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TAX REFORM PROPOSALS—XXVII

THURSDAY, OCTOBER 10, 1985

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

The committee met, ?ursuant to notice, at 9:30 a.m,, in room SD-
215, Dirksen Senate Office Building, the Honorable Bob Packwood
(chairman) presiding.

Present: Senators Packwood, Roth, Danforth, Symms, Grassley,
Lorﬁ‘, and Baucus.

(The press release announcing the hearing follows:)

(Pross Rolease No. 86070, Monday, September 23, 1085)

MiNiMuM TAX, ALTERNATIVE TAX Prorosals Duk FINANCE PaNEL HeARINGS

Minimum tax and alternative tax reform ﬁ:%poonls will be oxamined by the
Senate Committee on Finance at hearings scheduled October 9 and October 10,
Chairman Bob Packwood (R-Oregun) announced today.

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

The minimum tax {ssue will be the topic of a hearing on Wednesday, October 9,
1985, while alternative tax reform plans will be reviewed at the Committee’'s Thurs-
dn&)Octobor 10, 1986, hearing.

th hearinss are scheduled to begin at 9:30 a.m., in Room 8D-215 of the Dirksen
Senate Office Building in Washington.
Senator Packwood will preside at both hearings.
Guesta invited by the Committee on Finance will testify at the two hearings.

The CHAIRMAN. The committee will come to order, please. This is
the last scheduled hearing on the tax reform bill, our 28th hearing,
all of which have lasted at least 2 hours, some 3, some 4, some
longer. I think probably I have onlz missed 5 or 6 total hours
throughout all of the hearings. Frankly, I have found them very,
very worthwhile. On occasion, I have wondered if there isn't a
more efficient way to learn the information, but there has never
been a day during the hearings that I didn't learn something I
didn’t know before. And finally, when you consider the hearings to-
gether, over the days or months that the hearings go b{. you get a
?retty good mosaic of what American industry and individuals are
hinking about taxes and a pretty good cross section of the best
ideas that exist in this country. Needless to say, the staff, which
prepares one of these books every day for me on the hearings—
there is a big cartoon on here, “This is your last tax reform hear-
ing,”’—are probably happier than most of you who have had to sit
throggh many of these. Today, I find that, as far as I am con-
cerned, the hearing will be as interesting as any we have had. We
have a good many different tax ideas, imaginative ideas, some of
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them new ideas. I hope I can sit through the entire hearing this
morning. As you are well aware, the debt ceiling bill is on the
floor, which is under the jurisdiction of this committee; and there
are still anywhere from 8 to 16 amendments to be considered, a
number of them with votes today. So, I may have to run off at
some stage and go to the floor to help in the management of that
bill. I hope not. Fortunately, I was able to read all of the witnesses’
statements eariler this morining; but I would like to stay through
the ltl?earing if I can. Senator Roth, do you have an opening state-
men

Senator RotH. Mr. Chairman, | appreciate these hearings bein
held today. As you know, one of the things we are going to tal
about is the business transfer tax, and an idea whose time has
come, at least in my judgment. I want to express my aEFreciatlon
to you for your interest in this matter and for holding this particu-
lar hearing. If I might just make two or three observations, the
reason I think BTT is such an important concept and should be
part of the tax reform package is that it meets a number of critical
needs. First of all, I think it is a very, very important factor—or
could be a very, very important factor—in leveling the trade pic-
ture. BTT is valid under the GATT, but it would help our people
export and perhaps even more importantly, put our American
manufacturers selling in our own markets on a more even keel. So,
I think it is a very, very important matter from that standpoint.
Second, it will give us additional revenue that I think can be used
to reform some of the proposals of the administration, I think one
reason that the tax package has not set off is because it has no ad-
vocate, Middle America is concerned about because it sees its taxes
as possibly being raised; and indeed, from the administration's own
point of view, one out of three face a tax increase. So, it would
enable us through this additional revenue to lower taxes to margin-
al rates. I propose, from something like the 16- to 26-percent range,
most of American being at the 20 percent. It would enable us to
promote savings, which I think is critically important, as a source
of new capital to help our industries become competitive. And most
importantly, it would enable us to reform some of the corporate
roposals. I think the thing we have %ot to keep in mind, Mr.
hairman, as we look to reform is what kinds of tax policies are
going to enable us to be competitive in world markets. How are we
going to enable not only our high technology but our basic indus-
ries once again to compete, not only here but abroad as well? And
I look forward to the hearing today, and thank you for holding it.

The CHAIRMAN. Thank you. Our first witness today is our old
frig:d, t_’Soenatm' Rudy Boschwitz from the State of Minnesota.

nator.

STATEMENT OF THE HONORABLE RUDY BOSCHWITZ, U.8.
SENATOR FROM THE STATE OF MINNESOTA

Senator BoscHwrrz. Mr, Chairman, I know that you don't want
all 100 Senators coming here and speaking to your committee. I
feel a special privilege in your case because you were so responsible
for getting me here in the first place, so now that I am here you
will have to listen to me.
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_The CxHAIRMAN. I have to interrupt, Rudy is unduly generous in
his praise. He is one of the few candidates I ever met in my old
days as Senatorial Committee Chairman who had about a 75-per-
cent hame identification when he entered the race. In connection
with hic ‘“Plywood Rudy” business, Rudy did his own advertisinﬁ,
appearing on television for gears and years and years in his check-
ered shirts and big smile. By the time he ran for the Senate, any
p&orx; devil who was going to run against him was beaten from the
start.

Senator BoscHwitz. And that is what he was, Mr. Chairman.
(Laughter.]

But in any event, I am a businessman, as you know. In all my
life, I have never run for any office other than this. I came here as
a businessman, so, I approach the business of the Senate from that
kind of a background.

I look upon tax bills and the changes that we make in the laws
somewhat differently. I believe that we really don’t understand the
economic impact of our deeds very often. As we were talking before
the hearing began, the importance of the Gramm-Rudman-Hollings
bill that we passed yesterday is that we will now reduce deflcits on
a schedule. I agree with Lord Keynes that, if you spent more than
you take in over a period of time, you proi)ab y create a good deal
of economic activity. So, in the event that we do what we must
do—balance the budfet—we are going to dampen economic activi-
ty, in my judgment. It is not clear to me that we won't be creating
something of a double-whammy if we pass a tax bill that may also -
have a dampenin imgact.

Let me start, Mr. Chairman, by saying, as I saild at the White
House recently when a number of us met with the President, that I
don't particularly share his enthusiasm for tax reform or for
making tax changes. One Senator once said that he was kind of
satisfied with the tax law as it is; and to a certain extent, I share
that feeling. I do not agree with the President that our tax law is
inherently unfair, un-American. Also, I disagreed with President
Carter when he said our Tax Code was a disgrace to the human
race, or other things like that.

I gave you, Mr. Chairman, a copy of an article, and I hope that
Senator Roth has one as well: “The Redistributionist Tax Reduc-
tion,” which appeared in the Wall Street Journal in June of 1984.
It shows that, when taxpayers are divided into four quarters, our
tax system is quite progressive. The top quarter of the taxpayers,
on the basis of their income, dpaid 72 percent of all the income taxes
collected in this country and the bottom half paid 7.6 percent. So,
there is a certain equity, Again, the top one-quarter paid 72 per-
cent; and that, I think, shows a certain equity in the tax law as it
now exists. I don’t think it is inherently unfair. I noticed in this
article, “The Redistributionist Tax Reduction,” that the top 1.4 per-
cent of all the taxpayers paid about 21 percent of all the taxes col-
lected in 1981. So, I think our graduated tax system indeed works.

And, it is interesting to note that, when tax rates are lowered—
and lam a iroat proponent of lowering tax rates—that the people
with the highest incomes bear an even larger share of the total tax
burden. This is an article written by Michael Evans entitled
“Taxes, Inflation, and the Rich.” I think you also have a smaller
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copy, Mr. Chairman. He points out that as a result of the Kennedy
tax reduction, lowered the top marginal rate from 91 percent to 70
gercent, he charts the dollars that were paid by taxpayers in 1961,

962, and through 1966. Those taxpayers with an income of over
$100,000 a year—that is still a lot of money, but in those days it
was a particularly large amount—paid a substantially greater
amount of taxes as the rates were lowered.

So, I am very, very much in favor of lower tax rates. On the
other hand, I am not in favor of more fooling around with the Tax
Code, which we have done. I am not foing to back and review the
tax bills of 1981, 1982, 1983, and 1984. But, I think that taxpayers
are just reeling from the tax changes in the past few years. Many
feople believe—and I tend to agree with them-~that one of the

hings that we should do with respect to the Tax Code is nothing.
Despite the fact that there may be some things that should be
changed, I think we should approach tax reform on the basis of not
doing very much or doing nothing at all. I note that the President’s
Froposal would have an extraordinary impact on the total flow of
unds. Individual income tax cuts would be almost $600 billion. In-
creases for individuals would be about $350 billion. Corporate tax
cuts would be about $200 billion, and corporate tax increases would
be about $300 billion. If you add all that up, the total is over $1.8
trillion. Put another waﬂ. during a 6-year period, we are impactin
somewhat over half of the taxes that we are going to collect. And
go back to my original statement, that we really don't know the
economic impact of our deeds here, particularH' when we legislate
about taxes. When we impact such a large a flow of the tax reve-
nues, I think we do so with a good deal of risk to the economy.
And, in my judgment, we can’t chart and don’t understand all the
risks involved.

I also think that certain aspects of the major tax reform propos-
als confiscate value from taxpayers. Extending the depreciation pe-
riods is one example. I must say that I, myself, am reeling. When I
was building buildings, most of the buildings I owned had a 40-year
depreciation schedule. I came here vetéy much in favor of the 10-5-
3 system, which eventually became 16-10-5-8, I remember all the
statements that I and others, and perhaps yourselves made on the
Senate floor and to our constituents about the need to simplify and
encourage Capital formation. Now, we are going to go back—not all
the way to 40 years perhaps—but certainly, we are going to change
it again. I think that those changes will probably confiscate a lot of
Vial}l‘l: in real estate and have some effects that we don’t realize
right now.

As you know, Mr, Chairman, I came and talked to you one da
about my thoughts that changes in the tax laws should be gradual.
I thought that, rather than indexing the brackets upward, so that
the brackets move up with inflation, that we should index the rates
downward. That could work against the people in the lowest brack-
ets, so there would have to be some adjustment to that scheme.
But, the idea is to lower the tax rates over a period of years
through indexing them down, either by the rate of inflation or in a
staged way. And then, when the top rate gets to be maybe 40 per-
cent, one specific group of exemptions, deductions, credits, or other
benefits would be removed. Then, when the rates are reduced to 86
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or 32 percent, another group would be removed, and so on, until
the rates were the lowest possible. As we lower the rates over the
ears, the various benefits in the Tax Code would become less and
ess v;\luable. and I think many of them could be more easily re-
moved.

But people should be able to plan, and I think that the way we
are now treating the Tax Code, they cannot plan with any certain-
ty. My votes on tax reform will be cast in that way—the need to
allow people to plan. I wrote to you, too, Mr. Chairman--and I
thank you for your response—about the ‘‘Standstill Tax Act of
1985,” that professor Richard Doernberg from Emory University
wrote about. He suggests that any provision of the tax law can be
excised all together, or any number can be changed. You could do
that, but you can’t change any word. I think that that is not too
bad an idea, even though it may have been written tongue-in-
cheek. I would add, however, that you can’t change any number
upward, but only lower the numbers, and that it should be phased-
in over a period of time. [ agree with my friend, Prof. Milton Fried-
man, who says that if you just lower the rates, you don’t have to
fool around with all the changes and the so-called loopholes, most
of which we lefislated. because they will become less and less
useful, less and less used, and they can be excised from the code in
a more orderly manner. I have spoken to Professors Hall and Ra-
bushka, and I need to speak to them some more. I think their flat
tax proposal is the best thought-through of any of those approaches
to the tax law.

I am an incentive economist in this, Mr. Chairman. I respond,
and all my life 1 have responded, to economic incentives. That's
why I like the idea of lowering the tax rates. I also like the idea of
encouraging capital formation. I am tempted, for instance, to
simplg suggest that we just change the personal exemption, not to
$2,000, but to a $300 credit, which would save a great deal of
money. Then, use the money that is saved entirely for capital for-
mation. Take all taxes off savings. And reduce capital gains rates
by half, which would not be favored by all Members of the Senate
by any means,

But I think, Mr. Chairman, that in the end, the country that
taxes the least, taxes most fairly, and puts the greatest emphasis
on capital formation is the country that will achieve the things
that Senator Roth just spoke about. That country is the country
that will have a competitive and healthy economy, that will attract
capital, that will attract entrepreneurial talent, and that will at-
tract the whole dynamism of free economics. And so, it would be
my h?e-and I come without a specific plan—that we don’t fool
around with the Tax Code too much, that we do indeed encourﬁfe
capital formation, and that we lower rates. But very frankly, Mr.
Chairman, the less we do, in my *udgment. the better. Thank you.

The CHAIRMAN. Rudy, you continue to be one of the most imagi-
native people around here in a variety of areas. I have been con-
sistently intrigued with your idea of ratcheting down the rates,
rather than indexing the other way. Senator Roth?

Senator RoTH. I have no questions, Mr, Chairman. I am anxious
to sit down and discuss with Rudy my latest proposal, which amon
other things would continue to lower the marginal rates. I thin
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that is critically important as part of a package, and I have to say I
also strongly agree with you. One of my concerns is that we have
had a tax package every year, practically, and that makes it impos-
sible for the private sector to function effectively. I appreciate your
taking the time to discuss it.

Senator BoscHwitz. Thank you, and I will come around very
soon. I have something to talk to you about, too. [Laughter.)

Senator RoTH. I am first.

The CHAIRMAN. Senator Danforth.

Senator DANFORTH. Thank you, Mr. Chairman. It is good to see
Senator Boschwitz here. I am sorry I got here late. I don’t have any
profound questions to ask.

Senator BoscHwiTz. It was profound.

Senator DANFORTH. I am glad to see you here. Thank you.

The CHAIRVAN. Rudy, thank you.

Senator BoscHwitz. Thank you very much,

] l[lAri:i]c:lea from the Wall Street Journal and the New York Times
ollow:
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The CHAIRMAN. Now, if we can take a panel of Michael Schuyler,
R.S. Miller, Jr., John Meagher, and James Mack. As all of the wit-
nesses who are familiar with the committee know, while we have
been unsuccessful in putting time limits on the oral presentation of
Senators, we do ask that the other witnesses submit their state-
ments for the record in their entirety, and abbreviate their oral
presentation to 5 minutes. We will start with Mr. Schuyler.

STATEMENT OF MICHAEL SCHUYLER, ECONOMIST, INSTITUTE
FOR RESEARCH ON THE ECONOMICS OF TAXATION, WASHING-
TON, DC N

Mr. ScHUYLER. Thank you, Mr. Chairman. My name is Michael
Schuyler. I am an economist with the Institute for Research on the
Economics of Taxation, IRET. The views I will express this morn-
ing are my own and not necessarily those of IRET.

would like to begin by saying that I am pleased to appear
before this distinguished committee. This committee is to be con-
gratulated for the care it is taking in examining the issue of tax
reform and for the contributions to the debate that it is making.
The subgzct of tax reform deserves this cautious and thorough ap-
proach because even the best tax plan will have disadvantages of
which we should be aware. For example, it would subject taxpayers
to numerous transition costs. As to less worthy plans, however well
intentioned, they would retard rather than advance tax reform
goals like growth, simplicity, and fairness. The administration’s tax
plan contains some very attractive but costly features, like income
tax rate reductions, and some very controversial revenue-raising
elements that are intended to maintain the plan’s overall revenue
neutrality. Therefore, although the administration’s plan currently
holds center stage, it is extremely important to consider tax reform
alternatives.

An alternative with several very desirable economic Rro rties
was introduced in May of this year by Senator William Roth. It is
known as the Business Transfer Tax, abbreviated BTT. The BTT
has recently been revised and would now form a part of a larger
tax reform gackage. The BTT would be a single rate levy of prob-
ably 7 to 1 rcent on each business’ value added, where value
added is the difference between the value of the business’ sales and
the value of its input purchases from other businesses. At a 10-per-
cent rate, its net revenues are estimated to be slightly over $100
billion in 1986, of which about 20 percent would come from im-
Forts, The BTT would allow taxpayers to calculate their tax liabil-
ties by the subtraction method, which is simpler than the invoice
credit method usually associated with value added taxes. The tax
would exempt the sale and rental of residential housing, land, the
retail sale of food for off-premises consumption, medical services,
and the activities of charities and governments. Like most taxes of
this type, the BTT would make border adjustments to add imports
to the tax base while removing exports,

The BTT would be more successful than most current U.S. taxes
in meeting many of the goals of tax reform. First, it would be free
of the present system’s tendency to encourage immediate consumf)-
tion, at the expense of saving and investment. Second, it would
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treat United States and foreign products on the same footing,
avoiding features in the current U.S. tax system that hobble U.S.
products compared to their foreign competition both at home and
abroad. Third, it would be a relatively simple tax because it would
draw heavily upon information already gathered by taxpayers for
income tax and internal bookkeeping purposes. Most likely, the
BTT would not be passed forward to consumers in the form of
higher prices but be passed backward to the workers and investors
involved in the production process, in rough proportion to their
pretax incomes. Thus, the BTT would not be a regressive tax but
an approximately proportional tax on labor and capital incomes.

Perhaps the greatest danger of the BTT is its immense revenue
potential. A subsequent rise in the BT'T’s rate could fuel a surge in
Government receipts and expenditures.

In its currently proposed form, most of the BTT’s revenues would
be used to lower individual and corporate marginal income tax
rates, to reduce further some of the income taxes now collected
from businesses, to establish new tax-deferred saving accounts for
individuals, and to improve upon the capital cost recovery system
proposed by the administration. These measures would reduce the
tax system's bias against saving and investment and would lessen a
wide range of distortions contributed to by high marginal tax rates.
Perhaps, however, the first priority for the BTT's revenues should
be to replace many of the unappealing revenue raisers now in the
administration’s tax plan. The administration’s revenue-rais'i%g
suggestions include, for example, the repeal of ACRS and the ITC,
the elimination of State and local tax deductibility, and the numer-
ous industry specific changes that would greatly increase capital
costs in certain sectors of the economy. Because many of the ad-
ministration’s revenue gainin pr?‘posals move away from the goal
of tax reform, using the BTT to finance the desirable portions of
the administration’s plan would produce a fairer, simpler, and less
distortionary tax system.

At the Jpleasure of this committee, I would be glad to submit for
the record a paper I originally prepared for an IRET roundtable on
tax reform alternatives that discusses in greater detail the prelimi-
naﬁ version of the BTT. Thank you, Mr. Chairman.

e CHAIRMAN. Mr. Miller, a man who has old Portland connec-
tions. It is good to have you with us.

The prepared written statement and the paper for IRET of Mr.
Schuyler follow:]
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My name is Michael Schuyler. I am an economist with the
Institute for Research on the Economics of Taxation (IRET), IRET
i{s a non-profit institute whose primary purpose is to analyze the
tax system, particularly the effects taxes have on our individual
incentives, to work, consume, and invest. While the views
expressed here are my own, much of the work undertaken at IRET

has addressed the subject of tax reform.

1 am pleased to appear before this distinguished committee.
This committee is performing a commendable service in examining
so thoroughly the subject of tax reform and in seeking out, as

well as i{nitisting, such a broad range of ideas,

The tax reform proposal I will be discussing is known &s the
business transfer tax (BTT), As presently conceived, the BTT
would be a levy on the difference between a business's sales and
{ts purchases from other businesses. The tax would probably be
set at a rate between seven and 10 percent, It would be
deductible as a business expense for income tax purposes, The
?TT merits attention both because it possesses attractive
economic properties and because it has been developed into a
concrete legislative proposal. Senator William Roth introduced
the BTT in legislative form (5.1102) earlier in the present
session of Congress; he has since completed substantial
modifications aimed at integrating it within an overall tax

reform program.

-3
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The BTT's Structure

The BTT would be collected from the business sector., A
business would find its tax base by taking the difference between
its sales and its purchases from other firms. The business would
then find its tax liability by multiplying its tax base by the
tax rate. The rate has not yet been established but will
probably fall between seven and 10 percent. It would not be
refundable but could be carried forward for up to 15 years, In
the revised bill, the BTT would be a deductible business expense

against corporate, partnership, and sole proprietorship income,

The tax base would be adjusted in several respects. Two of
the adjustments concern exports and imports. Exports would be
excluded from the tax base while imports would be taxed on their
value when they enter the country. The intent of these border
adjustments {8 to exclude the value of exports from the tax base
while including the value of imports, Several retail sctivities
would not be taxed. These include the sale or rental of
residential housing, medical services provided to patients, and
the retail sale of food for off-premises consumption., These
exemptions are allegedly made on equity grounds; they
upquestionably have political appeal. Charities and governments
also would not be liable for the tax on their activities. The
revised version of the BTT also promises to exclude from the tax
the activities of very small businesses; details are not yet
available.

la
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In the revised proposal, the BTT's revenues would be used to
finance a variety of tax reforms. Most dramatically, they would
be used to lower personal income tax rates to 15, 20, and 25
percent and to lower the top corporate rste to 30 percent. The
emphasis throughout is on lessening tax disincentives that now

inhibit saving and investment.

An economist would classify the BTT as a consumption-type
value added tax (VAT). A consumption-type VAT i{s a levy
collected from each firm along the production chain based on that
firm's value added. A business's value added is the difference
petween the value of its output and the value of the inputs it
purchases from other firms. For instance, if a retailer has
sales of $40,000 and input purchases from its suppliers of
430,000, its value added is $10,000. In order to avoid
overcounting value added, it is crucial that a business be
allowed to deduct its input purchases from other firms. Some of
the most important inputs are capital goods. A consumption-type
VAT treats capital goods like other input purchases and permits
}heir immediate deduction., If capital goods could not be
deducted or could be deducted only after a delay, the tax would
discourage firms from using capital goods in the production
process because in present value terms the tax base would include
both capital goods (at least in part) and the value eventually
added by those capital goods.

5.
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Many nations, especially in Europe, have been using VATs for
years. In terms of its tax base, the BTT would resemble these
levies; with respect to how taxpayers would calculate their
liabilities. however, the BIT would be very different. Whereas
most VATS use a credit mechanism for allowings firms to remove
their third-party purchases from their tax bases, the BTT would
use the more direct subtraction method., Although the subtraction
method provides less of a paper trail for tax enforcers to
follow, it meshes nicely with the information that U.S. taxpayers
must already assemble in computing their income taxes, To
prevent confusion, then, it should be understood that a VAT,
which is defined by 1ts tax base, need not adopt the European
collection procedure. (To prevent confusion on another front, it
should also be understood that the term "VAT" does not imply a
tax that is shifted forward to consumers. In fact, an analysis
of aggregate money spending in the economy suggests that a VAT
will be shifted backward to the workers and producers involved in

the production process.)
Economic Properties of the BTT

Serious conflicts are inherent in even the best designed tax
system, Taxes are a means to an end: they help finance
government expenditures. In doing this, unfortunately, a tax
system tends to reduce work incentives, is all too likely to
diacourage capital formation, may impair the competitiveness of

U.S., products in international markets, is prone to saddle

-6-
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taxpayers with onerous compliance costs, and may violate basic
notions of fairness, The objective of tax reform should be to
continue raising the needed revenue while reducing as much as
possible the economically harmful side-effects of taxation. From
this perspective the BTT has a number of relatively desirable
properties and compares favorably with major elements of the
current tax system, Of course, a recognition of taxes' direct
and indirect costs should still cause us to scrutinize government
spending with extra care, asking if the benef{ts of particular

programs outweigh all their financing costs.

Ibe BIT!s_pevtrality.betweep_sayipg.apd.current_consumption,,
Perhaps most importantly, the BTT would not encourage immediate
consumption at the expense of saving and investment, Saving and
investment are vitally important to all Americans because they
provide the building blocks that an economy needs for long run
growth, It is by means of saving and investment that the capitsl
stock grows, that many new discoveries are made, and that new
advances are incorporated into the capital stock. More tools,
better tools, and superior production techniques are the fruits
gf saving and investment; they permit people to become more
productive and to attain higher standards of living.
Unfortunately, the U,S. tax system harshly penalizes saving
and investment., If an individual decides to save some earnings.
the government taxes both the earnings themselves and later the

returns on those earnings., If the individual directs those

-l
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earnings into 8 corporate investment, the tax system tskes an
additional bite in the guise of the corporate income tax.-
Inflation exacerbates this bias because the tax system treats the
{llusionary gains due to inflation as though they were real.
Given the way in which the U.S. tax system artificially lowers
the rewards for saving relative to the rewards for consuming
immediately, it {s no wonder that saving and investment rates in
the United States score last or close to last among those of the

industrialized nations.

The BTT would avoid this multiple taxation by taking care to
tax value added only once. For example, if a firm purchases a
capital good that it then uses in producing output, the BTT would
only tax the firm on the value that it adds to its output, By
virtue of the BTT's deduction for third party inputs, it would
assesa-no separate, additional tax on the capital good. As a
result, the BTT would avoid multiple taxation, maintaining its
neutrality between saving and current consumption. This
neutrality would renew people's freedom to plan for their futures
without an artificial tax incentive to concentrate on the

Qresent.

Maiptaipips.lpterpational Competitivepess. Another desirable
property of the BTT is that it would do far less damage than most
taxes to the competitiveness of American products in
international markets. One reason for this stems from the BTT's

neutrality between saving and consumption, Because the BTT does

-8
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not have an anti-saving bias, it would be less 1ikely than many
other taxes to retard the capital formation that U.S. producers

need in order to remain as productive as their foreign rivals,

Another reason that the BTT would do eomparatively little
damage to U,8., competitiveness is that it would not force U.S.
products to bear taxes that foreign products escape. This is the
motivation for the BTT's treatment of exports and imports. The
BTT removes exports from the tax base in order that they can be
snld abroad without bearing a U,S., tax not carried by their
foreign competitors. The BTT adds imports to the tax base 8o
that they will shoulder the same tax as U.S. produects sold
domestically, These so-called dborder tax adjustments, which have
the effect of taxing products according to where they are
consumed rather than where they are produced., are s common
feature of the VATs that many of our trading partners emplcy.

For example: if a German good is sent to the United States, the

German VAT would be rebated at the border,

As of now, the U.S., tax system puts American products at a
gisadvantage at home and abroad by failing to make these
adjustments. In fact, for legal reasons contajined in the terms
of the General Agreement on Tariffs and Trade (GATT), these
adjustments cannot be made by the U.S. i{ncome tax but could be

done using a levy like the BTT.

-9
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One problem with the BTT's border adjustments is that the
export exemption is only partial., If a product has passed
through the hands of several firms before being exported, it is
not enough to exempt the exporter's activities from the tax; the
government must return the taxes paid at earlier production
stages. The BTT permits this reimbursement only to the extent
that the exporter's total BTT liability does not fall below zero,
In other words, the BTT {s not refundable. Although the
reimbursement may be carried forward to future years, its value
would decline rapidly in present value terms., For the many
businesses that concentrate on exports, this restriction would

limit their ability to employ border adjustments.

The current tax-induced lack of international
competitiveness hurts U.S. producers and workers by threatening
their profits, wages, and jobs, The danger is especially acute
today because of the growing sentiment in the United States for
protectionism, Protectionism i{s dangerous not only because it
restricts consumers' purchasing options and gives producers an
artificial sense of security but also because it invites
fetaliatlon. For instance, many believe that a protectionist
trade war was one of the chief causes of the Great Depression,
If used as a replacement for part of the current tax system, the
BTT could serve as a constructive alternative to protectionism,

benefiting U.S, producers and workers.

10~
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Price_Stability. A frequently expressed concern 18 that 8 tax
like the BTT might push up prices, The worry is that if an ftem
cost, say. $50 before the adoption of a 10 percent BTT, it would
cost $55 after the tax's imposition and that other products would
experience similar price rises. An implicit assumption in this

story is that producers can shift the tax forward to consumers.

However., producers are likely to fail in their attempts to
pass the tax on to consumers, The stumbling block for producers
is that a balance exists between the economy's supply of goods
and services and the amount of money being spent to buy that oute-
put, If the economy is in a position where the current level of
money spending is just sufficient to purchase the current level
of output, producers could only raise their prices if either they
were willing to sell less or they could persuade buyers to

increase their money spending for consumption goods and services.

It is far from obvious that the introduction of a BTT would
convince consumers to pay more for the same amount of goods and
services, abandoning their old level of money spending on
gonsumption for a higher one even though their incomes have not
increased, Admittedly, {f the Federal Reserve decided to
accompany the tax with a monetary expansion, money spending would
rise, but the cause would be money growth not the tax change. In
the absence of a rise in money spending, producers would discover
that {f they raised their prices, they could no longer sell sll

of their output because there would be too little money spending

-l1=
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to buy it: buying the old ocutput at the new prices would require
more money spending than was previously sufficient, The unsol&
output and the consequent idling of resources would put intense
pressure on producers to reversc their price inoreases, As a
result, although producers would be desirous of passing the tax
forward, they would probably be unsuccessful; the tax would tend
to be passed back to them and to the owners of the resources they

employ.

Notice that the key to this analysis is the relationship
between output and money spending. Therefore, the argument is
not specific to the BTT but can be applied to taxes in general
whether they happen to be based on consumption, income, wealth,

or some other variable.

The tax base does affect the outcome‘in one way., though, An
efficient tax will tend to permit higher productivity and more
output than an inefficient tax. Thus, if an efficient tax were
to replace an inefficient one, the substitution would tend to
boost real output. The gein in output, in turn, would tend to
exert downward pressure on prices, For example, if the BTT
(computed by any of the main techniques) were partially to
replace the corporate income tax, the positive supﬁly response

would tend to lower prices,

Tox_Fairpesa. Levies like the BTT are thought by many to be

unfair. The accusation arises from the fear of some that the BTT

-2
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would he regressive, bearing more heavily on the poor than the
wealthy, Regressive taxes tend to violate a standard of fairness
known as vertical equity. By this criterion, the tax system
should distinguish between individuals of different means, making
the wealthy pay more taxes than the poor., Vertical equity is an
extremely difficult criterion to quantify because people have
reached no consensus about the degree to which tax burdens should
differ according to means, Another standard of feirness is
horizontal equity: individuals with similar levels of well-being
in the absence of a tax should be treated equally by that tax.

A recognition that the BTT tends to be shifted backward
helps to evaluate these concerns, Suppose as a rough
approximation that the recipients of~labor and capital income
would bear the BTT in the same proportions as their respective
contributions to value added. In this event, the BTT would be a8
proportional tax on labor and capital) incomes rather than a
regressive tax. People would pay the BTT in direct relation to

the incomes they receive from the production process.

. With respect to vertical equity, this analysis suggests that
the BTT, while not a progressive tax like the individual income

tax, is innocent of the charge that it would be regressive. With

" respect to horizontal equity, the BTT has an important advantage

over an income tax. Suppose two people have equal incomes but
differ in the extent to which those incomes represent

remureration for labor and capital services. An income tax would

13-
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violate the horizontal equity principle because it would tax the
individual with the higher ratio of capital income more heavily
than the other individual. The BTT. though, would pass this test

because it would treat the two individuals equally.

Nevertheless, to combat charges of regressivity, the BTT
would provide partial exemptions for food, housing, land, and
medical services., If the tax were shifted forward, these
measures would allow the poor--and also everyone else-~to buy
these "necessities" without paying the full tax. Although these
exemptions may be politically sensible, the economic case for
them is weak. Even if the BTT were shifted forward, it is not
clear that these exemptions would mostly benefit the poor, Other
income groups might actually be the main beneficiaries given that
people frequently buy more of a "necessity" like housing as their
wealth increases., If the tax is shifted backward, the exemptions
would also miss the mark. The suppliers of exempt items, people
like doctors, landlords, and grocers, would reap the initial

benefits from the exemptions.

Regardless of whether the tax is shifted forward or
backward, the exemptions are undesirable in two respects, One
problem is that they complicate the tax code. They would force
many taxpayers to make extra distinctions, sometimes arbitrary
and complex ones, in their records and tax calculations. They
would also compel the government to write additional regulations

and complicate its enforcement responsibilities,

-1l-
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Another shortcoming of the exemptions is that they create a
tax inefficiency. By putting less of a tax load on some items
than on others, they encourage the overconsumption and
overproduction of the favored goods and services, Suppose, for
inatanc;. that a business adjusts the production of outputs A and
B until they yield the same return in the absence of tax
considerations, If the government suddenly imposes a tax on A
while exempting B, the business will shift its output mix towards
B solely in response to the tax, To give credit where it {s due,
though, the BTT would still possess a far broader and more

uniform tax base than most current levies despite its exemptions,

Siomplicity. The BTT is a commendably simple tax, Taxpayers
alrecady gather most of the information required by the BTT for
income tax and international record keeping purposes. The
subtraction method by which the BTT would be calculated is @
major plus. For taxpayers already used to income tax
calculations, it would be much less confusing and generate much
less new paperwork than would the European-style computation
'method. The BTT's single rate reinforces its simplicity, Unlike
most European VATs, which contain a variety of rates that force
taxpayers to separate their value added into a number of
subcalegories. the BTT would let taxpayers deal with a single tax

base and a single tax rate.

- =15«



26

The BTT's complexity is increased, however, by a number of
exemptions of which taxpayers and the government would need to
keep track, The revised BTT also provides an exemption for small
taxpayers. An assessment of whether or not the small-business
exemption will simplify the tax must await the release of more

information on its rules. -

Although the BTT would not actually reduce taxpayers'
administrative burdens (unless it took the place of a more
complicated levy), it is far simpler than many recent tax-reform

suggestions,

bould. tbe BIT ipcrease_the_government!ssize? Unfortunately the
BTT also has some unattractive features., The most worrisome
matter for people concerned with controlling the size of the
government is the immense revenue potential of a new, broad-based

otax like the BTT, Once introduced into the tax system on a
revenue neutrsl basis, it could, with its immense revenue
gathering ability, later beoome a device for expanding tax
colleotions and government spending.

This danger makes it imperative that the BTT not be enacted
without an extensive public debate that emphasizes it is not to
be used as a means for inocreasing total tax collections. Indeed,
Senator Roth was sufficiently concerned about the possible misuse
of the BTT's net receipts that he made the last section of 85,1102

a sense of the Senate resolution "concerning use of BTT

16w
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revenues", The resolution states that the BTT's net revenues
should be used as a means of funding income tax reform, not as a
device for increasing aggregate government revenues., A
complementary option might be to include in the bill a provision
to limit the rate at which the BTT could be imposed, at least for

the next several years,

State_and_local_resistancg., Many state and local government;
view sales taxes as their domain and might regard the BTT as a
federal encroachment. One response is that historically the
federal government has itself relied heavily on excise taxes, It
has never ceded this type of levy to other levels of government,
Another response is to investigate whether the BTT would, in
fact, diminish significantly the potency of state and local sales
taxes, Perhaps the most relevant reply today is to ask how state
and local governments would view the BTT if it were substituted
for some of the revenue raisers now in the Administration's tax
plan, particularly the proposed repeal of the federal income tax
deduction for state and local taxes, If this substitution
occurred, state and local governments would likely see the BTT as

the lesser evil.

Cbapges-ip_tax_burdeps. Any major tax revision will produce
winners and losers throughout society and cause numerous economic
disruptions. Because of these problems, tax reform should not be
undertaken lightly or for small potential gains. For example,

the revenue raisers in the Administration's tax package would

17w
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produce 8 variety of losers. To cite some examples, special
provisions would hurt the banking, insurance, timber, and mining
industries. The replacement of ACRS and the ITC with CCRS would
damage capital intensive firms by raising the after-tax cost of
capital; the "recapture" tax would inflict further harm on many
of these firms, The elimination of state and local tax
deductibility and new restrictions on municipal bonds would

greatly strain the finances of state and local governments,

It 1s worth mentioning the shifts caused by the revenue
raoisers in the Administration's plan tecause the BTT is drawing
attention as an alternative to some of those suggested tax hikes
and as a means of carrying further some of the most desirable
features in the Administration's plen, such us‘reductions in
individual and corporate marginal tax rates, That is, in the
context of the tax reform debate, the BTT should not be coqpared
to an alternalive involving no tax shifts but to one generating

very large, but different, shifts,

If the BTT were used in this capacity, the changes it
?roduced would depend on the extent to which it substituted for
revenue raisers in the Administration's package (and which of
them it replaced) and the extent to which it was used to finance
additional (revenue-losing) tax reforms, Three general shifts in
tax burdens deserve emphasis, however. One is that because the
BTT would not engage in the reneated taxation of capital income.

it would benefit capital intensive firms relative to their

“18-



29

treatment under the Administration's plan. Second, the border
tax adjustments which are present in the BTT but lacking in the
Administration's package would help U.S. exporters to sell abroad
and help U,S. producers to compete agsinst imports st home.
Third, labor intensive firms would tend to do less well under the
BTT because labor costs are included in the BTT's base (i.e..
value added) but not arn income tax's base. This last effect
would be especially severe for inefficient firms with bloated
payrolls., Because payroll costs are tax deductible under an
income tax, the government, in effect, pays part of the cost of

the firm's {nefficiency.
How to Use the BTT's Revenues

In the revised version of the Roth bili, the BTT's revenues
would finance a number of reforms aimed at reducing tax
distortions, especially those currently inhibiting seving and
investment. Only to a very limited extent would the BTT's
revenues be used to replace the revenue gainers in the

Administration's tax plan,

The centerpiece of the Roth program is to reduce individual
and corporate income tax rates to below the levels proposed in
the Administration's plen, As a result of this reduction in the
tax wedge separating before-tax and after-tax rewards, people
would have less of an incentive to alter their behavior solely

for tax reasons.

-19-
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The BTT would achieve a further, albeit indirect, reduction
in income-taxes because BTT liabilities could be counted as
deductible business expenses. _For instance, a corporation with
BTT liabilities of $5,000 would reduce its taxable income by that
amount. At the proposed 30 percent corporate tax rate, this
deduction would lower the corporation's tax bill by $1,500. This
is a highly desirable substitution in terms of efficiency because
it would partially replace 8 tax that strongly discourages
investment with one that does not. In a way, the BTT's
deductibility would also serve a role similar to that of a
corporate minimum tax. Because only businesses with profits to
offset could claim the deduction and the resulting tax saving.
the corporations that were most successful in not paying
corporate income taxes would derive the least benefit from the

BTT's deductibility,

Another measure directed at the income tax system's anti-
saving bias {s a proposal to create tax-deferred saving accounts
similar (and in addition to) Iﬁis but with fewer withdrawal
restrictions and somewhat larger contribution ceilings., Millions
;r middle class Americans could use these accounts, together with
IRAs and pension plans, to protect much of their saving from the
multiple taxation normally characteristic of an inocome tax

system,

-20~
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The Roth pesckage would also substitute the Expensing Cost
Recovery System (ECRS) for the Administration's CCRS depreciation
proposal. ECRS would allow 50 percent of an assets' basis to be
written off in the first two years (this takes the half-year
convention into account) with the remainder to be depreciated
according to CCRS. How does ECRS compare with CCRS and the
present combination of ACRS and the ITC? A comparison of the
present values of the capital cost recovery allowances and of
effective tax rates indicates that the current system provides
more incentive for investments in equipment and machinery than
would the other two systems. CCRS would be far less hospitable
than ACRS-ITC; ECRS would be slightly better than CCRS. For
structures (long-lived and generally not elisible for the ITC),
CCRS would be superior to ACRS; ECRS, though, would be the best
by far. Curiously, then, thort-lived assets: which would receive
the greatest shook in the move from the present system to CCRS,
would receive reletively little help from ECRS, (These results
are based on a five percent inflation rate, which is close to the

current rate.)

. A judgment call is whether more of the BTT's revenue should
be used for replacing some of the proposals in the
Administration's tax plan, On the one hand, the Roth program can
be defended as innovative and as thoroughly consistent with the
gosls of tax reform discussed earller, If more of the BTT's
revenues were used for other purposes, desirable parts of this

package would have to be scaled back.
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On the other hana, many of the Administration's revenue-
galning suggestions have serious defects, Proposals like thé
"recapture" tax and the elimination of 401(k) plans would
intensify anti-saving biases. ldeas like imposing a per country
limitation on the forelgn tax credit would lead to awesome
complexity rather than simplicity. Some suggestions like the
elimination of state and local tex deductibility would conflict
with the objectives of fiscal federalism; that proposal would
also tax 1ndividuals on income they do notL have. Moreover, many
of the o1sruptive shifts 1n tax burdens thet the Administration's
proposals woulo create (e.y.,, workers and capital owners in
netural resource and manufacturing industries would suffer as
effective tax rates rose in those industries) could be avoided if
more of the BTT's revenues were usea as an alternative to the
Aaministration's proposals. A major concern is that unless this
were done, tne nation's businesses, which under the
Agministration's plen woula have to cope with numerous shocks and
be net losers, would in addition have to deal with the
disruptions that would accompany the introduction of the BIT.
Although the House Ways and Means Committee 18 developing some
alternative financing iceas, for example, no "recapture" tax but
8 higher corporate tax and & ferocious minimum tax, early
indications are that 1ts suggestions might generate even more
problems than would the Administration's. While retaining the
BTT's deductibility as 4 business expense, 1l believe that the

first priority for the BTT's receipts should be to help finance
the desirable features in the Administration's plan, moa% notably

its marginal rate reductions, by replacing the many revenue
gainers 1n the plan that would conflict with the tax reform goals
of efficiency, fairness, and simplicity. After that were done, I

would strongly endorse the options suggested in the Roth program.
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FINANCING TAX REFORM WITH THE BUSINESS TRANSFER TAX
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Earlier this year, Scnator William Roth (R-Del,)
introduced legislation (8. 1102) to establish a so-
called business tranafer tax (BTT). The BTT would be a
five percent levy on each busineas's value added, where
value added is the difference between the value of the
business's sales and the value of its purchases froa
other businesses. As {s done with the value added
taxes applied {n other countries, adjustments would be
made in order to tax imports while exempting exports.
In the present bill, most of the BTT's revenues would
g0 towards partially replacing the eaployer share of
payroll taxes; about $20 billion yearly would also be
avallable to finance income tax reform. An interesting
possibility would be to set the BTT at a higher rate
and use the revenues this would generate oas a
substitute for many of the unappealing revenue gainers
now in the Administration's tax overhaul plan., Some of
these proposals threaten to defeat the plan, thus
blooking the adoption of its wmost beneficial
components: deep reductions in individual and corporate
marginal tax rates. Despite some shortcomings, the BTIT
has a number of desirable properties with respect to
efficiency, fairness, and international competitiveness
that make it worthy of serious consideration as a
partial substitute for either the payroll tar or the
Administration's revenue raising proposals. The higher
priority use for the BIT might be as a replacement for
some of the Administration's suggested revenue gainers,
such as the repeal of the ITC and the ACRS, the
eliminetion of the deductibility of state and local
taxes, and the numerous industry-specific ochanges that
would greatly increase capital costs in certain sectors
of the economy.

The Heagan Auministration has put 1ts tax overhaul proposal into
a damaging revenue bind. It d1d this by promising to slash
individual and corporate marginal tax rates and double the
personal exemption while also vowing that the tax system will
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coliect as much revenue after uLne overhaul as 1t does under
current law. To reconcile these promises, the Aoministration has
been forced to propose a large number of massive, controversial,
and economically unappealing revenue raisers.{1] The plan's
revenue needs are enormous because the highly desirabie
reductiohs in 1ndividual and corporate marginal tax rates, the
doubling of the personal exemption, and the increase in the zero
bracket amount will lose about $640 billion in Just the five
years from 1986 through 1990 according to the Administration's
own estimates.

The reductions in marginal rates, which the Administration
estimates will cost over $400 billion from 1986 through 1990, sare
the heert of the tax overhaul plan. With the top corporate rate
decreased from 46 to 33 percent, tax angles will play a smaller
role in people's economic decisions regarding Ssuch matters as
whether to consume or invest, whether to buy one product or
another, and whether to enter one line of business or another.
The resson that the marginal rate reductions will make tax
considerations less important in people's decision making 18 that
the reductions will decrease the tax wedge separating underlying
economic forces from people's after-tax rewards. For example, an
individual in the top income tax bracket 1s less likely to work
fewer hours because of the tax bite 1f the income tax leaves him
with 65 cents of each extra dollar he earns than if it leaves him
with only 50 cents.

The challenge 18 to find revenue gainers that will not undo the
beneficial effects of revenue~losing measures like the rate
reductiona, Unfortunately, the tax increases that the
Administration has fashioned to counterbalance these losses have
such major and increasingly obvious problems that tney have
greatly diminished the plan's popular support. A brief review of
some of the chief revenue raisers indicates why almost without
exception they would make extremely bad tax policy,

=Eliminate the deductibility of state and loosl taes.' Since tne
federal income tax's inception, taxpayera have been able to claim
deductions for their state and local income, property, and sales
taxes. In part this reflected the belief that these tax payments
diminished people's incomes and 80 should be deducted from their
federal tex bases. It also reflected a federal decision to et
stute and locul tax claims take precedence over federal claims in
order to avoid undercutiing the tax bases of those lower levels
of government, Now the federal government has apparently decided
that people's state and local tax payments are part of their
incomes after all and so siould be included in their tax bases.
The Administration's tax plan would repeal the deduction for
state and local taxes at the start of 1946, Tne proposal alseo
suggests that despite the Administration's attempts to shift more
programs to lower levels of government, it feels leas compelled
to avoid preempting state and local revenue sources. The
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combined effect of the federal government's cutbacks in state and
local grants, 1its )roposed elimination of state and local tax
deductibility, and its proposed elimination (elsewhere in the tax
plan) of many municipal bonds' tax-free status would severely
strain state and local finances. In the category of fajnt praise,
at least this proposal differs from most of the other major ones
in the Administration's package by not concentrating oOn
extracting more taxes from the returns to saving and
investment.[2)

-"Recapture” part of previous accelerated depreciation
allowances, Declaring that 1ts proposed tax rate reductjions
woulo be a "windfall" to the owners of depreciable property, the
Admingstration sdvocates slapping 8 13 percent tax On a portion
of the accelerated depreciution allowances capital investors took
between 1980 and mid-1Y86. In finding this "windfall", the
Administration has focused on the plan's main benefit to
investors while conveniently 4gnoring the many ways the plan
would hurt them; many investors would, in fact, need & subsiay
rether then a new tax to make them whole. The tax calculation
itself lakes as 1its obenchmark a collection of depreclation
schedules that are arbitrary and theoretically unsound. Iy 18
especially puzzling that even though the "windfall" apgument
could be applied to many taxpayers, the Administration has chosen
Lo single out the largest recent contributors to the nation's
stock of capital; this 18 the same Administration that has sought
L0 encourage inveatment. Besides all this, the "recapture” tax
18 a retrouctive levy that would set a chilling precedent. By
increasing the odds of more retrvactive taxes in the future, it
would put all taxpayers at risk. The tax would reduce future
capitul formation both because 1t would create a8 hew Bsource of
rink nTglbecnuae 1t would squeeze many potential investors' cashe
flows.

-3crap the investment tax oredit (ITC) and replace the
sccelerated cost recovery system (ACRS) with the ocapital cost
recovery aystem (CCR3), Although the Acdministration's tax plan
characterizes the ITC and the ACRS a3 separate matters, they
should be considered in tandem because they Jointly form the
depreciation system that allows inveators Lo recoghize for tax
purposes their capital asset costs. Indeed in 198 the
Administration regarded the expansion of the ITC and the
introduction of the ACRS as central features of 1its effort to
reform the tax system 80 as to lesson tax disincentives hampering
saving and 1invesiment. Now the Administration proposes to
replace the ACRS with the CCRS and to abolish the ITC entirely.
The Aoministration argues that the CCHS 18 generous enough when
compared to the ACRS, but omits from its analysis the loss of the
ITC. 1ln fact, the new depreciation system would increase greatly
the after-tax cost of caplital investments. The certain outcome
18 8 drop 1n aggregate capital formation.(d)
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Moreover, 1f recent revisions in the plan are any gulde, the
Administration and Congress may add new features that will
further worsen the tax treatment of saving and investment. In
order to pick up extra revenues, for example, the Administration
now suggests ending UO1(k) plans, flexible and innovative saving
vehicles presently used by millions of Americans. It also
suggests dropping one of the plan's most positive features: the
indexing of business inventories. This marks a further retreat
from the Administration's originally bold proposals to avoid
taxing as real income the 1llusionary gains produced by
inflation.

The Administration's package wWould also produce vast shifts 1in
the tax burden, The pian's cuts in corporate and 1individual
merginal tax rates and its increades 1n the personal exciption
and the zero bracket amount would reduce tax revenues en
estimated $640 billion over the five years 1986~1990. To finance
these revenue losses, Lhe plan calls for various revenue raisers
aggregating $27¢ billion for corporations and $354 billion tor
individuals. On balance, corporate taxpayers would wind up with
a net increase of $118 Dbillion 1n tax Jliabilities, and
individuals would realize net reductions in their taxes of $13¢2
billion., By any measure, these are massive shifts in taxes, not
only among 1inhdividual taxpayers but as between individual and
corporate taxpayers and among corporations, as well.

The Administration's wultimate defense of these and other
questionable tux nhikes i18 that its plan needs the revenues., One
reaction to this detfense 1as to wonder whether the plan's
desirable (feastures manage to outwelgh the inefficiencies,
inequities, and complexities inherent 1n the current line-up of
revenue raisers, A more positive resction 18 to 8sk whether the
plan could collect the revenues 1t needs to finance these
desirable teatures by adopting Other, less destructive revenue
gainers. The objective 18 to {ing 8 tax that can be collectea at
the business level, does not discriminate 8gainst saving, 1§
fair, 18 reasonably simple, any has a large revenue povential,

tarlier this year, Senator William Roth (R«bel.) put vefore
Congress a bill (8.110¢) that with some mouifications would meet
8ll of these criteria.l5) In wddition, 1t would 1mprove the
international competitiveness of U.S. producers in world merkets
by lessening the tax handicaps under which they now operate. The
proposed levy, which the scnator calls a8 business transfer tax
(BIT), 18 @ tux on the value that businesses add to their
products during production, In 1ts present form, most of the
tax's revenue would be used to lower businesses's payroll tax
Jlabilities with some receipts left over to finance 1ncome tax
reforms Ssuch as reducing individual and corporate marikinal tax

rates.[(6] .
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The bill coulo be modified to finance many of the constructive,
revenue-losing features of the Administration's tax plan either
by raising its rate or by reducing 1its payroll tax offset. or
course, an informed judgment regarding the BTT's merits requires
an examination of 1ts main features and an analysis of its
economic properties, Along the way, one should also consider
what would be gained and what Jost by modifying it from its
present form into a replacement for many of the Administration's
suggested revenue raisers.

Certainly, the BTT may create problems of .ts own., Perhaps the
greatest danger 18 that it would glve the government a new tax
with an enormous revenue potential that could be used to finance
a further rise in taderal spending relative Lo natilonal output.
Anothier serious concern 18 that the BTT, like the revenue raisers
now 1n the Administration's plan, would produce large shifts in
tax lisbilities throughout the economy, with millions of
taxpayers winning and other millions losing. Many of these
shifts would bLe wunfair and disruptive. State and local
governments mignt also ohject to the BTT 1f they saw it 8s @
competitor to their sales tuxes, Two frequently mentioned fears
(shown in later sections to have little economic Support) are
that the LTT might be regressive and inflationary.

The BTT's Main Features

The BTT woula be collected at the business level, A business
Wwould calculate 1ts tax liability by [(inding the aifference
between i1ts "business receipts" and "business expenses' anc then
multiplying this uifference by the five percent tax rate, For
example, 1f o business has receipts and expenses for tax purposes
of $40,000 ana $15,000, respectively, its trarfsfer tax would be
$1,250, which 18 five percent of the $25,000 difference.

In general, the HBTT defines business receipts according to the
rules developed by the income tax coue in order to minimize the
additions)l compliance costs placed upon taxpayers. In several
\mportant respects, though, the BTT defines receipts more
narrowly than does the income tax. It goes not include revenues
from dividends, intercst, or gains on the sale of capital assets
(e.g., Stocks and bonds) "nout used in the active conduct of @
business by the taxpayer." Further, the BTT exempts the value
asdded Lo several categories of products a8t the retall level:
food s0ld for off-premises consumption, medical care, the sale or
rental of housing, and the sale or rental of land. It also
exempts charities (except for receipts from unrelated businesses
of such organizations) and governments,

Wnereas the BTIT bears some resemblance Lo an income tax in how it
defines business recelipts, 1t ditfers dgramaticaslly from an 1ncome
tax with respec” Lo 1ts detinition of deductible expenses., Unaer
the BTT, Lh1s deduction 13 not intended to cover all varieties of
business costs but only the costs of goods and 3ervices obtained



from other businesses, The purpose of this deduction 1S to
remove from each business's tax base the amount that nas already
been Laxed at previous stages of the production process.

For a brief 1llustration of the tax's computiation, suppose a
small firm receives $40,000 from sales and $5,000 1in diviaends
from the stock 1t owns 1n another company. Also suppose that 1t
makes .$15,000 1n purchases from other firms for 1inputs like
equipment, utilities, insurance, and data processing. Under the
transfer tax, the firm's liabllity would be $1,250, which is faive
percent of the $25,000 difference between 1ts business receipts
{which, remember, exclude dividends) and 1ts purchases from other
tirms.

Special rules would apply to exports and imports, The revenues a
firm derives from exporting gouods and services would not be
subject to the BTT; 1f a business imports, however, 1t would have
to pay the transfer tax on the value of those imports. In
effect, these rules remove a business's exports from its tax base
while adding in the value of 1ts imports.

In the event that deductible expenses exceed recejipts, espectially
likely for start-up firms and exporters, the excess deductjons
could not be uged to claim a tax refund. However, they could be
carried forward for up to fifteen years as a deduction against
future business receipts.

A novel feature of the BTT 1s that taxpayers could claim all of
1t, except for the portion attributable to imports, as a credit
against their employer share of payroll taxes, For {natance,
imagine that an employer has payroll tax obligations of $1,500
and transfer tax liabilities of $1,250., According to the bill now
before Congress, the business could reduce 1its payroll tax
liability to $250 by claiming a $1,250 credit for 1ts transfer
tax payments.(7)

At present, businesses can claim the employer share of social
Security taxes as a deductible expense for income tax purposes.
To maintain this benefit, businesses would be allowed to claim as
income tax deductions both the BTT peyments they credit against
their payroll taxes and the excess, if any, of their payroll
taxes over the BTT credit. In the example, the firm could deduct
from 1ts income tax base both its $250 in FICA payments remaining
after the credit and its $1,250 in transfer taxes. To avoid
depleting the social security trust fund, transfer taxes used to
offset payroll taxes would be credited to the social security
trust fund.

Because of the credit, the BTT would not inerease the total tax
liability arising from the domestic production of most goods and
services: the fall in the payroll tax would counterbalance the
rise in the transfer tax. The major exception would be capital
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intensive domestic producers (e.g., chemical plants, utilities)
with a low level of payroll relative to their value added:
capital 1intensive firms might not have enough payroll taxes to
of fset their transfer taxes. Imports, ineligible for the FICA
credit, would carry the main share of the net tax burden. The
five percent transfer tax 18 estimated to raise $20 billion
yearly net of the FICA credi't, of which $17 billion would come
from 1mports and $3 billien from domestic producers whose
transfer tax liabilities would exceed their payroll ‘tax
liabilities.(8)

The BTT As A Levy On Value Added

For people thinking in terms of 1income taxation, a8 natural
question about the BTT is why it would 1imit the business expense
deduction to purchases from other firms,. If the tax base were
income, expenses like wages and interest payments should also be
allowed as deductions., The explanation is that the BTT 18 not an
income tax but a tax on value added. A business's value added 1s
the difference between the value of 1ts output and the value of
1ts input purchases from other businesses. This difference is
the tax base for the transfer tax. The base 18 calculated by
having businesses add up their gross receipts and then subtract
out their purchases from other businesses.

The concept of value added can be 1illustrated with a short
numerical example. Suppose that a manufacturer produces an
intermediate product which 1t sells to a retasiler for $5,000.
Also assume that in the process the manufacturer bought $800 of
raw materials and $1,200 of capital goods from firms antecedent
to it 1n the production chain, Further, suppose that after
adding its own services, the retsiler resells the output to
consumers for $7,500. ' ln this example the manufacturer bought
1nputs to which other firms had already added $2,000 of value.
The manufacturer's own value added 1s the $3,000 spread between
the price of 1ts output and the cost of the inputs it purchases
from other firms. The retailer then adds another $2,500
($7,500 - $5,000) to the product's value.

The cumulative value added to the product by the various
businesses along the production chain has economic significance;
1t equals the product's final price to consumers ($7,500 = $2,000
+ 33,000 + $2,500). Because of this equjvalence between total
value added and final sales price, consumer expenditures can be
measured in two basic ways at Lne business level. Each of these
approaches to measuring consumption expenditures can be used, 1n
turn, to construct a consumption-based tax.

One option 1s to concentrate on sales to consumers, recording the
cumulative amount of these sales. In the example this method
would focus on the $7,500 sale made by the retailer. A levy
imposed on this sale and, more generally, on all sales to
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consumers of goods and services, Wwould have consumption
expenditures as its tax base. This 1s the route chosen by the
famillar retail sales tax although, 1n truth, most actual retail
sales taxes are limited 1n their Scope, exemplting Some goods and
many services.

An equally accurate method of measul'ing consumer expenditures 1s
to cumulate the value added throughout the production process. A
tax based on this approach would be assessed on each business
along the production chain according to the value 1t has added.
A tax that does this 1S Known as a consumption-type value adaed
tax. Value added taxes (VATs) are now found 1n many countries;
they are especially common 1in Europe. This 1s the category lo
which the BTT belongs although 1t would differ in several
important respects from the VATS currently operating in Europe.

In contrast to these approaches, which center on the business
sector, consumption expenditures can alternatively be measured at
the household level. Housenholds would accomplish this by
calculating the aifference between their 1incomes and their
nonconsumption expenditures, This can be transiated 1nto a tax
base by having 1individuals find their incomes and then subtract
out their saving, taxes, and other nonconsumption outlays. This
sort of tax 18 Kknown as 8 consumed income tax.

If consumption 1s measured by the value added method, care must
be taken to count each business's value added only unce. In the
numerical example, suppose each firm were taxed on its total
sales with no allowance made for purchases from other firms.
Then the firms making sales Lo the manufacturer would be taxed on
$2,000 (and the f'irms selling to these supplies would also have
been taxed on their sales), the manufacturer's tax base would be
$5,000, ana the retailer's would be $7,500. As a result of this
multiple counting of value added, the total tax base would be at
least $14,500, which 1s almost twice the true amount of value
added.(9])

An overestimate of value added also occurs if capital goods
purchases cannot be written off fully and 1mmediately (1i.e.,
expensed). In the example the manufacturer bought $1,200 of
capital goods. If these could not be written off at all, the
manufacturer's tax base would be $4,200 because the base would
1nclude 1nvestment spending on top of value added. If capital
go0ds could be written off only gradually, as must be done under
the current tax system, the tox base would also be overstated in
present value terms because 1t would 1nclude value added plus
some portion of investment spending.[10]}

A consumption-type VAT can measure value added 1n several ways.
The measurement technique chosen may have a strong 1nfluence on
the tax's appearance, the information it requires, the paperwork
1t  generates, and 1ts ability to deal with some special
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situations. These differing characteristics may recommend one
computational method over another. However, these techniques
share the common property that all of them measure value added.
It 1s helpful to keep this similerity 1n mnd so as to avoid
exaggerating the 1mportance of the measurement technique.
Because many of a tax's economic properties depend upon the tax
base rather than upon the calculation technique, the BTT's
properties 1n areas like efficiency, equity, and international
competitiveness would be much the same regardiess of the
computational method used by it 1n determining value added,

The BTT takes the most direct path (and the one used 1n the
1llustration) by finding the difference between gross receipts
and inter-firm purchases. An advantage of this subtractiow
approach 1s that almost all of the needed information is already
avallable from 1income tax and internal bookkeeping records. It
18 the technique that bears the closest resemblance to those used
in calculating income taxes. Accordingly, large segments of the
tax calculation would be familiar, moderating the administrative
costs that the levy would impose on taxpayers.

The use of the subtraction technique explains a feature of the
BTT that at first glance might seem puzzling: the tax does not
count receipts of 1interest and dividends in 1ts definition of
business receipts. The reason for this ts that these i1tems have
already been taxed 1n the hands of the business paying them. To
understand this point, consider the manufacturer in the example,
The manufacturer adds $3,000 of value and uses that amount to pay
various forms of compensation, of which the principal ones are
wages to 1ts workers, interest to 1ts lenders, and, with what 18
left over after other claims against the manufacturer, dividends
to 1ts equity holaers. Because the producer 18 taxed on this
$3,000 of value added, those who receive that value added in the
forms of wages, 1Interest, dividends, and other compensation
should not also be taxed on it. To avoid the error of counting
both the value added and the claims made on that value added,
receipts of 1nterest, dividends, and wages are correctly excluded
from the BTT.

The subtraction technique chosen by the BIT 1s not the only
methc? by which value added could be determined. If 1t were so
desired, the BTT could use other computational techniques. As
outlined above, a business's vslue added could alternatively be
measured by adding up the various claims made on 1it. This 1s
known as the addition technique. For the manufacturer, the
$3,000 of value added could be found by summing the amounts
directed 1into wages, 1nterest, and dlvidends. Although this
approach 13 slightly more roundabout than the subtraction
technique, businesses already have avallable most of the
necessary information. The only VAT now existing in the United
States, Michigan's single business tax, utiljizes this technique.
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A third option 18 the 1invoice-credit technique, which 15 a
modification of the subtraction technique and 15 widely used 1in
Europe and elsewhere. Instead of deducting purchases from other
businesses, a taxpayer recelves involces with i1ts purchases that
show the taxes already paid on those 1nputs. The taxpayer
computes a tentatlve liability based on 1ts gross recelpts but
then deducts from that the tax payments indicated on the 1nvoices
1t receives. The main advantage of this technique 1s that the
invoices create records which 1increase the daifficulty of tax
evasion., The primary disadvantages of this technique are that 1t
entalls more paperwork than the subtraction method and may appear
more novel to taxpayers, UBecause this 1s the most common method
of computing the tax, some individuals associate the term "VAT"
with this particular procedure.

An 1mportant feature of the proposed tax 18 that it would be
assessed on lmports but not exports. Are these so-called border
tax adjustments consistent with the value added framework? In
fact, they are acceptable (as will be explained later) and indeed
common.,

In two respects, however, the BTT deliberately departs from a
pure value addea framework. One concerns what happens when the
cost of a business's 1nputs exceeds the value of its sales,
Although the value added format would seem to entitle the
business to a refund, the BTT would merely allow the business to
carry forward to future years the amount by which expenses exceed
receipts., Even 1f the firm eventually gets to claim the
expenses, the delay will have reduced their present value,
Start-up firms would be especially likely to suffer because of
the delay this procedure entails. Another departure from the
value acdded framework 18 that producers of certain products would
be exempt from the tax. For instance, a grocery store would not
have to collect the transtfer tax on the food 1t sells to
households. More will be said 1n a later section about the tax's
selective exemptions.

The Saving-Consumption Trade-Off

Une of the major disadvantages of an income tax 18 that it weighs
more heavily on saving than on consumption. Because an income
tax twists incentives 1n this manner, 1t discourages people from
saving and 1investing, thereby slowing advances 1in productivity,
output, and living standards. The current system's double income
tax ~= 1ndividuals' 1nvestments 1n corporate equity are taxed at
the corporate level and again at the personal level -- magnifies
the blas. In countrast, one of tne primary attractions of a
consumption-based tax 18 that it 15 free of th.s problem.

To tllustrate nhow income and consumption taxes differ in this
regard, suppose an individual 1s trying tlo decide whether to
consume or save $2,000 of Htis income. Also Suppose that in the

-
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absence of laxes these earnings can be 1nvested to yield a $200
annual stream of future income (this assumes a 10 percent rate of
return). For expositionsal simpllcity, assume that the individual
converts this 1ncome stream 1into future consumprion. In tnis
case, then, each dollar of foregone current consumption produces
a $0.10 annual stream of future consumption.

Now suppose the government imposes a five percent 1income tax and
that, anitially, the bVefore-tax rate of return remains ten
percent. As a result of the tax, $2,000 of before-tax earnings
drops to $1,900 of after-tax earnings. The 1individual can use
these earnings to purchase 1mmediately $1,900 of consumption
goods and services. If the person instead saves the $1,900, it
will yleld an annual income flow of $190 before tax and $180.50
after tax. Comparing the after-tax options, which are $1,900 of
current consumption versus $180.50 of yearly future consumption,
the 1ndividual would find that each dollar of saving would now
produce only $0.08 of yearly future consumption. Thus the i1ncome
tax has lowered the relative reward for saving by 20 percent.

In an 1mportant respect, this example actually understates the
bias pbecause i1t assumes that the government imposes only a single
1ncome tax. In fact, under the current tax System, individuals
face taxation at both the corporate and personal levels on their
equitly investments, Each of these 1ncome taxes exerts an anti-
saving bi1as, thereby intensifying the total eftect.

Suppose that instead of employiny an 1income tax, the government
levies a b5 percent VAT on producers' net receipts. The
inaividual can now buy 1immeaiately $2,000 of consumption goods
and services gross-of-tax and $1,900 net-of-tax. (The $100
difference 1s the tive percent tax on the $2,000 of cumulative
net business receipts.) It the 1indiviadual 1nstead saves the
$2,000 of earnings, 1t would not be taxea lmmediately. It woulg
yiela an annual vefore-~tax 1ncome flow of $200, which would
permit yearly net-of-tax consumption expenditures of $190,
Unlike the 1ncome tax, the consumption tax continues to let the
1ndividual exchange one dollar of current consumption for a $0.10
annual flow of future consumption. Therefore, 1t accords equal
treatment to saving ana consumplion.

In the bill now hefore Congress, most of the revenues from the
BTT would be used to lessen payroll taxes. Whether thys
substitution would reduce the tax system's pro-consumption bias
would thus depend largely on whether the payroll tax encourages
consumption &t lhe expense of savinhg. As 1t turns out, the
payroll tax 1s relatively neutra) 1n this respect because 1t does
not  produce the repeated taxation of savirg that 18
characteristic of an income tax. Most economists believe that
the employer's share of the payroll tax 13 passed back to
workers. Thus tne payroll tax reduces people's after=-tax labor
1ncomes, hence exerts a bias against work and in favor of leisure
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and other nontaxable activities. Thereafter, however, that
income 1s free of further payroll taxes whether the 1individual
decides to spend or save 1it, Accordingly the tax treats

consumption and saving evenhandedly.

Because most of the transfer tax would go towards replacing a
relatively neutral tax, the bill now before Congress would do
little Lo correct the tax system's anti-saving bias.

Is The BIT Fair?

Taxes are frequently measured agailnst two Standards of equity.
One 1s horizontal equity, which means that if two people have the
same level of economic welfare before paying taxes, they should
continue to be on a par after paying taxes. Tne other standard
15 known as vertical equity. This even more subjective standard
means that 1f two people have different Jevels of economic
welfare before the 1mposition of a tax, the one with the greater
welfare should pay a disproportionately greater tax. There 1s
virtually no agreement on the proper degree of adjustment.

A broad-based VAT aqoes extremely well n terms of horjzontal
equity. Suppose, for example, that before the imposition of a
tax two 1individuals are 1dentical except that one wants to
consume heavily while the other prefers saving. Whereas an
income tax would weigh more heavily on the saver, a VAT preserves
the 1individuals' before-tax equality because it lowers the
rewards for both consumption and saving in the same proportion.
In short, a VAT does not give an artificial advantage to either
consumption or saving. Of course, i1f measured against the anti=
saving blased income tax system, a VAT might seem tc¢ help savers.

The 1ssue of whether VATs are indeed neutral between consumption
and saving frequently spills over 1into the realm of vertical
equily because there 18 a widespread perception that the poor
consume relatively more of their income than do the rich. Those
who think VATs discriminate against consumers tend also to
believe that they discriminate against the poor, This argument
has at least two flaws, however. First, the relation upon which
the argument depends, that saving 1s an 1ncreasing function of
1ncome, 18 much weaker 1n the long run than 1t seems On a yeare
to-year basis. Because people tend to stabilize their living
standards by consuming relatively more in lean years and saving
relatively more 1n good years, the positive relationship between
income and the saving rate is strong 1n the short run. In the
long run, thougn, the relationship becomes far weaker,

Jecond, whether or not income and the saving rate are positively
correlated, a VAT 13 1innocent of the charge that 1t treats
consumption more harshly than saving. As shown earlier, a VAT
does not change the relative rewards of consumption and saving.
Thus even 1f the poor have a higher consumption rate than the
rich, a VAT woulg put both groups on the same footing.
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It i3 true that a broad-based, flat-rate VAT would be less
progressive than the current income tax system. But unless one
believes that people pay no attention to the tax climate, this
does not mean that a proportional VAT would make the poor worse
off than would a progressive, equi-revenue income tax. 8y
avoiding an income tax's anti-saving bias, a VAT 1is more
conducive to capital formation and precductivity gains. This is
very important to the poor because historically they have often
been those most helped by more rapid economic growth., Thus a tax
which seems from a static perspective to be less generous to the
poor may in reaiity be the tax that aids them more. This point
may help to explain why many socialist governments in Europe that
with their heavy labor representation ought to oppose regressive
taxes have been in the forefront of adopting VATs.

There is an even more fundamental reason for doubting that a
broad-based VAT would be regressive, It hinges on the question~
of whether consumers bear the tax in the form of higher prices or
whether people selling labor and capital services bear the tax in
the form of lower after-tax returns. As explained in a later
section, a VAT will probably be shifted back to the workers and
investors {involved in the production process, thereby reducing
their after-tax incomes, rather than being shifted forward to
consumers, Suppose as a rough approximation that a VAT is borne
by the recipients of 1labor and capital {income {in the same
proportions as their respective contributions to value added.
Far trom being a regressive levy, a VAT will then be a
proportional tax on labor and capital income.

Nevertheless, to deflect charges of regressivity, the bill now
before Congress would partially exempt food, housing, land, and
medical care from the new tax. Superficially, these steps appear
to protect the poor because they remove several categories of
necessities from the tax base. Although these exemptions make
excellent political sense, the economic support for them is weak.
Their value to the poor rests on two questionable assumptions.
First, it must be assumed that the poor devote a larger fraction
of their resources to buying exempt products than do the rich.
The trouble with this assumption is that people frequently
upgrade the quality and quantity of "necessities" like housing in
step with their wealth., Thus the exemptions may fail to lighten
the tax load on the poor relative to the loads on other income
groups. At the least, the exemptions are poorly targeted.

Second, the logic behind the exemptions fimplicity assumes that
the tax {s passed forward to consumers rather than backward to
producers, As discussed more fully in a later section. however,
backward chifting is more likely. If the tax is passed backward,
it will be people like grocers, doctors, and landlords, that is.
the suppliers of exempt jtems, who reap most of the benefits from
the exemptions, With backward shifting, consumers would gain
little from the exemptions because they would not be paying the
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tax on the exempt 1items 1n any case. Besides failing to help the
poor, the exemption would violate the criterion of horizontal
equity because 1t wWould favor people 1n some occupations over
otherwise 1dentical people in different occupations.

Another problem with exemptions 18 that they create a Uax
1nefficiency. By putting less of a tax load on some items than
on others, they encourage the overconsumption and overproduction
of the favored goods and services. Suppose, for instance, that a
business adjusts the production of outputs A and B until they
yleld the same return in the absence of tax considerations. If
the government suddenly imposes a tax on A while exempting B, the
business will shift its output mix towards B Solely in response
to the tax.

It should be added that the exemptions are less sweeping than
they might seem because they would apply only at the retail
level. For example, a grocery would not have to pay the transfer
tax on 1ts food sales, but producers at earlier stages would have
Lo pay tax on the value they added to the food, As a result,
only the value added to the food at the retail level would
receive the exemption.

In the current proposal, most of the revenues from the BTT would
g0 towards offsetting the employer share of the payroll tax.
With 1ts broad base, flat rate (up to the wage ceiling), and
neutrality between consumption and saving, the payroll tax turns
out to be a slightly regressive levy but one that has provoked
far less criticism on equity grounds than, for example, the
income tax. Hence, the use of the BIT to reduce the payroll tax
should have only a small effect on tax equity. A side effect of
the proposed offset 18 that the significance of the special
exemptions would be further diminished. In large measure, the
producers of exempt 1i1tems would merely find themselves paying
less BTT but more payroll tax than the producers of nohexempt
1tems,

Simplicity

A broad-based, flat-rate VAT computed by the subtraction
technique 1s a simple tax conceptually and operationally. Most
businesses could simply turn to their inhcome tax and internal-use
records to ascertain their gross business receipts and their
purchases from other firms. Businesses woula find, for example,
that business receipta under such a tax differed 1in only a few,
easily calculated respects from gross income under the income
tax. The desire to Keep the BTT relatively simple accounts for
the decision to use the subtraction technique rather than the
more common 1nvolce credit technique. The proposed tax also
merits pralse for having adopted a single-rate format. This
should furnish taxpayers large administrative saving with respect
to their tax calculations and bookkeeping. The recommendation
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for a single rate is all the more welcome because the majority of
nations with VATs have chosen complicated, multiple-rate formats
that substantially increase their taxes' administrative costs.

Most of the complications found in the BTT arise from its special
exemptions and border adjustments. For instance, a firm that
sold some exempt {tems and some nonexempt ones would have to
distinguish between the categories in {its records and {its tax
calculations. Given that the exemptions would usually apply only
at the retail level, businesses with both retail and nonretail
operations, like many grocery chains, would confront especially
complicated problems regarding how much of their value added was
really exempt. To make the required distinotions. the government
would assuredly need to issue complex regulations, and businesses
would probably need to keep extensive records and perform tedious
calculations. In addition, businesses with both exempt and
taxable sales would have to allocate their expenses between the
categories (they could only claim expenses against the taxable
sales) according to a simple but arbitrary formula, Turning from
receipts to deductions, businesses that buy exempt {tems would
not be allowed to claim many of those {items as deductible
expenses. Accordingly, they would have to distinguish between
deductible and nondeductible purchases from other firms.

In the bill's current form, all BTT payments except those on
imports could be credited against the employer share of payroll
tax liabilities. Because the BTT would not actually replace the
payroll tax, though. taxpayers would face all the old tax forms
plus some new ones, fFurther, businesses would need to adjust
their payroll tax payments to reflect their transfer tax credits,
Fortunately, the required adjustments would be straightforward.

Taxing Exports And Imports

The BTT would make three adjustments with respect to exports and
imports. One {s that businesses would not have to include export
sales in their business receipts, They could, however, continue
to deduct thelr purchases from other businesses, Another is that
importers would have to pay the five percent tax on the full
value of their imports, A third provision would bar the transfer
taxes paid on imports from being credited against payroll tax
liabilities.

The tirst two provisions have the effect of restricting the
transfer tax to goods and services that are consumed
domestically. To this end. exports are excluded from the tax
base because unless later imported they will be unavailable for
domestic consumption. Meanwhile, imports are added in full to
the tax base because unless later exported they will be available
for domestic consumption,
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The underlying issue is whether a government wishes to assess its
tax according to whether products are consumed domestically or
whether they are produced domestically. If a government chooses
the former policy, imports should be taxed on the value added to
them abroad while exports should not be taxed. This is what the
first two border adjustments accomplish., In the absence of such
border adjustments, a VAT would tax the value added in domestic
production regardless of where consumption occurs. International
considerations tip the scale in favor of the border adjustments

Most nations with VATs, including several of our major trading
partners, gear their VATs to domestic consumption by exempting
exports while taxing imports. This 1is sometimes called the
country-of-destination principle., If a U,5. VAT failed to make
simjlar adjustments, U.S. products would encounter tax handicaps
at home und abroad, For example, in the absence of border
adjustments, American products exported to, say, France would be
saddled with both the U.S., and French VATs while French products
sold in France would bear only the French VAT. With the border
adjustments, in contrast, U,S. exports to France would bear the
French VAT, as would their foreign competition; French exports to
the U.S. would bear the American VAT, as would their domestic
competition.

The border adjustments would work against simplicity because
businesses would have to keep separate records of imports and
exports in order to treat them properly for tax purposes. A firm
that exports some of its products. for example, would have to
keep track of those sales in order to avoid including them in its
tax base,

Because the BTT would calculate value added by the subtraction
technique while most foreign VATs use the invoice credit method.
the mechanics of the transfer tax's border adjustments would
differ slightly from those found elsewhere. These technical
differences in themselves are no problem. What does warrant
concern {s that because the transfer tax is nonrefundable (though
it can be carried forward), its export rebate may Le incomplete.
thereby failing to relieve American exports of the U.S. VAT,

Suppose, for example, that an exporter buys $10,000 of inputs
from other firms and, with the addition of {ts own inputs,
produces a product that it sells abroad for $15,000. According
to the rules of the BTT. the exporter would not have to include
the $15,000 sale in {ts tax base and could deduct its $10,000 of
purchases from other firms, At a five percent tax rate, these
adjustment.s would seem to qualify the business for a $500 rebate.
This rebate {3 important because without it the export would
continue to bear the $500 of transfer taxes assessed on it during
earlier production stages. The problem {s that because the
transfer tax is not refundable, the exporter could only recover
the ful) $500 {f {t has at least $500 of BTT liabilities arising
from taxable domestic operations. The unused portion of the $500
could be carried forward to future years, but in present value
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terms the value of the refund would decline rapidly. For the
many firms that concentrate on exports, this restriction would
prevent the border adjustments on their exports from bveing
complete.

The U.S. 1ncome tax system lacks border acdjustments. As a
result, U.S. exports must often shoulder both the U.S5. 1ncome tax
and toreign VATs. In contrast, 1imports 1nto the United States
are otten relieved of their foreign VATs and may )largely avoid
the U.S, 1ncome tax as well. These uneven rules place American
firms at a Jisadvantage relative to their foreign competitors.
Although 1t would be possible in term$ of mechanlcs to equip
1ncome Laxes with border adjustments, dolny S0 would create
serious legal problems. The United States 1s 8 Sighatory to an
important international agreement, the General Agreement on
Tarifts and Trade (GATT), that bars "direct" taxes like lncome
taxes from containing border adjustments but allows "indirect"
taxes like VATs to nave them. In order to 1improve the
international compelitiveness of U.S. firas while abiding by
.GATT, @ number of economists have advocated replacing the
corporate income tax with a VAT,

Instead of replacing the corporate 1income tax, though, the
proposed tax would serve to offset a large part of employers'
payroll tax liabilities. The payroll tax 1s like income taxes in
that 1t does not make border adjustments. On exports, for
1nstance, a povernment does not rebate the payroll taxes that
businesses 1incurred during the products' production. Theretore,
the partial replacement of the payroll tax by a levy with border
agjustments would 1mprove the competitive position of V.S,
producers.

The BTT's role as a partial replacement for the payroll tax
explains the rationale for & third tax rule with respect to
international trade: the transfer tax assessed on the value of
imports c¢annot DbDe credited against payroll tax liabilities.
lmports themselves have incurred no U.S5, payroll taxes to be
offset; accordingly, 1t 1s reasonable for the U.,S. government to
require that the reduction 1n tne U.S. payroll tax ve of no
benefit to 1imported products. The aim of the third boraer
agjustment rule 18 to guarantee that businesses cannot take the
transfer taxes they pay on 1mports and use them to offset the
payroll taxes they owe on their domestlc operations.[11)

In one case, though, the BTT would provide imports with a tax
advantage denied to domestic production., Suppose that a U.S.
business, for instance, a manufacturer, were to buy $2,000 of
inputs from abroad, paying $100 1n transfer taxes on the value of
those 1mports. Regardless of whether the $2,000 of 1nputs were
produced domestically or abroad, the BTT woulo allow the
manufacturer to subtract them from 1ts sales 1n determining 1ts
value added and the amount of transfer tax due on that value
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aaded. So far, this tax treatment 1s even-handea. [n addition,
however, he BTT {n 1ts current form would also let the
manufacturer deduct as business expenses the $100 of transfer
taxes that 1t paid on its imported 1inputs but would deny a
comparable deduction for transfer taxes paid on domestic 1nputs.
That 18, 1 f the manufacturer instead bought $2,000 of
domestically produced inputs on which 1ts Suppliers had paia $1060
of transfer taxes, neither the manufacturer nor its suppliers
could claim Lthose 100 as business expense deductions. Thas
difference 1n tax treatment favors lmported over domestic inputs.

Effect On The Price Level

A frequently expresseda concern with regard to the adoption of a
VAT is that 1t might push up prices. The fear 1s that if an 1tem
costs, say, $100 before the establishment of a 5% VAT, 1t will
cost $105 after the tax's 1mposition and that similar price
increases will occur for other goods and services. This scenario
contains the implicit assumption that producers can shift the tax
forward to consumers. If one takes another step and contends
that the tax would cause a continuing chain of price increases,
not Just a one-time boost, the tax would stand accused of
contributing Lo the general, long-run upward movement in prices
that we call inflation,

However, these accusations are difficult to support because 1t 18
doubtful that producers can successfully pass the VAT forwara to
consumers, Producers would encounter the stumbling block that
there is @ balance between the economy's supply of goods and
services and the amount of money being spent to buy that output.
If the economy 1s in a position where the current level of money
spending 18 Just sufficient to buy the current level of output,
producers could only raise their prices 1f either they were
willing to sell less or they could persuade buyers to increase
their money spencing for consumption goods and services.

It 1s far from obvious that the 1introduction of & VAT would
convince consumers to pay more for the same amount of goods and
services, abandoning their old level .of money spending on
consumption for 8 higher one even though their incomes have not
increased. Admittedly, 1f the Federal Reserve decided to
accompany the tax with a monetary expansion, money spending would
rise, but the cause would be money growth not the tax change. In
the absence of a rise in mohey spending, producers would discover
that if they raised their prices, they could no longer sell all
of their output because tnere would be too little money spending
to buy it: buying the old output at the new prices would require
more money spending than was previously sufficient. The unsold
output and the consequent 1dling ©Of resources would put intense
pressure on producers to reverSe their price increases. As a
result, although producers would be desirous of passing the tax
forward, they would probably be unsuccessful; the tax would tend
to be passed back to them and to the owners of the resources they
employ.
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Notice that tne key to this analysis 1s the relationship between
output and money spending. Therefore, the argument 18 not
specific to a VAT but cdn be applied to taxes in general whether
they happen to be based on consumption, income, wealth, or Some
other variable. With respect to VATs, the analysis does not
depend on the technical method by which the VAT 13 calculated.
It 18 equally valia whether the tax employs the addition,
subtraction, or invoice credit computation technique.

The tax base does affect the outcome in one way, though. An
efficlent tax will tend to permit higher productivity and more
outpLut than an 1nefficient tax. Thus, 1f an efficient tax were
to replace an 1inefficient one, the substitution would tend to
boost real output. The gain 1n output, 1n turn, would tend to
exert downward pressure on prices. For example, 1f a VAT
(computed by any of the main techniques) were to replace the
corporate income tax, the positive supply response would tend to
lower prices.

Revenue Potential

Broad-based taxes can collect an enormous amount even at
relatively low rates. Estimates prepared for Sen, Roth's office
provide a glimpse of the BTT's power in this respect.[12) First,
however, the estimates should be prefaced with a warning. They
were constructed under the unrealistic assumption that people do
not change their behavior 1n response to the tax system. While
this simplifies the estimation procedure, 1t 1lghores 1important
feedback effects, meaning that the forecast results are unlikely
ever to be realized.

It 1s estimated that in 1986 the BTT would have a tax base of
approximately $1,500 billion with about $1,160 billion of this
coming from domestlc productlon and about $330 billion from
imports. Thus 1n 1986, each percentage point of tax would bring
1n gross recelpts of $15 billion ($11.6 billion and $3.3 billion
from domestic production and imports, respectively). The 5
percent tax introduced before Congress would bring 1in gross
receipts of about $75 billion ($58 billion and $17 billion from
domestic production and from imports). However, the payroll tax
credit would reduce net receipts to about one-fourth of the
gross, roughly $20 billion ($3 billion and $17 billion from
domestic production and imports).

For another perspective, consider the revenue needs of the
Administration's plan 1in 1990 when all of 1ts major giovisions
would have been phased 1n. The plan's biy revenue losers, the
reductlions in marginal tax rates ana the doubling of the personal
exemption, would lose approximately $160 billion 1in that year.
The BTT would require a rate on the orader of 8.5 percent to
collect about that amount 1n gross receipts in 1990 (about $§125
billion from domestlic production ana about $35 billion from
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wmports). If tne payroll tax credit 1s retained, of course, an
8.5 percent BTT would collect much less on a net besis. With the
credit, 1t would take a tax rate of about 13.5 percent to Rather
$160 bi1llion 1n net receipts in 1990,

These figures 1ngicate that the BIT has the ability to
counterbalance all the revenue losers 1n the Administration's tax
plan. Ut course, 1t should not be thought that the BTT would
have to replace all ot the Administration's Suggested revenue
gasners., 1t some of them are Judged desirable, they could be
retained ana the BIT could be set at a correspondingly lower
rate. Tnis approach nas the advantage of replacing revenue
rda1sing considerations with considerations about the intrinsic
rightness or wrongness of the present law provisions tnat the
Administration proposes to moulfy. In terms of 1ls revenue
potential, then, the BTT 1s a viable alternative to a series of
bad proposals, 1ncluding the elimination of the state and local
tax deduction, the repeal of the ACKS and the ITC, and the new
depreclation "recapture” tax.

Ungtortunately, tne revenue potential of a broad-based tax like
the BTT also presents dangers. Once introduccd 1nto the tax
system on a revenue bheutral basis, 1t could, wWith its 1mmense
revenue gdthering ability, later become a device for expanding
tax collections and government spending. In tne context of the
BTT, this might be done by enacting 1L at one rate and sometime
Lhereafter raising the rate. If the transfer tax i1nmtially
contains the FICA credit, more revenues could be brought 1n later
Ly scaling back the credit., 1t the BIT 15 use¢ 1n place of tne
revenue golhers now in the fLuministration's tax plan and 1t the
plan 15 enacted, the government mipght subsequently try collecting
moure Laxes ULy d8K1DE agelh tOr measures like the repeal of the
i7cC.

Tnese ovangers make 1t 1mperative that the BTT not be enacted
Withoul on extensive public deodale that emphasizes it 18 not to
be used as & means for increasing total tax collections. Indeed,
Sen. Koth wdas sulficiently concerned aboul the possible misuse of
the BIT's net receipts that he made the last section of his bill
a bense of the JSenate resolution "concerning use of BTT
revenues". The resolution states that the BTT's net revenues
should be used as o means ot fundinyg income tax reform, not as a
device for increaslng aggregate government revenues. A
complementdry option might be Lo 1nclude 1n the bill a provision
Lo limit the rate at which the BIT could be imposed, at least four
the nexy several years.

Shafts In Tax Burdens
Ure of the most persuasive arguments macge agaihst major tax

changes 15 that they almost 1nescapably entall some unpleasant
econumic dlsruptions and arvitrarlly create winners and losers
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throughout the economy. This criticism 18 frequently made of
VATs and other consumption taxes, It 18, therefore, of interest
to examine the shifts that the BTT would produce. To make the
examination relevant, 1t should also be specified what role the
BTT would be expected to play in the lax system.

In 1ts currently proposed form, the BIT would be assessed at a
five percent rate and have a payroll tax offset. The biggest
losers by far would cc importers: they would have to pay the five
percent tax but would be dcnied the rebate. tstimates released
by OSenator Hoth's office suggest they would 1incur about 85
percent of the net tax burden. Some of this would probably be
passed along to domestic firms that have inflexible demands for
foreign products, such as many chemical firms and clothing
stores. These businesses, then, would also tend to be losers.

Firms whose products have a high domestically produced content
Would tend to gain. In general, their tax lilabilities would not
rise vecause thelr BTT payments could be credited against their
payroll taxes. Further, they woula be 1n a stronger competitive
position against imports. An 1lmportant exception would be firms
with a low ratio of payroll to value adaed. Such firms might
experience a net 1ncrease 1n thelr total tax liabilities because
they might not be able to take full advantage of the payroll tax
credit. Capital intensive firms would be particularly likely to
fall within this category.

If, under tnis proposal, the BIT's revenues net of the FICA
credit were returned to taxpayers in the form of, say, marginal
rate reductions, the gains would be widely diffused throughout
the economy with each separate laxpayer tending Lo notice a small
benef1t.

Another option worth 1nvestigating 1% wusing the BIT as an
alternative to some of the suggested tax hikes in the
Aaministration's tax plan. This 13 an 1interesting comparison
because both courses of actions would lead Lo massive shiftls 1n
tax burdens. That 1s, the BTT would not be compared to an
alternative 1nvolving no tax shifts but to one producing very
large, but different, shifts.

The Administration's proposals woulg, on the whole, tend to tax
capital 1income tar more heavily thar does current law, but the
changes would be uneven acrcss 1i1ndustries. Capital 1intensive
firms, for 1instance, would tend to be badly hurt Dby the
replacement of the ITC and the ACRS with the CCRS. Meanwhile,
some service lndustries with low amounts of capital would be big
winners because of lhe marginal rate reductions.

To use the BIT as a major revenue raiser 1in 1ts tax plan, the
Administration wWoulo need to raise 1ts rate. The payroll tax
offset might either be retained or dropped; retaining it would
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One response to this objection 1s to note that the federal
government has employed excise taxes throughout 1its history. In
fact untal World War I, excises and customes duties accounted for
over half of all federal revenues, The federal government stil]
collects about five percent of 1its revenues from a wide range of
excises. To be sure, the federal government has not previously
enacted a broad-based sales tax, but 1t is clear that the federal
government haS nhol reserved Sales taxes for the exclusive use of
other levels of government either.

Another response to possible State and local objections is to
assess how much effect the BTT would actually have on state and
local revenue sources. As currently proposed, the BTT would
leave the overall tax liabilities of many businesses almost
unchanged; the chief 1mpact would be reserved for imports,
Further, the net amount raised by the BTT would only be about
half as much as 18 now raised by federal excises,. Admittedly,
state and local governments might fear that the BTT would put
more pressure on their revenue sources later (i.e., that the tax
Wwould be enacted at a moderate rate but be 1ncreased shortly
thereafter).

State and local governments might view the BIT aifferently 1if it
vWere used to replace some of the revenue raisers now 1in the
Aaministration's tax plan, The provision that most concerns
these lower levels of government 1s the proposed repeal of the
federal 1income tax dedguction for state and local taxes. Given
the lmmense pressure that repeal would put on thelir finances, it
18 possible that state and local governments would view the BTT
as the lesser of the evlls and dJdrop or at least muffle thelr
usual objections Lo 1t.

Pros And Cons Of The Payroll Tax Credit

In the bill now before Congress, most of the transfer tax's
revenue woulda go towards offsetting payroll taxes. Approximately
$20 biliion a ycar would be left over and could be used for
income tax reform (e.g., reducing marginal tax rates). If not
for the payroll tax offset, the five percent transfer tax coula
finance a far larger amount of income tax reform.
Correspondingly, 1f tne BTT were made the main revenue raiser
Within the Aaministration's tax plan, the tax could be set at a
much lower rate 1if 1t dropped the payroll tax offset than if 1t
retained tine offset, Because of this tension between the payroll
tax credit and the tax rate, a natural question 15 whether the
credit justifies itself in comparison to the transfer tax's other
potential uses.

In assessing the payroll tax's weaknesses, a3 good place to start
18 equlty. The payroll tax 1s frequently criticized for being
regressive. People with labor incomes below the wage ceiling pay
a larger fraction of their 1ncomes 1in payroll taxes than do
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keep somewhat more of the net tax burden on i1mports. Either way,
though, the border adjustments would tend to relieve exports of
the tax while taking away from 1mports a tax advantage that they
now enjoy.

Suppose, as aryued earlier, that the BTT 1s shifted back to the
workers and investors 1nvolved 1n the production process. The
BTT woulo then have a relatively uniform effect on all 1ncome
derived from the production process., In contrast to an income
tax, 1t would not emphasize lne tdxation of capital income. This
would tend to bvenefit capital 1intensive firms. Unger the BTT
they coula expense their capital costs; under the
Agministration's proposals, they would be forced not only to
depreclate thelr capital costs but to use even more restrictive
cost recovery rules than are now avallable.

Labor intensive firms would tend to fare less well under the BTT.
Imagine that firms A and B toth have the same before-tax return
to capital, Firm A, nowever, has 8 larger lavbor force. Under an
income lax, the firms' compensation of their labor forces would
not enter tne tax base; the firms would tend to pay very similar
taxes because of their similar returns to capital. Under the
BIT, labor force compensation would enter the firms' tax bases;
firm A would thus tend to pay more taxes than firm B. If one
assoclates service 1ndustries with high labor inputs, servace
industries would tend to be more affected by the RTT than by the
revenué gainers now 1n the Administration's package.

The BTT would also have more off an effect on businesses that
nave relatively large labor 1nputs because lhey are inefficient.
Under an 1ncome tax, a business finas that a bloated payroll
boosts 1ls tlax-deductible business expenses, Because this
reduces the business's taxes, the government, in effect, picks up
part of the excessive payroll costs. Under the BTT, payroll
costs would not be tlax-deductible expenses. Inefficient firms
would thus receive no tax Dresk to offset in part their
unnecessary payroll costs.

A major group of winners under the BTIT would be workers and
1nvestors involved 1n the production of 1tems exempt from the tax
at the retain level. Thus, suppliers of food, housing, and
medical care would realize an advantage over workers and
investors in other fields.

State And Local Objections

for state governments and, to a lesser extent, local ones, sales
taxes are an 1mportant revenue source. If these levels of
government were to percelve correctly that the BTT 1s a type of
sales tax, they might complain that 1t would infringe upon their
revenue bases.
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. people with labor incomes above the wage ceiling. Further, this
regressivity has become more significant relative to the overall
system 1in the last 20 years because of the rapid growth of
payroll tax rates. Thus one might argue On equity grounds for
replacing the payroll tax with a more progressive levy,

As @ reason to substitute the BIT for the payroll tax, this
equlty argument has at least three limitations. First, 1f
progressivity 18 the objective, 1t 13 unclear that the
substitution would produce enough of a change to be worth the
bother. The BTT 1s basically a proportional levy. Although 1t
contains some exemptions to move il towards progressivity, their
success 1s more cosmetic than actual. A more basic 1S38ue 18
whether the tax system really requlres more progressivity. If it
18 sufficiently progressive already, the substitution 1s not
needed. In the absence of clear, generally accepted standaras of
how much progressivity 1s enough, no firm answer can be
forthcoming. A third reservation 1s that even if the payroll tax
can be criticizeod on equitly grounds, public opinion surveys show
that people regara 1t as fairer than the 1income tax. This
suggests that 1f the government were to replace certain tLaxes
because Of their equity problems, the payroll tax would not be at
the top of the list.

In terms of efficiency, the BTT may have an advantage over the
payroll tax. All taxes tend to reduce people's work efforts
because they reduce the reward for work as compared with leisure.
Tne BTT, though, may cause less of a reduction 1n labor services
than the payroll tax. The reason 1s that whereas the payroll tax
places the entire tax load on labor inputs, the BTT distributes
the burden 4across all value-producing 1inputs. Despite this
difterence, one might wonder whetner the payroll tax, which
avoids the 1income tax's stropng anti-saving bias, 1s a prime
candidate for replacement.

An interesting property of the substitutlon 15 that 1t might
alter the way 1n which people perceive the soclal security
system. Because payroll taxes have a Ssuperficial (but
misleading) resemblance to pension contributions, they help
create the false 1mpression that soclal security's funding 1s
similar to that of a private pension plan in which participants
make contributions that are 1lnvested and later returned to them
with 1nterest. In fact, the social security system 1s a vast,
pay-as-you-go 1ncome transfer program 1in which taxes on current
workers fund payments to the system's current beneficiaries.

The substitution of tnhe BTT for the payroll tax would make 1t
more obvious that the soclal security system functions more like
the government's other 1lncome malnhtenance programs than 1t does
like a private insurance program. This understanding should
promote a more realistic appraisal of the system's size and
structure. Although this 1s desirable on economic grounds, 1t
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may encounter political opposition from those who would like to
retain socjal security's present resemblance to an 1insurance
system,

Replacing Some Of The Revenue Gainers Now In The Adainistration's
Tax Plan

Tne BTT nhas several 1mportant advantages over the tax hikes
proposed 1in the Administration's package. First, the BTT would
not depress saving and 1nvestment Lo the extent that several of
the Administration's principal revenue raisers would. This
difference arises because the BTT would avoid skewing the
relative attractiveness of saving and consumption. ln contrast,
he Administration's measures would make saving relatively less
attractive by increasing its tax load.

Second, 1n some respects the BTT would be the falrer alternative.
It would be a roughly proportional levy on labor and capital
1ncome whereas many of the Administration's proposals would
further boost the taxation of capital income. Moreover, several
of the Adaministration's 1deas, such as ‘recapturing" some
previous depreciastion allowances and ending the deductibility of
state ang local taxes, appear to have been advanced for their
revenue yields despite serious equity problems. The BTT would
allow such 1deas to be scrapped. Working against the BTT,
however, 13 the fact that 1t would not measure up to some
people's notions of vertical equity: it would be a proportional
rather than a progressive levy.

Thira, the BIT's border ad)ustments would relieve U.S. producers
of some of the tax cisadvantages they now face relative to their
foreign competition. The Administration's proposals would, if
anything, further handicap U.S. producers compared to their
toreign rivals by 1increasing the U.S. tax burden on capital
1ncome, Industries such as mining, forestry, and petroleum
production are among those that would be hurt most severely by
both general and 1ndustry-specific revenue gainers 1in the
Administration's package. The Dbenefits of having a more
competitive U.S. 1ndustrial base argue for replacing some of
these 1tems with the BTT.

In some respects, both the BTT and the Administration's revenue-
raising proposals have problems. Neither would simplify the tax
system, The BTT would saddle taxpayers with aaditional forms
despite being a relatively simple VAT. Although the
Administration claims that tax simplification 18 one of 1ts main
goals, many of 1its proposals are notable for thelr complexity
compared with current law. Both the BTT and the Administration's
proposals would also create enormous shifts 1n tax burdens.
While the specific winners and losers would depend upon which
aliternative was chosen, the shifts would run i1nto the hundreds of
billions of dollars over the next few years. Both alternatives
woulo also encounter state and local opposition although the BIT
might be seen as slightly less hostile.
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The biggest disadvantage of the BTT relative to the
Administration's suggestions is the BTT's vast revenue potential.
The danger exists that the federal government would eventually
use the BTT to expand its tax collections and level of
expenditures, in effect converting tax reform into a broad-based
revenue increasing effort. This hazard should be discussed at
length in any deliberations preceding enactment of the BTT.

To summarize, relying on the BTT in lieu of the revenue-raising
provisions in the Administration's plan would be more conducive
to capital formation and economic growth. In some respects, the
BTT would also be fairer. Additionally, the BTT would allow U.S.
producers to compete more vigorously against their foreign
rivals, The major shortcoming of the BTT is that it would have a
temptingly large revenue-generating ability. Several arguments
that could normally be directed against the BTT could also be
made against the Administration's proposals: they would
complicate the tax code, shift tax burdens, and face state and
local opposition. Thus, the BTT would score no worse in these
areas of weakness than would its rival,

Conclusion

“The business (BIJ) has a number of desirable
properties in comparison to theJcurrent tax system. A major plus
is that it {s neutral between saving and consumption, Income

taxes, in contrast, have a pervasive anti-saving bias that tends
to impair capital formation. Another attractive feature of the
BTT is that it §{s an administratively simple tax, Although {ts
exemptions create some comp%xny. its use of a single tax rate
and 1its strajightforward computation technique, which relies on
information already required for computing income taxes, would
tend to keep <compliance costs low for taxpayers and the
government. Another important advantage of the BTT stems from
its border tax adjustments. Despite some flaws {in their
construction, they would tend to relieve some of the tax
handicaps that now put U.S, products at a disadvantage 1in
international markets.

In its currently proposed form, most of the BTT's revenues would
go towards replacing the employer share of the payroll tax.
Perhaps a more compelling use for the BTT would be as a
replacement for some of the revenue raisers in the
Administration's tax overhaul plan. The Administration's plan
contains some extremely desirable features -- most notably,
dramatic reductions in corporate and personal marginal rates.
The Administration estimates that the marginal rate reductions,
the doubling of the personal exemption, and the increase in the
zero bracket amount will lose $640 billion from 1986 through
1990. Because the Administration aims for overall revenue
neutrality, its tax package requires large revenue gainers to
counterbalance these revenue losers. Unfortunately, most of the



59

revenue gainers proposed by the Administration are unfair.
arbitrary, and strongly biased against saving and investment.
They are moves away from the goals of tax reform.

If employed as a substitute for some of these proposals, the BTT
could collect the needed revenues in a fairer, simpler, and less
distortionary manner. It is true that the BTT would produce
large shifts in tax burdens {f used in this fashion, but the
Administration's proposals would also create very large (though
different) shifts in tax burdens. A special risk of the BTT,
against which precautions should be taken 1if possible, is the
temptation its tax-collecting ability would present to a revenue~
hungry government.

Michael A, Schuyler
Egonomist
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STATEMENT OF R.S. MILLER, JR., EXECUTIVE VICE PRESIDENT
OF FINANCE AND ADMINISTRATION, AND DIRECTOR, CHRYS-
LER CORP., DETROIT, Ml

Mr. MiLLER. Yes, Mr. Chairman, thank you. For the record, I am
Robert S. Miller, executive vice president for finance and adminis-
tration of the Chrysler Corp. We operate plants in Missouri and
Delaware; and as you mentioned, I am a native of Oregon, so I feel
like I am among friends here. I appreciate the opportunity to talk
about tax alternatives, and I am also very much aware of the diffi-
culty that you face in coming up with a final tax package. As we
see it, Mr. Chairman, our Nation faces four fundamental economic
challenges. First, cutting the budget deficit. Second, reducing the
trade deficit that is taking millions of American jobs overseas.
Third, increasing American industry’s ability to compete. And
fourth, reforming a patchwork tax system to make it more fair and
more efficient. Now, while we believe that any tax reform proposal
addressing any one of these issues is worth considering, we think
we have here in the business transfer tax a proposal that addresses
all four challenges. This is the business transfer tax that was intro-
duced in S. 1102, and we certainly commend Senator Roth for his
initiative in bringing this to the forefront.

What makes this particular tax reform most helpful is that an
American coms;;%ny could credit its BTT payments against its liabil-
ity for Social Security payroll taxes. For foreign firms, a companion
border tax would be imposed on the fair value of imports, but they
would not be able to benefit from the credit. Now, those are the
technical details. Basically, the business transfer tax with the
FICA credit would have several substantial benefits. First, depend-
ing on the rate of the tax, it would generate revenue, anywhere
from $20 to $55 billion annually. Second, such a business transfer
tax would help make American industry competitive again. If
American companies can credit their BTT %ayments against their
liability for Social Security payroll taxes, the BTT should have a
minor effect on the prices of K:nerican goods in the market. The
costs of the tax would be offset by the reduction in FICA taxes.
With a FICA credit for the BTT, everyone wins. American produc-
ers become more competitive. The U.S. Treasury gains revenues

“from imports, and consumers benefit from stable prices for Ameri-
can goods. America has two great economic illnesses—the budget
deficit and the trade deficit. :

The great attraction of the business transfer tax bill, including
Social urity credit, is that it links a solution to these great
crises. One very important consequence of the BTT is that it would
stoF encouraging American manufacturers to outsource production
to foreign countries and start encouraging overseas manufacturers
to produce in the United States. The border tax element of the
BTT would bring the American tax system more in line with that
of our trading partners. Foreign value added tax systems give for-
eign producers tremendous incentives to export because taxes on
exports are rebated or forgiven. A BTT would leave foreign produc-
ers with a choice. They might raise prices to recover the tax, there-
by reducing import volumes into the United States, or they could
hold their volumes by absorbing the tax and reducing their profits
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at home, or they could move their factories into the United States
and create jobs. The revenue raised could go to reducing the deficit,
to reduce tax rates, or to retain some of the incentives for capital
formation that appeal to us in our current tax system.

Mr. Chairman, as we pass the $2 trillion mark on the national
debt, your work assumes even greater importance here, and Chrys-
ler is anxious to help and be part of the solution. We are well
aware that the proposed 5 percent business transfer tax with FICA
credit would increase Chrysler’s annual tax bill by about $200 mil-
lion, substantially all related to Chrysler’s imports of Japanese
components and vehicles. But we think it is a price worth paying.
The business transfer tax is tax reform that would help address the
major economic challenges facing our Nation. We hope that, as you
consider the BTT and other reform ‘proposals, you will view them
in light of what they can do to help cut our trade and budget defi-
cits by helping American business to compete and not simply view-
ing them as opportunities to raise revenue. Thank you.

The CHAIRMAN. Thank you.

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

55-633 0 ~ 86 - 3
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Statement by Robert S. Miller, Jr., Executive Vice President-Finance and
Anministration, Chrysler Corporation, before the Senate Committee on Finance,
Thursday, October 10, 1985

Thank you, and good morning. Por the record, I am Robert 8, Miller,
Bxecutive Vice President of Pinance and Administration for the Chrysler
Corporation. Mr. Chairman, I appreciate this opportunity to comment on tax
alternatives, and I especially appreciate the difficulty of the task ahead of
this committee.

As we gsee it, Mr. Chairman, our nation faces four principle economic
challenges.

Pirst, cutting the budget deficit, and its effects on the value of the
dollar,

8econd, reducing the trade deficit that {8 shipping millions of American
jobs overseas every year.

Third, increasing American industry's ability to compete in the
international market.

And fourth, reforming our patchwork tax system to make it more fair and
more efficient.

Mr. Chairman, while we believe any tax reform that addresses just one of
these issues is worth considering, we also believe this committee and this
Congress have an opportunity to make progress on all four of these challenges.
One particular proposal I want to discuss today does exactly that. The
proposal I'm referring to is the Business Transfer Tax, or BTT, as originally
introduced by Senator Roth in 8. 1102, also known as "Roth I."

Essentially, the BTT is a tax imposed on the net business receipts of a
company at a uniform rate. The tax base would be the total annual tevenue of

a company, less its payments to other businesses for raw materials, componerts,



63

capital equipment and services. Basically, a company's costs for direct labor,
interest and tax expense and its profits would be subject to tax. The tax
would be imposed annually, and not on a transaction-by-transaction basis.

What makes this particular tax reform work is that an American company
would credit its BTT payments against its liability for Social Security payroll
taxes. FPor foreign firms, a companion border tax would be imposed on the fair
value of imports, but they would not benefit from the credit.

Those are the technical details. In our opinion, a Business Transfer Tax
with a PICA credit would have several substantial benefits.

Pirst, depending on the rate of the tax, it would generate revenue =--
anyvhere from 20 to 55 billion dollars annually.

8econd, such a Business Transfer Tax would help make American industry
competitive again.

If American companies can credit their BTT payments against their liability
for Social Security payroll taxes, the BTT should have a minor effect on the
prices of American products in the market. The costs of the tax would be offset
by the reduction in PICA taxes.

With a PICA credit for the BTT, everyone wins. American producers become
more competitive. The U.S8. Treasury gains revenues from imports. And consumers
benefit from stable prices.

But if the BTT payments were made deductible, rather than a credit, the
American economy loses out. Consumers would lose because they might have to
pay higher prices. American companies would lose be ause a BTT that is deductible
would constitute a new tax. A new tax won't help American business face foreign
competition in the domestic market.

Mr. Chairman, America has two great economic illnesses -- the budget deficit

and the trade deficit. The great attraction of the first Business Transfer
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Tax bill =-- a BTT with the Social Security credit -- was that it linked a solution
to these two crises. ’

One very important consequence of the BTT in its original form is that it
stop encouraging American manufacturers to outsource production to foreign
countries, and start encouraging overseas manufacturers to produce in the U.S.

The border tax element of BTT would bring the American tax system more in
line with those of our trading partners. Poreign \;alue-added tax systems give
foreign producers tremendous incentives to export, because taxes on exports
.are rebated or forgiven. FPor instance, vehicles produced and sold in Japan -
are subject to a commodity tax in the area of 20 percent. These taxes are
rebated on exports. So when a Japanese car lands on the dock in San Prancisco,
it becomes cheaper, or more profitable, or both compared to its home market.

A BIT would give foreign producers a choice. They could raise prices to
recover the tax, and therefore cut imports. They could keep their volumes the
same by absorbing the tax and reducing profits. Or they could move their factories
to the U.8. The revenue raised could go to reduce the deficit, to reduce tax
rates, or to retain some of the incentives for capital formation in our current
tax system.

Mr. Chairman, as we pass the two trillion dollar mark on the national
debt, your work assumes even greater importance. Chrysler, for one, wants to
be part of the solution.

We're well aware that a 5 percent BTT with a PICA credit would increase
Chrysler's annual taxes by over $200 million, with all of the taxes coming
from our imports. But we believe that is a price worth paying to bring down
the value of the dollar so that American business can compete fairly in world

markets.

The Business Transfer Tax I've discussed today is a tax reform that would
help address the major economic challenges facing our nation. We hope that as
you consider the BTT and other reform proposals, you'll view them in light of
what they can do to help cut our trade and budget deficits by helping American
business to compete, and not just as opportunities to raise revenues.

I will be happy to answer any questions.
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The CHAIRMAN. Mr. Meagher.

STATEMENT OF JOHN K. MEAGHER, VICE PRESIDENT FOR GOV-
ERNMENT RELATIONS, LTV CORP.,, AND CHAIRMAN, BASIC IN-
DUSTRIES COALITION, INC., WASHINGTON, DC

Mr. MeaGHER. Thank you, Mr. Chairman. My name is John
Meagher. I am the vice president of the LTV Corp. and chairman
of a group called the Basic Industries Coalition which is concerned
about capital formation issues. I am here to testify both about the
existing proposals that are under discussion: The administration’s
proposal and the staff proposal of the joint committee, as well as
Senator Roth’s BTT; and an alternative to that, that the Basic In-
dustries Coalition has been working on for some months.

At the outset I would like to say that we think the problem with
basic industries is that we arrive at tax reform in an already weak-
ened position, as a result of many things, not the least of which is
severe liquidity problems in this economy and the fact that our tax
system is basically skewed toward helping imports come into this
country, rather than favoring exports or favoring the production of
goods and services here in the United States. In this connection,
what really happens is that a foreign product is produced overseas;
it is not taxed there. It comes to this country; it is not taxed here,
and competes with an American product that is taxed here twice,
both at the Social Security level and at the income tax level, as
well as State and local levels. We have calculated out that the dif-
ferential of this tax disparity alone amounts to 20 to 40 percent of
costs, depending on the country.

This tremendous disadvantage American manufacturers face is
at the core of the problem of competitiveness. The results speak for
themselves—a $150 billion trade deficit and a huge budget deficit,
and the flight of manufacturing firms from the United States—as
Steve Miller has just pointed out—to other parts of the world be-
cause it is cheaper to do business over there, because the cost of
capital is cheaper. So, we, as basic industries, are very interested in
the concept that Senator Roth has pioneered. He has, in our judg-
ment, made a major contribution to the whole debate on tax
reform by developing the concept that really asks: What are the
competitive aspects of our tax system, and how is this tax system,
as well as other things, going to impact on the ability of American
companies to stay in business? The original bill that Senator Roth
ir.xggc:lduced, we thought, had considerable merit at the levels it pro-
vided.

We are concerned, however, with his latest version, and the
reason we are concerned with that, quite frankly, is that many of
the companies that are severely import-impacted are at a loss posi-
tion. And, as we understand the way his proposal would work, that
would simply amount to a 7 to 10 percent add-on tax on those com-
ganies since they have little or no tax liability in any given year.

uch a result is self-defeating. If the proposal is designed to help of
trade impacted companies in America, it ought to tax, it seems to
us, the companies that are not now paying tax and that are bring-
ing goods into this country more than it taxes similar American
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companies. Otherwise, the disparity that I described before and
that already exists will simply be exacerbated.

Now, there are large numbers of companies in this country with
severe liquidity problems, as I said. They have large net operating
loss carryovers. They have unused investment tax credit car-
ryovers. They may be losing money on a current basis, but they are
investing money to the extent that they can so they can modernize.
And the problem with the latest proposal—although the concept of
a BTT we think is a very solid concept and necessary—is that it
simply doesn’t recognize a very solid American tax principle, which
is the ability to pay. In fact, we don’t tax people out of business in
this country; and I don’t think that that was the intent, and I don’t
think that it is necessary for the BTT proposal to survive and to
make a major contribution to the tax reform effort to have this
kind of result.

We recommend in its place or as an amendment to it the addi-
tion of an ability-to-pay principle, so that it simg)ly doesn’t add up
to an add-on tax, particularly on people who don’t have any ability
to pay that tax. If we have to go borrow the money to pay the tax,
and that borrowing of the money—if you can get it—puts you out
of business, the result is wrong. We don’t think that is what you
had in mind, and we don’t think that that is the result that you
wanted to achieve here. We also believe this proposal can be fixed
up in a number of ways, but primarily in a way to ensure that it
achieves the result we all seek, namely, that it will do something to
change the economics of world capacity and that, second, it will
ensure that American companies—that it is designed in fact to
help and to level the playing field—will have the opportunity to go
ahead, proceed with their business, recover, and become active tax-
payers. Thank you, Mr. Chairman.

The CHAIRMAN. Thank you.

Mr. Mack.

[The prepared written statement of Mr. Meagher follows:]
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TESTIMONY
of
JOHN K. MEAGHER
Vice President-Government Relations
The LTV Corporation

Mr. Chairman, my name is John K. Meagher, I am the Vice President
of Government Relations for The LTV Corporation and Chairman of the
Basic Industries Coalition, Inc. (BIC), an association of over 20
companies and trade associations involved in eight basic American
industries, BIC was established in 1983 to provide leadership in
developing governmental policy positions to insure the continued health
and competitiveness of our basic industries, Since the particular
focus of BIC has been to promote capital formation and tax policy
alternatives which will provide the basis for long-term economic growth
and the ability to compete in the world marketplace, we are greatly
concerned about the various tax proposals and welcome the opportunity
to discuss our views with this cormittee,

I am here today to testify about the problems of basic industries
in the international marketplace and the extent to which both the
Administration's and the Joint Committee staff's proposal impacts on
our ability to compete, In so doing, we are here not simply to
criticize either proposal nor to participate in any effort to derail or
postpone tax reform. Rather, our intention is to suggest alternatives

that may assist tax reform to proceed,
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Most outside observers believe both proposals will reduce the
ability of America's business -- particularly manufacturing -~ to
compete not only abroad, but here at home as well., We agree with that
position. However, it is critical to note that our international
competitive position has been declining for some years and many
American industries are already in dire straits, The reasons appear to
be threefold:

1. *"since 1980", as Edward Jefferson of duPont has

pointed out, "the rise in the value of the dollar
has put a 50% surcharge on all U. S. goods sold
abroad and a 50% subsidy on all imports.”

-2.  Imports have jumped geometrically in virtually
every product cateqory as world-wide capacity to
produce goods and deliver services has increased.

3. Since 1981, tax changes have significantly

increased the cost of capital to American
manufacturers vis-a-vis foreign competitors.

As a result, we arrive at this point in an already weakened competitive
position. And, I might add, it is not only basic industries which are
hurting, it is also high tech, services, and, importantly, agriculture, It is
clear that the problems of steel and auto are very much the same as
agriculture and semi~conductors. It is world-wide overcapacity and that
overcapacity is causing a short-term liquidit;groblem for much of American
business and government and will cause a long-term reduction in our standard

of living absent policies to deal with it.
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Our concern about the proposals is that they not only ignore the reality
of this world-wide situation, but, also, unintentionally exacerbate it., Let
ne explain.

Under our existing tax law, to use an overworked phrase, the international
playing field is uneven. Our present system already encourages imports and
discourages exports because it fails to tax imports while taxing domestic
manufacturers -- and taxes exports which are taxed again overseas. Also, most
exporting countries do not tax exports -- at all -- with the result that goods
entering the U. 5. enjoy a huge cost advantage over domestically produced
goods. We estimate the tax advantage to range between 208 - 40%. This
situation, combined with lower wage rates and the high dollar value, simply
encourages American businesses to manufacture off-shore and sell their foreign
produced goods in the United States. (Exhibit #1 is an article entitled, "New
Wave of Off-shore Plants®, which appeared in the July, 1985, isssue of pun's
Business Month.)

The results of our existing policy speak for themselves -- a $150 billion
trade deficit, a $200 billion budget deficit, declining market shares in most
sectors and severe liquidity problems across the economy.

Enter Treasury II and the Staff proposal. Rather than dealing with the
fundamental economic problems I've described, they do the opposite, By taking
several hundred billion in investment incentives in a five-year period, they
will simply increase the cost of capital to manufacturing companies at a time
when these firms are already experiencing severe-liquidity problems, but must
spend to be able to modernize. In addition, they perversely encourage

of f~shore manufacturing,
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A Chrysler, for example, can move a plant to Canada, where it will receive
a 7% ITC, two-year expensing of its plant and equipment and sell its product
in the U, S. and pay only a 33% maximum corporate rate, In a very real sense,
under both proposals, America becomes a tax haven for its own companies.
Unfortunately, this means loss of American jobs, earning power and,
ultimately, standard of living.

The President and the Staff have proposed and there is strong support for
individual rate reductions. They will be meaningless, however, unless
america's business base is maintained and expanded. If American's don't have —
jobs or if their jobs are low-paying service jobs individual tax rates won't
matter,

At the outset I stated that we are here not to oppose tax reform, but to
agsist in its development. In order to do that we believe this committee must
act boldly and fairly to deal with the inherent problems of the dollar value,
world-wide overcapacity and domestic liquidity -- both private and
governmental, A world view of the economic order must be taken, and a policy
must be fashioned which reflects the reality of today not the myths of

yesterday.

PROPOSAL

Very simply, we recommend extending the fairness doctrine of taxation
beyond the shores of America. We think it is not only unfair for certain
profitable démestic companies to pay no federal tax but equally unfair for
virtually all foreign companies importing goods into the U. S. to also escape
taxation. 1Is it fair, for example, o tax Xerox but not Cannon, to tax

Chrysler but not BMW? Hardly.
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The fact is that America is the most open market in the world and should
remain so if consumers are to have choices, and if we are to have the
opportunity to export our goods and services. However, it will not remain
open unless something is done about our rising trade deficit and the
accompanying fallout from it -- unemployment, liquidity problems, etc.

The alternative to protectionism is a tax policy which will require
imports to pay in order to play. Most countries of the industrialized world
protect their domestic markets by either major import barriers or taxation,
We favor the latter.

In that connection by sponsoring the Business Transfer tax (BTT) Senator
Roth is pioneering a major effort toward leveling the international economic
arena in which trade is conducted. The BTT is an important concept and
deserves serious consideration not just as a revenue scurce but as a trade
tool as well.

Most, but not all members of the Basic Industries Coalition (BIC) support
the idea of the BIT. We believe that an alternative revenue source is
necessary in order to achieve appropriate tax reform. It is not wise, in our
view, to simply raise taxes on business in order to pay for individual tax
rate reductions or to simply lower the corporate rate, Such proposals simply
make it easier for imports to compete in the American market and place a major
barrier in the efforts of domestic manufacturers to modernize and regain
competitiveness,

The BIT, in effect, extends the doctrine of tax fairness beyond our
shores. 1t provides the revenues necessary to lower both the fiscal and trade
deficits. And, most importantly, it changes the economics of trade on a
permanent basis. As a result, it should have a favorable impact on the main
cause of our trade deficit -- over supply of world-wide capacity in nearly

every product or commodity.
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I would be remiss, however, if I didn't cite very real and serious
problems with the latest BTT proposal of Senator Roth.

In concept, the BIT is designed as a border tax adjustment mechanism which
can equalize the tax burdens between foreign and domestic producers. while it
has positive revenue effects, which should be favored, the primary policy
reason for its adoption should be trade-related,

$.1102 embodied that notion and really amounted to a border tax adjustment
mechanism. It recognized that social insurance costs are born exclusively by
American corporations and provided an offset against FICA taxes for the BIT.

The latest BTT prcposal eliminates the FICA offset and simply allows a
deduction of the BIT against income tax liability, Unfortunately, for
companies with little or no income tax liability, the new BIT amounts to a 7%
to 10% add on tax. For loss companies, like many in BIC, this tax could force
us out of business.

It is ironic that most of theA companies in this category are or have been
the victims of severe import pressure -- exactly the problem the BTT
conceptually should be addressing. In fact, the opposite would occur,

Foreign competitors would gain a major advantage over domestic companies
having import and financial difficulties. Also, as the revenue projections
indicate, most of the new revenue would comz not from foreign firms but from
Arerican firms. The opposite should occur.

We urge that this proposal be modified to insure the result we all seek.
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Specifically, we recormend the enactment of the Business Alternative
Transfer Tax (BATT) which would more nearly harmonize our system with those of
our principal trading partners. The BATT would umpose a 15% to 20% tax on the
net amount of goods and services transferred by a business during the year.
This would apply to goods from whatever source, obviously to include imports.
It would contain an ability to pay principle similar to that in the exxétmg
federal 1ncome tax system and would be set up as an al ternative tax meaning
that businesses would be allowed to credit domestic FICA and income taxes
against 1t as well as allow the use of ITC and NOL carryovers. In thas
respect, 1t adopts the principle contained in and could have similar results
to the alternative minimum tax proposals sponsored by memoers of this
committee. Unlike the BTT proposal of Senator Roth, 1t would not tax loss
companies out of business.

The BATT makes sense to us for a number of reasons:

1. It will raise revenue needed to allow tax reform to

proceed consistent with the President's proposal and
thos:e which have been expressed by the Chairman and
other members.

2. It will help alleviate our trade deficit problems
and should serve as a meaningful alternative to
protectionist actions.

3. It will be a positive step toward forcing the

rationalization of world-wide capacity.
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This latter feature is essential if there is to be stabilization of
supply and price. Since this process will be a long one, it is critical that
this change in tax policy be permanent. Ultimately, we must deal with the
economics of capacity if we are to survive as a major industrial power. Our
existing tax system and the President's proposal simply encodraqes increases
in capacity overseas and decline in capacity here at home. Is this fair? We
think not.

The net affect of this proposal will be to reduce the value of the dollar
in the short term and force wotlé—wide capacity rationalization in the long
tern.

In the absence of policies to deal with both, our commerical future is at

stake and our way of life threatened,
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EXHIBLT AL

New Wave of
Oftshore Plants

For the first time, companies are

ma.xfandmg facform overseas to
ducts for the 1].S. market.

{ you can't beat ‘em, join 'em,”
hat become the battle cry of
American companies 3s they
tush abroad to manufacture products
that forroerly were “Made In Ameri-
ca.” Foreign affiliates of U.S. compa-
nies plan a 2% hike in manufacturing
investment this year, compared with
only 2 4% increase in 1984, according
to 8 Commerce Department survey.
“At this very moment,” reporte Ber-
nard O'Keefe founder of EG&G, Inc.,
“a half-dozen division managers are
looking at Ireland, Puerto Rico, India,
Thailand, Malaysia and other nations
to determine whether we can source
components there or even set up our
own plants to make products for sale
there andin the U.S.”
Behind the move is the unflagging

I
by Lynn Adkins

strength of the dollsr Even though
companies have been doing everything
possidle to became more competitive,
including slashing labor and manage.
ment ranks, closing outrnoded plants
and modemizing others and improving
product Quality ang service, they have
not been able to close the cost gap.
“Our members tell us they have taken
25%-t0-30%, and as much as 35%, out
of the cost out of their product,” says
Nationa! Association of Manufactur-
ey’ President Alexander Trowbridge.
“But thit is still not enough .” The dol-

>

lar’s drag has been too much to over-
come. “The year 1984 was a water-
shed,” says NAM Vice President Law-
rence Fox. “Corporste America kept
waiting for the dollar to weaken. It
hasn't, and now they feel the only way'
to compete is to go abroad.”
Tobem.mfmufhgwodum

droves a generation ago and only cur-
tailed this investment in the Iate 1970«
when investment costs grew prohibi-

i+
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tive as the dollar sagged and labor mar-
ket conditions became onercus. That
expansion, however, was designed 1o
serve growing overseas markets, snd,
st that time, 25% of U.S. exports
stemmed from the shipments of U.S,
companies to their overseas affiliates.
Today, in sharp contrast, the dollar is
super-strong, foreign sales are weak
and plants overseas are not being sup-
phied with components from their U.S.
parents. Moreover, foreign suppliers
are not being used in addition o U.S.
suppliers, tut in place of them, uyt
the NAM's Fox.

n this new wave of investment,
those companies with offshore
bdmelhphuhavebemmw

mmeedhﬂjmnryuutpmducnon
ofits new D6 tractor would be done en-
tirely at its Glasgow, Scotland, plant
and that all manufacture of its track-
type loader (a piece of equipment that
looks like a bulldozer with s scoop)
would take place at its facility in Greno-
ble, France. The reason: it is substan-
tially cheaper to buid these products
abroad and ship them back to the U.S.
market for sale, according to Caterpd-
lar. Originally, some of the D6 produc-
tion was slated for the company's Dav-
enport, lowa, facility, which had also

JULY 1988

been producing the loaders.

Lower costs abroad also has forced
machine-tool bulder Brown & Sharpe
Mamufacturing Co. to cut production at
its Kingaton, Rhode Island, plant and

Tool Builders. Some of that product
will be shipped back to the U.S.

E.L du Pont de Nemours & Co.,
which over the past decade has allocat.
ed between 6% and 17% of its annual
capital spending for overseas projects,
is increasing its foreign commitment to
26% this year, “You get more bang for
your bucks bullding overseas than in
the U.S.,” says Vice Chairman Richard
E. Heckert. Most of the products from
this new capacity will be marketed
abroad, but, he says, “some of it will
come back to the U.S.” Moreover, he
contends, “if a company has a choice of
building a plant in New Jersey and
building a plant in Asia, there isn't
much of a choice. The plant will be built
in Asia because the cost of capital is
cheaper and 30 are materials:. "

Eastman Kodak Co. is moving in the
same direction. The company has con-
solidated some of its domestic produc-
tion facilities in favor of locating “a
modest amount of assembly and sub-
assembly work at our locations outside
the U.S.,” Chairman Colby H. Chan-

dler told the Senate Finance Commit-
tee in April. “These efforts are all new
tous,” he added.

Also on the upswing are joint ven-
tures with foreign partners to produce
goods for the U.S. market. In April,
Chrysler Corp. announced it will build
sutomotive components in South Ko-
rea with the Samsung Group for ship-
ment back to the U.S, for assembly.

And Ohio's Minster Machine Co.
formed 8 joint venture with a Taiwan-
ese firm to produce high-speed metal
forming equipment for sale in Asia.
The venture has been 30 successful
that Minster is now selling the equip-
mentinthe U.S. as well.

hese moves obviously will

have enormous repercussions

on U.S. employment, but
many industry leaders argue that the
long-term consequences are even
more serious. They bebieve that even
if the dollar does come down apprecia-
bly, the Fkelihood is that the American
companies that have set up overseas
sources in one form or another will
continue those operations and relation-
ships. “Once such actions have been
taken, companies have made a two-to-
ten year commitment,” contends the
NAM's Trowbridge. “Those decisions
are not changed quickly.”

Still, Trowbridge is surely echoing
the sentifments of most American ex-
ecutives when he says that “U.S. com-
panies just cannot wait for market
forces to bring the dollar in kne. If they
wait, there may not be a market for
tbe'ir products.”
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STATEMENT OF JAMES H. MACK, PUBLIC AFFAIRS DIRECTOR,
NATIONAL MACHINE TOOL BUILDERS' ASSOCIATION, WASH-
INGTON, DC

Mr. Mack. Good morning, Mr. Chairman. I am Jim Mack. I am
public affairs director of the National Machine Tool Builders’ Asso-
ciation. We appreciate the invitation to discuss the concept of busi-
ness transfer tax in the context of basic tax reform. NMTBA has
- long maintained that fundamental changes in tax policy must not
be considered without an assessment of the impact of those
changes on our international competitiveness. In our view, the ad-
ministration’s and, more recently, the Ways and Means Committee
staff’s apparent failure to accurately evaluate this impact consti-
tutes the major failing of their respective tax reform proposals. The
administration and the Ways and Means Committee find them-
selves in a (fredictable dilemma. Their steadfast adherence to a s
cific individual rate target and to revenue neutrality, coupled with
their refusal to consider alternative funding mechanims, has inevi-
tably resulted in the repeal or depletion of important investment
incentives.

Mr. Chairman, that is not tax reform. It is a sure-fire formula for
higher trade deficits, lower industrial capacity, and more underem-
pl:f'ment. The BTT, on the other hand, by providing a border neu-
tral revenue source with which to pay for the retention of crucial
capital cost recovery provisions as well as significant rate reduc-
tions will lead, in our view, to greater capital investment, to great-
er productivity, and to greater international competitiveness. That
is real tax reform, and we are pleased to endorse the BTT concept.
We note that Senator Roth’s revised BTT proposal no longer pro-
vides for the credit of BTT revenues against a firm’s liability for
FICA, but instead allows the BTT to fully be deductible against cor-
porate income tax liability. Perhaps the committee should consider
the feasibility of adopting an approach which retains aspects of
both pro s by permitting a taxpayer to first offset his FICA li-
ability via the credit and then apply the remaining BTT revenues
to reduce his income tax liability. Or, alternatively, a taxpayer
could be provided with an option to offset the BTT against either
or both his FICA and income tax liabilities. In this way, employers
could reduce their labor costs and still make appropriate adjust-
ments in their taxable income. Under the revised BTT proposal, it
is not clear what treatment is to be accorded those taxpayers who,
as a result of negative profit margins, incur no income tax liability
in a given year.

We believe that consideration should be given to the adoption of
a carry-forward or carry back provision regarding the BTT liabil-
ity. A provision should also be made to offset a company’s BTT li-
abilit gainst any minimum tax that you might decide to adopt.
And finally, consideration should be given to permitting a company
to use its BTT of tax liability to absorb unused investment tax
credits. We believe that because BTT is, in effect, an excise tax on
business and not a consumption tax in the purest sense, it is appro-
priate that its revenues be applied to offset other business liabil-
ities, such as those imposed by the proposed elimination of acceler-
ated depreciation schedules and the investment tax credit. We are



78

therefore gratified that Senator Roth’s proposed expensing cost re-
covery system is predicated on a recognition that in order for U.S.
businesses to remain competitive, the Tax Code should not return
to the pre-1981 anticapital bias. We believe that ECRS could spur
an enormously productive capital investment cycle, thus providing
the foundation for improved U.S. competitiveness. However, be-
cause the ECRS relies on asset classifications established by CCRS,
we do want to point out that we believe machine tools have been
improperly classified under the CCRS system; and we refer the
committee to our recent testimony on that point.

We understand that Senator Roth’s proposal contemplates some
leftover revenues from the BTT, and we suggest in our testimony a
number of options that the committee may wish to consider in this
regard, including permanent retention of a lower ITC or a gradual
phaseout, elimination of recapture, phasein of complete expensing,
perhaps expensing at a higher rate. Finally, we urge the committee
not to adopt measures such as the House Ways and Means Com-
mittee corporate minimum tax, which under the guise of cosmetic
fairness effectively aviscerate the investment incentives that the
BTT was intended to preserve. Thank you, and we will be glad to
respond to your questions.

The CHAIRMAN. Thank you.

[The prepared written statement of Mr. Mack follows:]
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STATEMENT BY
JAMES H, MACK
REPRESENTING THE
NATIONAL MACHINE TOOL BUILDERS' ASSOCIATION
BEFORE THE
COMMITTEE ON FINANCE
UNITED STATES SENATE
OCTOBER 10, 1985

1. INTRODUCTION
Good morning, my name is James H, Mack. [ am Public Affairs
Director fot the National Machine Tool Builders' Association (NMTBA),
a trade association representing companies which account for more
than 85 percent of machine tool production in the United States.
NMTBA appreciates the invitation to discuss the concept of
a Businegs Transfer Ta. (BTT) in the context of basic tax reform,
We understand that Senator Roth's plan for basic reform is still 1in
draft form., Before proceeding with our specific comments concerning
the proposal, we would like to direct the Committee's attention to
testimony delivered last week by NMTBA Chairman James L. Koontz, who
appeared before the Committee to address the President's tax
"reform® plan.1 That statement documents, in some detail, the
current state of the domestic machine tocl industry. Let me
summarize by noting that, while there have been some positive signs,
most machine tool builders continue to experience severe financial
strain due to the modest recovery in shipments. Substantial import

penetration -- measured by value, machine tool imports presently

lSee, generally, Congress, U.S. Senate, Committee on Finance,
Statement by James L. Koontz, President and C,E.O., Kingsbury
?achine T?ol Corp (representing NMTBA), October 2, 1985 (99th Cong.,
st Sess.).
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account for more than 40 percent of domestic consumption -- also
clouds prospects fcr further recovery. And, as we told the
Committee last week, the elimination of c¢rucial investment
1ncentives provided by ACRS and the ITC will have a devastating
inpact on capital spending -- both by the industry's customer base
and by the industry itself. The result will be a less competitive
manufacturing base for America.
II. THE CONCEPT OF A 3USINESS TRANSFER TAX

NMTBA has long maintained that fundamental changes in tax
policy must not be considered without an assessment of the 1npact of
such c¢hanges on the international competitiveness of U.S. businesses.
This is especially true 1n light of America's unprecedented trade
deficit and the fact that this country is facing a crisis with
regard to xté 1nternational competitive standing. 1In our view, Ehe
Administration's -- and, nore recently, the Ways and Means Conmittee
stéff's -- apparent failure to accurately evaluate this impact
constitutes the major fairling of their respective tax "reform"
proposals. The Ways and Means staff approach further exacerbates
the problem by wiping out the minimal i1nvestment incentives which
remain by including them as “tax preferences” 1n the new corporate
minimué tax and then locking capital intensive industries of all
sizes into a permanent minimum tax position.

It is generally recognized that our tax code favors
consumption while discouraging savings and investment. Many of the
so-called tax preferences now included in the code have, to varying

degrees, the effect of mitigating the code's bias against savings
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and investment. It is these very investment and savings incentives
which are eliminated by the Administration and the Ways and Means
Committee staff, in order to achieve individual and corporate rate
reductions. )

The Administration and the Ways and Means Committee find
themselves in a predictable dilemma. Their steadfast adherence to
specific individual rate target and to revenue neuktrality, coupled
with their refusal to consider alternative funding mechanisms, has
inevitably resulted 1n the likely generation of low econonmic
growth, Mr. Chairman, that's not tax reform. It's a sure fire
formula for higher trade deficits, lower industrial capacity, and
more under-employment.

The BTT, on the other hand, by providing a border-neutral
revenue source with which to "pay for" the retention of crucial
capital cost recovery provisions as well as significant rate
reductions, will lead to greater capital investment, yredter
productivity and greater international competitiveness. That is
real tax reform and we are pleased to endorse the BTT concept. We
commend Senator Roth and his staff for recognizing that an
environment conducive to long-term economic growth is essential to
America's continued competitiveness -- both at home and abroad.
III. FICA OFFSET VS, INCOME TAX LIABILITY OPFSET

We note that Senator Roth's revised BTT proposal no longer
provides for the credit of BTT revenues against a firm's liability

for the employer portion of Social Security payroll taxes (FICA),

but instead allows the HBTT to be fully deductible against corporate
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income tax liability. We understand that several concerns led to
this shift -- a major one being that & BTT imposed at an increased
rate of 7 to 10 percent would more than offset a firm's FICA
liability and thus, result in the imposition of a new business tax.

Perhaps the Committee should consider the feasibility of
adopting an approach which retains aspects of both proposals by
permitting a taxpayer to offset his FICA liability via a credit,
while applying the remaining BTT revenues as a deduction against
income tax liability., Alternatively, a taxpayer could be provided
with an option to offset the BTT against either or both his FICA and
income tax liabilities. 1In this way, employers could reduce labor
costs and still make appropriate adjustments in their taxable incone.

Under the revised BTT proposal it is not clear what
treatment is to be accorded those taxpayers who, as a result of
negative profit margins, incur no income tax liability in a given
year. Consideration should be given to the adoption of a
carryforward/carryback provision regarding the BTT deduction.
Provision also should be made to offset a company's BTT liability
againgt any minimum tax the Committee sh9uld decide to adopt.
Finally, consideration should be given to permitting a company to
use its BTT liability to absorb unused investment tax credits.
Iv. CAPITAL COST RECOVERY

NMTBA believes that because the BTT is, in effect, an
excise tax on business and not a consumption tax in the purest
sense, it is appropriate that its revenues be applied to offset

other business liabilities -- such as those imposed by the proposed
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elimination of accelerated depreciation schedules and the ITC. We
are, therefore, gratified that Senator Roth's proposed Expensing
Cost Recovery System (ECRS) is predicated on a recognition that in
order for U.S. businesses to remain competitive, the tax code should
not return to the pre-1981 anti-capital bias embodied by the ADR
system.

NMTBA applauds the ECRS as a vast improvement over the
Administration's CCRS and, particularly, the Ways and Means
Committee staff option. ECRS, unlike those two proposals, retains
an essential feature of any truly effective depreciation scheme -~-
the ability of equipment purchasers to recoup their investments in a
timely manner in order that they may reinvest in modern productive
assets, We believe that the ECRS could spur an enormously
productive capital investment cycle, thus providing the foundation
for improved U.S. competitiveness.

However, because the ECRS relies on asset classifications
established by CCRS, we want to point out that machine tools are
improperly classified. The overwhelming majority of-today's most
productive machine tools are computer controlled. Conseguently, the
design, manufacture and application of both individual machines and
systems are closely intertwined to the state-of-the-art of the
computer control itself. That is why machine tools properly belong
in the depreciation class which includes computers and other
equipment typically subject to sweeping technological change.

We refer the Committee to our recent testimony which

includes a detailed examination of appropriate machine tool
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depreciation classification.2 We urge you to bear in mind that
access to the very latest technology is a competitive necessity for
the U.S. machine tool industry and its customers. A depreciation
schedule which amortizes machine tools over too lengthy a time
period will not provide the cash flow necessary to replace
technologically obsolete equipment in a timely fashion,

Finally, we note that Senator Roth's proposal contemplates
some "left over" revenues following introduction of the BTT. We
suggest the following as options which the Committee may wish to
consider in this regard: the permanent retention of a lower ITC or,
alternatively, a gradual ITC phase-out; elimination of the
Administration's recapture proposal: a phase-in of complete
expensing or, alternatively, expensing at a rate in excess of 50
percent as called for by the ECRS. Each of these proposals would
provide further shoring up of capital cost recovery.

V. CONCLUSION

NMTBA is encouraged by Senator Roth's proposal -- drafted
as it was with an eye towards the realities of competition in today's
global market, it represents a significant step forward in the tax
reform debate. However, we urge the Committee not to adopt measures
such as the House Ways and Means Committee's corporate minimum tax
whichk, under the guise of cosmetic "fairness", effectively eviscerate
the investmeﬁt incentives the BTT is intended to preserve.

Thank you. I would be happy to respond to your questions.

2See, Statement of James L. Koontz, supra, at pp. 6-8.
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The CHAIRMAN. Mr. Mack, I do have several questions, which the
other witnesses may want to address themselves to as well. Would
you target the revenues generated by the BTT, whether we use it
to offset FICA or other taxes or as a deduction against income
taxes, or simply use those revenues to reduce the deficit.

Mr. Mack. We would be opposed to that.

The CHAIRMAN. Oh, I understand that you would be opposed to
that, but I am curious about your statement that you regard the
BTT as an excise rather than a consumption tax. Give me your def-
inition first of a consumption tax, before I go on.

Mr. Mack. As I said, it is not a consumption tax in the purest
sense. In the case of a VAT, through an invoice and credit method,
ﬁou are passing and crediting it alongbthe stream of commerce. The

TT is paid by the business, and the business could either absorb it
or pass it along as it chooses.

e CHAIRMAN. But isn’t this true of all taxes?

Mr. Mack. In the purest sense, one could say that corporations
are, in a sense, a tax collector for the Government. Sure.

The CHAIRMAN. In that case, they are all consumption taxes. The
excise tax is a consumption tax, business transfer, value added—
they are all consumption taxes.

Mr. Mack. In that sense, yes. But, as I said, in the purest sense it
is a tax on business as opposed to a pure tax on consumption. But I
see where you are coming from.

The CHAIRMAN. Interestingly, most economists—in fact, most
_people—call excise taxes consumption taxes, whether it is the tele-
phone excise tax or the windfall profits tax, which is not a profit
tax but an excise tax. And you are calling the business transfer tax
an excise tax, but you are not calling it a consumption tax, which I
am intrigued with.

Mr. Mack. As I said, in the purest sense I think that is true, but
I see where you are coming from. One could go either wag.

The CHAIRMAN. I take it that you would be happy with the busi-
ness transfer tax so long as it is applied against some tax that the
business owes, whether it is FICA or unemployment or workers’
compensation, or something that the business owes; but you would
be opposed to it if it were strictly a deduction against income tax?

Mr. Mack. No; I think that Mr. Meagher and Mr. Miller have
raised some problems, and that is that FICA is a tax that every
business pays. Not every business is in a position to gag an income
tax. Our industry has been in a loss position since 1982, We would
love to pay income taxes. Many of our members aren’t paying them
these days. I guess the concern that I would have is that, if a com-
pany has no income tax liability and if you don’t provide some
other mechanism for them to offset the BTT liability, whether it is
through FICA or through carryforwards or carrybacks, I think you
do create some distortions that Mr. Meagher outlined.

The CHAIRMAN. Mr. Miller, if the BTT is not used as an offset
against FICA of some similar tax, you are opposed to it?

Mr. MiLLer. We would be prepared to consider it. I think the im-
portant feature that we found in S. 1102 has to do with the FICA
offset; and I am not too sure about the semantics of consumption
tax and excise tax, but what I think is important is that in S. 1102,
where there was the FICA offset, there would be minimal or no
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impact on the price of goods that are made in America. And I
think, therefore, for the broad range of goods that at least some
market shares produce in America, the consumer would not see
any raising of his prices. It would be the foreign producer compet-
ing in America who would now have a tax bill that he would have
to eat because, presumably, he would have to maintain his price
level to be competitive with the domestics. And that is where I
think that we can stay away from the rhetoric of what is a con-
sumption tax. If the tax as constructed does not cause a price in-
crease for American produced goods, the consumer should win. As
to where the money goes, that is the job of your committee. We are
suggesting that, as you tinker with the Tax Code, please try and do
something that helps us with our trade deficit.

The CHAIRMAN. Mr. Meagher.

Mr. MEAGHER. I would answer your question “yes,” if it was

like that, and I think the group would. I have told Senator
th that privately. I think that we ought to look at this as a new
kind of a tax system that is being created. I don’t think it needs to
fall under the rhetoric or the F;irecedence of old tax systems. The
fact that there is the use of a FICA offset or a deductibility princi-
Ple or whatever is simply a convenient way of dealing with. We
ook upon this basically as a new kind of tax system that is primar-
ily—in our view should be primarily—a trade tool; that it is some-
thing to level the international Xlaying field so that American com-
panies can compete fairly. We don’t look at it primarily as a reve-
nue measure. This isn’t an excise tax. We think it has the features
of a consumption tax, which it clearly does; but in effect what Sen-
ator Roth is attempting to do is to create a new kind of tax system
that will deal with very specific problems that have been occa-
sioned by what is hap{)ening in policies overseas as well as here
and the world marketplace.

The CHAIRMAN. Senator Roth.

Senator RotH. Thank you, Mr. Chairman. Let me start out by
saying that, to me, the basic motivation of tax reform has to be to
develop lonf-term tax policies that will enable this country to com-
pete in world markets and to meet the challenge of the technologi-
cal revolution that we are going through. And if we fail to face
that challenge, then I think we are on a decline. I think that this
tax proposal does meet that challenge.

Let me start out by saying that, whether it is Roth I or Roth II
or Roth III, we are still in the process of trying to develop the kind
of approach that will meet that goal; and I recognize that there are
certain problems with respect to our basic industries. You are abso-
lutely correct. We are not trying to penalize them because I
happen to be a strong believer that the United States as a shield
for the free world has to have a strong, vital, basic industry. So, we
are looking at the problem. There are advantages and disadvan-
mﬁes offsetting against FICA. It helps some, but then there are
others that it doesn’t. Some it may be some kind of combination.
We have to keep in mind, of course, that we have to have revenue
because I think the President has rightfully said it has got to be
revenue neutral.

The one thing I want to urge upon you, and I appreciate the com-
ments that were made today, that in order to introduce this kind of



87

new approach, it has also got to be sellable to the individual. Politi-
cally, there are a lot of people who think this is a very risky kind
of business, but that is the reason it is so important that we do
something about the middle class. I think we can make some
changes if we demonstrate to the individuals—the working
people—that they are going to benefit. Of course, that is the reason
we are proposing, as Rudy said earlier, to continue this reduction
in marginal rates, so that we have their political support in
making this kind of very significant change.

Now, let me go back. The administration has said its approach
wants to be revenue neutral, and they have made some changes in
the House; but it seems to me, instead of being revenue neutral,
they are negatively impacting on capital recovery, the very kind
of—in other words, we are undoing in the administration and what
the House Ways and Means Committee has proposed, what we
were trying to accomplish in 1981, to enable American business to
be competitive. And that is one reason American business is not
sum)orting these changes. Would you agree with that?

r. MEAGHER. Absolutely. I think that what we have done since
1981 in numerous ways is take several steps backward. Many ex-
perts say that the value of the dollar is the real reason for our
trade deficit. It probably, as Mr. Jefferson at Du Pont has said, is
only 50 percent of the problem; but the rest of the problem is cer-
tainly, as far as businesses’ ability to compete, is of long standing;
and 1t goes to the questions of what kind of tax system do we have
vis-a-vis, the kinds of tax systems in other countries. And so, we
need to deal with the fundamental question that you raised: How
does a combination of these systems impact on the ability of Ameri-
can corporations to compete? And that is the question that you
have been so vigorously working on with your pro .

Senator RorH. My time is almost at an end on this round, but we
are greatly concerned about the trade imbalance. And it seems to
me that this approach is & major answer to that I‘Problem, in con-
trast to, say, a straight out-and-out surtax which, No. 1, is probably
invalid under GATT and, No. 2, raises a number of questions. But I
would like to have a quick answer to this: Do you see the BTT as
being a significant factor in helping in the trade picture?

Mr. Mack, do you want to start?

Mr. Mack. Yes, we do. Again, provided you use the revenues that
the BTT generates to either offset other business tax liabilities to
keep businesses competitive or, in a negative sense, I guess, not
doing some of the horrible things that are done to capital forma-
tion and capital cost recovery by the other proposals that are
before you.

Senator Rot- We propose to use a significant amount of the rev-
enue for that gurpose.

Mr. Mack. Yes, you have.

Senator Rors. Mr. Miller.

Mr. MiLLer. S. 1102, which included the FICA offset, is definitely
going to help our trade posture. It also creates the revenue oppor-
tunity to also restore some of the incentives for capital formation.
But with or without that feature, S. 1102 by itself, the FICA offset
feature definitely helps trade.

Senator Rors. Mr. Schuyler.
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Mr. ScHUYLER. My feeling is that, with the border tax adjust-
ments, both the original and the revised version of the BTT would
greatly help American industry because it would put us on a more
even tax footing with our foreign competitors.

Senator RotH. Thank dyou. Yes?

Mr. MEAGHER. I would just like to add one other thing, Senator. I
think there are two reasons why it helps in trade. One is the imme-
diate problem that it obviously brings in revenue and deals with
the trade deficit; but the other, and I think far more fundamental
and important, ig that it ultimately deals with the question of over-
capacity in the world. And the real reason that we are having
trade problems is the fact that we have vast overcapacity in almost
every industry, including agriculture. There is simply too much
supply and not enough demand for the goods and services. So, since
America is the lar%est market, or the second largest market at
least, we are being flooded with imports. And what the permanent
change of the type that you are suggesting does, in our view, is to
chanﬁe the decisionmaking of the foreign manufacturer, as well as
the American manufacturer, to really have to make a decision as
to whether or not he or she wishes to put in that additional plant
or equipment. Ultimately, we have to deal with that rationalization
of capacity worldwide, or we are not going to solve this trade prob-
lem, short of protectionist kinds of measures.

The CHAIRMAN. Senator Danforth.

Senator DANFORTH. If we are to have any form of value added
tax or BTT, why should it be a 5-percent rate or 7-percent rate?
What are the comparable rates for value-added taxes in the rest of
the world? Do you know?

Mr. ScHUYLER. I would sagv in Europe they are generally in the
range of 10 to 20 percent, 20 percent or so being on the high side,
found in a country like France. Some goods classified as luxuries,
such as jewelry, automobiles, cameras, are at higher rates in some
countries.

Senator DaNFORTH. It would seem to me that a good case could
be made if we are going to go for it, let’s go for it, rather than just
put a toe in. I have resisted signing up for value-added tax or vari-
ations upon the value added tax proposals for a number of reasons.
For one, I have assumed that they are inflationary—instantly in-
flationary. I have assumed that they are regressive. I have assumed
that they are money-making machines as far as Government is
concerned. And if we ever want to get a grip on Government spend-
ing, we don’t want to have anything resembling a value added tax.
And then I have assumed in this administration that they are a
lost cause. [Laughter.]

On the other hand, I think you are absolutely correct of the
trade consequences. We talk about all the problems we have in
international trade. Clearly, one of them is the fact that the tax
systems around the world differ, and that our tax system is much
less sensitive to the needs of business to deal on an international
market than are the tax systems of our trade competitors. I won't
ask you to get to the lost cause concern. Maybe we can, for a
change, convince the administration of something. On the problems
of the inflationary aspect, the regressive concerns, the regressive
tax system, and that once you start it, it is a money-making ma-
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chine that won’t quit; Government will get bigger and bigger and
bigger—how do you deal with those concerns?

r. MiLLER. If I might jump in here first, I am disturbed that the
genius of Senator Roth’s business transfer tax proposal in S. 1102 is
getting branded with some of the problems that might more gener-
ally afjgly to value added taxes. The original construction called for
the FICA offset. This means that, for American produced goods, in
the end there will be very little cost impact. This bill was con-
structed to reduce the impact on those who provide American jobs;
and, therefore, our costs in producing American goods is not goin
up. Therefore, our price is not going to go up. Therefore, it shoul
be noninflationary as to American goods production; and therefore,
it also is not regressive. In fact, by creating jobs, you could say in
the overall sense it is just the reverse. It is helping those people we
are trying to help, and it is also—pardon me?

Senator DANFORTH. Helping labor intensiveness?

Mr. MiLLER. Yes, it does. And then, finally, because it is creating
some revenue, you can then go after the tax rates on the poor as
an offset, for example, in order to eliminate whatever residual
regressivity you may find. As to the money-making machine, we
have only one example in the United States that is ro'}lﬁhly compa-
rable; and that is the Michigan single business tax. That was im-
ﬁlemented in 1976 as a 2.35-percent rate. Michi%an went through

ell in 1980 and 1981. The State was bailed out by some Japanese
banks in the end because it got so bad. They went after personal
income- tax rates, but they never touched the single business tax
rate, which was the same kind of money-making machine that you
see in this. So, that is going to be up to you, not me, to decide in
the future; but in the one example we have in the United States,
the rate has been left intact at the original rate of 9 years ago.

Senator DANFORTH. Does anyone else want to comment?

Mr. ScHUYLER. Yes, let me jump in at this point, if I may. In re-
sponse to the question of whether the tax would be inflationary, I
would say the real question is whether, if froducers attempted to
pass on the tax, consumers would be willing to increase their
moneg' spending sufficiently to accommodate the higher prices. I
would argue that, unless the Federal Reserve engineered an accom-
panying expansion of the money supply, the tax would not alter
the total amount of money consumers were willing to spend. It
would not be possible, therefore, for producers to pass on the tax.
To talk specifically about a revenue neutral suggestion such as the
BTT, a point made by another witness is extremely relevant;
namely, producers’ costs would not be rising. So, there would not
be added cost pressures on producers as a result of the BTT. One
tax would be going up; another would be coming down. I do not see
this as being inflationary. If the tax is not inflationary, it will be
passed back to the workers and capital owners involved in the pro-
duction process. As a result, it will be a roughly proportional tax
on ple’s incomes. It is not a progressive tax; it is protportional;
and it is certainly not regressive. Just from the point of covering
all bases, I would note that in both the original and revised ver-
sions of the Roth bill, there are several exemptions for what you
might call necessities—housing, food, medical care—that, even if
the tax were to be passed forward, which I don’t think it would be,
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would serve to soften the sharpest edges. As to the tax being a
money machine, I, personally, have that fear with any new major
tax initiative. I would say I am less concerned about it in this case
because of the sensitivities that Senator Roth has shown to that
danger and the attem(f)ts he has made to try to bring it out into the
open. I would also add that, if one looks at the European experi-
ence, one finds that after value-added taxes were in place and had
been raised a little bit, they then became a fairly stable component
of the overall tax mix. There was no tendency for them to keep rat-
cheting upward relative to other taxes.

The CHAIRMAN. Senator Symms.

Senator Symms. Thank you, Mr. Chairman, and thank you, Ig)zn-
tlemen, for being here this morning and for your statements. I
understand you all correctly to say that you would favor this tax,
whether or not there is a tax reform package?

Mr. MEAGHER. I certainly would.

Mr. ScHUYLER. Yes, sir.

Senator Symms. Mr. Miller.

Mr. MiLLER. Yes,

Senator Symms. Mr. Mack.

Mr. Mack. Let me turn it around, Senator. I think if you are
going to consider tax reform, this needs to be an element in it. If
you are going to really reform taxes, it seems to me that you have
%gt to look at the whole gamut of options. One of the problems that

th the administration and the Ways and Means Committee have
is that, by refusini to lay on the table this kind of proFosal, the
inevitable results that you are going to end up reducing all kinds of
investment incentives in an effort to achieve the rate reduction you
want and revenue neutrality.

Senator Symms. Let me ask you another question here. In this
morninf’s Wall Street Journal, there is a very interesting article
by Paul Craig Roberts and Gary Robbins, and the headline says:
“Tax Reform Aims at the Very Industries up for Protection.” And
they start out in the first paragraph and say: “Washington is prac-
ticing a new form of economics that has replaced both the demand
and supply side economics. It is called blind-side.” [Laughter.]

“Policymakers in both the administration and the Congress have
failed to make the obvious connection between taxation and interna-
tional competitiveness.” And then he goes on to say that the Rosten-
kowski bill has developed a tax plan that by their calculations would
raise the cost of capital by 14 percent. They go on and say that
agriculture, for example, which is in line for a budget«busting
multimillion-dollar bailout would find its cost of capital raised by 2

rcent, textiles and shoes, which are in the forefront of protectionist
egislation, would find they are further undermined by competitive
costs 14 percent, higher cost of capital. Do you think this wouid lower
the cost of capital or what would it do? )

Mr. MEAGHER. | don’t think it lowers the cost of capital. What it
triclas to do is to raise the cost of capital or equalize the cost of cap-
ital.

Senator Symms. No, that isn’t my question. I am saying that Dr.
Roberts is saying that, at the current——

Mr. MEAGHER. Oh, absolutely.
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Senator Symms. You are saying that the BTT would have no
impact or what impact?

Mr. MEAGHER. I think that the BTT would have the effect poten-
tially of lowering the cost of capital in this country because the
extent to which it lowers the budget deficit and ?éa]s with the
trade deficit, then theoretically at least people believe that interest
rates will come down and therefore the cost of capital will come
down. But I agree 100 percent with that Paul Craig Roberts, and I
think that the reason that I would favor this, and that most of the

ple in my coalition—not all of them do, but most of them
avor—is because it is an alternative to protectionism. It deals with
the fundamental economics of trade, and it forces pﬁfﬁ)le to make
economic choices about their capacity and their willingness to
expand or contract. So, I think that a proposal of this type is vital
as a trade measure primarily. It has positive revenue aspects that
can be used to deal with other issues. However, it is time that the
country recognize the connection between tax and trade and the
tremendous disparity that exists, because of the failure of our tax
systems, vis-a-vis the rest of the world, to be relevant to today’s
world market.

Mr. MILLER. Senator Symms, let me tell you what this means for
Chrysler. The Treasury II bill, the loss of the investment incen-
tives, combined with the lowering of corporate tax rates in general,
leaves us in a position of about a wash. at we would lose in the
capital incentives, we would gain in the lower overall tax rate.
That is a wast. Hut what that would induce us to do is to %o look at
other countries that offer the incentives; and we may well end up
over time investing overseas where there are the capital incentives,
selling the goods here and recording our profits in a country with a
low tax rate. So, while it is neutral to us, the over-time impact will
be to drive the investment overseas. The BTT, on the other hand,
with the FICA offset, is what brings capital back here.

Senator Symms. You are saying that Treasury II's proposal would
encourage you to go offshore?

Mr. MILLER. Yes, sir.

Senator Symms. Thank you, Mr. Chairman. Thank you all very
much for excellent statements. -

The CHAIRMAN. 3enator Long. :

Senator LoNG. I am concerned about the big disadvantages which
I think are disastrous disadvantages that American business suf-
fers today when you try to produce here compared to producinﬁ
overseas. We have an advantage in that we have more researc
and more knowledge to work with; but we are discovering that,
even though we achieve at an enormous cost—and I am for that—
that it is 8o easy for anybody just to go take that information over-
seas and then use that overseas with the advantage of cheap labor,
a more favorable tax system, the dollar differential; and we are
just not competitive against that, in most cases, if you add all that
up. And it is devastating to our position. So, what the Roth propos-

would do is to try to get at the tax differential—the tax disad-
vantage. Isn’t that right?

Mr. MEAGHER. Yes, sir.

Senator LonG. All other things being equal, you are absolutel
against those three killers. If one doesn’t get you, another one will.
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If the first one doesn’t get you, the second one will get you. And
just in case that hasn’t got you the dollar differential is guaran
to get you. So, you take that and add it up, and they you are dead.
You are gone, trying to compete. What the Roth proposal does is to
try to equalize the tax differential between their taxing system and
ours. at is basically what we are talking about. Now, we
wouldn’t have that problem on the tax point if those idiots hadn’t
gone to Geneva and given that awag many years ago. [Laughter.]

That is true. They signed \:]p on that general agreement on tar-
riff and trade; and they said that those people could use those
value added taxes and give the money back and charge it to us
when they came to our market. So, they get the mone{;eback. It is
just heading from their country to our country and being subsi-
dized. Give the tax money back, and that is just the way they tax
it. So, they get you either way..You can’t invade their market and
you can’t defend your own. Now, all this would do is just let them
enjoy some of the same burdens that we share over here when they
come into our markets. And as far as the so-called regressive
aspect of it is concerned, it is no more regressive than a Social Se-
curity tax, not nearly as regressive as a ial Security tax, to the
extent that a Social Security tax fails to be a tax on consumption,
to the extent that you can’t pass it through in the price of a prod-
uct. It becomes a tax on the worker, the person that earns the
money, whose salary is taxed, or the corporation; but mainly, it is a
tax on the worker to the extent that it is not a tax on consumption.
And that aspect of it is horribly regressive. There is nothing in the
tax law—certainly a value added tax can’t be nearly as regressive
as that—but even so, it can well be justified because that money is
being used to pay for a progressive benefit. In other words, the
people at the lower end of the scale get so much more back than
they pay out that it is still a big advantage to them on the overall.
So, if you put the spending aspect in there with it, the result then
becg?mes progressive. And I will ask Mr. Meagher: Isn’t that cor-
rec

Mr. MEAGHER. That is my impression, Senator. What you in fact
can do with this new tax is to make other necessary changes in the

. Tax Code, in the individual Tax Code, to make it less regressive,

although it seems that Congress in recent years has done a great
deal in that regard already to remove people from tax burdens that
are of lower income. If it is desirable to do that further, obviously
ﬁou can tinker with that and you will have the money to do that.

ut it is clearly not any more regressive, and probably not as re-
gressive, as the FICA tax is.

Senator Long. We already have a negative income tax in the
earned income credit. Are you familiar with that?

Mr. MEAGHER. Yes, sir. Right.

Senator LoNG. Lester Thoreau makes this point. Incidentally, I
saw one of our Democratic Senators in the audience when Mr. Tho-
reau was speaking.nHe brought up the fact that a value-added tax
was regressive. d he explained this point, and the Senator
changed his mind within 60 seconds after Mr. Thoreau explained
it. He said, look, you should cougig that with a negative income
tax, just as we do with the Social Security tax so that, to the extent
that a person is not making enough money, let's say, to pay his
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income tax, by way of the earned income credit you get him back—
the money he paid in Social Security taxes. And Mr. Thoreau con-
tends that you ought to do the same thing with a negative income
tax to give those who are paying a value-added tax their money
back if they are in the low income aspect of it; and there is no
reason you can’t do that. Is there?

Mr. MEAGHER. No, sir.

Senator LoNG. So, one should not focus on the individual tax and
ignore the mix. In other words, it is the sum total that you are
paying that you have to look at. And if one aspect of it tends to be
somewhat regressive, but the total mix is vexsr progressive, particu-
larly when you couple it with what you are doing with the money,
you can find that the value-added tax is well justified, where it
wouldn't be otherwise.

The CHAIRMAN. Senator Baucus.

Senator Baucus. Thank you, Mr. Chairman. Gentlemen, Senator
Long suggested that, from the point of view of the American com-
petitive position, there are several major factors to be considered.
One is the dollar; second is the low wage rates overseas; and third,
a different tax system. I am wondering if you could, just at a gut
level, quantify the degree to which our adverse competitive position
is attributable to our different tax system. Just a rough estimate.
How much of the problem is due to our different tax system?

Mr. MiLLER. We have estimated in the past that, in the car busi-
ness, the differential in the tax system is worth about $600 per car
of unequal treatment. That doesn’t count the approximately $1,700
per car revenues that are lost to the American tax system when a
car i built overseas. I am just talking about the $600 tax differen-
tial that we have come up with in past studies, where we are disad-
vanttéaged to the foreign producers because of our unequal tax
system.

Senator Baucus. Can any of you give me a rough sense, though,
of whether the tax system is about a third of the problem, among
those three answers?

Mr. MiLLER. Yes.

Senator Baucus. Does the rest of the panel agree that about a
third of the problem—more than a third, less than a third?

Mr. MeAGHER. Everybody says that the dollar is 50 percent of the
problem. You can divide up the other two any way you want.

Senator Baucus. How do you divide it?

Mr. MeacHer. I don’t have any calculations or any numbers on
that. What I do have is some estimates that we have done of the
differential between the tax systems, depending on the country. It
changes costs to the extent of 20 to 40 percent, and I don’t know
how you translate that. I am not a macroeconomic person having
those figures, but if you translate that, in some way—I suppose
peog}e like my colleague here might be able to do that—that you
might be able to come up with a number. I would obviously say it
is significant.

Senator Baucus. Can ly;ou help us out?

Mr. ScHUYLER. I think in the short run changes in the dollar’s
value can have perhaps the largest of the three effects. In the long
run, our tax structure is likely to have a profound effect. This is
because the tax system will have a cumulative impact on our cap-
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ital stock, both its quantity and its quality, producing eventually
very large differentials in our productivity and our ability to price
against foreign competitors.

Senator Baucus. Mr. Mack.

Mr. Mack. I don’t have a comment on the calculations.

Senator Baucus. Let’s assume we focus now on the differential
in the tax systems, and let's assume further we are going to raise
the same revenue that we raise today roughly. What percent of the
revenue raised should—the Federal revenue raised—should be
business transfer tax, consumption tax, and other taxes? And what
I am getting at is: Should we go 10 percent of the way, 50 percent,
75 percent, in order to achieve a maximum American competitive
position? It is somewhat the same question that Senator Danforth
asked, that is, how far should we go? Our optimum goal is to en-
hance America’s competitive position and to raise the same
amount of revenue. Just rough, gut sense—how much of our
present tax system should be replaced by this kind of a system?

Mr. ScHuYLER. May I give a two-part answer? If our only concern
were American competitiveness and nothing else whatsoever, I
would say 100 percent. Given our other concerns, probably around
20 to 25, then we would have a good mix of taxes.

Mr. MEAGHER. I think that you need to raise—again, not being a
revenue estimator—but I think you need to raise a significant
amount of money from this thing for a reason other than what is
suggested; and that is that, if it is in fact a trade measure, and if

ou are in fact going to deal with the economics of trade and have
it meaningful—in other words, simply not absorbed by foreign pro-
ducers—it must be at the 10 to 15 percent level dpending on wheth-
er there are offsets as we suggest. If there are offsets, you are going
to have to make it higher. We have a proposal, for example, that
would allow a business minimum tax—alternative tax—combined
with the BTT, and we think that that has to be in the neighbor-
hood of 20 percent.

Mr. MiLLER. I would just like to add that Chrysler’s position is
that S. 1102 with the basic 5-percent business transfer tax with the
FICA offset was an ideal starting glace. Basically, it would be non-
inflationary because there would be no net added cost to the pro-
duction of American goods. Once you %et past about 7 percent, we
would lose our ability to do complete FICA offsets; and above the 7-
percent rate, it becomes inflationary as general value-added taxes
are, So, again, the genius of Senator Roth’s proposal at 5 percent
with its noninflationary feature—we thought that was a very good
starting point.

Senator Baucus. Thank you.

The CHAIRMAN. Any other questions?

Senator Roth.

Senator RotH. I do want to underscore one aspect which hasn’t
been touched on, and that is the importance, at least in my jl;xgsg-
ment, of savings. It seems to me that too little attention has been
paid to that aspect of the problem. Senator Long, I think, very cor-
rectly pointed out the success of American technology, but it is
very easy to have that exported—either exported by American
business or, as my Japanese business friends will tell me, they use
the Japanese individual savings or low capital to come over and
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buy the best technologies. Now, I think it is important as one
aspect of this problem of trying to make ourselves competitive that
we offset the double taxation of savings, and that we do something
to try to move the American people in the opposite direction. Now,
I understand that you are not going to change patterns overnight,
that it takes time; but I think it is important to understand that
the Japanese were not always a savings nation. That has developed
since World War Il with the tax incentives that they have in their
system. And I would just like to ask you, Mr. Schuyler and any-
body else that may care to comment on it, one of our proposals is
to build on the IRA’s, not only for retirement but to let the people
save for whatever reason because it is good for them as individuals,
but it is also important as a new source of continuing source of cap-
ital. Would you care to comment?.

Mr. ScHuyLER. I would say that your tax-deferred savings ac-
counts are an excellent idea. They would be a successful way, up to
the proposed accounts’ yearly limits, to protect people from the
double taxation—in fact more than double taxation—multiple tax-
ation of saving that is characteristic of an income tax system. I
think, in addition to simply changing the incentives, it would lead
to a change in people’s fundamental attitudes. It is the way to
move to a high-savings society such as Japan’s. Certainly, in the
United States in the past decade, it turned out to be the borrowers
who were smart people and the savers who were stupid. We want
to change that around, and I think your tax-deferred accounts are
a very positive step in that direction. I would applaud them.

Senator RorH. Would anybody else care to comment?

Mr. MEAGHER. As I said, at our company we have a very modern
employee benefits plan, which includes a cafeteria plan that works
very well, and a 401K plan and an IRA and a very modern range of
mix. The numbers on our 401K, which is a similar kind of device
that would obviously be available outside companies, are numbers
that are not only very much better for low-income people—in other
words, they save—but they are across the board. There is no ques-
tion that anybody who understands them, and obviously the finan-
cial institutions that will be making them available will make
them understood very readily in very simple terms—it is a tremen-
dous inducement to savings; and we have seen that just in my own
personal situation in our corporation. It is a major incentive, and
the results speak for themselves as to what you get from it.

Mr. Mack. Senator, I think that your question points up the
need to go to something like a BTT in the context of the tax-reform
package because, if you don’t, you are inevitably going to lead to
the kind of result that they have over in the Ways and Means
Committee where they are either going to severely limit 401K’s
and other kinds of savings programs—and in the case of trade asso-
ciations, they would take them away altogether. We have kids in
our printshop who never saved before in their lives who are now
saving through our 401K plan, which would be eliminated under
both the administration and the Ways and Means proposals.
Unless you do something like your proposal and look to a new reve-
nue source, inevitably you are going to lead to those kinds of re-
sults, whether you are talking about savings plans, or whether you
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are talking about eliminating capital cost recovery provisions, be-
" cause you can’t get the money any other way.

Senator RorH. Thank you, Mr. Chairman.

The CHAIRMAN. Gentlemen, thank you very much. We appreciate
it. Next, we will move to a panel of Bob Warren, Louis Kelso, and
John Houston. We will wait just a moment until the room clears
out and quiets down. I want to introduce Bob Warren to the com-
mittee. Bob is a man I have known for almost 30 years. I have
known his family and children very well and now—how many?—
grandchildren? :
tel\:{r. WARREN. Eight grandchildren, eight as of the day before yes-

rday.

The CHAIRMAN. Mr. Warren is one of the most, if not the most,
innovative businessmen I have ever met in this country. Mr.
Warren manages to stay on the cutting edge and half a step ahead
of his world competitors, to say nothing of his American competi-
tors, Bob, we are delighted to have you with us.

STATEMENT OF ROBERT C. WARREN, CHAIRMAN OF THE BOARD,
CASCADE CORP,, PORTLAND, OR

Mr. WaRReN. Thank you, Mr. Chairman. I appreciate those
words. Mr. Chairman and members of the committee, I am Robert
C. Warren, chairman of Cascade Corp., headquartered in Portland,
OR. I am here today solely on behalf of myself and my company. I
do not represent any association or organization. I am sure that is
rather unique. My testimony today will be directed to two areas of
the administration’s tax proposals only. I will not comment on the
BTT, which I find very interesting, but which I am not that famil-
iar with. My company’s primary %roducts are materials handling
devices, known as attachments, which are used on forklift trucks
throughout the world. We are a relatively small company, with
annual sales of approximateli; $85 million, yet we are the largest
supplier of our products in the world. We manufacture our prod-
ucts in four plants in the United States, four plants in Europe, one
in England and three in Holland, and one plant in Japan. In addi-
tion, we have fully staffed sales and distribution centers in a total
of 11 countries. Our foreign operations historically contribute 35 to
40 percent of our total annual sales, but it is extremely important
that you members of this committee understand that our European
and Japanese plants supply only their own markets. We import
none of their {)roduction into the United States, yet our U.S. plants
export about 15 percent of their production to our overseas subsidi-
arles. So, we are very much a net exporter. I emphasize this be-
cause it is very germane to the central idea I intend to present to
you this morning. Cascade Corp. is totally committed to being a
world-class player and to continue producing their U.S. require-
ments in the United States, rather than transferring this produc-
tion to our overseas foreign locations; and this would be very easy
f(ir us to do when we have plants and organizations already in
place.

During the past 5 years, we have invested heavily in the most
advanced computer control machine tools and robotics here in the
United States, to the extent of $16 million during a period which
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included a very severe recession where our total U.S. earnings
were only $20 million. So, needless to say, the investment tax cred-
its and the accelerated cash recovery system were very, very im-

rtant to us in this modernization program. Frankly, we could not

ave done it without those two. I simply want to say that, if ad-
vanced machine tools are available to our competitors and our for-
eign competitors, they have to be available to us; or we will simpl{
perish. I am here today to suggest to you that the complete elimi-
nation of the ITC and ACRS as proposed would constitute an enor-
mous mistake for this country. Even if the administration’s new
tax proposals are adopted, then there should come into being a 13
percentage point corporate tax reduction.

A significant segment of American industry is still going to need
the advantages of ITC and ACRS. These other companies such as
ours that are competing every day of their lives against heavily
Government subsidized foreign companies in order to preserve our
domestic and foreign markets. Survival of these industries is criti-
cal. America itself will not long survive as a major world power if
these industries and skills are lost and we become dependent on
foreign sources for all of these essential products. Far from suggest-
ing that the ITC and ACRS be applicable to the broad range of in-
vestments it encompasses today, my first premise is that they
should apply only to machinery and equipment manufactured in
the United States.

Second, that only those items that are significantly impacted by
foreign competition be included in any listing of qualified products.
The investment tax credits and later ACRS were brought into
being to stimulate investment and thus create jobs in our economy.
When a substantial portion of these credits and benefits are al-
lowed for investments in foreign-built machinery, it greatly nulli-
fies the very intent of our laws. The program I suggest would cor-
rect this inequity. The other benefit of such a program, and it is a
major one, is that it would give U.S. manufactured products about
a 12- to 14-percent advantage against foreign competition because,
obviously, the purchaser would not be allowed the benefits of the
investment tax credit and ACRS on-foreign equipment purchased.
What this limited extension of these two would amount to in terms
of lost revenue to the Treasury plan, I simply do not know; but it
would certainly be substantially smaller than today's impact, and
it could be the survival factor to many of our critical industries.
We must give the companies that are endeavoring, like ourselves,
to become world class competitors and who are trying not to move
their production overseas the tax incentives to succeed. If this re-
quires a smaller reduction than the proposed 13 percent in basic
corporation tax rates, then this should be considered. I am well
aware at the present that many of you, and perhaps all of you, are
anxious to avoid raising protective tariff barriers and quotas and
restrictions on foreign imports. I share that concern. at-1 am
proposing is modest tax assistance indeed, compared to what we, as
a company, have actually received or been offered and what we see
being given to others in all of the countries where we operate and
sell our products.

Another company in which I am involved recently negotiated a
long-term commitment with a major European country that illus-
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trates the magnitude of the tax incentives being granted to induce
companies to invest. This particular country has a current statuto-
ry corporate tax rate of 43 percent, yet their Parliament just
passed special legislation limiting this particular company’s total
tax for the next 5 years to one percent, and further than that,
guaranteed that it will not exceed 13 percent in the next 10 years
following that. I need not comment on the competitive advantage
this provides. It is ironic that the Japanese Government is right at
this moment finalizing a new 7 percent investment tax credit pro-
gram, which is in addition to all of the numerous other and diverse
incentives they offer their industrial sector, just at the time when
our Government is considering abandoning it. Japanese firms will
receive this credit on a cost of new equipment, provided it falls into
one of 126 categories, We can be certain that this list will contain
all the machinery and equipment necessary for Japan to enhance
its position as one of the leading industrial nations in the world
and that will make them not dependent on foreign sources. Invest-
ment alone does not assure the building of a world-class company,
but none of the other things we have to do have any meaning
unless our costs are competitive. Much of American industry today
truly stands at a crossroads for which there may be no return, if
we choose the wrong direction. If the dollar remains even near the
level of the past 2 years, the U.S. manufacturing base will deterio-
rate badly; but even if the dollar declines to a more reasonable
level, we will continue to face tougher and more effective competi-
tion as foreign technical capability is increased. We in industry can
provide the investment, the ingenuity, the vitality to survive, pro-
viding you in Government supply an economic tax climate that will
allow us to stay in the game. But don’t move too fast. Don’t panic.
Thank you, gentlemen. I appreciate this opportunity.

The CHAIRMAN. Thank you very much, Bob.

Senator Long. Mr. Chairman, I see a dear old friend of mine,
Mr. Louis Kelso, is here today. He is the man who first got me in-
terested in employee stock ownership; and as you can see, he is
still interested in that sort of thing. And we are happy to welcome
him here today to this committee.

The CHAIRMAN. Mr. Kelso, we are well familiar with what you
have meant to the employee stock option plans in this country.

Mr. KELso. Thank you, Mr. Chairman.

The CHAIRMAN. It 18 good to have you with us.

[The prepared written statement of Mr. Warren follows:]
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Mr. Chairman, Members of the Committee, Ladies and Gentlemen. ] am Robert C.
Warren, Chairman of Cascade Corporation, Headquartered in Porbland, Oregon and I
appear here today solely on behalf of myself and my Compeny, | do not

represent any other Organization or Association.

My Company's primary products are Materials Handling Devices kngwn as
*Attachments”, which are used on fork lift trucks throughout the World for
the transport and storage of such commodities as Pulp and Paper, Packaged
and Processed foods, Appliances, Soft Goods, Tcbacco, Textiles, Beverages,
- - - the list is almost endless. These &ttachments eliminate the need for
conventional pallets normally associated with 1ift truck operation and thus
provide substantial cost reductions in the process of transporting, ware-

housing and the handling of goods from manufacturers to the final consumers.

We are a relatively smal) company with annual sales of approximately $85

million dollars; yet we are the largest supplier of our types of products in

every one of our markets around the World with the exception of Japan.

Our competition in Japan consists of the 1ift truck manufacturers themselves, such
as Toyota, Nissan, Mitsubishi and Komatsu, but we continue to make reasonable inroads
into that market. We manufacture our products in four Plants in the United

States, four Plants in Europe, including one in England and three in

Holland, and one Plant in Japan. ’

Our company has been heavily involved in overseas markets since 1959 when we

built our first European Plant, and we currently have fully staffed Sales and

Distribution Centers in a total of 11 countries. Our foreign operations
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historically contribute 35 to 40% of our total anncal sales, and it is important
for you to understand that our European and Japanese Plants supply only their own
markets. We import virtually none of their production into the U.S. with

the exception of two models which have very limited demand in this Country.
Converse\y however, our U.S.Plants export about 15% of their production in the
form of finished products and components to our overseas subsidiarics, so we are

very much 3 net exporter.

1 emphasize this because it is very germane to the ideas 1 intend to present
tt;-ynu this morning. Cascade Corporation is totally conmitted to being a
“"World Class” player and to continue producing our U.S. requirements in ghe
United States rather than transferring this production to foreign locations
3s so many machinery manufacturers have felt compelled to do in the last few
years, and which it would be so easy for us to do with diverse foreign
manufacturing plants and organizations already in place.

During the past five years, 1980 thru 1984, we have invested heavily in the ™
most advanced computer controlled machine tools, robotic welding, and computer
aided design and maﬁufacturing procedures (Cad-Cam) even through the very
severe recession of 1982-83. During this period we invested over 16

million dollars in machinery and equipment in our U.S. Plants alone; compared
with total U.S. earnings for that period of only 20 million dollars.

Needless to say, the Investment Tax Credits (ITC) and the Accelerated Cash
Recovery System (ACRS) provisions in the current tax laws were critical to

us in acquiring these advanced tools. Without them our moderization program
would, of necessity, have been substantially less and our posture today

equally less competitive.
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As we must continue to invest in sutomsted equipment at an even greater pace

3s each year passes, our first concern in reading the Treasury Department's

new tax proposals, which would eliminate the ITC entirely and replace ACRS

with 3 system that involves much longes recovery periods, was to determine how
these proposals would effect our future investment programs. You will be
interested to know that had the new Treasury program been in effect over the same
five year period, 1980 thru 1984, we would have paid slightly less Federal Taxes,
but basing any conclusions on just this alone would be very misleading.

Under the present ACRS provisions our machinery and equipment would be fully
depreciated at the end of this period and our cash reserves built up to enable
us to buy new and even more advanced tools. 1 cannot over emphasize the
importance of this because most of these highly automated tools are literally
obsolete in about 5 years time due to technical improvements that are escalating
at an ever increasing pace. The real significance of keeping abreast with
"State of the Art™ manufacturing technologies can best be illustrated in terms
of our Worldwide employment levels during the last § years. Total employment
dropped from 1220 people in 1980 to 860 people at the end of 1984, an overall
decrease of 30% during a time when we increased our Engineering and Sales staffs
and increased the unit volume of products produced. 1f this advanced machinery
is available to our foreign competitors it must be avaiiable to us, or we will

perish,

I am here today to suggest to you that the complete elimination of I1TC and

ACRS, as proposed, would constitutg an enormous mistake. Even if the Administration
new tax proposals are ﬁ'dopted and there comes into being a 13% tax reduction

for Corporations, from 46% to 33%, and partial dividend deductability,

a significant segment of American Industry is still going to need the

advantages of 1TC and ACRS. These are the companies, such as ours, that
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fust compete every day of their Vives against heavily government subsidized

foreign companies in order to preserve our domestic and export markets. The survival

of these industries is critical! America simply carnot survive as a major

world power if these industries and skills are lost, and we become dependent e ——

on foreign sources for 311 of these vital products.

I am not suggesting that 1TC and ACRS be applicable to the broad range of
investments it encompasses today. My first premise is that they apply only to machinery
and equipment manufactured in the United States, and secondly that only those
industrial and commercial machinery ftems that are significantly impacted by
foreign competitiun be included in any listing of qualified Products. In
determining that products are in fact manufactured in the U.S.,the builder would
have to certify that they contained at least the minimum U.S. content specified
in the Legislation.

ITC then later, ACRS, were brought into being to stimulate investment and thus
create jobs in our economy. When a substantial portion of these credits and
benefits are allowed for investments in foreign built machinery it greatly
nullifies the very purpose of these laws. The program I suggest would correct
this inequity. The other benefit of such a program, and it is a major one,

is that it would give U.S. manufactured products about a 12 to 14% advantag—e
against foreign competiti;n because obviously the purchaser wou&d not be allowed
the benefits of ITC and ACRS on any foreign equipment purchased.

What this limited extension of ITC and ACRS would amount to in terms of l.ost
revenue to the Treasury plan 1 cannot begir to estimate, but it would certainly

be substantially smaller than todays impact, and it could be the survival factor
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for many of our critical industries. We must give the companies that are
endeavoring to become “World Class® competitors here in the Unitcd States, and
who are trying not to move their production overseas, the tax incentives to
succeed. 1f this requires a comewhat smaller reduction than the proposed 13%

in basic corporation tax rates, then this should to considered.

It is interesting to note that the proposed Treasury plan would not have impacted our
company over the 1980-84 period much differently than the present tax law,
including ITC and ACRS, but only because we took advantage of these incentives
ahd actually made the investments. The Treasury plan includes no such induce-
ments to modernize. Companies would simply end up with mcre after tax earnings
to dispose of as they pleased.

1 am well aware that the President and many of you, perhaps all of you, are
anxious to avoid raising protective tariff barriers and imposing quotas or other
restrictions on foreign imports that could start a retaliatory trade war and
negate the years of effort that we and our trading partners have put into
G.A.T.T. 1 share that concern. What | am proposing is modest tax assistance
indeed comp