57 percent. This
reduction 15 the unevenness of tax burdens, together with the increased
prospective stability of the tax code given indexing provisions, will on
net enhance growth of investment and productivity. Tax policy directed
at increasing one form of investment at the expense of others is the
equivalent of trying to get more power out of an engine by forcing more
fuel and no more air into the combustion chambers. The mix between air
and fuel is just as important as the total amount of the mix forced into
the engine. Too much of one or the other creates a rough-running,
inefficient engine that frequently stalls.

- The tax treatment of interest income and expanse is an important
area in which tax policy can affect international competitiveness. In
this regard the U.S. tax code is severely deficient. Full deductibility

of interest expense including all household interest expanse constitutes
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8 heavy subsidy to borrowing and consumption, while full taxation of
interest income creates s serious saving disincentive. A borrowing
subsidy coupled with a tax on lenders results in market interest rates
in the United States that must be artificially high in order to maintain
after-tax real rates demanded by borrovers and lenders. The result is
that U.S. market interest rates appear even higher in after-tax real
terms to foreign investors where tax policy on interest earnings
differs. American market interest rates are therefore high enough to
strengthen the dollar even more than it would be strengthened in the
absence of our distorted treatment of interest income and expense.

The Treasury's November 1984 tax proposal, by indexing intera;t
income and expense, would have resulted in a reduction in intarest rates
by two to three percentage points. This conclusion is based on
extensive research which I conducted for the Internstional Monetary Pund

and summarized briefly in an article for the Wall Street Journal which

is attached to my testimony. _

In sum, the president's tax plan contains indexing provisions
sufficient to preclude the need to reintroduce ad hoc corrections such
as ACRS and ITC and thereby reduces uncertainty about the prospective
level and distribution of tax burdens. It also evens out the tax
treatment across different categories of investment. Given these two
positive aspects, even though the president's plan forgoes the
opportunity implicit in the indexation of interest income and expense,
in my view it does not diminish U,S. international compatitiveness;
rather, it maildly enhances it. Given the overall positiva effects of

the president's plan, its small effect on _international competitiveness

does not reduce ite overall appesl.

10
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The CHAIRMAN. In this committee, we follow the first come, first
served rule on questions. Dr. Makin, let me ask you this. As I read
your testimony, first I could see that you are saying that the in-
vestment incentives in 1981 were not sufficient to overcome the ad-
verse exchange rates, if I understand what you are concluding.
What I couldn’t tell is whether you thought the 1981 investment
incentives really work, anyway—forget the international exchange
rates—or whether all you dod is get a quick accleration followed by
a greater slowdown that you would otherwise get if you hadn’t had
them at all.

Dr. MakiN. Let me talk to that point, Senator. The 1981 meas-
ures were an effective way to reduce the user cost of capital, and
traditionally what happens when you do that is you create a desire
for companies to buy more machines. And they go out and buy the
machines, and then they finish. So, you have a temporary increase
in net investment, and it usually peaks about 2% years after enact-
ment. And I think that is what we have had. I think the trouble is
that we tricked those who invested. When they bought the capital,
they weren'’t planning on a dollar that is where it is now. Then, the
problem goes back to having enacted measures without having
gotten the revenue somewhere else. So, what I am saying in that
they have a temporary stimulative effect that is now gone, by the
way, looking a the numbers; and if you take into account the fact
that you really ought to be raising taxes somewhere else when you
put these measures into effect, their net causitive effect is not very
great.

The CHAIRMAN. So, in balance, you would just prefer to use a
normal depreciation system with useful life definition and let it go
at that in terms of investment incentives?

Dr. MakiN. On balance, I rather like the combination that is in
the President’s plan. The main important thing, I think, are the in-
dexing provisions.

The CHAIRMAN. You mean his new depreciation schedule? When
you say the main thing——

Dr. MakiN. The CCRS schedule is indexed and, therefore, when a
corporation is looking out over the future life of a project, under
current law they have to say that if inflation is 8 percent, we have
one rate of return; if it is 4 percent, we have another. If you try to
index measures such as those affecting depreciation and invento-
ries, that is one element of uncertainty that is removed.

The CHAIRMAN. And with that it would be sufficient? I am
coming back again to whether or not this committee should be at
all concerned with investment tax credits, with additional aids to
stimulus beyond a rational—and you would say indexing is ration-
al—depreciation program?

Dr. Maxin. I think that here, again, there is a balance to strike.
There are two dimensions that one has to worry about with invest-
ment. One is the mix, and current law, I think, is much tco heavily
weighted toward one form of mvestment—the equipment category.
And the other is the overall level. Here, again, I think the best

ide we'have is probably internationsl-comparisons. When one
folgks at international comparisons under the President’s proposal,
one finds that the U.S. burdeh on capital formation would fall
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about in the middle. It would be comparable with that, say, in
Japan, where capital formation certainly isn’t a big problem.,

e CHAIRMAN. Dr. Mauer, do you think that the Tax Code prob-
ab]lg' tilts too heavily toward consumption?

r. MAUER. I feel that the Tax Code as it was prior to the enact-
ment of ITC and ACRS—the 1981 changes—had such a bias, and I
feel that that bias was to a considerable extent offset 2{ the adop-
tion of that 1981 lefislation. So, I guess in terms of evaluating the
President’s proposal, to the extent that that proposal would made
those capital recovery provisions less attractive, that that would be
less desirable.

The CHAIRMAN. And how do you feel about moving toward a
busiuess transfer tax somewhat similar to what Senator Roth has
::fgeeted, or some other form of consumption tax or excise tax—

1 it what you want?

Dr. MAugRr. Let me come back to your earlier point, which I
think reall deserves quite a bit of attention. We use capital in this
ccuntry in different ways, not only in the business sector but also
in the household sector. And one of the great consumers of capital
is the residential housing industry which is heavily biased towards
the consumption side. I feel that, in terms of social policy in the
United States, this is a_practice which we wish to continue; but we
should know the implications of continuing that allccation of cap-
ital throughout the economy. And the key implication is that this
quite large subsidy in our present Tax e toward residential con-
struction in the form of interest deductibility on such investment.
This have a tﬁeite sizable bias. Now, much of our discussion this
morning will about efficiency within business investment asset
classes, but I am raising the point that, if we wish to talk about
capital formation more broadly in the economy, we should also rec-
ognize that there is this other source of inefticiency in the econo-
my; and this distortion comes to be offset by the legislation that
was adopted in 1981. In that sense, a bias toward consumption and
against savings and investment prior io 1981 to a considerable
extent improved with the 1981 legisiation. Now, there are discus-
sions to reduce those incentives.

The CHAIRMAN. Senator Roth.

Senator RorH. Thank you, Mr. Chairman. I, too, appreciate the
makeup of this el today because I think the problem v are ad-
dressing is probably the most important one in considering tax
reform. Before I get into some of my more specific questions, I did
want to ask Mr. Pratt one question. Regarding your testimony, it is
in a sense contrary to what I have been hearing from a number of
business people. It I understood your opening remarks, You think
that the introduction of a major tax reform in one fell swcop is per-
haps too much for the system, and it would be better if we moved
at a slower pace? Many business people have complained to me
that it is the uncertainty that is creating great problems. They
would like us to move and then freeze, so they know what the rules
of the game are. Scme of them say that we think we are smart
enough to live with whatever it is, but they are very much non-
cerned that we have had a new tax package every year and we
revise it and change it. So, it is very hard to make an intelligent
decision. So, it is interesting to hear that you take somewhat of an




79

ogposite point of view. Does it concern you that if we phased in
these changes over a period of several years—are you sugﬁeeting
that we legislate every few years? Or are you suggesting that we
have a mtgor package but phase it in over a period of years? Or
what would your recommendations be in that regard?

Mr. Pratt. Obviously, Senator, it is a complicated issue, and I
should say that at the beginning I said I was speaking for myself
and our company as well as for ECAT. On the particular matter
that you have raised, it would be unfair to sasy that I am speaking
for ECAT. On the issues relative to the impact on foreign competi-
tiveness that I really zeroed in on, those represent the views large-
* ly of ECAT as well as ourselves. You are quite right that the views
of businessmen in general are all over the lot on the desirability of
the tax action per se. I would describe my view of what most busi-
nessmen are saying as: ‘“We feel that the idea of tax reform is a
great idea. How can you be against lower taxes and a simpler tax
szstem? They start out saying yes, this is a great idea, bdut,” and
then they knock off all the issues that are in the plan. [Laughter.]
And I find that intellectually a little difficult to face. I think they
are really saying about the sae thing I am saying, only they say it
a different way. I find that more and more businessmen who start-
ed out saying “this is a tgreat idea,” now that they have gotten in-
depth into the impact of the problems caused by the vast number
of changes, are beginning to have second thoughts. But you are
quite right. I would say the majority of businessmen; even now,
probably start out saying “I think it is a good idea but.” I suspect if

ou examine the ‘“buts’” you will find that we are not too far apart.

would say it has a lot to do with your feeling about what the
future is going to be. I think no matter what we do, we will alwa
have continued tax reform. I don’t think you are ever goingbto
able to pass a once-and-forever tax bill and solve all the problems.
You are absolutely right. If you could do that—if we could have set
of tax rules that we agree on and have no changes—we would have
certainty rather than instability which is the greatest problem to
any businessman. And rules that you know are going to last for a
long time are absolutely most desirable. I just don’t have any con-
fidnece that, in our rapidly changing society, we are every going to
reach a time when Congress is going to find that there are not new
conditions arising that are going to cause future changes, or the
need for changes. I think the things in our Tax Code that need to
be changed and are called unfair are items that were put in for a
good reason, and most of them are probably still desirable. And
then, we try to throw out the whole package at one time. I am sure
we will make a lot of mistakes in trying to throw the whole pa-
cakge out at once. It has already been mecdified a tremendous
amount, of course, since it started off. I would be more inclined for
us to tackle the areas that clearly need reform which we have all
the time. But as I said at the beginning, I would rather see us
working on the deficit right now; and perhaps the need for overall
tax changes in amount rather than upsetting the whole system and
diverting our attention from the budget deficit. I think in the long
run we are going to end up not making anything like the size
change that we started out thinking, anyway, and we will have

" wasted a lot of time.
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Senator RotH. Let me comment that I think in whatever reform
has come about, the most important goal is to create an environ-
ment of growth in future years. Frankly, I think too little emphasis
is made of that particular purpose. I guess my time is up, Mr.
Chairman. So, rather than proceed with this line of questioning at
this time, I will wait until my next round.

The CHAIRMAN. Senator Baucus.

Senator Baucus. Thank you, Mr. Chairman. Before I proceed, I
am wondering if, in addition to the testimony that these witnesses
are %'iving, whether our committee could make a formal request of
the ITC for a section 332 studg' of the impact of the President’s pro-
posal on U.S. competitiveness?

The CHAIRMAN. 1 received your letter on that yesterday; and as
soon as we have a markup or a full committee here, I will put that
to them. As iyou know, the full committee has to vote on those re-
quests. And I will talk with the ITC about it, too. That is a reason-
abl& major request. -

enator Baucus. I understand they can handle it. My staff has
checked on that.

The CHAIRMAN. This isn’t just a one-issue study. This is a rather
broad-based study. Let rme give them a call first before the commit-
tee meets and ask them if they can do it. ‘

Senator Baucus. Thank you. Mr. Pratt, one obivious question
comes to most people’s minds when you talk about the need to
keep a global system rather than a country-by-country limit for the
foreign tax credit. The question that arises in the minds of some
people is: Isn’t that just exporting jobs overseas? What is your
answer to that? -

Mr. PraTT. I think the numbers are pretty clear on this. We
have been studying this for the last 16 years, every year. The best
data we can put together of the impact on foreign investment
shows staggering numbers. And I mentioned a few of those num-
bers in my testimony. The latcst data we have is 1980, but it is
similar to past years, and I am sure it represents the future as
well. 40 percent of all of our exports go to foreign-owned subsidiar-
ies of American companies, and 80 percent of all manufactured ex-
ports are made by multinational companies, that is, companies that
do invest abroad. Further, the data suggest that those companies
that have a signficant investment abroad have their U.S. employ-
ment growing faster than companies that do not. Those data say to
me very clearly that one of the best things you can do to stimulate
U.S. jobs is to help stimulate foreign investment and foreign com-
petiveness. It is, after all, a world market. We go abroad not for tax
savings; we go abroad because that is the way you get the market.

Senator BAucus. What do other countries in this area? Do other
countries have a global system, or do they have a country-by-coun-
try system? ’

Mr. PraTT. No; my information, from the studies that have been
reported to me, is that they either have a purely global system or a
system thai results in that kind of effect. So, we would be almost

one among major nations in going to a per-country basis of con-
sumption if we did go to that. You know, like all these things, you
could hardly say that it would put us all out of business next week,
but it is another relative negative and we just don’t need those.
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That is the way I would put it. It gives the other guys an advan-
tage relative to investing abroad, which I start out saying is one of
the most important things this country should try to stimulate.

Senator Baucus. I believe one of Treasury’s premises in moving
to a country-by-country system is the assumption that other coun-
tries have a country-by-country system.

Mr. PrATT. I believe theg' are mistaken.

Senator Baucus. Really?

Mr. PrATT. 1 believe they are mistaken.

Senator Baucus. Basically, you are saying that most of other
countries, if not all, have a global system?

"Mr. PrATT. They either have a global or the equivalent of a
global system.

Senator BAucus. Thank you. We talk about neutrality or, in
others’ words, moving away from the bias toward heavy equipment
and smokestack industries, that is changing the bias in the Code
which encourages investment in those industries toward a system
which eliminates ITC and reduces the ACRS, but, lowers overall
corporate rates. There seems to be an assumption in the discussion
that there will be the same total overall aggregate investment. The
3uestion in my mind is: Given way this bill moves in an attempt to

iscourage some of the incentives and some of the biases toward
certain industries and equipment, what assurance is there that we
have the same aggregate investment in this country? I wonder if
perhaps corporate managers are going to possibly use their lower
corporate rates to do something else? Could you address the as-
sumption that there will be the same—or more—investment?

Mr. PraTT. Yes; I have a comment on that. I am not an econo-
mist, and I am surrounded by some economists; and there are dif-
ferent ways of looking at things. My view is precisely what you
have raid. We have stimulated investment in industries where, for
various reasons, it was difficult to get the investment that it was
thought we needed; and that is why incentives were given to cer-
tain industries. I think you are absolutely right. I suspect in a theo-
retical world, over the long, long, long pull, maybe it would all
even out; but we are all dead by that time. I think, in general, that
the need to stimulate investments in desirable industries is a valid
need and should be continued; and in my judgment, within a rea-
sonable period of time, you would not get an offsetting result b
the natural workings of the economy, as theoretically is claimed.

Mr. LANGDON. I guess my view on that is that the Tax Code
should be more neutral with regard to promoting certain industries
over others. We are in a high rate of change, both domestically and
internationally, with regard to the markets. It is m{ view that the
businescman 18 the best person prepared to make the adjustments -
to meet those market changes, and we should encourage the busi-
nessman to make those kinds of changes. Within our firm, we
frankly do not give general managers a scorecard on the basis of
after-tax effect of their decisions. We do it on a pretax basis be-
cause it just complicates their lives too much, and we have been
reasonably successful. ' .

Senator Baucus. I wonder if I could ask one followup question,
Mr. Chairman? Aren’t we essentially talking about the difference
between the short and the long term? Some observers of American
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business and American society suggest that in our country we live
too much in the short run while other countries and societies look
a little bit more toward the longer term. Maybe we focus too much
on the short term here, I wonder if corporate managers have so
many short-term pressures that maybe it makes some sense to
build in some longer term incentives, like the investment tax credit
and an ACRS generally?

Dr. MAKIN. May I speak to that?

Senator Baucus. Surely.

Dr. MAKIN. I think the fact is that ITC and ACRS are short-term
measures. Go back and ask what was one of the griinary rationales _ .
for enacting those measures? It was that the high rates of inflation
that we experienced in the late 1970’s—and this is a point that
many of the witnesses have emphasized—had in effect increased
the tax for noncorporations. Because of the absence of indexing
B}'ovisions on depreciation and on inventories, this is a point that

arty Feldstein has written books about and is a point that moti-
vated the ACRS and ITC. So, when we are looking at the long run,
we really ought to be saying to businesses, look, your tax burden is
predictable under different rates of inflation. And that is what the
indexing provisions do.

Senator Baucus. Marty Felstein sat right where you are sitting
now about 2 wceks ago and said we should not repeal the invest-
ment tax credit.

Dr. MakiN. I am aware of that.

Senator Baucus. Thank you.

The CHAIRMAN. Senator Long.

Senator LoNG. Mr. Chairman, first let me say that this panel has

resented such challenging testimony that I think it is difficult to
Justify having all four men testify at the same time because they
are very excellent witnesses, in my qudgment. I know your prob-
lem. I have the problem myself and’I am trying to move on with
the hearings. So I am going to ask the entire panel not to respond
at the moment to the queston I am going to ask but, if they are so
inclined, to expand on their testimony bi ﬂving me their answers
{0 the same questions I am going to-as r. Pratt, for example.
Now, Mr. Pratt, you are testifying here for Pfizer and you are also
testifying for the ECAT.

You have exglained that in some respects you are not speaking
for ECAT, and I assume that is because you haven't had the oppor-
tunity to ask all the members just how they feel about certain mat-
ters. So, I am not ioin to ask you to speak for them except insofar
as you think you should or that you are in a position to do; but I do
think it would be helpful to us if we would know from you—and
after you leave here, you might want to poll the members of
ECAT—how they would respond to the questions I want to ask you

ere.

First, I want to ask you this: Is American industry generally op-

to certain foreign provisions proposed by the Treasury in this

ill; and if so, what provisions? For example, does American indus-
t? oppose the elimination of the overall limit and the substitution
of the per-country limit? Now, Pfizer can take its position, and you
can answer for P\;our ECAT associates as you see fit. Incidentally, it
would be all right with me if you asked your friends at the Business
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Roundtable what they think about this matter because thosc are
all very siﬁniﬁcant individuals, they are prestigious people, and
they work hard for their country as well as for their shareholders.
What is your general view on that?

Mr. PrATT. I don’t have any trouble at all answering that one,
Senator, and speaking for ECAT in this case. All the members of
ECAT, and there are 63 members who represent a major segment
of American industry including many of the Business Roundtable
members, would be strongly against that change. Most of these
companies have a signticant presence abroad. It is an important
part of their business. We all consider that to be a very dangerous
move, not only from the point of view of financial impact and com-
Fetitive impact upon us, but complexity. I think the more people
ook into this, both from the Government’s point of view and our
point of view, it would be madness to try to operate that kind of
system. And that is why it was thrown out in the past. As you
know, we used to have a per-country limitation; and the difficulties
that it caused were so eé'real: that Congress first allowed you to have
a choice and then ruled out the per-country and went completely to
the overall. We see both from a comgle)nty and a fairness and a
competitiveness point of view that there is almost no American
company that wouldn'’t feel strongly that that is a mistake.

Senator LoNG. Again, let me say that I think it would be helpful
to us, insofar as members of E&T or members of the Business
Roundtable or the business council feel like expressing themselves
on this question, considering the respect that we hold for all of
those groups, to know—insofar as each one of those groups had an
opinion on it—what they thought. As a group, they have invest-
ments in all 50 States. Now, does American industry gf the
repeal of current allocation of the interest provision, which would
source from the United States to foreign operations interest ex-
gense paid by the U.S. company operating only within the United

tates, thus reducng the foreign tax credit? Do you understand
what I am talking about?

Mr. PraTT. Yes, but I think I will ask the gentleman to my right
tos to that. [Laughter.]

e seems to know.

Mr. LANGDON. Yes. In general, most U.S. companies, Senator,
oppose that provision as well. And let me underscore what Mr.
Pratt said on the earlier point as well. I don’t think I know of a
single American company—and that is in spite of the fact that we
support the President’s proposals generally and favorably—that
supports those particular international provisions of the proposal.
The dilemma our good friends at the Treasury had was having to
deal with reducing the overall corporate rate from 46 to 33 percent
and rationalizing that conc:i)tualli. Perhaps the solution on inter-
national income is to keep all of those provision in place and keep
it at a 46 percent rate, if that represents lpa:_'it,y. e other provi-
sion that Mr. Pratt mentioned—the complexity on the resourcing
rules—is exceedingly complex. We are a computer company. We
are going to sell a lot of computers because of that, but y, I
don’t think it is a good use of our product or resources in this coun-
try to force every multinational company into massaging their for-
eign source income in a particular country six different ways.
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Senator Long. Do g'ou agree with that, Mr. Pratt?

Mr. PrATT. Yes, I do.

Senator Long. All right. Now, the studies about what I think is
our number one problem in the area of so-called tax reform is mis-
conception. People out there have been led to believe that the rank
and file of rich people are just not paying any income tax. That is
badly in error. Furthermore, when the specific cases are picked
out—and you have heard people say that here are five big compa-
nies that paid less taxes in a given year that some little widow
with three children who is making $15,000 a year—it can be ve
much misleading. And one of the biggest items of misunderstanll
ing has to do with the foreign tax credit, where a company has
paid to a foreign government more n taxes than they would owe to
this country; and under a rather traditional method of internation-
al treatment of overseas income, they are permitted a credit for
that. Now, I want to know from you how you feel about having .
something in the nature of a minimum tdx applied to that type of
situation? That would be really for image purposes only, to elimi-
nate the appearance of people paying nothing or paying less taxes
than a widow with three children making $15,000.

Mr. Prart. Yes, I have thoughts on that. The paying of higher
taxes abroad, of course, would not cause them to pay no taxes here
because they could only have the amount adjusted equal to the
U.S. rate. But it is true that through foreign tax credits and other
tax incentives, companies can be put in a position where in certain
years they pa{ no tux. Philosophically, it would seem to me that
that is probably a good thing. If you have created incentives to do
things you want done and a company spends a lot of money to do it
and pays no tax, it ought to get a pat on the back. You are right,
though, that in today’s world seeing that is considered to be a nega-
tive. And I have reluctantly come to the conclusion that probably
we should have some provisions that prevent that from happeninf,
just because of the political problems that it causes. So, I would
think a minimum tax would be the best answer to that.

Senator Lons. Thank you very much.

The CHAIrRMAN. I might say that we are going to have a hearing
in September on just the foreign tax aspects of this bill, and we
had asked the panel to reasonably limit themselves to the domestic
~ tax aspects today. Senator Chafee.

Senator CHAFEE. Mr. Chairman, I apolo%ize. I and several other
me.nbers of this committee were at a National Parks hearing
where I had to make a presentation. So, thus, I apologize for being
late. I want to congratulate Mr. Pratt for all the work he has done
in connection with the competitiveness of U.S. industry and the
testimony he has given before this committee and other commit-
tees. I presume he gives some attention to Pfizer when he has a
chance, but he certainly has devoted a tremendous amount of his
precious time and energy to helping us up here on various matters.

Mr. Pra1T. Thank you.

Senator CHAFER. Mr. Pratt, there is one thing in your statement
I would like to discuss. I just saw the sumination of it here. It runs
a little bit contrary to the advice we have been getting from vari-
ous other witnesees, and that is that they say, for ness sakes,
leave the Code alone for a while. Every time this Congress meets,
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they feel a compulsion to tinker with the Tax Code, so we don’t
know where we are going. Yet, it seems to me that that is exactly
what you are suggesting when you talk, in your summation, about
a slower-paced timetable. Isn’t that going to keep industry on the
edge of its seat, not knowing what is coming next? If we are going
to do this, let’s either do it and get it over with, or not do it and
stop there?

Mr. Pratr. We discussed that briefly before you were here.

Senator CHAFEE. I am sorry to have to repeat a question that you
have already discussed.

Mr. Pratr. I would just summarize quickly by saying tht I guess
I am on both sides of that question. I just believe that the attempt
to throw the whole Tax Code out the window in concept, after all
these years, is more than we can handle effectively. So, I merely
said that, in my opinion, we are biting off too much, and that our
experience is sort of suggesting that that is the case. No, I am not
really asking for having a tax reform bill every year. However, on
the basis of experience, I assume we will have one, anyway.
{Laughter.] So, whether I want it or not—[laughter). I am realf;,v
saying that I don’t think the situation justifies this dramatic an
action. I know I support our President strongly, and I have right
from the beginning, but, on this issue, to build up the fact that the
whole ?'stem is a mess and is com’;;leteIK ineffective, is untrue.
And it doesn’t justify the degree of effort that we are trying to put
into it, nor do I,believe it will be productive. So, I am saying that it
is a complex society, and we can’t have a very simple Tax Code in
a very complex society, in my judgment. We will always be tinker-
ing to some degree viith it. It is better not to have that, but we can
live with modest tinkering, I think, easier than a dramatic over-
haul like this. It is a question of judgment.

Senator CHAZEE. Thank !ou. I am going to look over the testimo-
ny of everybedy here, and particularly Mr. Lar‘lédon because you
and Dr. Makin are a refreshing breeze here. We have not been
overwhelmed with those in favor of the administration’s proposal.
They came the first day, and this is our 15th day of hearing after
the first day, and it has been downhill ever since. [Laughter.]

Senator FEE. 30, you h: ve at least held us even for one day
here, gentlemen. I look forward to looking over your testimony.

The CHAIRMAN. You missed the testimony of that compny yester-
day—TXO, the biggest independent gas driller in the country, and
one of the biggest oil drillers, who supported the plan.

Senator CHAFEE. Well, he is notable. [Laughter.

The CralrMAN. Dr. Makin, I have read your Wall Street Journal
article and your testimony. I wonder if you would elaborate a little
bit on-how indexing interest is going to reduce our interest rates
two to three points? It would clearly be a desirable advantage if it
indeed works. Tell me why it works to reduce our interest rates.

Dr. MAKIN. I would be pleascd to do that, Senator. First, it re-
lates to the basic issue. How would I describe what we did in 19817
We put into effect heavy investment incentives with few saving in-
centives; and so, since then, we have been importing a lot of saving
and we get a strong doilar. Why does the United States have one of

" the lowest rates of saving in the industrial world—in fact, a rate
. that is about one-third the Japanese rate? One of the reasons is
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that we heavily subsidize consurnption. Why do we have a heavily
subsidized consumption? This is the only country in the world
where households are able to deduct all inlerest expense, irrespec-
tive of the use to which it is pul.. So, if you have a system in which
you can deduct all interest expense, even in an inflationary period
where interest rates rise to reflect the inflation, you are essentially
encouraging consumption as inflation picks up and thereby encour-
aging more inflation. So, in effect, by a'lowing full deductibility of
interest expense for households as well as businesses, on top of
other provisions, you are encouraging consumption. You are not
encouraging households te put their money aside or put their
money into financial instruments. You are encouraging them to go
out and borrow as much as they can-buy a second car, buy a third
house, whatever. This is wasteful. Or. the other side of the ledger,
if you are fully taxing interest income, here again you are putting
lenders at a disadvantage. So, what you have is a situation where
you are taxing lenders and subsidizing borrowers. Now, the counter
example I have in mind is the situation in other countries, and the
most extreme case is Japan. Their tax treatment of interest income
and expense for households is the reverse of ours. Interest expense
is not deductible for housing or any other reason, and interest
income is not taxable. So, what nappens? You have lower interest
rates and you have a sitution where, when the Japanese lock at
interest rates in the United States, which are artificially high be-
cause of our tax treatment of interest income and expense, it is
even more attractive. So, they want to move funds into the United
States, and we have an artificially strong dollar. So, I have acvo-
cated the idea of indexing interest income and expense as a w?' to
take a subsidy away from bLorrowers and take a tax off lenders,
that is to encourage saving, to discourage borrowing for consurap-
tion reasons. In effect, this would bring down interest rates, if they
are currently in the 10 to 12 percent range, by about two percent-
age points because you are essentially taking away the encourage-
ment that the tax system gives to borrowing.

The CHAIRMAN. Senator Roth.

Senator RotH. Thank you, Mr. Chairman. Does the lack of a
border tax adjustment in the United States put us at a competitive
disadvantage in terme of our major trading nations? Does the fact
that they can_rebate tax on exports and taxed imports hurt us? I
v‘s&ondex% if each of you gentlemen would comment on that. Dr.
Mauer

Dr. MAUER. Senator, I myself am in full afreement with the way
that you have put it; and as a matter of fact, the way that you
have put it, I think, is the right way. There is a structural factor
that has come into the tradi:g system internationally since World
War II. This is the value-added tax which is now in place in each of
the countries ir. the European Economic Community and is also in
use in 12 other countries, though I would say it is not in wide-
spread use in thgoFar East. This tax system—the value added tax—
rebates at the border the tax on exgorts and therefore permits
those countries to move goods to the United States with a cost ad-
vantage relative to our domestic producers. Now, this has been in

the structure of international trade for several decades, and I think -

the systera has pretty well adjusted to it. Nevertheless, our people
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are disadvantaged by it; and if we do wish to focus on international
competitiveness, one action that we could take that might move us
to an improved level of international competitiveness would be to
permit our tax system to evolve in that direction. Such an action
might also serve to redress some of this imbalance that Dr. Makin
Just emphasized between consumption and saving, which might
also be desirable for the economy.

Senator RorH. I would ask that you and the rest of the panel at
the same time address the BTT in that environment.

Dr. MAugr. The BTT proposal is, I think, helpful in that it is
something that might fit into our specific institutional legislative
environment better than would be required in the case be more ex-
actly in line with the value-added tax. So, it is a benefit in that
direction. .

Senator RotH. Thank you. Mr. Pratt.

Mr. Pratr. I would be, generally in agreement with those com-
ments. The value-added kind of a tax, which I would include the
BTT as being—in principle with modifications has always had some
appeal. Senator Long has lectured to us in the Business Council for
years about it, and it does have appeal. It does give you the oppor-
tunity to tilt the scales in your favor in export-import relation-
ships; and the business community, which I believe I can speak
generally for here, is intrigued by it. However, after analysis, they

ave always backed away from it—I think largely on the basis that
it scares you. One of the biggest ob{;ctives that we have in our
business community is to try to do things to keep government as
small as possible. The fundraising capability of this kind of a tax is
so large that, generally, I think the businessman backs away from
it because he is afraid you are unlocking Pandcra’s box. the
other hand, it does answer a lot of the other problems. As I said in
my testimony, I think your version of it deserves consideration,
particularly in view of some oi the needs we face, to find positive
offsets for the revenue loss created by tax rate reductions. ;

Senator RotH. Thank you, Mr. Pratt.

Mr. LANGDON. I would also undersocre those previous remarks
and add that if we do not have some sort of substantial tax reform
that meets Senator Long’s concern, which is the public perception
that industry is not paying its fair share of the total tax burden,
this may be one thing that yoiir committee should seriously ad-
dress. The business transfer tax also goes a wa{ toward solving the
deficit ggblem fairly quickly. Now, some people in business :zue
that, administratively, that tax is hard to collect. I think r ly,
upon reflection, that the administrative burden is not that gre.t.

Senator RotH. And finally, Dr. Makin.

Dr. MAxIN. I have addressed this committes previously on the
business transfer tax. Let me briefly say that I think is it not a-
good idea. I think it is a way to try to lable an import surcharge as
a consumptive tax. It would produce an inflation _impulse
which, if validated by the Federal Reserve, would I think add to
some problems we have in that area down the road. The other
problem I would raise, and I would seo'nd the comments of othor
witnesses, is that that tax is very expensive to administer; that if
we were to impose a consumptive ¢ of that type tax, we
wouldn’t see a penny of revenue until 1988, if it were fo he enacted



88

today; and once imposed, it is very difficult to dismantle. I don’t
think it is a particularly good idea.

Senator RotH. Three to one isn't too bad. [Laughter.]

The CHAIRMAN. Senator Baucus.

Senator Baucus. Continuing on with the same subject, do you
know whether businessmen in other countries who have this kind
of a tax system favor it or do they want to change it and go to
something else? What is the experience and what are the opinions
of foreign businessman with respect to a consumption tax or a busi-
ness transaction tax? Could each of you respond very quickly?

Dr. MAxIN. Let me briefly say that the experience with adminis-
tering the system is quite mixed. What you have when you pass a
VAT ty{pe tax—the first thing you have is what you are going to
expect from the tax. That is, you have instant erosion of the base
and a lot of pressure to continue the erosion of the base. So, you
get into situations where you immediately are seeing the potential
revenues reduced- -— -

Senator Baucus. But my question is: What is the opinion of for-
eign businessmen? Do you know the opinions or views of foreign
businessmen with respect to these kinds of taxes?

Dr. Maxin. No.

Senator Baucus. All right. -

Mr. LANGDON. Our colleagues in Japan and Western Europe ob-
viously have lived with VAT for almost 256 Kears; and so, in gener-
al, they favor it as well as any other tax. I think they are generally
in favor of it because of the length of time it has been in place. In
our industry, we tend to be fairly highly profitable, and so, our col-
leagues would tend to be in favor of it because it tends to cut across
all industries equally as a revenue raiser.

Senator Baucus. Mr. Pratt.

Mr. PraTr. I generally agree—it is a mixed bag. 1 don’t think we
shoud consider this as a panacea by any means. It would be diffi-
cult to install. It has some administrative problems. It would brin,
a whole different approach to the concept of how taxes are cunsid-
ered. So, I didn’t want to be taken as already supporting it. Howev-
er it is one of the things, along with looking at everything else,
that we need to look at.

Senator Baucus. Dr. Mauer.

Dr. Maugr. To a considerable extent, I think the business people
in other countries think of their own history when they try to
evaluate the goodness or hadness of the VAT. And as you know, in
Europe they had quite a different system prior to the adoption of
the VAT. They had a systeim‘of a turnover tax, a national sales tex
that did bias the structure of their economies considerably. And I
think much of this was cured by the adoption of the VAT—very
favorable. .

Senator Baucus. Let me ask a general question. Let's consider
current law. Forget the moment the President’s proposal. Let’s
assume that, as some of you are, you are American businessmen
and you want to enhance your international competitive position.
What changes would you make in current law—given our political
process and our political system here—to significantly enhance
American competitive position, if any? We will go down the line.

s Dr. Mauer?
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Dr. Maugkr. I would say that we would really be talking about a
package of chan%)es all together, not just business. We should be
thinking of the President’s tax proposal, which goes beyond just
the business; but I think that with the changes that were put in
place with the 1981 legislation, you have to a considerable extent
redressed the problem that we had secn for several decades.

Senator Baucus. So, you would say maintain current law?

Dr. MAUER. I would be inclined to maintain. Yes.

Senator Baucus. All right. Mr. Pratt.

Mr. Prarr. That is not surprising from what I said previously.
That is about where I would be, too. I think some important
changes were made at the beginning of this administration, and
that is one of the strange things about this action. Important
changes were made, and the economy has had one of the biggest
resurgences in history; and now they want to change all that. It is
a little hard to follow.

Senator Baucus. All right. Mr. Langdon.

Mr. LaNGpoN. I think that the depreciation rules need to be re-
calibrated more closely to economic lives, to make them more neu-
tral between industries. There are two provisions that Ed Pratt
mentioned that are due to expire. They need to be extended. The
R&D tax credit and the moratorium on R&D expense under Treas-
ury Regs section 1.861-8.

nator BAucus. All right. Dr. Makin. .

Dr. MAkiIN. I am not a businessman, but let me try, anyway.

Senator Baucus. Certainly.

Dr. MAkIN. This committee probably vecognizes, but it should re-
member, that if you enact measures like you did in 1981 and 1982,
which essentially say to the business community: Do something;
and then thay do it, and then you ask them: Would you like us to
change it again? The answer is going to be no. That doesn’t really
answer the question of whether we can design a beiter tax system.
I think, for the purpose of international competitiveness, we really
need to design an stable tax system, onz that doesn’t get changed
every year; and that requires the indexing provisions that are in
the President’s plan, the indexing of interest income and expense,
and essentially a level playing field.

Senator Baucus. Would all of you agree that we should move in
the direction along the lines that Dr. Makin has suggested? That is,
- should we treat household expense and income differently? That is,
should we change the bias a little bit more towurd savings and a
]il:;tlt% bit away from consumption? Would you all tend to agree with
that?

Mr. LaNaDpoON. I weuld support that.

Dr. Maukr. Affirmative.

Mr. PratT. In general, business has felt that the Tax Code ought
to stimulate investment. It is a little confusing when you start talk-
ing about households, and I think this is where the average busi-
nessman gets into a little difficult situation. It is an interesting ar-
gument as to whether investing in a house is saving or consump-
tion. And a number of people think the difference in saving ratees
between here and Japan can be looked at in quite different ways if
you take a different view. What better saving than to create owner-
ship in a growing asset like a house?
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Senator Baucus. Thank you.

Mr. PraTr. To call that consumption and to say that the Japa-
nese are right because they are not stimulating that is, it seems to
me, at least debatable.

Senator Baucus. Tha:k you very much.

The CHAIRMAN. Max, it is interesting that Mike Stern and Bill
Diefenderfer were just in Europe over the holidays, talking with
the governments, and specically about the value-added tax, not the
business leaders but the ?overnments. I haven’t talked to Mike yet,
but Bill indicates that all the governments like the tax and they
are satisfied with it; and also, many of them offered the opinion
that they didn’t think we would ever go to it hecause they didn’t
think we had the political will to do so; but indeed, if we did, it
would make us more competitive vis-a-vis them.

Senator Baucus. That fits what I hear, too.

The CHAIRMAN. Yes. Senator Long.

Senator LonGg. Thank you, Mr. Chairman. Mr. Fratt, you are
here at a good time to say what you said in your statement, which
may I say is, as far as I am concerned, a terrific statement because
1 a’ﬁ:ee with everything in it. [Laughter.]

e CHAIRMAN. Could I interrupt just a moment? Mr. Pratt has
to leave no later than 11:30. .

Mr. PRATT. Senator, actually that has been changed.

The CHAIRMAN. Oh, it has been?

Mr. PrATT. Yes, Senator.

The CHAIRMAN. Al! right.

Senator Lona. I agree entirely with your logical sugestion that it
would be far better for us to take a little more time—let’s say to go
on over to next year, if need be—in the hope that we could come
up with the best answers to these difficult problems, rather than
get involved in what I call the bum’s rush. Some folks are saying:
‘Oh, no, we have to get this thing done now. We have {0 be able to
tell the people we did something in this session.” If we do, we may
wind up doing something that we are not too happy with.

It dismayed me to sce that the people who agreed with the Presi-
dent of the United States the most about Social Security supported
important measures in that Social Security &uckage which, in my
judgmet, were not in the-national interest. So, I wound up voting
the same way Joe Wagronner did on the Commission. Joe Wagonner
was a conservative Democrat selected by the President to be on the
Commission. He refused to sign the report, and Mr. Archer was in

~that position as well. So, some of the President’s strongest support-
ers refused to sign it because they didn't agree with it. And yet, we
were asked to pass it, thinking that it was the best that could be
done. I think we could have done better.
cally, you have implied in your statement that we should not
throw out the baby with the bath water; that insofar as we have
provisions in that Tax Code that make a lot of good sense, that we
shouldn’t just throw them out in the name of roform, when we
might wind up with a less satisfactory answer to the problem. Is
that basically what you are saying in your statement?

Mr. PrATT. Yes, Senator. ]

Senator LoNa. Now, you haven’t mentioned this, but I think you
might want to comment on it. I wouldn’t be the least bit surprised
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to see us, if we rush to judgment on this thing, in conference with
the Houee, with the House having breathed life back into a whole
lot of provisions in Treasury I that died in Treasury II, particularly
some that fyou might fear the most. Would you mind commenting
on, some of the things in Treasury I that you would most hate to
" 'se® come back to life

Mr. PRATT. Oh, gee. [Laughter.]

I am trying to forget those. [Laughter.]

Senator LonG. Maybe we could offer you an opportunity to come
bdck and testify again, if the need be. You can see some cause for
concern, I take it?

Mr. PraTtrt. Yes. I have that concern.

Senator LoNG. Now, let me just make this comment and get your
thought about it. It seems to me that Lester Thurow is right when
he supports Senator Roth's business transfer tax and supports a
. value-added tax. Mr. Thurow makes the point that is not really
necessarily that you look for the fairness of the tax but what the
overall impact of your system is. In other words, from his point of
view—and I think this is correct—that as far as fairness is con-
cerned, it is the mix that decidegs whether the tax syctem is fair or
not fair. For example, Mr. Thurow would like to have a negative
income tax so that a low incbme family making, with let’s say, a
$10,000 annual income would have a tax credit that would mean
that the so-called value-added tax, or anything that is a tax on con-
sumption, would in effect be refunded to them by way of a negative
income tax. We have something similar to that in the earned
income credit in the law. By his argument, you could make it as
liberal or as conservative, or you might say, as much oriented
toward the low income people, as you want to. However, in work-
ing out what your overall tax arrangement is, if you like the idea
of a value-added tax approach, it can be one that has no impact at
all on the low income people and the poor, or it could be one that
has whatever impact ﬁrgu want it to have, by coupling that with a
negative income tax. Do you see what I am talking about?

r. PraTr. Yes, 1 do. Of courte, that is in my judgment one of
the most to-the-point comments about why our Tax Code is com-
plex. There i3 no tax answer so simple that you can just put it in
and say this is going to do the job. You are going to raise all these
kinds of questions, and I think rightfully so. Ang kind of tax that
we are going to put in is going to raise this kind of question. You
are going to have 1o be concerned about the poor. You are going to
have to be concerned about the effect on our international competi-
tiveness. You are going to have to be concerned about the effect on
industries that we may want to sustain in this country and ﬁvet
need special incentives to be sustained. I should say again that
most of the things I have been talking about don’t relate to my
companr. We are not a smokestack industry. We den't have to deal
with a lot of these issues. I have really been trying to address it
from at least my own view as a businessman about its impact on
the total business atmosphere in the country.

Senator Lona. I would just like to ask one brief followup ques-
tion. Some people have made the point to me that, if we had any-
thing that is a tax on consumption, we ought to exempt drugs, per-
haps food, and things like that from it. My inclination is that, inso-
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far as the poor are concerned, the overal mix should be such that it
would not just eliminate drugs—it should have no impact at all on
the poor. It is possible to do that with a negative income tax that
accompanies the consumption tax. So, from that point forward, you
can do whatever you want to do with it; but just for simplicity and
uniformity, it would seem to me that the person in the tax catego-
ry of the ordinary Senator and Member of the House should not
exempt for anything. He would pay a tax on all his purchases be-
cause he can afford to. Those who are low-income peopie can be
given whatever consideration you want to when you work out such
a proposal. I just dou’t think that that type of tax approach need
be condemned on the theory that it impacts on the poor because it
n;ed not impact on them any more than you want it to impact on
them. -

Mr. Pratrt. I understand your point, Senator. I would certainly
agree with that.

Senator LoNG. Thank you, sir.

The CHAIRMAN. Senator Chafee.

Senator CHAree. Mr. Pratt, in your testimony, you stressed, as
well all have been stressing here—certainly on the Republican side
of the Senate—the urgency for deficit reduction. Regardless of the
effect. on the dollar, we ought to do it. Mﬂequestion is this: What do
you think the effect on the dollar would be if we went along a path
toward eliminating the deficits by 1990, with substantial reductions
in 1986 and through 1988?

Mr. PrRATT. Here, again, surrounded by economists, I know econo-
mists have all got different views on that. As a practical business-
man, my common sensc¢ tells me it ought to have a favourable
effect. I think all businessmen feel that way strongly—that the def-
icit is indeed one of the major problems contributing to our interest
rates and the dollar, although this is disputed by soine knowledgea-
bie people. So, ves, I would think that would be an important
factor. I have come to the conclusion that, regardless of what we
do, I think the dollar will adjust. I think that the very size of our
international balance of payments deficits will mean the long-term
strength of the dollar will eventually take a turn, just like it does
with every other country. And nations and people will be, there-
fore, more conceirned about the future of the dollar, and they will
do the same thing we businessmen do. Once they think that the
dollar is finally going to adliwst, they are going to get out of it as
fast as they can. Now, people will say where are they going to go?
And I agree, it isn’'t easy. But there will certainly be a sizable
effort to get out of the dollar and it will have some effect, and it
will adjust. However, I think the longer we wait, the more difficult
that adjustment will be. It looks like it may be under way already,
as some people are suggestin% Maybe it is. I hope s0. I have been
concerned that even with deficit reduction, the adjustment would
not happen fast enough and I, at least, nave suggested that we
ought to even consider new aparoaches that, in the past, may have
been consideved impractical, and yet seem to me may be desirgble.
One possibility may be negotiated exchange rates. They are doing
some of that in the Ccmmon Market, as you know. They negotiate
ranges of relationships between currencies. I suspect a more dra-
matic attack on the actual value of the dollar is justified in view of
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the difficulty it is causing all over the world. The dollar is killing
us—the American businessman. It is killing us, and we can’t, in
my gudgment, tinker with something here with the thought that by
1992 it will solve the problem. We need more abrupt improvements
than that. I would consider things that, up to now, have not been
considered.

Senator CHAFEE. What do you say, Dr. Makin?

Dr. MAKIN. I think there are constructive and destructive ways
to get the dollar down. Right now, this economy is heading in the
destructive direction. The economy is slowing down rapidly. That
will get the dollar down. Money growth is accelerating. That will
get the dollar down. And unfortunately, despite the efforts of many
sincere people, we are not getting action on the deficit. And if that
contributes to the slowdown, that might even get the dollar down,
but I am not sure that is the outcome we want. We want a con-
structive——

Senator CHAFEE. We all agree that is not the outcome we want. [
guess taking the reverse side, all of us believe we ought to reduce
the deficits, but an odd part of reducing the deficits might be that

_the dollar would be strengthened.
" Dr. MakiN. I strongly urge you to take the chance. :
" Senator CHAFEE. We are willing to take that chance. [Laugater.]

And we have indicated that. Let me ask you quickly—and this is
sort of along the lines of what Senator Baucus asked—and that is:
What is good about the pro ? Mr. Langdon, I am talking about
the President’s tax proposal. Yes, you would like making the R&D
tax credit permanent. What else do you see that is good about it?

Mr. LANGDON. Yes. I think there are several things that are good
about it. One, substituting a more realistic depreciation system,
which then eliminates the tax differential between various indus-
tries. You probably-saw the Joint Committee report which gave a
range of effective tax rates betwaen industries, which was very dra-
matic. that really results in an inequitable distiibution of capital

" within industries within the United States.

Senator CHAFEE. Would you agree with that, Mr. Pratt?

Mr. PRATT. ]| commented on that earlier. If I were speaking for
- Pfizer, I would say by all means. You know, we are not a smoke-
stack industry or the kind that tends to benefit from accelerated
depreciation. I have a little trouble with that, though. I am not
sure that this differential treatment between various.industries is
necessarily bad. I am not sure. I think it may be important for us
to stimulate industries that need stimulation.

Senator CHAFEE. Dr. Mauer, what would you take out of the
President’s proposal? You don’t like it, but what would you take if
you could take something? I know you would take the R&D tax
credit. What else?

Dr. MAUER. Perhaps it is in order to respond to one of my fellow
panelists who mentioned, or emphasized, that there were discrep-
ancies in the allocation of ca itaf) across investment categories as a
result of current law. I would feel, with my colleague, Mr. Pratt,
that this indeed is warranted because there has been a major prob-
lem in the system as it had been earlier constituted that offered a
bias against those large capital users. And we have much of that

52-908 O - 86 - 4



94

now redressed under present legislation. Your quesion is which
provisions are desirable?

Senator CHAFEE. Yes. I mean, we are going to be sitting here de-
ciding, and if we follow through on Mr. Pratt’s skeptical view that
you can’t keep Congress from tinkering with this thing anyway,
maybe we ought to at least know what is good about tinkering.

Dr. Mauer. Yes. I think one of the things that I am inclined to
support in the tinkering area, and I feel it is something more than
tinkering, is a point that has been mentioned by Dr. Makin. And
that is that it is desirable to index your capital recovery system.
That concept has merit, and it has merit especially should we
again move to inflation rates that are in excess of {O percent. I
myself feel that, if you take a long view of things, it is possible that
we might again see inflation over 10 percent sometime during the
next, say, 20 years.

Senator CHAFEE. Thank you, Mr. Chairman.

The CHAIRMAN. Senator Danforth.

Senator DANFORTH. Thank you, Mr. Chairman. Gentlemen, this
is a very interesting subject. Clearly, if we wanted to encourage
more exports and fewer importss, we would have a Tax Code which
would encourage savings and reduce the interest rates. Dr. Makin,
you have made a proposal in your testimony which is similr to
what was Froposed—or identical, I guess, to what was proposed—in
Treasury I, relating to indexing of the interest deduction for bor-
rowers and interest income for lenders. Can you explain how that
would work and why what would both encourage savings and
reduce interest rates?

Dr. Makin. I did try to answer that before, but to use Senator
Packwood’s expression, 1 don’t think I did a very good job.

Senator DANFORTH. I am sorry. I wasn't here.

Dr. MAKIN. Let me try again. Let me give some examples of what
Treasury I suggested. Let’s say that you are a sa-:r and you are
earning 10 percent interest. About 6 percent of that is_compensa-
tion for the fact that inflation is going to erode the value of your
saving. And 8o, there is no real compensation there. What the
Treasury proposal tried to do was to say that you reall shouldn’t
be taxed on what is compensating you for erosion in the value of
your saving. So, they would take out the inflation component and
tax only the real component. So, in a way, you would encourage
savers by saying to them, look, you are not going to lose out. You
are not going to be taxed on simply the inflation portion of what
iwou are earning. You are just going to be taxed cn the real portion.

think this is an important area because, when you think about
whsy:5 people save, then think about the aftertax return to saving.

nator DaANrForTH. What would happen to the interest rates
with this proposal?

Dr. MAKIN. Because you would encourage more saving, the
supply of funds available in the financial markets would rise, and
there would be a drop in the intersst rate. At the same time, you
are saying to borrowers: You are Lot going to get a gift if inflation
accelerates. In other words, you will only be able to deduct the real
portion of your borrowing, not just the nominal portion.

Senator DanrorTH. The disincentive to borrowing is an incentive
to saving? :
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Dr. MAKIN, Yes. -

Senator DANFORTH. And it says also to lenders that you can get
the same aftertax income by charging more interest rates?

Dr. MAkKIN. Exactly. That puts it better than I put it, frankly.

Senator DANFORTH. Now, is this too complicated?

Dr. MaxkiN. I don’t believe so. I read a number of the commen-
taries to say this is complicated. One of the things that complicated
it, and I think this comes to a very central issue in any discussion
of tax reform, was that the Treasury I, under instructions from the
President, exempted interest expense for owner-occupied housing.
And there was a good deal of concern that this exemption would
lead to abuse. That is, if the only way to get fully deductible inter-
est expense is through principal residence, the size and investmen
in principal residences would increase considerably. So, I think con-
cern about that loophole rationalized doing away with the whole
thing; and it was sort of like safring there is a hole in the fence,
and we are afraid people will slip through it. So, we will throw
away the fence instead of plugging the hole. Here again, I think
you would have to do it consistently. If I may add, I think there
may be a way to get at this. Going at this cold turkey may be too
hard. A general way to approach- many of the problems we have
discussed today would be to follow the approach that has been sug-
gested where you take a deduction, or you take an exemption or an
exclusion, and you evaluate it at, let's say, the lowest marginal
rate—15 percent. And then you turn it into a credit and then tax

oss income at lower rates. This would have the effect of phasing
in, effectively, indexing of interest expense and phasing out some
of the special tax provisions that are revenue losers.

Senator DANFORTH. How do the rest of you feel about this idea of
indexing?

Mr. LANGDON. From a corporate perspectie, it is fairly easy for
companies to comply with indexing, and I think that a lot of the
intended results that Dr. Makin points out will occur. The complex-
ity issue, though, I think is o very major one with regard to indi-
viduals. And I think the major problem that our Tax Code has
today is the high percentage of individuals who require outside as-
sistance in order to do their tax returns. Putting indexing into the
capital gains provision is going to increase rather than decrease
complexity for individual taxpayers.

Senator DANFORTH. Dr. Mauer.

Dr. MAUER. ] share Mr. Langdon’s feelings.

Mr. Pratr. I think I would be about the same, Senator. I don’t
have strong feelings about that, anl I haven’t really thought a
great deal about this one, I have to admit.

Senator DANFORTH. Thank you, Mr. Chairman.

The CHAIRMAN. Dr. Makin, I take it that, in fixing the fence, you
would also prohibit deductibility of home mortgage interest?

Dr. MakiN. No.

The CHAIRMAN. You would allow that?

Dr. MaKIN. I am sorry. I would treat home mortgage interest ex-
ac%\; like all the others.

e CHAIRMAN. Like all the others? All right. Now, you made
some reference, as have many of the economists, as to the Japanese
savings rate, and I think you referred to it as being three times
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ours; and that is roughly it. We have tried over the years a whole
variety of savings incentives. Senator Danforth, what was the one
you had for the savins and loans some years ago?

Senator DANFORTH. The all.savers certificate.

The CHAIRMAN. Oh, the all savers certificate. That is right. Ev-
erything we have tried doesn’t seem to work. the savings rate
doesn’t go up very muhc. In fact, we reached a high in this country
of around 8.2 or 8.3 percent in the early 1970’s, but we have never
really been a high savings country. Are you suggesting that, in
order to encourage that, instead of those potpouri of savings incen-
tives that we have, that we have-basically consumption disincen-
tives which would automatically result in increased savings?

Dr. MakiN. You could say that. Yes. I would say that you can say
that too little saving is the same thing as too much consumpfion.

The CHAIRMAN. What I am getting at is this: How do we know
that consumption disincentives would result in increased savings?
Savings incentives have not resulted in increased savings.

- Dr. MAKIN. Let me address that. The savings incentives that
have been put into place are largely the so-called IRA or retire-
ment savings incentives. The problem with these is that they don’t
operate comprehensively. What we find when we look into the
result is that the bulk of the response is by people who have stocks
of saving already on hand and every year transfer $2,000 or $4,000,
whatever thei are allowed, from existing savings into their IRA ac-
count and take the deduction. In order to increase saving, it has
got to be made more attractive. Let me put it another way. Sup-
pose you were a person who, between 1975 and 1980, saved your
money? You said, well, my neighbor rushed out and bought a
house, but I really can’t afford it yet. I am going to save my money.
By 1980, you felt like a fool because the person who rushed out and
bought a house in 1975 got a 6-percent mortgage, bought a house
that doubled in value, and essentially was strongly reinforced;
whereas you, saving up for your house, maybe bought a 5-year
hond that earned 6 percent. In effect, after inflation and taxes you
earned a negative rate of return. So your accumulation of financial
assets was a big loser. In order to encourage saving, you have got
to essentially foregoing current consumption, and that means
having a fairly stable inflation atmosphere. It also means taking
away some of the subsidies that are currently there to consume.
And again, our tax treatment of interest income and expense is a

big one.

6I‘he CHAIRMAN. Why did this country do so well in the 1950’s and
1960’s in terms of productivity and export, and we still had a low
savings rate? What went wrong?-The-savings rate didn’t change.
Why were we so good in that roughly 20-year period—1950 to 1970?

Dr. MakIN. Partly, I think it is a relative matter. Remember that
in the 1950’s this country was the only country that had its capital
stock fully intact. Again, take the case of Japan. Let the number
100 represent real per capita income in the United States in 1980.
Japan, before World War II, was at 12. After World War II, they
were at six. In other words, the war essentially destroyed half of
their capital, and a similar thiniin Europe. Now, Japan is back up
to 80, and one of the reasons they have had much higher saving
rates and much higher rates of capital formation is that they have
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had a much longer way to go. The United States looked particular-
ly good in the 1950’s because our Fo‘tential competitors were still
building, while we were, in effect living on capital. Now that our
competitors have rebuilt, we don’t look so good any more, because
they have rebuilt in some cases with more modern capital. They
have instilled L:abits which are oriented toward providing more for
future consumption, whereas we have instilled habits which are
aimed at consumption.

The CHAIRMAN. But how did we do it domestically? Forget
export. Forget the competition. How did we manage to grow at a
productivity of 2.5 to 3 percent and make signficant domestic cap-
ital investments? Where did we get it? It wasn'’t foreign investment
particularly.

Dr. MakIN. We were exporting. I am not saying that this isn’t a
lively and dynamic economy. I am just saying that——

The CHAIRMAN. Comparatively speaking to our GNP, we were ex-
porting relatively little in the 1950's and not much more in the
1960’s, but somehow we amassed capital in this country and cre-
ated businesses and expanded and produced jobs, and productivity
increased. I am curious as to where we got the money.

Dr. MakIN. We got the money essentially from domestic savers.

The CHAIRMAN. We didn’t have a high savings rate though. We
had about 5.5 to 7 percent.

Dr. MaAKIN. You know, I would have to go back and look at the
numbers, but I believe our savings rate was, on net—that is, when
you adjust for capital consumption—a good deal higher in the
1950’s and 1960’s than it is now.

The CHAIRMAN. What do you mean? The only savings rate I am
talking about is the one that I can get from the Treasury Depart-
ment or the Congressional Research Service, and I assume that
theﬁ give it to me apples and apples, year after year, because that
is the way I ask for it.

Dr. Maxin. But which savings rate did they give you? In other
words, did they give you a saving rate that adjusts for the amount
of saving we have to do just to stay in the same place?

The CHAIRMAN. The savings rate they give is the percentage of
savings-in relation to the GNP, and it includes equity and insur-
ance and bank accounts and everything else. It includes capital
stock purchases.

Dr. MaxiIN. They gave you a gross savings rate?

The CHAIRMAN. Yes.

Dr. MaxIN. Which is a bit misleading over time, but I don’t want
to avoid your question. Where did the savings come from in the
1950's? Tﬁe saving came lar¥ely from domestic sources. American
industry was building rapidly, with great potential in the world
economy, where we were well ahead of our foreign competitors.
America itself is a great marketplace, and the 1950°s was the time
when American businesses could develop products and effectively
think about marketing them at home and sourcing them at home.

The CHAIRMAN. Thank you. Senator Bradley.

Senator BRADLEY. Thank you, Mr. Chairman. The committee has
heard from a lot of witnesses about the trade deficit and the tax
system and about ways to try to counter the deficit. And while that
is not directly the issue of this panel, it is related because the ques-
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tion yo have to ask is: How are we going to compete in internation-
al markets? I was curious aus to whether you believe that if what
we are interested in is competitiveness, is it the overall efficiency
of the economy that is important, or is it the specific tax breaks
that are given to achieve specific objectives? Dr. Makin and then
anyone else?

Dr. MAKIN. This won’t be a surprise. I think it is the overall effi-
ciency. Let me suggest one other piece of information. In 1985, the
value of tax expenditures going to American corporations was $95
billion, as estimated by the Joint Tax Committee.

Senator BRADLEY. What was that? Say it again.

Dr. MakiN. If you take all the tax expenditures going to the cor-

~porate sector in 185, it sums $95 billion of lost revenue. Now, take

Japan. Here 1 am trying to illustrate my case that even this is
better than special incentives. In Japan, that same number is the
equivalent of $1.5 billion.

Senator BRADLEY. In tax incentives?

Dr. MakiN. In tax incentives.

The CHAIRMAN. So, they use their tax code very heavily——

Senator BRADLEY. Very little.

Dr. MAKIN. Very little.

The CHAIRMAN. Oh, very little. Oh, $1.5 billion you said. I am

sorry.

Dr. MAKIN. $1.5 billion versus $95 billion. -

Senator BRADLEY. And?

Dr. MAKIN. Japan is a rather effective competitor in_the world
marketplace, and they have what I would judge to be a fairly even-
handed tax system when it comes to the corporate sector.

Senator BRADLEY. Dr. Mauer?

Dr. Mauer. Yes. Reacting in part to Dr. Makin’s comments, I
feel that it is very difficult to compare one economy with another;
and these comparisons are difficult at many levels. One of the
major levels is not the comparison of the tax system—U.S. vis-a-vis
Japan—but rather a comparison of the process through which cap-
ital is raised and allocated. In Japan, you have got a number of fac-
tors that contribute to much lower capital costs from an interest
rate standpoint than you have in this country.

Senator BrabpLEy. I thought you didn’t want to compare them.

Dr. MAuUER. I am saying that these comparisons are difficult, and
Tam {)ointing out one of the difficulties with John Makin’s focusing
strictly on the tax systems.

Senator BRaDLEY. Would you see if you can return that deep shot
to the base question? [Laughter.]

Dr. MAKIN. Let me see if I can. The studies that I have seen on
the cost of capital in Japan—one recently completed by Prof. Allen
Auerbach and Professor Andos—suggest that user cost calculations
as a relevant figure for capital formation are roughly equivalent in
the United States and Japan.

Senator BRADLEY. That is what Dr. Auerbach testified before the
committee several weeks ago. So, that is right. So, you believe that
efficiency is more important than tax breaks. The queston is: How
do you describe efficiency in language, you know, that everyone un-
derstands?
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Dr. MakIN. Let me put the efficiency in terms of looking at the
President’s plan. I think of both dimensions. We want to think
about how we allocate capital and whether we encourage or dis-
courage capital formation overall. The President’s plan produces a
50-percent reduction in the dispersion of tax burden across differ-
ent uses of capital.

Senator BRADLEY. What does that mean?

Dr. MAkIN. OK. Let me put it in the way I was thinking about it
in my testimony. Suppose you have an engine and you want to in-
crease the horsepower. You need to increase both the air and the
fuel ini)ut. And if you do it with the right mix with a supercharger,
you will get more horsepower. So, let’s say that the tax incentive is
the supercharger. Let’s say we put all the incentives in one area. It
is like dumping more fuel into the engine without any more air. It
is going to sputter. You have got to keep the mix right. So, the mix
is important and, of course, the overall level of the air-fuel mix
that is going in is important. So, when people talk about neutrali-
ty, they are talking about the mix of fuel and air. When they talk
about investment incentives overall, they are talking about Fow
much of that mix is going in. In my judgment, the President’s pro-
posal keeps enough going in and greatly improves the mix.

Senator BRADLEY. So, you are defining efficiency in terms of es-
sentially the most efficient mix—in your analogy—and in economic
terms, theat the combination of thin?s should be as neutral as Kos
sible in influencing the allocation of capital and investment. And
therefore, the market should perform that function. Is that correct?

Dr. MakiN. Exactly. Neutrality says if you want to make a deci-
sion, make it based on its fundamental soundness for the business.
You don’t have to call up the tax department.

The CHAIRMAN. Senator Baucus.

Senator Baucus. Gentlemen, do ve have a high enough level of
R&D in this country?

Mr. LANGDON. Absolutely not, from several pe}rzagectives. One,
they key thing in our view that fuels exports is D activity in
this country. The closer you can have your R&D facility to your
manufacturing facility, the better you end up with a product. And
what has happend abroad within the last few years is that our
other major trading partners—dJapan, France, and the United
Kingdom—have enacted very generous R&D incentives so as to
counterbalance the R&D efforts in this country because they real-
ize that, if they get on the cutting edge of technology in all sectors
of manufacturing, they will leap ahead of us. And they are con-
stantly at our heels ause their wage rates are substantially
lower than ours.

Senator Baucus. In addition to make the R&D tax credit perma-
nent, would you advocate either raising the R&D tax credit or
making any other changes?

Mr. Laxapon. I think that the President’s proposal is correct
from the standpoint of more finely tuning the definition so that it
only relates to innovative projects. 1 think conceptually it is sound
in that it provides an incremental credit which rewards people who
increase the amount of R&D activity. I don’t think that it is neces-
sary to make it any richer.

gnator Baucus. So, you think it is all right?
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Mr. LANGDON. Yes.

Senator Baucus. The proposal is fine?

Mr. LANGDON. Yes.

Senator Baucus. Do any of the others have any comments on the
level of R&D in the United States?

Dr. MakKIN. I have one prediction. -

Senator Baucus. All right. ‘

Dr. MakiN. The R&D tax credits will increase the number of in-
vestments that are defined as R&D.

Sentor Baucus. That is always a problem. Thank you.

The CHAIRMAN. Senator Long.

Senator LoNG. Thank you, Mr. Chairman. I have had my shot at
this, and I want to thank the witnesses, but I have no further ques-
tions.

The CHAIRMAN. Senator Bradley.

Senator BrapLEy. I have just one more question. I am curious
still on this competitiveness thing. Do you think if you tried to de-
termine which was more important in terms of competitiveness,
how would you order the exchange rates and the impact that has
on competitiveness versus the Tax Code? Again, you frequently
find the argument made that we hav this big deficit and what we
need are more tax incentives. Can you overcome the disadvantage
of an overvalued dollar with tax incentives?

Dr. MAKIN. No. I think there is concensus on that.

Mr. LancpoN. Yes. We all agree on that and we also said, from
all of our testimony at the beginning, that we felt that the deficit
was more of a major priority than dealing with various and sundry
tax reform proposals, especially in the area of international com-
petitiveness because it fuels the strong dollar.

Senator BRADLEY. Thank yonu. -

The CHAIRMAN. Gentlemen, thank you very much.

[Whereupon, at 11:53 a.m., the hearing was adjourned.]

[By direction of the chairman, the following communications
were made a part of the hearing record:]
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IMPACT OF ADMINISTRATION TAX PROPOSALS ON

FOREIGN TRADE OF INTERKATIONAL SEEYEQE‘@#GANXZ&}IONS

The Preslident's tax reform Proposals 5¥ May 28 w»oald xmposé a

non-elective per-country limitation on the faoreign

would change many of the rules for determining the

items of income.

These changes would dramatically

tax credit and
source of

alter the tax

treatment of U.S. taxpayers that derive overseas income and for-

eign taxpayers that derive income from activities in the U.S.

Ve

‘Behggve that the proposed changes would undermine the ability of

. domestic concerns to compete in high-tax foreign countries. In

addition, the Proposals would have a particularly hacsh impactk

upon service corporations because of the unique nature of the

international service business (as opposed to the manufacturing

industries at which the proposed rules appear to be aimed).

Some

of the anticipated effects of the Proposals are discussed below.

Impact Upon U.S. Owned International Service Corporations

[} The international service business must make its services

available at the location where the client's needs are to be

satisfied or the service is to be consumed or utilized.

Unlike manufacturers who may produce in one country for

consumption of their produce in several other countries,
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service businesses generally cannot elect a low-tax juris-

diction to produce their products for markup or sale to

other jurisdictions.

- To compete effectively on an international scale, most
international service businesses must be able to offer
a world wide service on an‘gntegrated basis. Service
businesses normally follow their clients around the
globe. This often entails providing services in as
many countries as possible regardless of tax rates,
exchange restrictions, or even the ability to turn a
profit in many parts of the world.

- An exception to the practice of rendering services in
the location where they are used occurs in the technj-
cal assistance area, where the user country (generally
less developed) is seeking services of highly technical
nature from a more sophisticated country in which such
expertise is available. This technical assistance ser-
vice exception to the general practice currently pre-
seats a classic double-taxation problem unéer present
law which, while taken into consideration under the
proposals, is not adequately resolved. -

As a matter of tax policy, the per-country proposal removes

from current law a system responsive to the problems of the

service secéor without meeting the Prop;sals' stated objec-
tive of eliminating the incentive for manufacturing and

industrial concerns to locate in low-tax jurisdictions.
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Manufacturing or industrial concerns could still choose
low-tax jurisdictions for production with the products
actually being consumed in other countries. Profits
could be accumulated for reinvestment in those low-tax
jurisdictions without repatriation to the United
States.

In addition, according to the text of the President's
Proposals, the revised sourcing rules would also attach
greater significance to the jurisdiction in which the
property is manufactured than to the location whcre the
sales activities occur. (See Appendix for illustra-
tions for these effects.) 7This would increase the
incentive for domestic concerns to locate manufacturing

facilities abroad in lower tax jurisdictions.

By increasing the cost for the Service sector to rendur ser-

vices in high-tax countries, per-country limitations as

imposed by the Proposals could cause a reduction in the

amount of services sold in such countries. The Proposals

could therefore be detrimental from a balance of trade

standpoint.

A worldwide calculation of foreign tax credits enhances

. the ability of U.S. taxpayers to compete in high~tax

countries. This result occurs because taxes from such
countries can be offset against profits from low-tax

jurisdictions, reducing the total cost of selling prod-

ucts and services.
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An international service business may continuously
incur losses in some countries because of its over-
riding necessity of maintaining a global presence.

I1f these operations are conducted through foreign
branches, as is often the case, the current system of
offsetting foreign losses directly against foreign
profits when computing foreign source taxable income in
maring the foreign tax credit calculation is far more
sensitive to the worldwide nature of an intecrnational
service business than the proposed system of offsetting
losses.

Under the proposed per-country system, these purely
foreign losses would be par*-ially offset against income
from high-tax jurisdictions where the excess credits
cannot be utilized to reduce the overall foreign tax
cost. By not fully tax-effecting loss operations, the
Proposals would penalize service business for fulfil-
ling the competitive business need to maintain a pre-

sence in as many countries as possible.

[} The proposed rules would be administratively unworkable for

domestic taxpayers with international operations.

In determining their foreign tax credit, taxpayers
would be required under the Proposals to allocate
income on a country-by-country basis and then to
apportion expenses and losses to such income. For

example, income derived from activities occurring in
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more than one country would have to.be allocated among
all of the countries in which such activities take
place. Moreover, expenses such as overhead, steward-
ship, and interest would have to be apportioned among
such countries, Consequently, the Proposals would give
rise to a substantial additional record-keeping burden.

- Due to the inherent subjectivity of allocation and
apportionment, the proposed rules would probably cause
increased litigation on the part of multinationals who
do not capture data on this level of detail.

- Taxpayers are presently required under present law only
to allocate and apportion income and expense items

between U.S. and non-U.S. sources.

Double Taxation - Technical Assistance Contracts

Under current law, income which is attributable to personal ser-
vices is sourced in the jurisdiction in which the services are
performed. In many instances where these services are of a
highly technical nature, developing companies are seeking the
services from more developed societies. Consequently, services
may be rendered outside the jurisdictioa where the end product (a
factory blueprint, computer program, feasibility study, etc.)
will be utjlized. For example, technical services are frequently
rendered uithin the United States, creating U.S. source income,
while the &ross payment for the service is subject to taxation in

the ccuntry in which the service is utilized. Third world
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countries are not likely to have double taxation agreements with

the United States, and often levy taxes on the gross payments for

these services performed outside their boundaries.

These conflicts between sourcing rules of the United States

and foreign countries lead to economic double-taxation.

Such double-taxation hampers our service companies' ability

to compete against major competitors which have more favor-

able foreign tax credit systems that unilaterally recognize

this double-tax problem.

. The inability to bid competitively on technical assis-

tance contracts impedes the ability of the technical
assistance segment of the service sector to creata
additional jobs in the United States and exacerbates
our balance of trade problems.

The President's Proposals recognize that this service
problem occurs in the case of architectural engineering
and related constructions services. The Proposals
fail, however, to ameliorate the problem for management
consulting, computer software, accounting, insurance
brokerage, information systems analysis, marketing con-
sulting, éommunications systems, and seismographic and
other geophysical service systems in which the United.
States maintains a leading technical edge, but cannot
effectively compete because of the double-taxation

problem.
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A
The President's Proposals are helpful in that they would

permit taxpayers to elect on a country-by-country basis

whether to deduct or credit foreign taxes. Consequently, a

taxpayer could obtain a deduction for foreign taxes in coun-

tries where it may have no foreign income or loss without
losing the ability to take credits for other countries.

- However, we do not support the President's per-country
proposals for the foreign tax credit, and we do not
believe that the Treasury would permit a per-country
election between deduction and credit if the President's
proposal is unacceptable to Congress. Therefore, we
suggest that the double taxation problem be resolved
even if the per-country proposal is found unacgeb:able
to Congress. }

- We recommend that the sourcing rule for income derived
from technical service contracts be conformed to the
source rules for rental or royalty income derived from
intangible property (i.e., such income would be sourced
by ceference to the place where the intangible product
of services is utilized). This would put our technical
service sector on a competitive footing with the tax

~

laws of many of our trading partners.
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Branch Profits Tax

o The proposals would provide a deterrent to foreign entities
from locating facilities in the U.S. 1In addition, facilities
that are presently operated as domestic branches might become
economically unsound under the proposals. This disincentive
to locate in the U.S. would result from the "branch profits
tax" that would be imposed upon deemed repatriations from
U.S. branches of foreign corporations.

- The branch profits tax would increase the tax cost to
foreign taxpayers of doing business in the U.S. Conse-
quently, foreign corporations would be induced to save

- taxes by locating facilities outside the U.S.

- The branch profits tax could poteAtially impose a
triple-tax upon a U.S. shareholder of a controlled for-
eign corporation which is conducting business in the
United States through a branch.

[ The proposals would repeal the "80-20" rule regarding inter-
est of dividends from U.S. corporations. This revision in
the dividend and interest sourcing rules might impede for-
eign investors’' willingness to invest in certain corpora-

- tions carrying on operations in the U.S. The change would
also create an unfair distinction between a U.S. incorpo-
rated bank and other financial entities (e.g., a U.S. incor-
porated 80-20 lite insurance company which issues.policies

solely to non-resident aliens who are residents of non-
d -
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treaty countries) since interest paid on those life and

‘annuity policies would be subject to the 30% withholding tax

while interest on any bank deposit by a non-resident alien

is currently exempt from U.S. taxations.

- Although "80-20" corporations must by definition derive
most of their income from non-U.S. sources, some of
their income may be attributable to U.S. operations.
The proposal would increase the required pre-tax return

for equity or debt investments in these corporations.
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APPENDIX

EXAMPLE: Assume that Company A is a domestic manufacturer of
computers and office equipment that has decided to market its
products in the Far East. Company has determined that, from a
strategic standpoint, it should market a line of products in
Japan for the next few years. The company has forecasted annual
—Japanese sales of $10,000 for the product line. Units for each
year's far east sales can be produced at A's domestic Ffacility

for $5,000. Alternatively, A could establish a Hong Kong facil-

ity to produce them at a total yearly cost of $5,500.

Company A's present opera-ions are expected to yield $1,000 U.S.
source taxable income and $2,500 of taxable income from French
sources. France, Hong Kong, Japan and the U.S. impose income

taxes at flat rates of 50%, 16%, 42% and 33%, respectively.

Company A would recognize annual taxable income of $8,500 if the
manufacturing operations are conducted domestically. It would
pay taxes of $2,100 to Japan and $1,250 to France each year. It
would have an annual tentative U.S. tax liability of $2,805
which, after reduction by a foreign tax credit of $1,650, would
result in a total U.S. tax liability of §$1,155. Consequently, A
would pay a total of $4,505 domestic and foreign taxes each year,

leaving it with after-tax income of $3,995.
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If per-country limitations are instituted and the income sourcing
rules a;e changed as the President proposes, A's total annual
foreign tax credit would be limited to $1,237 ($412 from Japan
and $825 from France), resulting in total U.S. tax liability of
$1,568 ($2,805 tentative tax less $1,237 of credit) for each
year. A's annual after tax profit would therefore be $3,583
under the President's proposals if it conducts its manufacturing

operations in the U.S.

As mentioned above, A could produce its product line in Hong Kong
_at a total annual cost of $5,500. Because of the additional cost
of manufacturing overseas, A's annual pre-tax income would be
only $8,000. However, A's U.S. taxable income would not include
amounts received from Japanese sales. Therefore, A's U.S. tax-
able income would be only $3,500, and A's foreign tax credit
would be $825 (attributable to France). Consequently, A's annual
U.S. tax liability would amount to $330, and A's annual worldwide
tax liability would be $4,190. A's after-tax net income for each

year would consequently be $3,810.

In summary, A's after-tax profit under current law from producing
the product line in the U.S. and selling it in Japan ($3,995)
would be greater than the amount that it would earn from produc-
ing its goods in Hong Kong ($3,810). However, its profit where
the product line is produced in Hong Kong is greater than the
profit that would arise from manufacturing its product line in

the U.S. if the President's Proposals are adopted ($3,583). Con-
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sequently, economics would dictate that A establish.the Hong Kong
facility if a per-country limitation is adcpted. In such event,
the U.S. would lose direct tax revenue of $825 from A, as well as

indirect economic benefits (e.g., employment).

The table on the next page presents the assumptions and alterna-

tive calculations of A's foreign tax credit.
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APPENDIX - Oontinued

Worldwide Limitation Per-Coantry Limitation
Manufacture Manufacture Manufacture Manufacture

in U.S. in H.K.* in U.S. in H.K.*

Jap«nese1 sales (gross) $10,000 $10,000 §10,000 $10,000
Allowable expenses 5,000 5,500 5,000 5,500
Net Income Sales TR0 T4,50 $75,000 150

Foreign Source T.I

Japan Sourcet* $ 2,500 3 1,250 -
French Source 2,500 $ 2,500 <,500 $2,500
Total 35, §3,500 T3.750 £330

U.S. Taxable Incame $ 8,500 $ 3,500 $ 8,500 $ 3,500
U.S. Tentative Tax - $ 2,805 $ 1,155 $ 2,805 $ 1,155
Foreign Taxes:
$ 2,100 $ 1,890 $ 1,100 $ 1,890
Hong Koog 720
France 1,250 1,250 1,250 1,250
TOTAL 3,350 33,860 ; 3,880
Foreign Tax Credit:
Overall $ 1,650 $ 825
Japan $ 413
France 825 $ 825
Total - $1,650 L ES 31,238 § 85
Federal Income Tax Liability § 1,155 $ 33 $ 1,568 $ 330
Inoome Summary:
Inoccme-U.S. Operations $ 1,000 $ 1,000 $ 1,000 $ 1,000
~-French Operaticns 2,500 2,500 2,500 2,500
~Far East 3,000 4,500 5,000 4,500
4,505 4,190 4,918 e
Less: Taxes Q
AFTER TAX PROEIT F3F $3.310 3,583 § 3,810

* Manufacturing operations would be conducted by a Hong Xang subsidiary. Cash profits
would not be repatriated,

#* Under present law, incame sales in Japan would be sourced 50% in Japan (country of sale)
and 50% in the U.S. (aantry of manufactime}. The President's proposals do not specify
the relative weights that they would accord the jurisdictions of sale and manufacture.
W have assumed that income would be sourced 25% & 75% to Japan & U.S., respectively.
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INTERNATIONAL TRADE COUNCIL
750 Theteenth Steet SE. Washngion DC 20003 USA
Teleshone 02) 5471727

Text Submitted for Testimony
before the
Finance Committee
U.S. Senate
by
Peter 7. Nelsen
President
International Trade Council
washington, D,C,
Subject: The Impact of the Proposed Tax Reform on the
International Competitiveness of U.S, Business

The Intemational Trade Council testifies today
on behalf of its member campanies in 49 states that
produces hundreds of finished goods and services that
are exported world-wide. These companies are very
concerned by the declining internatimnal compet-
itiveness of U,S. businesses and the mounting U, S,
trade deficit, Our stand is that certain provisions
of th: President's proposed tax reform, even with
the stated tax reduction to 33X , will further dam-
age U.S. intemational competitiveness. Specifically,
the repeal of the Investment Tax Credit and changes
in capital deprecfation schedules will also put
U,S. companies in an even more di sadvantageous pos-
ition relative to the export assistance recefved
by their foreign competitors.

The International Trade Council also clarifies )
the causes of the Lhited States' declining i{nternational
competitiveness, Most importantly, U,S. government
export assistance programs do not meet the need of
U.S. companies for export assistance and, secondly,
the programs that do exist are far from competitive
with the more substantial assistance programs offered
by our overseas competitors,

The International Trade Council suggests two al-
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ternatives to the aforementioned tax reform provisions
that we feel will help U.S., campanies maintain, and even
improve, their international competitiveness:

1) Deductions on export-related production loans,

and

2) Corporate tax deductions tor export marketing

costs.

With most private banks hesitant to provide ven-
ture capital for export expmsion, especially to small
businesses, the government must take most of the respon-
sibllity for providing Internationally comostitive ex-
port assistance. Thus far they have falled to do so at
a level required by U.S. companies so that they can re-
mafn campetitive in the international market, and the
President's proposed tax reform can only worsen this al-
ready inequitable situation,

The International Trade Council advocates incorpor-
ation of the two aforementioned alternatives and a comp-
.rehensive policy statement from the White House and Congress
that makes a clear commitment to U,S, export expansion
and to Increased international competitiveness. Sich a
comaitment would be a major step toward generating Increased
U.S. productivity so that the budget can be realistically
balanced by additional export-related revenue, rather than
by negative legislation ad continued deficit financing.
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Thank you, Mr. Chalrman and Hembers of the Comittee, for the
opportunity to testify for ycu today, I am Peter Nelsen, President
of the International Trade Councll, which {s a trade association of
U.S. exporting businesses.

A mator concern of the ITC is the continuous decline in the in-
ternational campetitiveness of U.S, business that this country has
experienced in recent years; furthemore, the causes of this decline
concern us, We are here today to propose éltematlves to the nega-
tive effect that certain provistons of the Administration's proposed
tax refora will have on the International competitiveness of U.S.
businesses,

As it stands today, the Administration's tax reform proposal
will cut corporate deductions to such an extent that the net result
will be a corporate tax increase, not decrease, In addition, if they
are implemented, the proposed repeal of the Investment Tax Credit
and changes in depreciation schedules so that deductions for capital
equipment depreciation are restricted will place U.S. exporters at
a disadvantage to the foreign competitors who receive government-
sponsored export assistance that the U.S. producer does not recelve.

In our testimony today we intend .to substantiate that U.S.
exporters are indeed at a competitive disadvantage in the world mar-
ket due to the relative lack of export assistance the U.S. govern-
ment provides. Furthermore, the provisions of the proposed tax re-
form mentioned above can only make that situation worse.

The International Trade Cauncil is solution-oriented and there-
fore we will propose some alternatives to the situation that we
feel are both constructive and within the spirit of the President's
and Congress' goals for the U,S. economy; namely, to encourage u.S,
fnternational competitiveness, rather than limit or impede it,

Our first proposal is for a direct deduction of all interest
charged on export-related production loans made by exporting bus-
inesses for up to 6 months and a similar deduction on overseas
buyers credit temms, also for up to 6 months, The total of these
two items would therefore not exceed a 12 month deduction at the
Prime Rate, Thess daductions are not contrary to the GATT rules and
would help provide the kind of financial advantage that many U.S.
companies currently lack, but many of their foreign competitors
possess. At present, with these advantages, other countrles are
able to outdistance the U.S. in export volume, and therefore con- ’
tribute to our alarmingly high trade deficit.
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~ Second, we propose the adoption of a tax provision that would
allow U,S. producers to deduct half the export marketing costs {not
to exceed 5% or 5$250,000) assoclated with the first $5 million
worth of exports they produce each year from their taxes, rather than
from ordinary expenses or corporate revenue. This provision would
not only helpéﬂnance thelr export sales in new markets, it would
also save small businesses the up-front expense of creating a For-
eign Sales Corporation (FSC) for a limited amount of annual overseas
business,

These two proposals would help offset the disadvantage U.S.
businesses, espectally small- to mid-sized ones, will suffer if the
proposed restrictions on their international competitiveness are im-
posed by passage of the tax reform.

Numerous studies and publications indicate a general consensus
regarding_our concern for the decline of U,S. international compet-
ftiveness.

The House Export Task Force, a bi-partisan congressional caucus
formed in 1978 to support legislative action designed to expand in-
ternational trade, reported that " to survive and progress as a world
leader, the U.S. must be more campetitive in the world marketplace.
We must recognize the new economic realities and deal effectively
with them." Specifically, the Task Force identified "a wide array
of impediments, many of which are imposed by our om government,™
They also recognized the fact the U.S. government export assistance
is not nearly substantial enough, especially In comparison to that
offered by other overseas governments, to support an appropriate
level of exports. The Task Force had the vision to realize that-our
decline in exports and our growing trade deficit have a significant
domestic impact in the U.S, econamy in that, for example, "every
additional billion in exports creates at least 25,000 new jobs,"

Mother factor in the declining international competitiveness
of U.S. business was explored by the Subcomittee on International
Economic Policy and Trade in August, 1984 when they noted that,
despite the passage of the Export Tr. iing Campany Acthin 1982, ex-
port trading companies have falled to became " a prominent force for
the U.S, in intemational trade." One of the major culprits in this
lack of support seems to be the Eximbank, who approved only 17 app-
lications for ETC working capital guarantees (totalling 20,2 million
dollars) between the passage of the ETC Act in 1982 and the Subcomme

ittea's report In 1984, The Subcomnittee noted that much more ETC

1 T A}
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growth would be required in order to make any progress toward re-
ducing the U,S. trade deffclt, which was estimated by the U.S,
Department of Canmerce at $100 billion in 1983,

Although 1t has been argued that better marketlng of the ser-
vices Eximbank has to offer small businesses, which has been In
effect since the fall of 1983, is enough to increase the number
of ETCs that recelve Exim-sponsored export assistance, others have
noted that more substantial hurdles exist In the govemment tha\t
make 1t difficult for ETCs to operate effectively. Arthur Sultan,
CEO of Citicorp International Trading Campany, noted that restrictions
on position-taking (f.e., the ETCs' taking title to a commodity be-
fore finding a buyer), on business venues (ETCs are not permitted
to operate domestically), on exports of services, and, especially
on countertrade, all represent 'heedless disincentives" Imposed
on ETCs by U,S. government regulations that restrict their ability
to trade internationally.

Because Exim has consisently falled to meet its mandate, we -
need a clear policy statement of commitment to Increasing export
trade from the White House and from Congress. We suggest that such
a policy can be put Into practice by implementation of the proposed
tax revisions that the International Frade Council has outlined in
this testimony.,

In 1984, the President's Commission on Industrial Competitive-
ness explored several of the major concerns regarding our declining
international competitiveness and even made several recommendations
as to how we can boost U,S, sales overseas, For example, the Com-
misston reconmended the expansion of Exim's offices so that they
can do more business with small- and mid-sized companies that pos-
sess export potential, They also urged the repeal of certdin laws
that restrict U,S, export expansion and {nternational competitlve-
ness, such as the requirement for Presidential approval on loans to
five fast European countties, which necessarily restricts U.S. co-
mpanies fron campeting with European manufacturers in that area.
The Commission's reconmendations represent one of the few examples
of positive Initlatives (the Export Adminfstration Act of 1963
which contalns a simllar provision for Presidentlal restraint is
another) that are welcomed and encouraged by the business community
as viable ways to Increase U.S, exports amd, therefore, our inter-
national competitiveness.

The only problem with these positive initlatives is that, when



119

legislation Is passed In cannection with 1t, it quickly becomes
fneffective because of restrictions that are placed on It or be-
cause it is negated by counter-legislation that puts even more
effective restraints on U,S, intemational competitiveness. For
example, sensitive industries such as steel and textiles have
resorted more than once to Section 301 of the Trade Act of 1974
which gives the Presfident authority to retallate against the
unfair, restrictive trade barriers of foreign governments, In=x
stead of looking for ways to " retaliate ","we should be looking
for more constructive methods to lower international trade bar-
riers, including our own,

Although the United States is obliged to work within the GATT
as it exists, it Is also important to encourage lnnovation in our
international trade policy. In 1984, Reagan administration initiated
a substantial effort to create new ways to get around some of the
restrictions that GATT has imposed on the U.S. international com-
petitive advantage in such important categorles as services, agri-
culture and high technology. Likewise, although we recognize the
importance of encouraging Third World countries to lower thelir
trade barriers, the Interna:zional Trade Council also highly com-
mends all efforts to decrease U.S. trade restrictions, thereby
helping to curb domestic inflation, discouraging upward pressure
on consumer prices and setting a " free-trade trend" for other
coauntries to follow,

We hope to have made clear in this testimony that the U.S. -
is clearly at a disadvantage in many areas of our export trade
and that our international campetitiveness has been declining
at an alarming rate in recent years.

In conclusion, we would like to emphasize that the negative
impact of the proposed repeal of the Investment Tax Credit and changes
fn the accelerated cost recovery system will have on U,S. business,
especially small companies, cannot be offset by even a substantlal
decrease in the top corporate tax rafe, as {s also proposed.

These tax reform provisions can only impede the ability of U.S.
campanies to compete effectively in the intemnational market,
especlally when the governments of our forelgn competitors offer
export assistance that compares much more favorably ;;han that
available from the U,S. government.

Besldes the specific altematives that we have sug{;ested (t.e.,
interest deductions on export-related loans and tax deductions on
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export marketing cnstr), a number of other sources have substantiated
the importance o malntaining the Investment Tax Credit and the cur-
rent accelerated cost recovery system for deductions on capital equip-
ment, These two provisions are in danger of repeal by the President's
tax reform proposal.

Just last week, in a hearing by the House Subcawnittee on Tax,
Access to Equity Capital and Business Opportunities, the Mational
Assoclation of Manufacturers testified that " reducing the accel-
erated cost recovery system, imposing a 'recapture tax' and doing
anay with the Investment Tax Credit (ITC) could have a negative
effect on smaller businesses.” NAM also emphasized the importance
of not simplifying the tax system at the expense of productive
capital investment and the ability of U,S. companies to compete
fntemationally and provide jobs domestically,

Chairman of the Comnittee Thamas A. Luken (D-Ohlo) sald that
" already reeling from tiie Impact of unrelenting and unfalr for- -
eign competition, our manufacturers don't need to be pushed off a :
cliff by punitive tax proposals.” .

Aother witness, Robert C. Laumann, Prestdent of Techaical Equip-
ment Sales Company, stated that only retention of the Investment Tax
Credit can assure that the U,S. stays abreast of 1ts International
canpetition by encouraging technfcal fnnovation and incentive for
investment., Without the Investment Tax Credit, U.S. jobs, manufac-
turing, and investment will be shifted abroad where labor and capi-
tal are cheaper. ~

We at the International Trade Council emphasize that alternatives
to the provisions of the proposed tax. reform mentioned in this test-
imony do exist (we have presented several of our own here) and should
be considered as more positive ways to maintain, and even increase,
U.S. Intermational-competitiveness.
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July 11, 1985

Mr. George Yin

Tax Counsel to the Majority
Senate Finance Commiitee

219 Dicksen Senate Office Building
Washington, D.C, 20510

Dear Mr. Yin:

Enclosed {s a letter summarising the domestic apparel industry's views that
the President's Tax Proposals will significantly {mprove the industry's
internatior.al competitiveness. The letter was prepared at the request of Mr.
Charles R. Carlisle of the Office of the U.8. Trade Representative.

We appreciate your invitation to testify before the Senate Finance Committee
on July 18 on the international competitiveness sspects of the proposed tax
legislation. As discussed, however, we will be unable to testiy due to

schedule conflicts connected with our Board of Directors meeting. _We hope,
-as 0P8,

however, that the enclosed letter can b MM%A_M Fingnce

mittees” written Tecord. ~ Further, we would be please to provide yeu —
with any o onal Information or assistance on this matter and would be
available to testify at later hearings.

Sincerely, -

L 8TRAUSS .
y

8r. Mgr. Taxz Planning
& Research ~
Corporate Tax Department

cc:  Peter Phillipes

Enclosure
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July 2, 1985

Mr. Charles R, Carlisle
Office of U.S. Trade Representative
Washington, D.C. 20506

Dear Mr, Carlisle:

As we discussed last week, the apparel industry enthuslssticaily suppor-ts the
President's Corporate Tax Proposals. If enacted, they will significantly
improve the domestic apparel industry's international competitiveness by
bringing its effective tax rate closer to that of its major offshore competitors
in Hong Kong, Taiwan and Korea and by reducing the cost of funds required
to continue investing in plant modernization.

The testimony of Robert D. Haas, President and Chief Executive Officer of
‘Levl Strauss & Co., before the Committee on Ways and Means of the U.8.
House of Representatives on June 27, 1985, noted that the domestic apparel
fndustry’s effective tax rate is approximately 39%. Many companies, like cur
own, pay an even higher rate. We belleve this to be the highest effective
rate of any major U.S. manufacturing industry.

We estimate that our major competitors in Hong Kong, Taiwan, and Korea,
benefit from effective tax rates of between 14% and 258. This allows apparel
producers in these countries to offer products in the U.8. at wholesale prices
6% to 8% below what a U.8. manufacturer must charge to earn the same after
tex income, even if labor costs are assumed to be the same, which they are
not (See Exhibit 1).

The President's Tax Proposals would reduce the domestic apparel industry's
effective tax rate to approximately 3083 by lowering the corporate tax rate to
33% and allowing a deduction of 10% of dividends paid. This would eliminate a
large portion of the tax driven wholesale price advantage currently enjoyed
by our major forelgn competitors. (See Exhibit 2.)

It should be noted that the attached exhibits understate the price advantage
enjoyed by foreign manufacturers gince they only take Into account effective
income t..: rates. In fact, foreign governments offer many other financial
incentives. For example, export manufacturers in Taiwan and South Korea
are entitled to foreign exchange loans at reduced interest rates which are
repayable from export proceeds,



The current effective tax rate imposed upon the domestic apparel industry
causes garment manufacturers to pay a higher price for their capital funds
than companies in other U,S. Industries, mcst of which enjoy a considerably
lower (effective) rate. Internally generated funds available for investment
are reduced and competition with low taxec industries for external funds is
difficult. The proposed corporate tax changes will help to remedy the
situation by lowering apparel's effective rate and eliminating the wide
dispsrity between different industries. Enactment of the President's proposal
is critical if the U.S. apparel industry is to remain competitive both in the
retail marketplace and in terms of investment for plant modernization.

If we can provide you any additional information on this matter please call
upon us.

Sincerely,

LEVI STRAUSS s;:o(
k

arty Qlic

Senior Manager Tax Planning
& Research

Corporate Tax Department

MG/ glh
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Exhibit 1

Impact of Effective Tax Rates
On Interrational Competitiveness
of Domestic Apparel Manufacturers

Assuming Domestic Effective Tax
Rate at 43%¢

Domestic Tailwan South Korea Hong Kong
Manufecturer Manufacturer Manufacturer Manufacturer

Percent Reduction in

Wholesale Selling Price N/A 6.2% 7.1% 8.6%
Selling Price $ 12,00 $ 11,26 $ 11,15 $ 10.97
Cost of Sales (7.00) (1.60) (7.00) (7.00)
Gross Margin 5.00 4.26 4.15 3.97
Operating Expenses (2.00) (2.00) (2.00) {2.00)
Profit Before Tax 3.00 2.26 2,15 1.97

Federal Income Tax:

U.8, at 43% (1.30)

Talwan at 25% (.56)

South Korea at 21i% (.45)

Hong Kong at 14% (.27)
Earnings After Tax 1.70 1.70 1,70 1.70

*Although industry average is approximately
39%, many Industry leaders estimate their
effective rate to be closer 1o 43V, 43% used
for this comparison,
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Exhibit 2

Impact of Effective Tax Rates
On International Competitiveness
of Domestic Apparel Menufacturers

Assuming Domestic Effective Tax
Rate at 30%

Domestic Taiwan South Korea Hong Kong
Manufacturer Manufacturer Manufacturer Manufacturer

Percent Reduction in

Wholesale Selling Price N/A 1.4% .48 3.9%
Selling Price $ 11.42 $ 11.26 $ 11.15 $ 10.97
Coat of Sales (7.00) (7,00) €7.00) (7.00)
Gross Margin 4.42 4.26 4.1% 3.97
Operating Expense (2.00) (2.00) (2.00) (2.00)
Profli Before Tax 2.42 © 2,28 2.15 1,97
Federal Income Tax: \

U.8. at 30% (.72)

Taiwan at 258 (.56)

South Korea at 21% (.4%)

Hong Kong at 14% (.27)
Barnings After Tax 1.70 1,70 1.70 1.70

- 52-908 O - 86 ~ S




UNIVERSITY OF OREGON

July 8, 1985

Ms. Betty Scott-Brown
Finance Committee
Washington, D.C. 20510

Dear Ms. Scott-Brown:
As your hearing's rules provide on p. 3, I am attaching to this note
five coples of a four page statement entitled "Why VAT is Not Regressive".

I believe this general tax reform submission to the Finance Committee
would be most appropriately assigned to the hearing scheduled for July 18, 1985.

Thank you for this opportunity.

Most sincerely, /
~7 1
, - -
i > -
Richard W. Lindholm Ph.D.
Emeritus Dean and Professor of Finance

RWL:hh

Enclosure

DEPARTMENT OF FINANCE + COLLEGE OF BUSINESS ADMINISTRATION « EUGENE, OR 97403-1208 « (503) 6863353

AxFynd Oppminvicy Afirmatre Artom fustitazon
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WHY VAT IS NOT REGRESSIVE

One of the common errors made by those who think of
VAT as nbthing more than a complex retail sales tax (RST)
(see chapter "VAT in Action Around the World") is to judge
VAT regressive as is true of the RST, A first point to be
made in developing an understanding of the difference be-
tween the location of the economic burden of and RST and a
VAT has te do with the portion of personal income that is
saved,

Those with medium and relatively high incomes do most
of the personal saving. This means a higher percentage of
the income of these people is not used to directly make
purchases, Rather, these income receivers are much more
likely to save a portion of their income than are those
with a lower realized personal income, Under the RST
this saved income does not directly become a portion of
the base to which the RST is applied. Income saved is
income not taxed by the RST, The income saved becomes
available for purchase of buildings and machines not
included in the RST base which consists mostly of con-

sumer goods, from bananas to dresses.

Use of Savings

We all realize that income saved is not just thrown
away, Saved income is spent to finance private invest-
ments of all kinds and is also used to purchase goverriment
debt that provides funds used to finance transfer payments

from social security to veteran pensions and also to finance
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highway construct{on, education and the like. All of these
uses for savings are a portion of the base of a good VAT,
They are not excluded from the VAT base as they are from the
RST base,

The portion of income saved under a VAT is spent and
taxed just as truly as income speant directly under an RST,
However, and this is the important point to make clear, the
conventional uses of savings.under RST are not included some=-
where else as a portion of the RST base, but this is the
case with VAT. Under both VAT and RST savings are not spent
for consumption directly, but under VAT they are included
in the taxable base when they are used to finance machines,
buildings and the like, This, of course, is not true of RST,

Because under RST only purchases for final consumption
by individuals is a part of the basé and because high and
middle income people save more of their income, the RST is
regressive. Also, because VAT taxes all production at a
constant percentagz, and not just retail sales, it is a
proportional tax, i.,e,, an equal percentage of all value-

added becomes VAT revenues,

Avoidance of Double Taxation

A business in a VAT using nation that purchases a
machine pays the price of the machine plus the VAT paid
by the seller of the machine, When the products of the
machine are sold a VAT equal to the rate of VAT applied to

the purchase price of goods sold is collected., This VAT
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collected on sales 1s reduced by the VAT paid on the machine
plus any other VAT paid on raw materials and the like. This
deduction, from the VAT due on sales, of the VAT paid on
capital equipment purchased does not result in an exemption
of machines and therefore of savings from VAT. What it does
is to prevent production resulting in the sale of m;chines
from being taxed twice.

If VAT paid on the machine was not deductible from VAT
due on the products of the machine, the machine would bear
a double VAT burden, There would be the final VAT burden
on the machine when sold plus the VAT burden on the origi-
nal energy, parts and raw materials used in producing the
machine., So what we have when the VAT paid on theAmachine
is deducted from VAT due on sale of finished products is
not an elimination of VAT due and paid on savings but the
prevention of double taxation of income saved and therefore
largely spent for investment and not for consumption.

This discussion of the location of taxes in the
economic process brings us to consideration of the flow of
goods and services from-the producer to the consumer.,

First emphagsis needs to be placed on the point that prices
as collected in the private and public sectors must be
sufficient to cover all costs, including taxes!

If prices in the private sector rise to meet higher
costs due to higher taxes, the price rise is not inflation,

but rather the inclusion into prices of additional services

52-908 0 - 86 - &
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available free or below cost from government. The price
of a consumer good must include the costs of intermediary
goods from buildings to machines to raw materials and
energy. The end use or purpose of all economic activity,
private as well as public, is consumption. Investments
are intermediary goods as are, of course, raw materials
and energy. It is the utilization of these intermediary
goods and services with labor that results in a new product
or service available for consurption and to groduce satis-
faction,
Conclusion

This all works out to make VAT a proportional tax.
A tax that also avoids the double taxation so much a part
of the taxation of savings and profits through the personal
and corporate income taxes and even in the actual admini-
stration of the RST and to some extent 8 purposeful part of

RST legislation,

Richard W, Lindholm, Ph.D. -
Professor and Dean Emeritus
of Business
College of Business Administration
Author of . Newr Fedoral Tax Shstem

UNIVERSITY OF OREGON

EUGENE,OR 97403 »  (303) 686-3348 and 343-3219
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‘ ) WHY A FEDERAL RETAIL SALES TAX -
1S NOT THE APPROPRIATE TRANSACTION-BASED TAX

The discussions of the value-added tax (VAT) now appearing in both
formal and informal discussion are often guilty of developing a number of
nuances that should be switched back to the broad road of reality.

First, VAT did not originate in Europe. The generally recognized father
of the U.S. income tax, T.S. Adams (of the University of Wisconsin) advocated
VAT and wrote of it in 1911. Next came a German, then more Americans. The
U.S. advisory group even tried to export the concept to Japan after World
War II. Also, Michigan's value-added tax, now called the Single Business Tax,
preceded the French law. It would, in fact, be sppropriate to label the
value-added tax base concept as an American child.

Second, the retail sales tax cannot carry the revenue burden that is
considered to be appropriately tied to transactions. Sweden became aware of
the problem and repealed their U.S. type.retail sales tax and initiated a VAT.
Sweden, not being a member state of the EEC, was not required to move in this
direction as one might argue was true later for the United Kingdom and Ireland.

The proposal, often made, that the federal goverment could and should
piggy back on 47 diffgrent definitions of taxable sales, is really preposterous.
Every state revenue administration worth its salt would be_busy reducing the
base available for taxation. The states without a retail sales tax would
dislike being forced to adopt an 'average tax' to facilitat2 collection of a
federal retail sales tax.

A retail sales tax, because it is levied only at retail, does not provide
much of a base for refund on exports or for a border tax on imports. The
value-added tax's international trade characteristics are now glving some
18 value-added tax using nations an international trade advantage over the

U.S. In order to make this sort of statement it must be assumed that taxes,
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including the retail sales tax, are not included in prices. This, of
course, cannot be done. In a fashion, every price is a payment for a joint
purchase - the product from the private sector and taxes from the public
sector.

The U.S., by adopting a substantial value-added tax, is contributing to
the health of the free world's economy. Harmonizing its tax system with that
of other industrial nations reduces tax-determined economic decisions. If
transaction taxation in the U.S. is to be integrated, the way to go is for
states to piggy back on the valuefgdded tax base developed by the federal
government. This could be a voluntary decision on the part of state and

even local governments.

Richard W. Lindholm
Emeritus Dean of Business
University of Oregon
Eugene, OR 97403
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Statement of the
nachinery and Allied Products Institute
to the
Committee on Finance
United States Cenate
Public Hearing of July 18, 1985
Concerning
the Impact of the
President's Tax Reform Proposal
on the
International Competitiveness of U.S. Businesses
Introdyction

The Machinery and Allied Products Institute (MAPI) is pleased
to have this opportunity to submit its comments in cornection with the
Committee's hearings concerning the impact of the President 's tax reform
proposal on the international competitiveness of U.S, buninfulel. We
ask that our statement be entered in the record.

MAPI and Its Integest
»

As the Committee may knov, MAPI is the national organization
of manufacturers of capital gooal and allied products., The Institute
and its affiliste, the Council for Technological Advancement, act as the
national spokesman for the industries so represented and conduct
original research in economics and manageaent. Apart from traditionsl
capital goods product lines, MAPI's conntituencz ineludes leading
companies in the electronics, precision instruments, telecommunications,
computer, office aystems, serospace, and similar high technology
industries.

The Institute's membership corsists of a wide range of

companies, large and smsll, vhich produce highly engineered goods for

vorldvide sale., They both contribute to and are dependent on the
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viability of the U.S, economy. Effective participation of U.S. based
companies in both foreign and domestic markets is increasingly important
to the health of the American economy. The complexity, scope, and
technological advancement of the global marketplace have grown at a
geometric pace in recent years. So too, tﬁe hurdles faced by U.S.
business have incressad. The budgetary deficit, the high U.S. dollar,
the growing U.S. trade deficit, the ever-increasing competitiveness both
here and abroad of foreign-based companies, and & host of other factors
have p:esebted and continue to present tremendous challenges.

The ability of U.S. industry to effectively meet these
challenges will be much affected by U.S. policies concerniog the
domestic economy and international trade in tha coming years. The
Institute and its membership are deeply concerned about the impact of
tax reform, as proposed by the Administration, on international trade
and the competitive posture of Anericun-buuine-n.

Summary of Position

The Institute commends the Adninistration and Congress for
their interest in reviewing the U.S. federal tax system, We slso
velcone the Comamittee's consideration of the impact of the President's
tax reform plan, generally, and its proposals concerning foreign source
income, specifically, on interpstional trade, We find the
Administration's tax reform packege noticeably deficient im discussion
of the proposals' international ramificatioans.

As uve have p}evioualy commented to this Committee by letter of
July 12, 1985, ve believe that substantially reducing the deficit rather

than sccomplishing & full-scale ovérhaul of the tex systems, is the first
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priority confrontiog this country. Howvever, ve recognize the commitment
of the President and of many members of Congress to "tax reform," and
urge that all proposals be carefully veighed for their individual and
collective economic impact. A necessary ingredient of a healthy U.S.
eszonomy, of course, is vibrant and effective participation in
internationsl trade. Thus, we strongly feel that this Committee should
review the federal tax system in an international, as well as a
domestic, perspective.

We are not convinced that the benefite of the proposed
reductions in individual and corporate rates would outweigh the negative
impact on the economy and on trade of certain of the tax reform
initiatives offered by the Administration. Significantly, these include
the proposals to (1) replsce the barely 4-year-old Accelerated Cost
Recovery System (ACRS) with a "Capital Cost Recovery System" (CCRS); (2)
repeal the investment tax credit; (3) impose a “recapture tax" on
\freviously alloved accelerated depreciation; and (&) redesign the
foreign tax credit limitation and sourcing rules.

These proposals, individually or collectively, would increase
the costs of capital formation sud of doing business. They would
further slov and perhaps altogether stop the very gradual recovery of
wany industries from the last recession. They would place U.S. industry
at a further disadvantage vis-a-vis foreign competitors.

In that connection, we note with interest and approval the
testimony before this Committee of two witnesses, Bdmund T. Pratt, Jr.,
Chairman snd Chief Executive Officer, Pfizer Iac., and Laurence J.

Mauer, Ph.D., Associate Professor, St. John's University, who urged that
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the proposals would adversely affect both the domestic ecooomy and the
international competitiveness of U.S. businesses, We agree with the
assertion of both witnesses that the Aduinistration's capital recovery
proposals would result in reduced capital investment, decreased
productivity, and increased export of plants and jobs., Furthermore, ve
support Mr. Pratt's observation that the research tax credit and the
moratorium on allocation to foreign-source income of U.S.-based research
and development expenditures are crucial to the technological
progression of U.S. business.

Finally, we share the concern expressed by Mr. Pratt that our
econony would be hard pressed to absord in a single dose the full impact
of the Administration's numerous and highly complex proposals. Thus, ve
restate our recommendation that each propossl and all of the proposals
taken together be carefully studied not just for their operation as part
of the tax law, but also for their cumulative economic ramifications.
Moreover, we urge that, if broad ranging reforms are to be enacted, they
be phased-in slowly and vifh full respect for transitional issues,

Specifics.~-To summarize, we have the following
recommendations to offer:

1. ACRS should be retained as is, in the absence of any
compelling need to cast it aside,

2., The proposal to '"recapture" accelerated
depreciation, which is really a penalty tax on
capital investment snd is conceptually flaved,
should be abandoned.

3, The investment tex credit, possibly 1-pxoved, should
be retained,

4., The reseaxch tax credit--vhich complements the
investment credit snd is a significant iuncentive to
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innovative activity--should be improved and be made
a permanent part of the tax code,

5. The proposed substitution of a per-country
limitation for the overall limitation on the foreign
tax credit and collateral modifications in the
source~of ~income and deduction rules, which amount
to little other than bighly targeted efforts to
raise revenues, should be rejected.

6. The carryover and carryback periods for the foreign
tax credit should be extended to 15 and 3 years,
respectively.

7. For purposes of the foreign tax credit, overall
domestic losses should be subject to the same
tecapture applicable to overall foreign losses.

8. The possessions tax credit should be retsined
intact,

9. A certain and uniform approach to the tax treatment
of foreign exchange gains and losses should be
adopted.

10. A moratorium on allocation to foreign-source income
of U.S.-based research and development expeaditures
under Section 861 should be extended indefinitely.
The first four of these r:co--endntions.vere discussed in our
presentation of July 12, 1985 to the Committee in the context of
“capital formation" and will not be repeated herz. Our commentary to
follov consists of genersl observations on international competitiveness

aspects of the Administration's proposals, with apecific attention to

our remaining recommendstions, numbers 5 through 10 above.

1w nj '

Rroposals op Trade. Geperally

The Administration's tax [;lnn is termed "The President's Tax

Proposals to Congress for Fairness, Growth and Simplicity." The
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adanirable objectives suggested by this title, hovever, stop at the door
of business taxation.

While, on the positive side, the plan offers substantial rate
reduction and extension of the incremental research and development
credit, its corporate and international provisions are largely aimed at
revenue raising vather than balanced tax reform. Rather than simplify
the Tax Code in this area, they would increase its complexity. By
increasing the costs of capital formation and of doing business, they
would hinder rather than promote growth. In the name of equity, they )
would withdraw renourcea\ from the investments needed to prevent the
return of full-blown recession sud to ensure the effective participation

of U.8. business in world and domestic narkets.

Investment, Productivity,
and Tax Reform

A MAPI study currently being readied for publication, Irends

and Prospects for U,8, Manufacturing in World Markets, points out that

since the mid-1970s the U.S. balance of payments has showvn a sharp
deterioration attributable in a major degree to a worséning merchandise
trade balance. 8ince 1981, this situation bas been exacerbated by the
extraordinary strength of the U.S. dollar.

Particularly affected has been the "machinery" sector, which
until recently wade the largest positivo contribution to the merchandise
trade balance, During 1984, the U.S. uchinerj trade balance moved into
a deficit position, In a range of product catesor_lel, including
teleconl:nicationl equipment, textile, sewving and leatber machinmery,

metalworking machinery, and electricsl machinery and spparatus, imports
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now significantly exceed exports. Even in those areas such as office
machinery and equipment in which exports exceed imports, the ratio of
imports to exports has shown a marked increase.

The MAPI study further reports that comparative analyses of
fizxed investment and productivity grovth in the United s;nte' and {a
other major industrial countries show that high levels of investment are
asgsociated with greater productivity growth and vice-versa.

A major factor influencing savings sand investment and, thus,
productivity grovth is a nation's tax structure., Where direct taxes are
greater relative to indirect taxes, productivity growth rates tend to be
lover, In addition, a tax structure vhich favors investment will favor
productivity growth, which in turn will ;end to improve a nation's
competitiveness in douestic as well as internstional markets.

Foreign capital goods producers increasingly are penetrating
U.8, markets and are gaining a groving share of world markets, In many
product areas, this trend will continue until the international
competitive position of 0.8, industry improves substantially. Such
improvement will depend on many factors, including most importantly
reducing the federal budgetary deficit, which should lead to further
reductions in interest rates and a more realistic valuation of the U.8.
dollar. A decline in interest rates would also promote a pick-up in
capital spending in the United States and create the potential for
further noninflationary economic growth,

Any wodification of the federal tax system should be carefully
balanced to ensure that it does not work sgsinst achieving increased

investment, reneved productivity growth, and stronger internatiomal
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competitiveness for U.8. business, The Administration's capital
formation and foreign tax proposals, we fear, would have a detrimental
effect not offset by the proposed reduction in rates.
Specific Comments on the International
Tax Proposals
Foreign Tax Credit

Under the Adainistration's plan, the smount of income tex paid
to a foreign country' vhich could be claimed as & foreign tax credit ic
any year would be limited to the U.S, tax on income from that country.
The limitation with respect to each country would be a fraction of the
totsl pre-credit U,8, tax equal to the ratio of taxable income from that
country (determined under U.S. source-of-income rules) to worldwide
taxable income.

The Administration, also, proposes a series of conforming
modifications, fncluding (1) expansion of the passive income category or
"hasket" (currently limited to passive interest income) to include
dividends received from corporations in which the taxpayer has less than
s 10 percent interest and gains from certain "passive income" assets;
(2) permitting taxpayers to elect to deduct or to credit foreign taxes
on a per-country basis; and (3) requiring the proration of losses
(including U.S. losses) over all countries (including the U.8.) snd all
income baskets in proportion to their share of the loss year's worldvide
taxsble income, with resourcing of subsequent income in proportion to
the previous loss allocation.

With respect to the deemed-paid credit, the Administration's

plan would (1) require resourcing of dividends pro rats to the country
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or countries from vhich the payor derived the accumulated profits (as
defined) out of which the dividends are paid; (2) penié certsin
taxpayers to elect to use a specified formula to treat a portion of s
subsidiary's residence country tax as if it had been paid to other
countries in which the subsidiary derived income; snd (3) deem dividend
distributions and subpart F inclusions as made from the pool of all the
diltribg‘ting corporations' accurulated profits (or earning and profits
in the case of subpart F inclusions) rather than as related to those
from any particular year.

Generally, the proposals would be effective for taxzab'.e years
beginning on or after January 1, 1986, A five-year carryfcrvard of
excess foreign tax credits (subject to the oversll limitation) existing
on the effective date would be permitted. For credite generated after
the effective date, a ten-year carryforvard vould be alloved., Certuin
additional transition rules are specified in the proposal.

Ihe purposu of the foreign tax ¢redit.--The foreign tax creditV
has been an important feature of U.8. tax lav since 1918, Its purpose
is to limit double taxation of income derived in international
transactions and subject to tax both here and abroad. The degree to
vhich such double taxation is restricted is largely a function of the
form of limitation on the amount of the credit. The type of limitation
emnployed, in turn, tends to reflect U.8, policies concerning the degree

to wvhich foreign trade and investment should be encouraged./] While

1/ 8ee Owens, The Foreign Tex Credit, The Lav S8chool of Harvard
University, Cambridge, 1961, pages 291-314,
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U.S. policies are subject to change and havd resulted in numerous
modifications of the foreign tax credit and the limitation, the dasic
function of the credit (i.e., the reduction of international doudble
taxation) has been maintained.

For certain companies within the MAPI membership, however, the
Aduninistration's proposals would have the effect of outright repzal of
the credit, This would result from the combination of a per-country
limitation and income source rules which in many cases would convert sll
income from the sale abroad of U,3, manufactured gocds into U.S, source
income, This result clearly is contrary to the credit's purpose and
contrary, wve think, to U.S. international trade goals. |

A worldwide economy.-~In justifying its per—country limitation
proposal, the Administration n;eru that "By restricting the abdbility of
taxpayers to average high and lov foreiga taxes, the proposed changes
will limit the foreign tax credit to its function of eliminating
international double taxation of foreign income . . " We dissgree.
Instead, the per-country limitstion would exacerbate the very real
problem of such double taxation in no emall measure decause it assumes
that the wvorld ccc;no-y of todsy can be conveniently divided according to
national boundaries., As has long deen recognized, this siwply is not
the case.

Indeed, in its 1960 report on P.L, 86-780 vhich reinstituted
the overall limitation after a six-year hiatus, the Ways .nd»l(unc
Cozmittee observed:

These tvo limitations represent basically
different concepts of the relationship between
domestic and foreign income. The overall limitation
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in effect treats the taxpayer's income as being
divisible into tvo parts, domestic and foreign,
Thus, under this limitation s foreign tax credit is
alloved for any foreign income taxes so long as
these taxes do not represent more than the U.8. tax
rate applied to the taxpayer's total foreign income.
The per country limitation, on the other hand,
treats the taxpayer's income as being divisible into
many parts, his domestic income and his income from
each foreign country, and applies the limitation
separately to each.

In most cases American firms operating abroad
think of their foreign bdbusiness as a single
operation and in fact it is understood that many of

them set up their organizations on this basis, It
s a es

appears appropriate jp_such cases to permit the
texpayer to treat his domestic businees as one
opexation eg9d all of bis foreign business ae spother
and to aversge together the high end low fexes of

umimmuﬂu.i_mmwui
by uping the overall limitstion, [B-phau)f
supplied.]/1

If anything, these insighte are more true today than they were
25 years a3o. A product ultimately sold for use in country Z may have
been manufactured partially in country V- and partially in country W,
sssembled in country X, and marketed out of country Y, all under the
overall management of a parent company located in the United States.
Bach of these countries has participated in the production and sale of
the product, Each has & legitimate interest in taxing the proceeds of
the tunuctlon‘ according to its ova concepts of source of income and
measure of taxation,

The United States asserts its juriediction to tax the entire
proceeds, whether directly in the case of branch operations or when

repatriated by dividend or by operation of subpart F in the case of &

1/ House of Representatives Report Xo. 1358, 86th Congress, 2nd
Session, March 8, 1960, page 866,
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parent /subsidiary structure. Permitting the averaging of high and low

tex rates applied by the various interested jurisdictions seems only
appropriate and does tend to account for at least certesin differences in
rules concerning the definition of income, timing of its recognitionm,

allovance of deduction, and sourcing of items of income and deduction,

This, indeed, vas the observation of a 1977 Ways and Means Committee
Task Force on the Taxation of Foreign Source Income. In its report, the
Task Force said:

In many instances this averaging of foreign taxes
would appear to be appropriste., Many businesses do
not have separate operations in each foreign country
but have an integrated structure that covers an
entire region (such as Western Europe). In these
instances & good case can be made for allowing the
taxes paid to the various countries within the
region to be added together for purposes of the tax
credit limitation,/1

Io addition, the overall limitation reduces, we believe,
incentives to artificially adjust the source of income. The 1977 Vays
and Means Task Force slso commented on this point and stated:

In addition, even the per~country limitation
permits some averaging of income since a taxpayer
often has considerable discretion in which country
income is to be sourced. For exsmple, uander
existing source rules, dividend income is
attributable to the country in which the foreign
corporstion paying the dividend to the U.8.
shareholder is incorporated. Thus, a corporation
could, for exsmple, interpose a first-tier Bermudan

1/ Coamittee ou Vsys and Means, Recommendations of the Task Force on
Foreign Source Income, March 8, 1977, psge 35, It should be moted
that on page 385 of "The President's Tax Propossls to the Congress
for Fairness, Growth and Simplicity,” Msy 1985, the Administration
does indicate that it "will coneider vorkable options for
cslculating the cradit on s regional or idtegrated operation basis
{f that can be done in a manner consistent with the underlying
rationale of tke per~cowntry limitation.”
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corporation as the parent of second~tier subsidiary
corporations operatiog in Germany and Panamsa. The
taxes paid by the Gormsan and Panamanian corporations
would be carried along (under the deemed-paid tax
credit) vith any dividend paid to the Bermudan
company and then, vhen that company in turn pays a
dividend to the U.S. shareholder, the taxes paid to
both countries are combined and treated as if the
Bermudan company had paid them to Bermuds./]

In our view, the overasll lhiution is the only reslirtic,
practical, and indeed visble mechsnism of accounting for the range of
tax systems under which U.S, tazpayers do business and psy taxes while
naintaining residval U.S. tax,

Bar ni chip.~-~In ite description of ressons for changing
the foreign tax credit, the Administration asserts, as follows:

A second problem is that “he overall limitation
permits some foreign countries to maintain high tax
rates vithout reducing their ability to attract U.8,
investment., Under an overall limitation system, s
company vith operations in & low tax country is able
to invest in a high tax country without besring the
full burden of the high foreign tax., The oversll
limitation insppropristely requires the U.8,
Treasury to bear the cost of high foreign tax rates
on U.8. businesses to the extent of its claim to a
residual tax on lov tex foreign income. A neutral
U.8. tax system wonld require U.8. corporations to
bear the full burdem of high foreign taxes rather
than alloving these costs to be passed on to the
U.8. Treasury and other taxpayers through the
foreign tax credit lechnn‘h-. As

u [ i
xing U.8, capital, Such countries
would have a stronger incentive to adopt lover taxes
either unilateraslly or through the treaty process,
[Emphasis supplied,]/2

1/ Committee on Ways and Means, Recommendations of the Task Force on

Foreign Source Income, March 8, 1977, page 35.
2/ "The President's Tax Proposals to the Congress for Fairuess, Crovth

and Simplicity,” May 1985, pages 387-8.
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This type of "bargaining chip" argument appears to be a
recurring theme in the formulation of U,S. interracional tax policy.
The Institute believes tha\t good tax policy cannot be the product of
qnilateral initiatives which burden U,S, taxpayers solely for the
purposes of attempting to mold other sovereign countries' approaches to
taxing multinational business,

The Treasury attitude in question also seens to reflect a
cynical viev of other countries' perfectly legitimate interests in
creating favorable investment climates and a certsin paranoia regarding
the reasons underlying the formulation by other countries of investament
incentive programs. Moreover, it ignores the fact that our foreign
competitors often benefit from programs and tax systeas vhich of fer far
more incentive to capital and to international trade than does the U.S.
system. Clearly, improving ratber than further inhibiting the ability
of U.S. companies to participate in world markets and compete with
foreign-based companies would seem more important than attempting to
force one or more nations to change their laws or to negotiate treaties.

Let us add that there is no truth to the assertion that a
U.8.-based company whose foreign direct investment is rendered
uneconomic by U.S. tax lav will make its investments stateside instead.
If a domestic investment already is inadvisable for tax or other
reasons, it does not become feasible simply because Congress eliminates

s f:reign alternative. Similarly, it should be remembered that foreign
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investment by U.8. firms results in the creacion of jobs and the
enhsncement of industry at home.

Investment incentives.--The Administration appears to be of
the opinion that U.8,-based multinstional companies design their
vorldwide investment programs solely with reference to U.8. tax lavs.
This simply is not the case.

Taxes, those of the United States and those of other
juriedictions, are a cost of doing business and, as such, ressonably are
s factor in any investment decision remging from buying a warehouse to
locsting a manufacturing plant, Bowvever, they are but one factor among
& host of coneiderations which enter into multinstional investment
decision making. ‘A sample checklist might include, smong many other
items: (1) access to foreign markets; (2) exchange controls and
restrictions oo remission of dividends and intercompany smounts; (3)
labor availability and costs; (4) other manufacturing and distribution
costs; (5) existing industrial base; (6) legal, ownership, msnagement
and capital requirements; (7) non-tax incentives (e.g., grants, bonds,
etc,); (8) financing; (9) infrastructure; (10) customs requirements; and
(11) political environment, The overall picture, rather than eny single
factor, is determinative of how and where a company vill locate s plant
or operation,

As wve have already mentioned, most of our tradinog partnafl do
offer a range of tax and non-tax incentives available to U.8. and to
foreign businesses. This is a legitimate exercise. It also presents a

challenge for the United States to meet,
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. Administration and complisnce.--The Admiristration concedes
that the per-country limitation would involve "imposition of significant
new burdens on both taxpayers and the Internal Reveoue Service." We
submit that this is s gross understatement. The tracing of income
deductions and foreign tax credits that would be involved vould add
tremendously to the complexity of the lav and to the uncertsinties
sssociated with compliance and administration,

Under the proposal, rules wvould require corporations at each
level of the corporate structure to maintain separate "basket™ accounts
in each country from which they derive income. Such income would have
to be segregated into separate categories (e.g., catchall and separate
limitation baskets); taxes paid would have to be identified with each

_category; and expenses would have to be allocated and apportioned,
¥Where a foreign subsidiary is taxed by its residence country on a
worldvide basis, resourcing of income and taxes might be appropriate.
In the subpart ¥ context, the tracing would become even more involved to
satisfy the proposals relating to the “pooling™ of accumulsted profits
(or earninge and profits).

The administrative bu;;cn of tracking separate baskets of
income and associsted expenses and creditable taxes through every
country and every tier of the corporate structure would be intolerable,
particularly when one considers the large number of countries in which
many U.8, taxpayers do business, We doubt that taxpayers could comply
vith the proposals, and we doubt thst the IRS could effectively audit
their complisnce efforts. In addition, the costs associated vith both

compliance and administration would be several times current costs.
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The international tax provisions of present lav already are
among the most complicated of the federal tax system, Bowvever, the
overall limitation, encumbered as it is with allocations required under
Section 861, sourcing and resourcing rules (particularly those added by
the Tax Reform Act of 1984), and the Section 482 pricing requiresents,
together vith the 1976 restrictions affecting foreign losses, represents
an effort to promote equity, administerability, and protection of 0.8.
residual taxation. Indeed, this issue was specifically addressed by the
1977 Ways and Keans Committee Task Force vhich stated-—correctly we
think——ss follows:

An equally important consideration in comparing

the overall limitation by itself with a combination

of the per-country and overall limitations is the

relative burden which each approach places on

taxpayers and on the IR8. The per-country
limitation requires that a separate computation bde

asde for each country io which a taxzpayer operates.

Each of these computations requires the taxpayer to
calculate the gross income and deductions to be

allocated to each country. Sin ]

above, many large ¢oxrpoxrations operate on an

integrated basis in a number of countries, assjgning
h ¢ and deductions to esch of the varfous

countrjes in which s corporation operates is often s
n o t

It constitutes a substantial burden for taxpayers
and places the IRS in the difficult position of
sttempting (upon audit) to reviev a company's
operations in every country sround the world. These
administrative and enforcement problems are greatly
allevisted under the overall limitation since the
only allocation of income and deductions that is
required is betveen the United States and all other
foreign countries as a group. [Empbasis aupplied.]

yil

1/ Committee on Ways and Means, Recommendations of the Task Force on
Foreign Source Income, March 8, 1977, pages 35-36.
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We subsit that the basic thrust of the per-country limitation
proposal, i.e., the reduction of tax avoidance opportunities (and thus
enhancement of revenues), could be better achieved by far less draconisn
measures. For example, the recommendations offered in the General
Accounting Office's September 30, 1981 Report, "IRS Could Better Protect
U.8. Tex Interests in Determining the Income of Multinational
Corporations,™ are one prolific source of ideas for addressing
compliance concerns, Possibilities such as these might better be
explored before any further tinkering with the foreign tax credit
limitatiooe is attempted by Congress. A

Internstional economic objectives.--One feature of the
Administration's international tax proposals which we find particularly
surprising is the failure to discuss, or even mention, U.S.
international economic policy or how the proposals would affect the
competitiveness of U.8, business abrosd. We submit that the per—country
limitation would ~-xsge the ability of U,S, companies to compete in
world markets because it would have the effect of increasing the cost of
doing business sbroad. To the extent a company operates in a country
imposing a higher rate of tax than does the United States, it would be
taxed at that higher rate. To the extent a coupsny does business in a
jurisdiction which imposes & lower rate of tax, it would be taxed at the
higher, U.8. rate. Thus, U.8, taxpayers would suffer an increase in
their tax cost of doing business abroad, snd this st a time when
xaintaining 0.8, competitiveness sbroad alresdy is disadvantaged by a
number of factors including the high dollar, s growing trade deficit,

and a balance of payments which is anything but balanced.
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A further, and ve think unintended, result of the
Administration's per-country limitation proposal would be to skev
jnvestment decisions further in the direction of low tex countries and
to encourage reinvestment in such countries whereas neutrality in such
decisions would be preferable. To the extent companies are able to take
taxes into consideration, economic decisions would be affected in just
the fashion the Administration asserts it proposes to avoid. At a
minimum, this would have a detrimental impact on the U.8. balance of
payments, Further, it would incresse any distortions that slready exist
in international investment decisions, which, as ulready mentioned, the
Administration says it would prefer to reduce,

Export subsjdies.--In its “analysis™ section concerning its
proposal modifications of the sourcing zules for income and deductions,
the Administration states:

It can be anticipated that under these proposals
somevhat greater smounts of income of U.8. taxpayers
derived from sales of products to destinations
located outside tbe United States_ would be treated
in the future as domestic source income. As &

- result some U.8, export activities would lose
collateral foreign tax credit benefits if the
exporting companies have excess foreign tex credits
from their purely foreign activities, Hovever, the
United States should retain the primary taxing right
over export income when the activities giving rise
to the income sre carried out in the United States
and should not be granting foreign tax credite with
respect to broad classes of income not generally
taxed abroad, To the extent export subsidies are
included in the tax lav they should be overt snd
evenly applied./1

1/ "The President's Proposals for Fairness, Crowth and Simplicity,” May
1985, page 405.
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We reject the assumption implicit herein that the foreign tax
credit vith an oversll limitation ie an export sudbsidy. The credit inm
its current configuration is a necessary mechanism designed to limit the
international double taxation which inevitably flows from the U.S,
assertion of worldwide taxing jurisdiction.

Sgurc Rules Inc and D []

The Administration proposes, effective generally for tazable
years beginning on or after January 1, 1986, to modify several rules
concerning the source of income and deductions, To summarize: income
from the purchase and resale of inventory-type property would be sourced
to the tazpayer's country of residence (with an exception relating to a
fizxed place of business located outside the residence country and

participating materially in the sale); income from all sales to a

. taxpayer's foreign subsidiaries and affiliates would be sourced at the

seller's residence; & fixed percentsge of income from the manufacture
and sale of inventory-type property would be sourced to the plece of
manufacture vhile the remainder would be sourced in accordance with the
above-described rules for purchases and resales of inventory-type
property,

The Administration, also, proposes to repeal the 80-20
corporation exceptions to the general source rules for dividend and
interest income and to require allocation of interest expense fncurred
by & corporation joining in filing a U.8. consolfidated return on s
consolidated group basis. This change would apply only to interest paid

on debt obligations incurred after January 1, 1966.
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ong,;c.;n;, and complexjty.--From the standpoint of most U.8.

manufacturing companies, the most significant of the proposed changes is
that wvhich would modify the source rule for sales income. We submit
that the proposal does not offer a definition sufficiently preferable to
the long-standing “title passage rule™ of current lav to offset the
uncertsinties and complexity which inevitably would attend the
development of rules concerning, and experience in applying, such a new
standard. We feel that sourcing income from the purchase and resale of
inventory-type goods to the taxpayer's residence country (subject to the
"fixed place of business™ exception) is no less arbitrary than the
"title passage™ rule, particularly in light of the anti-abuse provisions
vhich have been heveloped over the years, Certainly, the sourcing of
sales to foreign subsidiaries or affiliates is more arbditrary.
Furthermore, the present-law approach encourages exports and places U.8.
companies on a more equal footimg with their foreign counterparts,

Without making the source rule less arbitrary, the
Administration proposes to add to its complexity by adopting standards
for using the exception which sre unfamiliar in this context, Defining
a "fixed place of business™ and determining whether it "participstes
materially” would be difficult and vould lcave the characterization of
too many transactions open to later recourctng>or exsmination, In
effect, the proposal would substitute for a clear and workable rule, s
transaction-by-transaction, facts-and-circumstances determinstion
susceptible to an unacceptable degree of uncertainty.

Allocation of interest expensg.—The Administration's proposal

to allocate the interest expense deduction on & consolidates group basis
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is conceptually inconsistent with the philosophy underlying the proposed
per-country limitation. Oun the one hand, the Administration recognizes
the fungibility of money and interdependence inherent in the corporate
structure, On the other, it seeks rigid adherence to a tracing
principle. We submit that this inconsistency caonot be justified.

We also are concerned that the propocsal would create
substantial nev complexities associated wvith determining correct
allocations. Coambined with the proposed per-country limitation, this
would be particularly onerous.

The purpose?--Taken together with the per-country limitation
proposal, the Administration's sale-income and interest-expense source
rule recommendations appear to represent little more than "revenue
grabbing.” Certsinly, they do not reflect simplification, equity, or
growvth,

Certain Othexr Msiters

Extended gq;_t}ﬂgg_mggg.--we do support the Administration's
proposed extension of the carryover period for excess foreign tax
credits, We would suggest, bovever, that the period for both cerryovers
and carcybacks be conformed to the 3-year carryback and the 15-year
carryforvard applicable to the Section 38 General Business Credit.

Lloss recspture.--We also support the Administration's propossl
to provide for the recapture of donestic losses in a manner cousistent
with the treatment nowv accorded foreign losses under SBection 904(f).
The lack of symmetry in this area has been and continues to be a

significant inequity and has resulted in international double texation,
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P ssions +=-We oppose the Administration's propossl
to replace the current possessions tax credit vith a vage credit, We
feel that the present lav credit, limited as it is, is important to the
international competitive posture of certain American industries;
;rovideu sigonificant support to the economies of affected jurisdictions
(ootebly Pusrto Rico); and is a far more realistic incentive progran
than a wsge credit would be,

rei xchan n 4 8.~-The treatment of foreign
exchange gains and losses under present lav is uncertsin and
complicsted. While we bave not fully analyzed the underlying theory of
the Administration's propossl (f.e., relating exchange rate fluctustions
to differences in national interest rates), ve do believe tax
adainistration vould be {mproved by adoption of a reasonably clear
approach along these lines,

M ra iue b 4 d
. expendjtures.--The Administration has not proposed any extension of the
moratorium on allocation to foreign-source income under Section 861 of
U.8.~based research and experimental expenditures, enacted as part of
the Economic Recovery Tax Act and scheduled to expire for tax years
beginning after August ] of this year. We believe thst the moratorimm
should be extended indefinitely., The moratorium, together with the
incremental credit for research and experimental expenditures, promotes
investment in the development and implementsation of new technology. If
U.8. business is to be competitive at home and abroad, such investment

is necessary.
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Concluding Comment

What is perhaps mont unfortunate about the internationsl tax
proposals offered by the Adninlltrctiog,lu that, though part of s
"reform" packsge, they do not purport in any way to reform or even to
consider oversall reform of the basic mechanisms employed in U.S.
taxation of international transactions. Ratber, they are highly
tsrgeted proposals primarily aimed at raising revenues,

Generally, in our opinion, they are conceptually flaved and
totally impractical from the atandpoints of taxpayer complisnce and IRS
administration. Moreover, taken together with the Administration’s
"capital formation" proposals, the foreign-source income initiatives
would unnecessarily encumber Anerican business as it continues to strive
tovards overcoming the effects of the last recessiocn and beconing as
effective a competitor in world markets as it should bde. Ultimately,

these propossls would be damaging to the American economy.

L
* * .

We hope that these comments vill prove useful to the Committee -

as it continues its deliberations on comprebensive tax reform.
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