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emember the windfall profits tax? It's
only a few months gince it was enacted,
[ B but Congress already seems to have for-
| gotten its pledge to return the revenues recap-
tured from the oil companies to help individual
_taxpayers cope with skyrocketing energy costs,
our representatives appear determined
to use all the windfall tax collections and much
“more to finance the largest corporate tax cut

Last fall, we reported to you that, ‘“Believe It
Clonable and James dones
1 think the tax treatment of oil companies is §0
7 faiy and reasonable that they want to extend the
' same favorable treatment to all U.S. corpora-
1 fions.” We were referring to the “10—5--3"
‘1 depreciation bill, a plan to cut corporate taxes in
" half by tremendously speeding up tax write-offs

.
R
n

Even the Carter administration, which came
into office with a strong commitment to tax re-
form, has adopted the big business line. Al

‘though the administration severely criticized 10-

5-3, especially after the Reagan endorsement,
President Carter’s latest ‘“‘new economic policy™”
asks Congress to approve depreciation speed-ups
which will cost Treasury some $24 billion a year
by 1985.

At this point it’s all but certain that Congress
will pass some form of huge corporate tax cut
late this year or early next year. For partisan
reasons it will probably be one of the Democra-
tic rewrites of the 10-5-3 plan. And the result is
likely to be disastrous for already overburdened
individual taxpayers.

The enthusiasm in Washington for massive
corporate tax cuts - also endorsed by indepen-
dent candidate John Anderson - represents a
striking victory for what has to be the biggest
and best orchestrated business lobbying effort

-ever,

proposals to gut g Focusing tax changes on investment incentives
through faster write-

By the middle
10-5-3 gained some 310 co-SpoNsoOrs S i i rate has become danger-
in the House (out of 432 current members) and @ The U.S. investment ra 8 g
Senate (out of 99 Sena-
including a majority of both the Senate
Finance and House Ways and Means members.
Among the more recent converts were tax re-
form apostates like Representatives Joseph Fi-
~sher (D - Va) and Richard Gephardt (D -WSO.W
: 3 .D.
Pressed with the need to develop a “Democratic

and “supply-side’’ economics is a major change
in direction for federal tax policy.

ously low in recent years, and more capital in-
vestment is the answer to our productivity
growth problem.

® Our chief foreign competitors allow much
more generous tax breaks for business, invest-
ment than we do.

@ Corporate tax rates have become too high due
to inflation.
“Rrain washing” is a term not to be lightly

‘Reagén endorsed 10-5-3, the Finance Committee banidied abott, ‘as former Michigan TOVEES

has already approved its own depreciation speed-
up plan. Called 9.4.7.10-15-20, this somewhat
less generous version of the Republican plan has

George Romney learned to his sorrow in 1968.
But the success of the business lobbyists in bring-
ing so many politicians and economic pundits
into the corporate camp comes at least close to
meriting the appellation. Through saturation
lobbying and frequent pieces in friendly publica-
tions like Business Week, The Wall Street Journal,

and Time magazine, the corporate apologists.

have made the following items part of the popu-
Jar wisdom in the nation’s capital:

The Capital Cost Recovery Act would scrap
kl the current depreciation law, which generally
require that business assets be written off
only as they wear out, in favor of much faster
write-off rules. Under the bill, investments in
non-residential buildings could be written off
in 10 years—with about 75 percent of the de-
ductions in the first five years—and most
{l equipment purchases could be written off
L over five years—with 84 percent of the deduc:
litions in the first three years. (Investments in
llcars and small trucks could be written off
llover three vears- with 89 percent of the dé-
j| ductions in the first two years.) In contrast,
| under current tax rules and standard financial
| accounting procedures. 95- to B0-vear write-
j|off periods are typically assigned to buildings
il and 5- to 35-year periods are used for various
i kinds of equipment. . .
!l The effect.of such changes would be {oin.
Il crease depreciation deductions enormously,
|and consequently to reduce taxes on Corpora-
lltions dramatically—perhaps by as much as b0
percent within a few years. Even ignoting the

What is 10-5-3?

of 70’s policies
Together, these statements make up most of
the supporting case for 10~-5- 3 and similar de-

preciation proposals. But if they are subjected to
analysis, it is clear that none of them are true.

New Wave Economics?

erhaps the most ludicrous claim made by -

the corporatists is that a focus on busi-

ness subsidies and “supply side” eco-
nomics represents a radical change in direction
for tax policy. In fact, nothing could be further
from the truth, and it is mind-boggling that so
many important people in Washington seem to
believe this contention.

During the past decade, each time individual
tax rates were adjusted to offset the effects of
inflation, there was an accompanying real cut in
business taxes, primarily focused on providing
“supply-side” incentives. In 1971, the Nixon
administration sought and obtained enactment
of the ADR system of accelerated depreciation,
which shortened depreciation lives—and upped
depreciation _write-offs—by 20 percent. The
Nixon package also included enactment of a 7
percent investment tax credit for purchases of
new equipment (a similar credit had been re-
pealed in.1969) and the export subsidy DISC,

which exempted from taxation half ‘the profits: -

from exporting. Then Treasury Secretary John
Connally promised the Congress that these
“supply-side’’ changes “will provide jobs and in-
come for workers-and will foster the greater pro-

ductivity that promotes price stability and.rising ..
“living standards for all Americans.” AR

When these “supply-side” tax cuts failed to
revitalize the economy sufficiently further at-
tempts followed. In 1975, depreciation deduc-
tions were further liberalized and the investment
credit was increased to 10 percent. In 1978, the
top corporate rate was cut, the lower rates grad-
uated, and the investment credit expanded and
made permanent. The result has been to cut ef-
fective corporate rates by about 30 percent, and

effects of the investment tax credit, current
law already yields tax write-offs of about
25--30 percent per year in excess of book
depreciation. The Capital Cost Recovery Act
would add at least 20 percent over current
write-offs meaning that long-run tax deprecia-
tion would be more than 50 percent higher
per year than book deductions. And the short-
yun effect is likely to be even greater.
Furthermore, when the 10% investment tax
credit is factored in, 10-b-3 actually vields
greater tax benefits in many casesthan imme-
diate full write-offs, or “expensing.” Since
expensing is the theoretical equivalent of eki-
minating the taxes on all but windfall income
from capital investments, the result of 10-56-3
would be to take whole industries off the tax
rolls and yield negative ‘tax rates on some
kinds of corporate investments. In other
words, rather than taxing corporate income,
the government would be paying corporations
to earn profits. And when debt-financed in-
vestment is involved ~ as is usually the case -- |
the negative taxes can become even larger. O

e
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1) 2}
Nonresidential - (1} less spending
Business on pollution
investment/GNP & abatement/GNP

ll 1953 9.4
|| 1054 9.3
1955 9.6

I 1956 10.4
| 1957 10.5
| 1958 9.3
1953 9.3
1960 9.4
1961 - 9.0
1962 9.1
i| 1963 9.0
| 1964 9.4
i 1965 10.4
1966 10.8
1967 10.3 10.2

As part of their campaign for faster depre-
clation write-offs, the corporate lobbyists
have been inundating Congress with an seem-
i ingly impressive array of charts end tables,
i Apparently, their strategy is to assume that
i no one will gctually bother to examine their
i data, since more often than not the statistics
H they present actuclly contradict the conclu-
|| sions they are supposed to butiress. Here are
two examples:

I. Internafional Comparisons

The following chart compares the tax de-
preciation systems used by the U.8. and most
of our major trading partners. As can easily
be seen, the .S, provides for Hmmﬁmu write-
offs thar” ‘most foreign cotntries, in particular
dapan and Germany, the two countries whose
|l economic records have been most impressive.
i°  Yet the advocates of 10—5-~3 frequently
| reproduce this table in their congressional tes-
i| timony as evidence that the U.S. depreciation
i| system is too slow compared to those of our
competitors!

. The U. m Capital Investment Rate

The 10— 5—3 advocates frequently E.oazno
tables purporting to show that U.S. “‘capital

Country

In first year

Percentage of the cost of representative
asset recovered:
In first 3 years

Capital Formation in the U.S, Economy
{Business Fixed Investment Relative to GNP)

{1) (2}
Nonresidential. {1} less spending
Business - on peliution

Investment/GNP & abatement/GNP

1968 10.3 10.2
1969 10.6 10.4
1970 10.2 10.0
1971 0.8 0.5
1972 10.0 9.6
1973 10.4 10.0
1974 10.7 10.3
1975 9.8 9.4
1976 9.7 9.3
1977 10.0 9.6
1978 104 10.1
1979E 10.7 103
1980E 106 102
1981E 10.6

10.2
E = DRI forecasts. :

formation”
yvears. For example, Allen Sinai of Data Re-
sources, Inc. included the following chart in
his testimony before the Subcommitiee on
Taxation and Debt Management of the Sen-
ate Finance Committee, and told the Subcom-
mittee that it showed that the investment/
GNP ratio, “aside from a burst in the early
T0s, currently reflects a lower ratic than pre-
vious peaks.” Mr. Sinai went on to say that
“the periods of most rapid formation of capi-
tal, 1962 to 1966 and 1975 to 1977, were

- associated with relatively strong performance

in productivity and improved. results on infla-
tion.” Unfortunately for Mr. Sinai’s analysis,

woémﬁu%mnrﬁwgﬁs%ogm%%wmw@m ou
- completely cont¥adicis his statements, e
As a close look at the chart shows, the: wﬂ&.f
age investment/GNP ratio from 1962 to 1966
was. 9.7, well below, the 10.4 ratio in the late
60s when. wwoaﬁnﬁﬁg growth started to fall..

The ratio in the 1975- 1977 period was 9.8
{or, not counting pollution control equipment,
9.4}, This is significaptly less than the 10.2
(9.8) ratio over the entire 70s, and even fur-

ther below the 10.6-(10.2) ratic in 1978—
- 1980. The alleged “burst” in the early 70s |

was actually below the ratio for the entire
decade as well.

mm.z_a:m number

In first 7 years

United Kingdom 100.0% 100.0% 100.0% . 100
Canada 80.1% 108.3% 108.3% 99
Sweden 48.2% 86.2% 118.2% 96
United States 42.8% 72.5% 104.7% 84
Italy 25.0% 75.0% 7 100.0% 79
Japan 37.2% 66.6% 96.8% _ 77
France 31.3% 687.6% 94.6% | 75 .
Australia 30.0% 50.0% 90.0% 68
Germany 25.0% mﬂmﬁ mm.qﬁ 67
mmmec_j 26.0% 54.8% 86.3% 66

05t «moo<m1<

ll SOURCE: First three columns from Price, Waterhouse, Emwnr 28,1979, Ranking numbers
| aré derived from the Price, Waterhouse data based upon discounting out-year deductions. Smalt
| differences in ranking numbers are insignificant. The r_mrm_, the ranking number the faster the -

has been dropping off in recent W

to reduce the share of Treasury revenues suppiied
by corporate taxes from 19.5 percent in fiscal
1969 to an estimated 12.9 percent in figcal 1981.
At the same time, of course, individual rates
have remained about constant, supplying about
45 percent of budget receipts, and social security -

‘taxes have increased enormously, from 21 per-

cent of receipts in fiscal 1269 to 32 percent in
fiscal 1981.

Overall, the “investment incentive” tax cufs
of the 70s {not even including the corporate rate
cuts} added $22 billion a year to the tax subsidies
for business purchases of plant and machinery—
bringing the total cost of such tax breaks to a
staggering billion a year. (Total corporate loop-
holes come to $47 billion a year.)

in light of the historicairecord, it is both mys-
terious and depressing how the corporate lobby-
ists have managed to convince so many members
of Congress that repeating the tax policies of the
70s represents-a bold new plan.

Productivity Growth, Inflation, and the
U.S. Investment Wﬂm

H.Wm primary argument put forward in support

" of faster depreciation. is that it would resultin a

dramatic increase in investment which would
lead to a dramatic improvement in the rate of
growth of productivity. In spite of the fact that
the level of business investment has been close
to its all4ime high as a percentage of GNP for
the past two years (even not counting investments
in pollution control equipment), supporters of
faster write-offs argue that their measures are
needed to spur even more investment. They point
to the decline in labor productivity gains in the
1970s, and maintain that only a surge in capital
spending to higher levels than ever before can
revitalize our economy. Without this intensified
investment, they contend, our ?ezwm standard

of rﬁsm sam be ﬂoo Mosr.

Hwamlqm wmqwiqm qumidm

Zmﬁoa& income | .m..qﬂu.. 2. Hﬁu : m.m&.
National income :

per capita. 2.2% 1.4% - 4.3%
Zm&oﬁ& income

per hour worked 2.7% 0.9% 1.9%

SOURCE: Derived from Denison, Accounting
for Slower Economic Growth (1979).

“Productivity” is a word much bandied about
these days, and many who use it seem to believe
it synonymous with human happiness. In fact, it
means much less. Simply put, the preductivity
of a given input, say labor, is equal to the dollar
output of the economy divided by the guantity
of the inputs, say hours of work. If is inportant
tohote what productivity does not include: For
example, advances that permil new and beiter
final products to be provided do not confribute
to productivity growth as it is actually measured.
Non-monetary benefits, such as cleaner air or
safer products, do not show up as productivity
gains. Many other things which are important to
us,. individually and as a society, are irrelevant so
far as productivity is concerned.

In spite of these serious deficiencies, producti-
vity grawth is one useful tool in measuring the
advances the economy makes over time. As the
following chart illustrates, national income per
hour worked increased at an average rate of 2.7
percent per year between 1948 and 1973, and
then the growth rate dropped precipitously in
the mid-70s, to only 0.7 percent per year from

1973 to 1978. Much of this decline was, of

course, due to the major recession in 1874 and
continued on page 5
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Congressional -wheels usually tumn slowly,
and one hopes they would turn both slowly
and carefully on tax cut legislation that would
affect all of us. But Capitol Hill committees
de move quickly upon occasion, especially
when political mileage is to be made by doing
so. A case in point is the Senate Finance Com-
mittee which has acted with blinding speed in
reporting its tax cut proposal.

According to Article 1, Séction 7 of the
Constitution, “all bills for raising Revenue
shall originate in the House of Representa-
tives.” The reason for this requirement was
that the House members, with their frequent
elections, were nowm&mumg closer to the peo-
ple and ﬁwmwmmog less likely to ignore the pub-
lic’s - interest in enacting tax legislation. But
the farmers failed to reckon with Long’s Law
of Taxdynamics: “For every rule, there is an
equal and opposite loophole.”

And so, it was with some merriment that
-an. almost unanimous Senate Finance Com-
-mittee added a $39 billion tax cut as an
-amendment to a minor House-passed bill to
“suspend the duty on six bronze Swiss bells for
‘the Foundry United Methodist church of
Washington, D.C. When the knee-slaps and
.guffaws subsided, it was apparent that the real
joke was-on individual taxpayers.

: .Hﬁm meagure, approved by the Finance
Committee on a 19—1 vote, confirms the
cons utional framers’ fears about Senate-
originated tax législation, Average taxpayers
will get Tittle or na real tax cuts, after account-
ing for inflation-caused :menxmﬂ creep” and
‘next January’s social security tax hikes. But
“the bill provides a 25 percent corporate tax
cut, mostly in the form of faster depreciation
write-offs, and expands several loopholes
worth ergm to the wealthy. Only Senator
Bob Packwood {R—Ore.), who fears that the
‘trend toward cutting taxes on investment
income could lead toa national sales tax, voted
against the bill,

- Because the size of the tax cut is substan-
. tally larger than most members of Congress
want, it’s likely that the individual tax cuts
. will be scaled down even further on the Sen-
-ate floor, The situation is reminiscent of what

Russell Long

- happened to tax cut legislation in 1978 when

Senator Long and others insisted on huge re-
ductions in capital gains taxes and business
taxes—which meant that individual reductions
were trimmed down untill they did not even
offsef inflation, except for those earning more
than $50,000 a year.

Thus, in spite of Congress’ promise to use
the windfall profits tax revenues to provide
substantial, real income tax cuts to help peo-
ple cope with skyrocketing energy costs, most
individuals will actually have to face both
higher energy prices and higher taxes.

Specifically, the Finance Committee’s
amendment includes the following:

39

Business and Investmenst “Incentives
($17 billion in 1981, $33 billion in 1985)

2—4—7—10—15—20 depreciation—A $10
billion increase in annual business investment
subsidies (rising to $20 billion in 1985), this
provision is a scaled-down version of the
Republican 10—5—3 plan. It would allow
depreciation write-offs for equipment at least
20 percent faster than under current law, by
shortening the write-off periods to 2, 4,7, or
10 years {and retaining the existing acceler-
ated formulas). TFactories, stores, oiffice
buildings, and other real estate could be
written off over 15 years using an accelerated
formula if occupied by the owner. Other
buildings could be written off over 20 years
using a straight-line method (15 years for
low-income housing) at the taxpayer’s option.

According to staff reports, the idea was to

“eliminate taxXes on investments in equipment.

lasting 12 years or less, butto avoid the negu-
tive tax rates which the 10—86~3 plan would
create.

Rate reductions—The top corporate  rate

would be reduced from 46 percent to 44 per-
cent over two vears, and the rates on the first
$200,000 of corporate income would also be
cut, at a total cost of about $4 billion when
phased in.

Research and developmeni—An additional
subsidy for research and development would
be provided, in the form of a 25 percent tax
credit for R & D spending in excess of the
average spent for this purpose in the three
preceding years. The cost of this would be
about $500 million a year.

Investment fax credit—The current 10 per-
cent investmen{ tax credit for rehabilitating
existing industrial and commercial structures
would be increased to 25 percent.,

Capital gains—The exclusion for individuals
would be increased from the current 60 per-
cent to 70 percent, so that only 30 percent of
the profits from selling real estate, stocks,
bonds, or otlier capital assets would be subject
to tax. This would cut the maximum rate on
such income for even the highest income tax-
payers to only 20 percent. Eighty percent of
the $2.4 billion revenue loss of this provision
would. benefit the three percent of taxpayers
with ineomes exceeding $50,000 per vear.
The tax on corporate capital gains woyld also
be reduced, from the current 28 percent to
20 percent, a $300 million change which would
primarily benefit timber companies (much of
whose ordinary income is {reated as “capital
gains™).

Employee stock ownership plans—A tax
credit would be provided for up to one per-
cent of a company’s payroll if the funds are
used to set up a stock ownership plan for em- i
ployees, This would be an alternative to the
current rule, which allows one percent of a
company’s investments in equipment in a year
to qualify for such a credit. The cost would
be about $2 billlon when fully phased in.

Individual retirement gccounts—Limits on |f
individual retirement accounts would be in-|§
creased from $1,500 to $1,750 for individual |§
taxpayers, and from $1,750 to $2,000 for
couples. Employvees covered by an employer 3
plan would be eligible to set up retirement ac- |
counts and contribute up to $1,000 per year. ||
The cost would he about $600 million per|]
vear. m

Americans working abroad would be al-

lowed to exclude the first $50,000 of their

income from U.8. taxes if they. work in
developing countries, or if their work is chari-
table, export-related, or natural resource-
related. The exclusion would increase to
$65,000 after a person has been overseas for
two vears. The provision would leave most
Americans abroad exempt from U.S. {axation,
at a cost of $300 million a year.

Individual Tax Changes
{Net reduction: $1.1 hillion in 1981)

Tax increases due fo inflation-caused
Shracket  creap™ und Heheduled ineragsss
social security payroll taxes add up to $22.1
billion. However, the Finance Committee bill
offers these offsetting reductions:

Rates would be reduced in all tax wumowmwm
by one to three percentage points, Eog%sm
a reduction in the lowest rate from 14 percent
to 12 percent, and a lowering of the highest
rate from 70 percent to 67 percent.

$i2.8 @_EQ;

- The personal exemption wouid be Enwmmmma
from $1, occ per individual to $1,100.

$4.8 SSO;

The zero brackel amount (or standard de-
duction) would be raised for single persons
from the present $2,300 to $2,400, and for
married couples from $3,400 to $3,600. In
conjunction with other provisions, this would
increase the level below which no income tax
is owed to $4,400 for singles, $5,800 for child-
Hmmm couples, and $9,600 for families of four.. |

$1.5 billion |

The earned income credit for low-income ||
families with dependent children would be in- |
creased from 10 to 11 percent, with the maxi- ||
mum credit going to $550 from the current ||
$500. The credit is now phased out as income |}
rises from $6,000 to $10,000. The biil would
phase it out between $7,000 and $11,000.

$600 million

The “marriage tax—The extra tax paid by
two married persons over what they would
pay if they divorced, would be reduced, but
only for couples in which both spouses work
outside the home. The provision would allow
a tax deduction of five percent of the first
$30,000 in earnings of the lower income
spouse in 1981. A 10 percent deduction (max-
imum of $3,000) would be provided for 1982
and thereafter. $2.7 million in 1981.

About $5.5 billion in 1982.
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1975, and predictably, the growth rate improved
substantially after 1975. The growth of national
income per capita also declined in the mid-70s,
although less seriously—the difference being azm
to the fact that a higher percentage of the popu-
lation was working for pay.

The causes of the decline in productivity
growth are currently the subject of much debate.
Lester Thurow, in his recent book, The Zero-Sum
Society, blames in roughly equal measure: idle

plant capacity resulting from government anti-
inflation policies; a shift in the mix of goods and
services being demanded and produced to services
(largely health care); and particular problems ex-
perienced in three industries—mining, construc-

President Carter’s new tax program em-
ploys a carrot and stick approach. The carrot
is held out to businesses, in the form of a $16
billion tax cut for 1981, rising to $39 billion
in 1985, mostly in the form of new ““incen-
[| tives” to invest in plant and equipment. The
il stick is applied to individuals, for whom a
[ proposed $12 billion “cut” is far less than the
i tax increase which will result next year due
f| to inflation and social security tax hikes. In
1| fact, individuals will be left with $9 billion in
il net tax increases in 1981, rising to $60 billion
| by 1985, Only when a real individual cut has
been “earned” by a lessening in the inflation
rate can real tax cuts for average taxpayers be
considered, the President declares. Previously
[| thiz year, of course, he had promised to use
I some of the revenues from the windfall pro-
|| fits fax to provide real tax cuts to help people
I deal with skyrocketing energy costs.

!  The business depreciation changes in the
Carter package appear to be similar both in
design and. cost to the 2-4-7.10-15-20 plan
approved by the Senate Finance Committee.:
Each would shorten tax write-off periods sub:
stantially, although the administration would
relain a somewhat larger number of categories
of plant and equipment -- 30 for Carter versus
7 for the Finance Committee. The cost of the
Carter depreciation plan would rise from $6
billion in calendar 1981 fo $22 billion in fis-
i cal 1985. The Finance Committee plan
ll would go from %10 billion to $20 billion over
tl the same peripd. The entire cost in the first 5

soclude:
___omv;& gains - faxes, added MEH&O%% Stock
Ownership Plan credits, and . mwbmwmwo_a 0m in-

tion, and utilities.

Edward Denison, associate director of the
Commerce Department’s Bureau of Economic
Analysis, and (according to Business Week)
probably the country’s leading expert on produc-

tivity, is less sure of the culprits after analyzing -

the data in his recent study Accounting for
Slower Economic Growth. But hoth economists
are convinced that insufficient capital investment
explains little, if anv, of the problem.

Thurow notes, *“Plant and equipment invest-
ment cannot explain the decline because if is up,
not down. When our productivity was growing
most (1848—65), plant and equipment invest-
ment averaged 9.5 percent of the GNP. Produc-

s carrot and s

fiscal years would be slightly higher under the
Finance proposal, $74 billion versus $67 bil-
lion for Carter. Each would represent about a
17% corporate cut by 1985,

The Carter Bill includes another $3.5 billi-
on in corporate cuts by making 30% of the
10% investment tax credit refundable for
companies which owe no taxzes (perhaps be-
cause of the new accelerated depreciation
write-offs), and authorizing additional credits
for investments in depressed areas. The Fi-
nance Committee adds about the same a-
mount by cutfting corporate rates, but this lat-
ter change increases in cost much faster than
the Carter-proposed refund ($6 billion versus
$3 billion by 1985),

Other similarities between the two pro-
grams include reductions in the ‘“marriage
penalty,” increases in the earned income cre-
dit, and tax cuts for Americans workin
dﬁcma (slightly less generous In the administs
tion version). The Carter package does not in-
narice-approved measures like cuts in .

dividual retirement accourits;

The details of the Carter ﬁmonmm are’ mm moH
lows:
Business and Investment Tax Cuts
($15.8 billion in 1981, $39 billion in 1985)

“Constant Rate Depreciation” -- Basically
a compromise between current law and the
Republican 10-5-3 depreciation plan, this
proposal would add $6 billion to business in-

_ vestment subsidies in 1981, rising to $ 24 bil-

lion in 1985. It would allow depreciation
write-offs for equipment and buildings to be
as much as 40% faster than under the present
ruies.

Investment tax credit -- The plan would
allow companies which have no taxable in-
come (perhaps due to the depreciation
changes just mentioned) to obtain a tax re-
fund for 30% of the investment tax credits
they generate. (The remaining credits would
be applied to prior or subsequent tax years.)
The idea is that, since the 10% investment
credit is supposed to be a subsidy, a company
that’s just starting or is in financial trouble
ought to be able to take advantage of it just
like profitable companies. In addition, the

Carter plan would authorize the Commerce

Department to designate up to $10 billion a
year in investment projects that it thinks need
help to be eligible for a 20% investment tax
credit instead of the nsual 10%. (The extra
10% would be fully refundable.) Cost: .mwm
billion.

8% Social Security Credit - mcmwmmmmmm
would be granted an 8% credit on their share
of social security payroll taxes, The size of

st ?&Smn& Tax orm_ﬁmm
(Net increase: $9.4 billion in 1981)

spouse, Cost: $4.7 billion,

tivity growth fell after 1965, but investment
rose to 10.2 percent of the GNP from 1966 to
1972. Productivity growth took another fall after
1972, despite the sharpest post-World War I re-
cession. [D}eclining investment is not the
source of our problems.”

Denison points out that the growth of nm@nm_
per worker has been remarkably stable in the
post-war period, and that “there was no adverse
change after 1973 that could account for the
sudden drop” in the productivity growth rate.
He attributes only 0.1 percentage point of the
drop in productivity growth after 1978 to a de-
crease in capital investment in plant and equip-
Emﬂﬁ wma ﬁmumon mSEO%mm.

ick

the credit was chosen to just about exactly
offset the scheduled increase in payroll tax
rates this January (from 6.13% to 6.65%).
The wocm is that much of this cut will be
passed on in lower prices, thereby helping in |§
the fight against inflation. In the longer run, |§
the cut will probably at least partially result
in higher wages.

Small business relief -- Small “Subchapter [j§
8" corporations, which are taxed basically the {f
same as partnerships, could have 25 share- |}
holders instead of the current limit of 15. In |
addition, certain costs of starting up a new [}
business, which now are not deductible, could |§
be sﬁgmu off over 5 years. Cost: $200 mill- |
ion, _

Americans working abroad would be al-
lowed to mNoEam ﬁg mwmﬂ $25, 000 of -their-

in-. ummﬁoumm wo Wmmé M v ving v multina- .

cogﬁmﬁwmm

mﬁvwowmmm.._

Tax increases due to inflation-caused ,.ﬁg.ma-
ket creep’’ and scheduled increased in social
security payroll taxes add up to $22.1 billion.

Offsetting reductions in the Carter proposal.

8% social security credit: Individuals would
be allowed a tax credit for 8% of their share
of social security payroll taxes. This would
offset next January’s rate increase for those
with sufficient income tax liability to utilize
the credit. Cost: $6.2 billion,

Earned income credit: The refundable ||
earned income credit for low-income families |}
with dependent children would be increased i
from the current 10% of the first $5,000 of
earnings to 12%, and the credit would be |
phased out between $7.000 and $11,000, in- {f
stead of between $6,000 and $10,000. This
change would more than compensate these |§
families for the increase in social security tax
rates in January, but would provide no help
to low<necome single people. Cost; $800 mil- |
lion.

The “‘marriage tax” -- the extra tax paid by
two married persons over what they would |
pay if they divorced -~ would be reduced, but
only for couples in which both spouses éow.w
outside the home. The provision would allow |
a tax deduction of 10 percent of the first jj
$30,000 in earnings of the lower income
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There's no question that replacement of
workers with more efficient machines has Emw.oﬁ..
ically been one of the major factors in boosting
labor preoductivity—along with improvements in
“soft” technology and advancements in worker
- skills. But the other side of the coin. is that
worker productivity suffers when machines be-
come less efficient, and that is exactly what hap-
'pened as energy prices shot up in the 1970s,
And unfortunately, the recent OPEC price in-
creases and the decontrol of domestic oil prices
are going to reduce the efficiency of machines
even further (at least in the short run), and labor
productivity will again-suffer.

In the face of higher energy prices, it is, of
course, necessary for businesses to hecome more
energy-efficient. Quite rationally, they have
already moved quite far in this direction—using
machines that require less energy and placing
greater reliance on labor. This has mitigated the
effects of higher energy prices, but the fact re-

mains: We are less rich because of the OPEC car-

reform
apostates

With friends like
these . . .

19765-1979*
Public Citizen
Tax Reform
Rating
House:
David E. Bonior (D—M1) 100%1T
Frederick W. Richmond {D—NY) 100%
Joseph L. Fisher (D—Va.) 100%
Les Aspin (D—Wl{) 84%
Matthew F. McHugh (D—=NY) 94%
Claude D. Pepper (D—FL) 93%
Chris Dodd (D—CT) 88%
Andrew Jacobs, Jr. {D—1N) 88%
William Lehman (D—FL) 88%
Jerry Patterson (D—CA) 88%
Berkley W. Bedell (D—I1A)} 82%
James Blanchard (D—M1) 82%
Floyd Fithian (D~IN) 82%
Norman Y. Mineta (D—CA) 82%
John F, Seiberling (D—QH) 82%
Frark Thompson, Jr. {(D—NJ) B2%
John D. Dingell (D—MI) . B1%
Robert W.Edgar (D~PA) . o 78%
I Lee M, Hamilton (D=IN) - - 76%
lj| Harley Staggers (D-WV) - - 76%
il Nick Joe Rahali'I} {D-Wv) 73%
Edward P. Beard (D-RI) 71%

Butler Derrick {D-SC) 71%

Jim Lioyd (D~CA) 71%
Mike McCormack (D-WA) 71%
Edward J. Patten {D—NJ} 71%

%*

t  Score is for 1977--79.

..a_ﬁmﬁm Emowgmm.éczﬁ be ﬁm,ﬁoﬂ@g over less

w7 3pOnsoring the 1063 depreciation bill -

Absences not counted in computing percentages.

** Elected to the Senate in 1978. 1975—78 votes arein %m_ House,

tel’s actions than we otherwise would be.

The case for proposals like 10—5—3 seems to
be largely based upon the premise that changes
in the tax laws can reverse the effects of higher
energy costs. In fact, however, most of the tax

breaks would go to reward companies for doing

what they would have done anyway. And, as
economists Alan Auerbach and Dale Jorgensen
have pointed out, much of the impact on invest-
ment the bills would have “would be dissipated
through misallocations of the resulting capital
stock. The misallocation would be much more
serious than under the existing tax law,”’ and
would be harmful to our need for more effi-
ciency and less waste.

For example, 10—5-—-3 would tilt business
spending decisions in favor of equipment pur-
chases, even where the labor, materials, and en-
ergy necessary to construct and operate a ma-
chine would utilize more of society’s resources
than would hiring workers, Excessively costly

McGovern

Aspin

_ Pepper Hart

House and Senate Members with good 1o excellent tax reform records who are co-

1975--1079*
Pubtlic Citizan
Tax Reform
Rating
Edward J. Markey (D—Mass.) 70%t
Harold Johnson (D--CA) £59%
Norman F. D'Amours {D—NH) G5%

Don Fuqua {D--PA) 65% .

Thomas R. Harkin {D~IA) 65%
John W. Jenrette (D—SC) 65%
Stephen L, Neal (D—NC) 65%
L. Richardson Preyer (D=NC) 65%
Clement J. Zablocki (D—W[) 85%
Adam Benjamin (D—N) 64%t
Norman D. Dicks (D—-WA) 64%t
Richard A, Gephardt (D—-MO) C 64%t
Jim Mattox (D-TX) 64%%
Charles Rose {11 {D—NC}) _ 62%
John G. Fary (D~IL) - B0%
Peter H. Kostmayer (D—PA}) 60%t
Gunn McKay (D—UT) 60%
Morgan F. Murphy (D—IL} 60%
SENATE:

Gary Hart {D—CO) : .B3%
George McGovern (D—SD) _ 83%
Patrick J. Leahy (D—-VT) 81%
Max Baugus {(D—-MT) 749%%*
Gaylord Nelson (D—WI) 68%
Thomas F. Eagleton (D—MQ) 62%
Ernest F. Hollings (D—SC) 58%

-ment revenues. from taxes on capital than does

sturdy, more cost-effective ones, because the
bill’s flat five-year write-off period favors
machines with long actual lives. And perhaps
most significantly,  real estate would attract
more capital, and equipment purchases less,
because the bill grants its largest bresks to
investments in commercial buildings.

Even many of the proponents of the bill admit
the problem with faster write-offs for real estate.
Business Week notes that it “could be the best
tax shelter opportunity to come along in years,

. a tax. bonanza for real estate speculators.”
Since nobody claims there’s currently a shortage
of tax incentives for putting up commercial build-
ings, why were faster write-offs for buildings in-
cluded in the bill, since real estate subsidies are
fundamentally inconsistent with the sponsors’
putatuve goal of encouraging investments in
equipment? The answer, of course, is that the
real estate break was necessary to win the
support of retailing and service industries—
companies like Sears, Roebuck. “Politically,
everybody had to get something,’” the draftsmen
of the bill have admitted.

The willingness of the lobbyists for the
10—5—38 to include real estate within the bill in-
dicates how little they really care about or be-
lieve in the alleged economic benefits of their
plan. Their main goal is simply to reduce taxes
on large corporations, that is, on their clients.

- Comparisons with Other Countries

he proponents of faster write-offs are

fond of pointing to the depreciation rules

In other countries as examples of how
“‘antiquated” our approach of trying to measure
net income accurately is. Some other countries
do allow faster equipment write-offs, but the
comparative data actually show how little either
the depreciation rules or the ratio of investment
to GNP relates to relative rates of economic
growth or productivity gains,

The United Kingdom, for example, allows im-
mediate expensing of capital investments, yet its..
economic growth and productivity gains are well
below ours, while its inflation rate is worse.
Japan’s high growth rate has occurred in spite of
the fact that it raises a higher share of its govern-

the U.S. Germany’s admirable economic perfor-
mance has been achieved with much slower
capital write-offs than ours. .

A study done for the Joint Economic Com-
mittee in late 1977 by Edward Denison found
that “[iln no case where growth rates of the

United States and another country differ consi-
derably does capital account for as much as iwo-
fifths of the difference. Usually, it accounts for
much less than that, and in important cases for
none at all.” Denison also notes that the prices
of machinery and equipment compared to other
components of GNP have been lower in the U.S:
than anywhere else, and when GNP for other
countries is restated at U.S. prices, the U.S;
actually has the highest ratio of non-residential
structures and equipment to GNP of any coun-
try in the world.
Denison’s study concludes that “[w]e should
not try to provide more generous investment
incentives because some other countries may do
so. We should not imagine that investment
would be raised radically if we did. And we
should not imagine that the growth rate of.
output would jump up to foreign rates if in-
vestment could be so raised,” :
In his more recent study, Accounting for
Slower Economic Growth, Denison illustrates
how the decline in U.S. productivity growth since
1973 has been shared by most foreign countries

Looking at manufacturing output per hour i
the U.S. and six large foreign countries, for ex
“all except Germany experience . an
unambiguous drop in the [growth]rate [afte
1973]. The drop was less than in the Uhnitec
States in France, and larger in Canada, Japan
Italy, and the United Kingdom.
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High Corporate Tax Rates?

g casured as a percentage of the pre-fax
Bl income they report to their share-
“1° 4 ¥ & holders, corporate tax rates have been
I+ steadily declining over the-past decade. As al-
- 1* ready noted, the share of government spending
| ~paid for by the corporate income tax has plum-

' meted from over 19 percent in 1969 to under

13 percent in fiscal 1981. The effective corpor-
. | ate tax rate on domestic income has declined
| from about 35 percent in 1969 to only about 25
- percent today. In his latest corporate tax study
of 100 of our largest corporations, Congressman
Charles Vanik (D—Ohio) found that the eifec-
tive U.S. tax rates on the worldwide income of
these companies fell from 27 percent in 1969 to
under 19 percent in 1978.
. Under any of these measures, the trend in cor-
. porate taxes has clearly been downward. But the
1 lobbyists claim that inflation has seriously dis-
i torted the measurement of corporate income,
- and pointing to two recent studies, maintain
_ that corporate rates are actually too high today.
- 1" Both studies, however, are incredibly flawed,
- | and their conclusions are simply wrong.

At the outset, it should be clearly understood
that inflation can distort the measurement of
investment income, as is painfully obvious to
anyone who has a savings account. A primary
effect on the corporate side from inflation is a
reduction in the value of depreciation deductions.
A machine or building is purchased with *‘real”
dollars, while the write-offs in later years can be
in deflated ones. But there are two major factors
which counterbalance the damage caused by in-
flation: first, the many corporate tax breaks in
the Internal Revenue Code; and second, the in-
come gains when inflation reduces the ‘‘real”

In May of this year, the Price, Waterhouse &
Co. ‘qecounting firm issued a report purport-
ing to analyze the data on inflation-adjusted
income which is avatlable in 1978 corporate
annual reports. The widely reported study
concludes that after inflation is taken into ac-
count, “real”’ corporate incomes and returns
on investment were much lower than reported
to shareholders, and that tax rates were much
higher. A look at the methodology used in the
study, however, shows it to be ridiculous, and
makes one wonder whether Price, Waterhouse
can ever by trusted, Specifically: :

@ The study found that ‘“real’” income was
substantially lower than reported income af-
ter adjusting depreciation and other deduc-
tions for inflation- only 60 percent of reported
income, for example, for industrial corpora-
tions. But the figures in the study ignored the
income gains experienced by most companies
from inflation’s reduction in their real debt
liabilities~ although this information also is in-
l cluded in the annual reports. As the study
I itself was forced to admit in its text, if those
gains had been included, “real” income “would
have been higher for all industries except the
financial companies, and in several instances,
would have exceeded 100 percent of historical
‘i [reported] income.”

@ In calculating “effective tax rates,” the
study included both “current taxes”—that is,
| the taxes actually paid—and “deferred taxes’
—that is, the taxes which. were sheltered by
| tax subsidies like accelerated depreciation.
il Such an approach yields grossly inflated “‘ef-
|| fective tax rates” which are essentially mean-
ingless. To illustrate, the 10- 5—3 depreciation
plan, which would cut corporate tax liabilities
in half, would have no effect on “‘effective tax

_ : m‘” mﬂro :mmwm o __

GROWTH RATES IN MANUFACTURING QUTPUT PER HOUR
Drop in average growth rate after
1973 from 1860--1973 period
1950— 1960— 1973~ Percentage % Decline
1960 1973 1978 Points
United States 2.1% 3.2% 1.7% —1.5% —47%
Canada 3.7% 4.6% 2.5% —2.1% ~46%
Japan 9.3% 10.0% 3.5% —6.5% —65%
France 4.8% 5.7% 4.8% —0.8% ~16%
West Germany 6.2% 5.5% 5.1% —0.4% ~ 7%
ltaly 5.8% 7.2% 2.6% —4.6% —64%
United Kingdom 2.1% 3.9% 0.2% _3.7% —95%

value of debt liabilities (a gain with which any-
one who owns a mortgaged home is familiar}.
Incredibly, however, the two inflation studies
touted by the corporate lobbyists fail to include
either of these offsetting factors. One analysis by
Martin Feldstein, president -of the National
Bureau of Economic Research, found that cor-
porations were paying close to 820 billion a year
in extra taxes due to inflation—but failed to
note that this amount is dwarfed by the $47 bil-

lion in corporate tax subsidies alone. (Bee P&T, -

October 1979, for a fuller analysis of the Feld-
stein study.) A more recent report by Price,
Waterhouse & Co, was even more distorted, using
a methodology which, for example, would show

Gulf Oil’s 1979 tax rate as 73 percent, instead of

rates” as computed by the Price-Waterhouse -
method. Cod

@ Finally, the effective tax rates used in
the Price, Waterhouse study are not U.8. fed- .
_eral taxes on domestic pre-tax income. Instead,
they include all the income taxes paid on
worldwide income. This means that state and
local income taxes are included, and more im-
portant, that high foreign tax rates can distort
the findings substantially. This latter factor
is most significant for the oil industry, whose
foreign “‘taxes’—or royalties—are frequently
at 60 or even 80 percent rates.

To illustrate the magnitude of the distor-
tions which the Price, Waterhouse methodol-
ogy results in, here are a few examples:

@ In 1979, Gulf Oil paid $104 million in
U.8. federal, state, and local income taxes on
its domestic pre tax income of $1,103 million
—for an effective U.S. {ax rate of 9.4 percent.
Under the Price, Waterhouse approach, the fo-
cus would be on Guif’s pre-tax worldwide
income of $3,082 million. Added to the $104
million in current U.S. taxes would be $267
million in “‘deferred” 11.8. taxes, $10 million
paid to Puerto Rico, and $1,379 million in
current and deferred foreign taxes. This would
vield an “effective rate” of 57 percent—even
before inflation adjustments. X

Then, Price, Waterhouse would reduce
Gulf’s reported income by $673 million to
aliow for the effects of inflation, primarily cn
depreciation write-offs. But it would ignore
an offsetting gain of $421 million due to in-
flation adjustments to debt. The Price, Water-
house result would be to show Gulf with
“adjusted’’ pre-tax income of $2,409 million,
and an “‘effective tax rate” of 78 percent!

flation’s effects on’ both-

the 9.4 vmwnmﬁ actually paid, and J. C. Penney’s
tax rate as 87 percent, instead of 19 percent!
(See box.)

The thrust of the lobbyists’ inflation argument
is that faster depreciation would help offset in-
flation and yield a fairer measure of corporate
income for tax purposes. The ludicrousness of
such a contention is illustrated by the fact that
their favorite proposal, 10—5—3, could actually
take many very profitable industries—oil and
utilities, for example—entirely off the tax rolis,
and even yield negative tfax rates for some
investments.

continued on page 10

debt reduces it by only $140 million—to $96J
million. This ¢hanges the cuirent effective tax.
rate by only 1.4 percentage points, from 9.4
percent to 10.8 percent. _

® In 1979, J.C. Penney reported pre-federal
tax income of $394 million. Its current U.S. tax
bill was $76 million, for an effective rate of
19.3 percent. Under the Price, Waterhouse ap-
proach, the tax bill would include $74 million
in ‘“deferred taxes” and $7 million in state
and local taxes, for an effective rate of 41.4
percent, even before inflation adjustments.

Then, Price, Waterhouse would reduce J.C.
Penney’s income by $158 million to allow for
inflation’s effects on inventory and by another
$53 million to allow for inflation’s effects on
depreciation deductions. But it would ignore
an offsetting gain of $138 million due to in-
flation adjustments to debt. The Price, Water-
house result would be to show Penney with
“adjusted’’ pre-tax income of $190 million,
and an “effective tax rate’ of 87 percent!

In fact, if the debt adjustment is made, the
net effect of inflation is to reduce domestic
profit by only $73 million, and to increase
the effective tax rate by only 4.4 percentage
points, from 19.3 percent to 23.7 percent.
Furthermore, Penney states in its annual re-
port that it believes that adjusting inventory
by general inflation is inappropriate in the
retailing industry. Using the adjustment Pen-
ney recommends, theé net effect of inflation
is to increase its real profit by $54 million,
and to lower its effective current tax rate to
only 17 percent. 0
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share only)
ject to social security taxes (6.13 percent u

muno

| of income, are used w

be 50--50 at $20,000; 60—40 at $30,000; and

including social security taxes of
rate on a one-earner family of four wi
Carter plan, it would increase to 17.4 percen
be 16.9 percent ($3,689/§21,800)

an be

.. CCURRENT law figures show total effective tax rates,
_in 1980 for a variety of incomes and filing statuses.

hen they exceed the zero-bracket amount. F

 FINANCE and CARTER {igures show 1981 tax rates on the same 1980 incomesa
6.65 percent on the first $29
¢h $20,000 in income is 16

including both income taxes and social security taxes (employee
It is assumed that all income is wages potentially sub-
$25,900 per worker) and that itemized deductions, equal to 20 percent

or two-earner couples, wage splits are assumed to
62%—37% at $40,000.

djusted for inflation (at nine percent),
700 in wages per worker. For example, the current tax
8 percent ($3,365/$20,000}. In 1981, under the
t ($3,801/$21,800), and under the Finance Committee’s plan, it would

.

1

¥
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continued from page 7

Union Carbide recently issued a report to sec-
~urity analysts explaining why it was lengthening
-its. depreciation write-off periods for book pur-
‘poses by some 35 percent over the tax lives pre-
scribed by the IRS, and sticking with the slow,
straight-line depreciation method. The IRS
“guideline lives,” the report notes, “are not real-
istic; they are too short. . .
[for book purposes] by industry generally, nor
" by any of cur competitors.” The result of using
the IRS lives in the pasgt, Union Carbide states,
was to understate its income and to have fully
written off many of its assets which are still func-
tioning and producing income. As for 10—-5—3
and the claim that it would help measure income
more accurately in an inflationary period, Union
Carbide -concludes: “It would obviously [be]
ridiculous to use [such short ﬁﬂﬁm,om ﬁmﬁoamu
for book depreciation purposes.’
It is also ridiculous for the corporate lobbyists
to argue that 10—5--3 makes sense to measure
corporate income for tax purposes.

Alternatives

aster depreciation is not going to reverse
our productivity growth decline, and in
fact, the distortions and economic waste
it would create could actually make things worse.
But simply condemning this proposal does not
solve the problem, and it is incumbent on the
Congress and the administration to explore al-
ternatives which do not entail dismantling of
the corporate income tax.

Developing a coherent policy to improve pro-
ductivity growth requires as clear as possible an
understanding of what caused the decline. Al-
though not all the factors have been isolated,
those that have been offer some hope, limit
what can reasonably be mxwmo&m& and suggest
Eﬁ@ &uﬁmmsm orth 3

|

Some of the factors that contributed to the

likely to be less troublesome in the 80s. The
- huge infusion of relatively unskilled labor into
the job market, for example, is not predicted to
continue. Other factors, such as the shift in de-
mand toward services and the overriding energy
prablem, will probably remain. The latter, how-

steps taken by Congress and the administration
to promote energy conservation. And the shift
toward services is not an unmitigated disaster.
As Lester Thurow points out, “If we wanthealth
cate [the fastest growing service areal,
what we want, but one of the inevitable conse-
quences is a lower growth of productivity . . .

even though our sense of well-being may be up.’

We are also going to have to continue to live
with some declining industries for a ﬁmmoa of
time. Steel, for example, can never again be as
.1 highly in amﬁmma as it was when its biggest cus-
.+ -tomer-the auto industry—was building ocean

pre-war steel 'plants will ‘be retired:and steel-
making will be handled at our newer plants {the
mast modern is the world}. .

There are two problems that clearly contri-
buted to the decline in productivity growth which
a progressive tax m.owo% could address. The first
and most important in inflation. As Edward
Denison explains in Accounting for Slower
Economic Growth: “While low productivity
growth stimulates inflation, it is also evident
that inflation poses a multiple threat to pro-
ductivity. . . . First, rapid price advances tend to
reduce output per unit of input by interfering
with efficient operation of domestic and inter-
national markets, complicating decisionmaking,
and distorting taxation. Second, inflation gen-

. They are not used .

deeline in productivity in the last decade are

ever, may be somewhat abated by the recent

that is

-1 liners  on wheels. But as this process occurs, our .

erally results in governments adopting macro-
economic policies designed to operate the
economy below its supply capabilities. The result
is . . . underutilization of mw.bbwow.ma labor and
capital that lower their productivity.”

Given that traditional approaches to dealing
with inflation—all involving contracting the econ-
omy and growth—are harmful to productivity
increases, Congress ought to mbuon alternative
policies, including tax-based incomes policies,
which focus on the cost push side of inflation
rather than upon stifling of demand presstires.
One approach along these lines is Representative
Gephardt’s proposal to provide a tax credit for
a portion of the social security tax. This regres-
sive tax, which is becoming more and more bur-
densome on low-, moderate-, and middie-income
workers and on small business, is inflationary,
leading to higher prices and wages to make up its
cost. Furthermore, as it has increased, while sub-

sidies for capital investment have also gone up,
business decisions have been artificially tilted
away from labor, leading to economic waste. At
this time, direct or indirect cuts in the payroli
tax appear to have overwhelming economic
advantages.

A second factor Ewwgﬁsm productivity growth
involves the economic distortions which federal
tax subsidies create in the economy. Rather than
continuing to add more “incentives” to the tax
code, as the advocates of faster depreciation pro-
pose, the Congress should consider jettisoning
much of the baggage which the tax system has
acquired over the past 60-odd years, and move
to a simpler, fairer system with much lower rates.
By making taxes a significantly smaller factor in
economic decisionmaking, the economy would
work better, people would be happier, and in ail
likelihood, labor and business would be more
productive. o

TAKING
THE PAIN
OUT OF
FINDING

SEND $2.50 to

Public Citizen's
2000 P ST., NW.
Washington, DC 20036
Dept. DENTAL

Health Research Group

A GUIDE TO BETTER
DENTAL CARE

BY |

GREG NASH

SIDNEY M WOLFE, MD.

We welcome letters of response from our
readers. Letters may have to be edited for
length., Unfortunately, we can’t handle indi-
vidual tax problems.

Please address letters to the Editor, People
& Taxes, 215 Pennsylvania Ave., SE, Washing-

As our readers have no doubt noticed, the |
summer months have been erratic ones for
People & Taxes, due to editorial and staff
transitions. Since this issue is the second dou-
ble issue in a row, all subscriptions will be
extended for two months. We appreciate

ton, DC 20003.

your patience,

page ten/PEOPLE & TAXES, August/September 1980




by Robert S. Melntyre

ceording to Bob Woodward and Scott
Armstrong in The Brethern, the ailing
Justice William ©. Douglas, aftempting
to retain his Supreme Court seat in spite of the
fact he could no longer read, maintained that he
could decide intelligently in the important cases
merely by checking the position of Chief Justice
Warren Burger and voting the other way. In &
similar vein, the recently announced conversion

- of Senator Lloyd Bentsen (D—Tex.) from a sup-

porter to an opponent of indexing the tax rates

‘for inflation ought to be the occasion for tax

veform-oriented liberals to reconsider their tra-
ditional opposition to such indexing.

The kind of indexing which deserves liberal

attenfion involves only a simple adjustment of

the tax brackets and other fixed dollar figures in
the tax code for inflation. In essence, this fype
of indexing would merely substitute an auto-
matic adjustment for the ad hoc tax ‘“‘cuts”
periodically enacted by Congress to offset the
“hracket creep’” caused by inflation.

Another form of indexing, having to do with
the measurement of income from capital invest-
ments, is an interesting theoretical concept, but
as is discussed below, is-virtually impossible to
achieve in either a fair or administrable way.

Traditionally, liberals have opposed tax brac-
ket indexing on several grounds:

First, they have feared that without the auto-
matic tax increases caused by inflation, the poli-

| tieal luge of tax cuts might lead to'reductionsin

important social programs. With an. unindexed
system, on the other hand, the politicians’ can’
take credit for phony tax cuts and still contifiue
to fund the programs liberals support. .

Second, liberals have generally accepted the
econoymists’ argument that it is a fiscal virtue for
the income tax to go up in real terms during an
inflationary period, as an automatic counter-
cyclical tool.

Finally, tax reformers used to argue against
indexing on the basis that reforms which shift
the distribution of the tax hurden are possible
only in the context of large general tax cuts. For
example, some people feel that the progress in
the 70s in taking low income families off the tax
rolls might not have been achieved had not infla-
tion necessitated enormous, albeit phony, tax
reductions. o

it one takes a hard look at the events of the
last decade however, it is hard to continue to
maintain any of thése positions. Certainly, on
halance, tax reform goals have not been served
by the frequent congressional tax adjustments of
the past 10 years. In spite of tax cut bills in 1971,
1975, 1976, 1977, and 1978, individuals came
out of the decade bearing a larger share of the
overall tax burden than when they went in, The
average individual income tax rate stayed about
the same, and the personal income tax’s contri-
bution to total federal revenues was also about
constant. But social security payroll taxes, which
primarily fall, directly or indirectly, on indivi-
duals, increased substantially. There were real
tax cuts in the 70s, but in the aggregate, they
went exelusively to corporations. And the gains
in cutting taxes for low-income people were
matched by huge cuts for the wealthy (like the
capital gains tax reduction), meaning an increased
burden on the middle class.

As for the fiscal policy argument, the only
time inflation was allowed to increase income

taxes for any appreciable time was in the 1974—
1975 recession, and most analysts admit that it
would have been better had taxes been automa-
tically cut at that time. In each other instance,
Congress passed tax cut legislation very quickly
after inflation had started to push taxes up.

The first argument, that an indexed tax sys-
tem would endanger social programs, is really
the only one which is still made with any vigor.
Both liberals and conservatives believe that an

Lloyd Bentsen
“Indexing would also
add a large dose of
honesty to the tax
legislative process,
honesty which

many members of
Congress may
frankly not enjoy,
since it would no
longer be possible to
take credit for huge
tax “cuts” which are
nothing more than
inflation
adjustments.”

indexed system would cut into such programs, a
belief which explains not only the liberals’ op-
position to indexing, but also the conservatives’
support. : .

In spite of its wide acceptanece, this argument
has serious flaws. As noted, there were real tax
cuts in the 70s, totalling about $40 billion in re-
duced - Treasury revenues annually. But they
ware all on the corporate side. Had the tax sys-
tem been indexed, there would still have been
substantial room for tax cuts to satisfy the needs
of politicians. The difference would have been,
in all likelihood, that some or even most of the
cuts would have gone to individuals faxpayers.

Our unindexed tax system is a major factor
shaping the current Congressional tax cut de-
bate. A supposed key part of the oil decontrol
program fashioned by the administration and
Congress was a prornise to rebate the funds from
the windfall profits tax to help average consu-
mers cope with increased energy costs. Instead,
however, the Carter administration is now sup-
porting large, real corporate tax cuts, and has
offered individuals a tax “‘cut” sop which will
not even offset inflation, The Republicans want
an even larger corporate cut, and are touting the
Kemp-Roth bill for individualis. But at today’s
inflation rates, Kemp-Roth will cost little more
than indexing, and its cuts are heavily tilted to-
ward the very wealthy. Furthermore, the Re-
publicans have made it clear that the corporate
cuts are their first priority, and their interest in
rebating the windfall profits tax revenues is so
low that their platform advocates repeal of the
I{ the tax rates weré indexed, both the Demo:
cratic and Republican plans would be exposed as

. the frauds on average individuals that they are.
-~ This fact may be the main reason Senator Bent-

sen now opposes indexing, and it is-a good reason
for liberals to change their minds as well.

s mentioned above, there is another kind
of indexing—having to do with the meas-
urement of income from investments—
which also has some intuitive and theoretical ap-
peal. For example, suppose someone puts $100
in a savings account earning five percent. As the

" laws now work; at the end of the year, there will

be $5 in income from that account subject to
tax. But if inflation was 10 perceni that year,
the saver has actually lost money, since the real
value of his investment has decreased. It seems a
little unfair to rub it in by taxing the $5 in
nominal income. -
“Capital indexing” would allow for suchinfla-

tionary losses, For example, if someone buys

stock for $100 in 1975 and sells it for $150 in
1980, and the price index has increased by 40
percent over that period, ingtead of a $50 capital
gain ($150—$100), there would only be a $10
capital gain ($150—8$140). If someone buys a
machine for $100 that will last 10 years, instead
of writing off $10 a year for depreciation, the
deductions would be indexed, so that the write-
off might be $14 in the fifth year. And the person
with the five perceni savings account would
show a tax loss if inflation exceeded five percent.
Sounds great, except that there’s a crucial
kicker. Inflation also affects debt. If someone
borrows $100 and inflation is 10 percent, after a
year the “real” liability is only $90. So the bor-
rower has made money from inflation. If capital
gains, savings accounts, and depreciation write-
offs are indexed, then debt has to be indexed as
well. Otherwise, nobody with gooed tax advice

~would pay any taxes.
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Here’s a simplified example of what might
happen if the tax code indexed investments, but
not debt. Suppose your salary is $25,000. To
avoidd any taxes, vou would borrow about
$240,000 at, say, 10 percent, and use the money
to buy corporate bonds yielding 10 percent. (The
bonds could be the security for your loan,) At
the end of the year, you cash in the bonds and
pay off the loan. Now in reality, you've neither
gained nor lost from the transaction; it was a
complete wash. But with a partially indexed sys-
tern, vou'd show a tax logs of the inflation rate,
say nine percent, times the cost of your bond—a
loss big enough fo take you right off the tax
rolls. There’s no question that in a system which
indexed investments but not debt it would be
easy to purchase such ““wash’ investments from
yvour friendly tax shelter promoter,

S0, indexing investments is not practical
unless debt is indexed as well. But since most
people are net debiors, such indexing would
actually increase their taxes. For example, a
homeowner now deducting the interest on his or
her nine percent mortgage would more than lose
the tax benefits from those deductions if infla-
tion ran at 10 percent.

Furthermore, although the example above

may look reasonably straightforward, invest-
ment and debt indexing are both extremely
complicated. The accountants have not vyet
agreed on how to deal with debt, and the attempts
to draft even capital gains indexing provisions
have produced monstrous legislative language
and required calculations that would panic most
taxpayers.
here is growing dissatisfaction in this
country with the high marginal rates of
taxation faced by many taxpayers under
the personal income tax. Since the income tax
is by far the fairest way to raise the revenues
needed to fund the government, this discontent
should be of great concern to Congress mﬁa es-
pecially to its liberal members.
. Omne cause of the problem, of
failure of Congress to take steps to simplif
reform the tax system through curtailment of
tax woomrommm Unfortunately, the upcoming tax
bill is not going to be the vehicle for farweaching
reform measures. But Congress can at least deal
with the taxpayer resentment which results from
individuals being pushed into higher tax brackets
merely because of inflationary boosts in their
nominal incomes. The way to do so is by enact-
ing automatic indexing of the tax brackets.

Dean Tipps, executive director of the labor-
funded Citizens for Tax Justice, maintains that a
significant factor in the defeat of Proposition 9
in California, which would have slashed the state
income tax, was the institution of indexing a
few years earlier. “People were convinced that
the income tax was fair,” says Tipps, “‘and part
of the reason was that, zEww@ the situation with
the property tax and ?ovo&ﬁon 13, the income.
tax was not being pushed sky-high v% infiation.”

Not only would indexing decrease taxpayer
regentment it would also help curtail the pat-
tern of the past decade of coupling real tax cuts
for business with inflation offsets for indivi-
duals. Indexing would also add a large dose of
honesty to the tax legislative process, honesty
which many members of Congress may frankly
not enjoy, since it would no longer be possible
to take credit for huge tax “cuts” which are
nothing more than inflation adjustments. Index-
ing would not, of course, obviate the need for

future real tax cuts, unless government spending

grows at the same rate as real incomes. But it
would decrease the frequency such cuts are
needed.

Tax bracket indexing is an idea whose time
has come. Republicans are committed to this
change, even though it is likely to work to the
detriment of their corporate constituency. If
liberals will support indexing as well, the alliance
with Republicans could assure its passage. If the
past ten years are any guide, individual taxpayers
will be well served if indexing is enacted.

.Qmﬁ:ﬁ.& Wmm Emam it Qmmm that he éo&g wwm

The “perfect’ tax cut?

If one were laying out the criteria for a
“perfect” tax cut, the list would two_omwmw in-
clude the following:

@ It should be equitably distributed.

o It should stimulate lagging demand to
help us out of the recession and put people
back to work, but should not add to the rate
of inflation.

@ Insofar as it goes to business, it should
be as economically neutral as possible and
should not favor big companies over small ones.

® It should be easy for taxpayers and the
IES to deal with, not adding any more com-

. plexity to the tax laws,

Although it seems almost too good to be
true, there is one kind of tax cut which has
all these advantages: a reduction in social
security tax rates. Even more amazing, a pro-
posal with most of these benefits is gaining
popularity in Congress, and has a reasonable
chance to be included in any tax legislation
which ig finally approved.

Representative Richard Gephardt (D—Mo.)
and Senator Bill Bradley (D—N.J.) are spon-
soring a reasure to give employers and em-
ployees a refundable 10 percent income tax
credit for social security taxes paid. The key
economic advantage of this approach over a
straightforward cut in income tax rates is that

employers are likely to ﬁmuom?m their share of

the cut as a reduction in wage costs—and
therefore cost pressures on prices are likely to
be reduced. )

The measure does not work as well in this
regard as a direct payroll tax cut, but such a
direct cut raises serious concerns among some
members of Congress, who do not want gen-
eral revenue financing of social security bene-

ley ¢ 2P

his bill to be a prelude to some general revenue
financing in the future—but the concem is
much less.

The 10 percent credit would slightly more
than offset the social security tax rate in-
creases scheduled to take effect in January.
And just as that rate increase will tend to be
regressive, hitting average workers the hardest,
the Gephardt-Bradley credit would be quite

- progressive in application.

The total individual tax cut from the credit
would be about $8 billion in 1981, An addi-
tional $6 billion would go to business. As
noted, in the short run, the business cut is
likely to be largely translated into lower prices.
In the longer run, it will probably boost wage
payments, roughly in the same proportion as
the direct cuts.

Because the social security credit is based
on wages, its business component would be
tilted toward labor-intensive small business, in
contrast to most of the business tax cuts of
the last 10 years and most of those being pro-
posed now. And the credit would help reduce
some of the bias in favor of machines over la-
bor which the current system of capital sub-
sidies fosters,

Unlike a direct cut in payroll taxes, the social
security credit does add some administrative
costs. Individuals would probably have to fill
out an extra line or two on their tax forms,
and this is unfortunate. But after a few years,
as Representative Gephardt suggests, the
credit might be “simplified” into a direct pay-
roll tax reduction.

If the payroll tax credit were coupled with
an inflation adjustment in individual tax
brackets and exemption, the total cost would
be about $29 billion—$23 billion for indivi-
duals and $6 billion for businesses. This seems
both about the right level and about the right
split for a tax cut in 1981. |

“The key economic
advantage of this
approach over a
straightforward cut
in income tax rates is

their share of the cut
as a reduction in
wage costs—and
therefore cost
pressures on prices
are likely to be
reduced.”

DISTRIBUTION OF TAX REDUCTIONS FROM 10% PAYROLL TAX CREDIT

Expanded
income class Percentage
{($—-000) of total cut
Less than $10 14.6%
$10-15 13.6%
$15-20 16.1%
$20-30 30.2%
$30-50 19.8%
$50--100 4.6%
$100 and over 1.0%
Total {averages) 100.0%

) Percentage cut Average

in total income raduction _
and payroli taxes per return

6.4% $ 30

3,8% 75

3.4% 110

3.1% 150

2.3% 200

1.0% 180

0.2% 180

2.7% $ 85
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|- number of leading political economists on the

S vard, Professor Jorgensen argued that the major

..). . generous enough.

mm part of its rush to &Swﬂ tex mmmaﬁmos pri-
or to the election, the Senate Finance Commit-
tee held several days of by-invitation-only hea-
rings in late July. The committee heard froma

merits and demerits of various individual and
corporate fax cutling proposals. Perhaps the
o1 most interesting idea on the business side was
1. presented by Professor Dale Jorgensen of Har-

problem with the current tax depreciotion rules
is that they distort business investment deci-
sions, and that the distortions become intoler-
ahle in periods of high inflation. He criticized
the 10—5~—3 proposal end other accelerated de-
preciation plans as ineffective and even counter-
praductive to deal with this situation. Professor
Jorgensen suggested a completely different
approach to tax depreciation which would com:
pletely eliminate the inflation problem and sub-
stantially end the distortion problem. Although
his proposal has recieved wide ecirculation in the
tax and economic press and had been previously
presented fo the Finance Commitiee last Octlo-
ber, many members seemed not to understand it
And although the business lobbyists have argued
that inflation is cone of the mojor reasons why
acecelerated depreciation is needed, their repre-
sentative at the hearings, Charls E. Walker, argued
against the Jorgensen plan becouse it was not

The - following are maam%% &65 the testi-
mony gt the wmaznm

M. m&mﬁmﬁmmﬁ. T _ﬁmi wo dmmwﬂ .U% moﬁm over a
-few simple H.mwmﬁonmw%m between Emmﬂow and
. productivity in the tax code: -

Tirst of all, let’s recall that the current tax. law

bases capital recovery [depreciation] on the ac-
tual outlays by the taxpayer. But it spaces out
the capital recovery over time, just as the capital
recovery ifself is spaced out over time. Soc that
|- the actual real value of capital recovery under
|- current law depends on the rate of inflation. . ..
[ Alt the current rates of inflation of 12 percent,
there are substantial differences among the dif-
ferent assets. .

Consgtruetion machinery, for example, instead
of having a 46 percent rate, has a 34 percent rate,
... Thatis due largely to the effect of the invest-
ment tax credit.

General industrial equipment, that includes
things like machine tools, for example, has an ef-
fective tax rate of about 36 percent. Trucks,

. buses, and trailers, which are very short-lived

asgets and very important in the investment pie-
ture, have an effective tax rate that again isstill
below the 46 percent statutory rate.

On the other hand, . . . industrial and com.
mercial buildings under a 12 percent rate of in-
flation actually have tax rates that ave about the

| statutory rate.

Now, for six percent inflation rates. You can
see that under the current system the effective

. - tax rates for equipment drop down into the teens.

“In fact, for construction machinery, because again
i of the generosity of the investment fax credit,
“F . the effective tax rate under a six percent rate of

1 . inflation is only six percent, whereas for general
industrigl equipment it is 16 percent, for trucks,

: . buses, and trailers; nine percent, for industrial
- buildings, 49 and 48, again above the statutory

. rate of 46 percent.
: Well, the conclusion is, then, that inflation
" has two. very substantial _vaoﬁm under current

| law. One is that a higher rate of inflation . . .1is

© effectively a legislated tax increase, . . . [I]nfla-

Senator Dole:
thought we could ask
Walker if in the
course of his
discussion he could
explain to us what
Jorgensen was
talking about
(I) don’t think I
understood any of

tion . . . increases the effective tax rates between
a six and 8212 percent rate of inflation by 20 per-
cent in the case of general industrial equipment,
by 33 percent in the case of frucks, buses, and
trailers, by 28 percent in the case of congtruction
machinery, and by modest amounts for indus-
trial buildings and commercial huildings. .

[BJut the most important conclusion is that
whatever the rate of inflation is, . . . the alloca-
tion of capital is very greatly distorted by the
fact that the actual tax rates that are confront-
ing a business investor are very different for dif-

- ferent kinds of assets, and what that means is

that the impact of each dollar of capital forma-
tion on productivity is reduced, because of the
fact that this investment is misdirected. .

5o, to sum up, there is less investment as a
result of the increase in the inflation rate, and at
any given rate of inflation, the impact of invest-
ment on productivity is blunted as a consequence
of the misallocations of investment that takes
place. . ..

Some people . . . have felt that the solution to
these problems is further acceleration of depre-
ciation and further liberalization of the invest-
ment tax credit. .

1 am Here to tell you, gentlemen, that this is
like applying a gold-plated bandaid to a gunshot

would. It is by far the most expensive form of

treatment you could conceive of, and it is totally
ineffective in stopping the flow of blood.

[T1he 10- 5—3 proposal . . . is correctly con-
ceived as an effort to reduce tax rates, in other
words, to deal with the problem of the incentives
to qumﬁ
the 49.% serious memmﬁﬁwmm.m that Hn Eﬁbﬁm further
the impact of capital formation on productivity.

" First. of all, . . . fat] 12 wmwnmﬁ inflation rates,

what is the “_.olm 3-proposal going to do?

~Well, .. . . it provides a lot -of help for people
who are wzﬁsm construction machinery and gen-
eral industrial equipment. It reduces the effective
tax rates by about 20 percent in each of those
cases. For trucks, buses, and trailers, it is almost
a wash, and for industriasl buildings there is a
lesser reduction of the order of magnitude of
perhaps 10 percent.

[Blut now we come to the key problem here,
and that is, what would happen under 10—5- 3
at a six percent rate of inflation? .

For trucks, buses, and trailers, for example,
the effective rate would be 22 percent at a six
percent rate. What would the rate be for con-
struction machinery? Unfortunately, the answer
is, a negative 23 percent. In other words, the
Conable-Jones proposal, the 10—8—3 proposal,
is a proposal for replacing the corporate income
tax by a corporate income subsidy.

In other words, the tax rates are negative. Let
me just be sure that everybody has understood
that point. As we go under the Conable-Jones
regime from a 12 percent rate of inflation to a
six percent rate, we shift for construction mas-
chinery and general industrial equipment from. a
corporate income tax to.a corporate iricome sub-
sidy. I don’t need to tell you, given the people
that yvou are familiar with in the tax business,
that negative tax rates- a corporate income sub-
gidy at a six percent rate of inflation—are going
to create a tax shelter industry that is going to

be big enough to deserve its. own line in the GNP

accounts.

You can easily visualize what is going to hap-
pen. When inflation rates go down to 6 percent,
every 70 percent bracket taxpayer in this country
is going to get a call from his broker telling him
that it is going to be possible for him to elimin-
ate his tax Hability altogether by just acquiring
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" “vate absolutely unatfected.

,
|

and leasing assets thathave these negative rates. ..

So, the conclusion is that although 10—5—3
provides additional investment incentives, it is a
serious blow to productivity. 1t will blunt the
impact of investment on productivity. S0, what
ig the solution? . ..

What we really need is a treatment for the
gunshot wound that is afflicting the American
economy as a result of inflation, and what is re-
quired is a radical simplification of the capital
recovery provisions of the tax code, so that sim-
plification is what 1 am here to describe as the
first year capital recovery system. ...

[Wihat we would have would be 2 single

number representing the first year allowance.

Now, let me indicate how this would work.

This allowance would be a once and for all de-
duction from current income that would provide
for all of capital recovery. That might be, say,
50 cents on the dollar for structures and 75 cents
an the dollar for equipment, reflecting the fact
that structures are somewhat long-lived assets.

The first year allowances can be set up in such
a way that the effective tax rates . .. would be
precisely the same on all assets, and the formula
is simple algebra. Let me explain it.

The first year recovery allowance is simply
the discounted present value of the properly
allowable depreciation deductions. To compute
this amount you simply multiply the cost of
the asset by the ratio of the rate of depreciation
to the real rate of return plus the rate of depre-
ciation. . .. .

Now let’s see how this simple idea solves the
problems that are posed by inflation.

First of all, since the deduction, the first year
allowanece 1 just mentioned, and the investment
on which it is based, are for the same tax year,
. . the value of the
is absolutely independent of the rate of inflation.
1t is unaffected. We could have an 18 percent
rate of inflation. We could have a 12 percent
rate of inflation. We could have a six percent

rate of inflation, It would leave the effective fax

[Tlhis very simple device is the solution to
the problem of completely insulating investment
incentives from the impact of inflation. . ..

[T]1he fixst year system that 1 have described
not only insulates the effective tax rate from the
impact of inflation, but it assures you that the
effective tax rates are going to be the same. for
all assets.

So, instead of stimulating the growth- of a tax
shelter industry, the first year system is going to
eliminate many opportunities for tax shelter
that currently exist. . . .

deduction to the taxpayex.

| Senator Packwood: “You kept
talking about meeting the

| competition, about expensing in

 England, and coming close to

| expensing in Canada. Isn’t it true

| that what our major competitive

| Western nations are doing is

| moving more and more toward

| regressive taxes, consumption taxes,

f and lessening their tax on capital

| investment? Is that what you are

| suggesting we should move

| toward?”

| Mr. Walker: “We should move

| toward taxes on consumption . . .

| Until recently, j favored a value-

| added tax adjusted for its

w regressivity.”

Naturally,

the next question on your minds, is

how much is.this wonderful conundrum going to

cost? Fortunately, there
estimates of that. . .. [Wle would
billion loss in federal revenue during 1981.
In 1982, the loss rises

have been a number of
have a $5.8

to $13 billion, and the

maximum loss, in 1985, 18 $24.7 billion. By com-
parison, the corresponding figure for 10—-56—3 is

—hold your breath-
[T1he out years .

$85 billion. . . .

.. beyond 1985 show essen-

tially a tailing off of those costs, and by 1990 the

impact
it continues, of course, to grow.

S the conclusion
TOpOs e

is that this is an eminently
. affordablesproposali 1t is _ Yioneets:
the problem of inflation [and] that increases the-

would be positive, whereas for 10—5—3

level of productivity associated with any given

jevel of capital formation. . .
@ .

Sen. Lioyd Bentsen (D—Tex.), one of the orig-.
was familiar with Pro-
's proposal, and agreed that it
he was concerned that others

inal sponsors of 10—5—3,
fessor Jorgensen
had merit. But
might have difficulty comprehending the plan:

Senator Bentsen:

Well, I frankly think you would

get a better equity in the distribution of the use

Senator Chafee: “1
must coniess,
Professor, I have not
followed you
completely. Unlike
the others who have
this clear in their
minds, I havebeen a
Little confused. Could
you show me how
this works . . . .27
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of the depreciation schedules, but, Dr. Jorgensen,
my concern is having people understand it,

Senator Bentsen’s fear proved to be @ valid
Qne! '

The Chairman: Could 1 ask this question? I came
in in the middle of your statement. Do I under-
stand that you are saying you would get your
entire write-off insofar as you are going to get
the write-off the first yearyou install the equip-
ment?

Mr. Jorgensen: That is exactly what I mean,

We know why that is not justified, because that
would create a system of interest-free loans made
by the government to the taxpayer that would
be absolutely random in their distribution among
different kinds of taxpayeis, and would involve
pillions of dollars.

[Mly system .. . doesn’t involve any single
element of an interest-free loan from the govern-
ment to the taxpayer. . ..

The Chairman: Iam sorry we don’t have a black-
hoard here, because oftentimes when we in this:

room talk about.some of these things, when we
have a blackboard, someone could write an ex-
ample of your idea up on the blackboard, and
we could see what it is. It sounds like a very chal-
lenging idea.
Senator Chafee:
guestion here?

{ must confess, Professor, 1 have not foltowed
you completely. Unlike the others who have this
clear in their minds, 1 have heen a little confused.
Could you show me how this works with 2
$1,000 piece of machine tool equipment? . . .
What happens?
My, Jorgensen:
general industrial equipment. Your
rate is 12 percent.
Senator Chafee:
percent?

Mr. Jorgensen: The 12 percent is again an em-
pirical matter. It is something which can be
determined and has been determined by the
Treasury in astudy. ... It is something that you
get by actually looking at what prices used equip-
ment is actually selling for.. .. {17t amounts to
picking up your dealer’s blue book and finding
out what your equipment sold for if it was
five years old, six years old, whatever,

Senator Chafee: All right.

Mr. Jorgensen: You end up with 12 percent. All

continued on page 16

M. Chairman, could I ask one

depreciation

How do you arrive at the 12

Right. Now, it is very important to
. g freny mﬁﬁﬂﬁmwﬁm%mcuﬁ@mﬁ__@e@fw;
ot let them write it off 100 percent.

O XK. You just bought a @wmom,.nm.




FEDERAL INCOME TAX RATES ON THE LAST DOLLAR EARNED:
How Many Taxpayers Pay High Marginal Tax Rates, 1970 and 1977

Marginal Percentage % of Adjusted Gross - % of Taxes Paid
Tax Rate of Returns income of Thoss Returns By Those Returins

18970 1977 1970 1977 1970 1977
Under 20% 69.9% 49.1% 42.19% 21.2% 25.3% 6.5%
20%—29% 27.4% 39.1% 42.5% 48.1% 45.2% 40.5%
J1%—40% 2.5% 8.7% 7.3% 18.2% 10.7% 23.0%
47%--50% 0.8% 2.3% 3.9% 7.6% 7.4% 12.5%
Over BO% 0.4% 0.9% 4.1% 6.8% 11.4% 17.4%

Are marginal tax rates—the taxes an indivi- . -

. needs.

dual pays on the last dollar he or she earns—
getting too high? The answer is probably yes,
angd the cause is largely the plethora of special
tax breaks that make high statutory tax rates
necessary to raise the revenues the government

Connecticut oil-tax

overturned

In the last issue, P& T reported the passage

of Connecticut’s two percent “mini-windfall -

tax” on the sale of all petroleum products
within the state by companies that both pro-
duce and market those products. The Con-
necticut tax was expected to be a harbinger
for similar state levies across the country.

The tax was designed to recover a share of
the tremendous increases in oil company pro-
fits now accumulating from high world oil
prices. Experts expected that the bulk of the
-tax would be absorbed by petroleum refiners.

On dJuly 9, however, a federal judge over-
turned a key provision of the bill. Found
unconstitutional was an amendment which
prohibited the oil companies from passing the

. otax-related costs on to consumers. Without

‘the amendment, the law {which took effect
on July 1) may well result in a six cents per
gallon increase in heating oil prices in addition
to price rises in all other petroleum-based
products.

The court ruled that the o.mmw&nm provi-

L . -8ion conflicted with the supremacy clause of

“the 1.5, Constitution. Since the products
| nvolved -‘are exempt from price regulation
4~ under- the federal Emergency Petroleum
| ‘Allocation Act, the court felt that Connecti-
<l cut’s attempt to control the prices of petro-
i leum products was superseded by the federal
law. “

;.. The Connecticut legislature, now in recess,
‘could appeal to the Supreme Court or allow
- the law to stand. Another option would be
“-to repeal the oil profits tax and increase the
- .state saies tax instead. Proponents of the petro-
:leum products tax originally touted the law as
'@ method of increasing state revenues without
-8 sales tax increase. g

Comparing 1970 to 1977 (the latest vear
for which IRS statistics are available), the
average share of an individual’s adjusted gross
income going for taxes has hardly changed at

Are Marginal Rates Out of Sight?

But the number of taxpayers paying high
marginal tax rates has increased dramatically
—although the percentage of individuals with
high marginal rates is still less than many
people seem to think.

In 1870, less than 4 percent of individual
tax returns showed marginal tax rates over 30
percent. By 1977 this had increased to almost
12 percent of the returns filed, The percentage
paying over 50 percent at the margin was up
from 0.4 percent to 0.9 percent. The median
marginal rate had climbed from 17 percent to
21 percent.

Even in 1977, however, almost half the re-
turns showed rates of less than 20 percent on
the last dollar earned, and for another two-
fifths of returns, the marginal rates were be-
tween 21 percent and 29 percent. .

Of course, these figures do not include state
income taxes and social security taxes, which
can add substantially to margina] rates, espe-
cially for average and middle-income workers.

all—up from 13.3 percent to 13.7 percent. u
THE FEDERAL GOVERNMENT’'S SHARE OF GNP
et e 194951 195961 1969-71 197981
Defense 5.5% 9.3% 7.8% 4.7%
Non-defense 2.2% 1.8% 2.3% 2.6%
Foreign aid 1.5% 0.4% 0.2% 0.2%..
Interest 1.5% 1.3% 1.4% 1.9%
Subtotal 10.7% 12.8% 11.7% 9.4%

Transfers to
individuals, corporations
and states:
Transfers to
individuals 3.3% 4.3% 5.9% 9.1%
Grants-in-aid to
S & L governments 0.8% 1.4% 2.4% 9.1%
Corporate & industry
subsidies {net) 0.3% 0.6% 0.6% 0.4%
Subtotal 4.4% B6.3% . 8.9% 12.9%
TOTAL 15.2% 19.0% 20.6% 22.1%

Is the Fed Too Big?

Conservatives are fond of complaining that
the federal government is growing out of con-
trol, taking resources out of private hands for
governmental uses. They point to the slow

but steady increase in federal spending as a -

percentage of the gross natignal product
(GNP) to support this claini. But in a very real

“sense, the federal share of the economy has

actually been decreasing over the past 30 years,
Currently, over half of what is frequently
referred to as federal “‘spending” involves
transfer payments to individuals, grants-in-aid
to state and local governments, and subsidies
. to individuals and businesses. These funds are
not consumed by the federal government, but
are merely recycled. The single largest item in
this category is-social security, representing
over 20 percent of the current federal budget
and almost five percent of GNP. Yet social
security benefits are quite clearly spent pri-
vately; they are not federal consumption.

When only federal spending for the general
good is counted, the trend has been downward
as a share of GNP since 1960. The big drop
has been in the share of GNP devoted to de-
fense, with far less than offsetting increases
in interest payments and the cost of adminis-
tering non-defense federal programs,

The downward trend in the federal share of
the economy is also illustrated by the decline
both in the federal share of total civilian em-
ployment and in the number of federal workers
per 1,000 members of the U.S. population.
The former peaked in 1968 at 3.8 percent
and is now only 2.8 percent. The latter is at
its lowest level in the last 30 years, at 12.3
federal employees per thousand Americans,
down from about 16 per thousand in the early
fifties and almost 15 per thousand in the late
sixties. The state and local workforce, on the
other hand, has more than kept pace with the
growth in both employment and population,
and is now almost, five times as large as federal
employment, compared to about twice.as Iarge
in the fifties, and three times as large in the
sixties, - ]
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continued from page 14

right, now, let’s pursue that. We have a real rate
of veturn of four percent, so we take that depre-
ciation rate of 12 percent and divide by the sum
of the depreciation rate and the veal rate of re-
turn, four percent. .
Sepator Chafee: MNow, the real rate of return,
what ig that figure? That is the four percent? . ..
Is that what we got out of this book? I thought
we got depreciation,
Mr. Jorgensen: No. 1 was just discussing this
with Senator Bentsen before you came in. Em-
pirieal studies show that the after-tax, after-
inflation rate of return in the American econ-
omy has averaged four percent over the whole
postwar period, so that is out figure. . . .

Now, let’s calculate our first year allowance,
[t is 75 cents on the dollar, because that is the
ratio of that 12 percent to the sum of 12 plus
four. ...
Senator Chafee: Now, you lost me again, Don’t
go too fast. Four percent is your real rate of re-
.
Mr. Jorgensen: Right.
Senator Chafee: Twelve percent is your depre-
clation rate.
Mr, Jorgensen: Right.
Senator Chafee: Now, what
those two?
Mr. Jorgensen: You take the ratio of the depre-
ciation rate to the sum of the two, so we take
the ratio of 12 percent to the sum, which is 10,
That gives us 75 percent.
Senator Chafee: Seventy-five percent . ...
My, Jorgensen: That we apply to our $1.000 in-
vestment and oux first-year allowance is $750.
Senztor Chafee: And that is it?
Ms. Jorgensen: That is it
Senator Chafee: Thank you.

]

The Committee then heard from Charls E.
Waiker, chairman of the American Council for

do vou do with

Capital -Formation-and-the-only lobbyist invited =

to speck at the hearing. Mr. Walker-representing
meny of the country’s largest companies—has
often asserted that the need to deal with inflation
is o primary argument for 10—b—3. His stale-
ment, for example, argued that “hecause of the
rapid rates of inflation, the actual corporate tux
is much higher” than it ought to be. But his re-
sponses to questions about the Jorgensen plan
indicated that dealing with inflation was not his
primary concern;

The Chairman: Nextwe wilt hear from Dr. Charls
Walker, chairman of Charls E. Walker & Asso-
ciates, and former Deputy Secretary of the Trea-
sury, among many other achievements.

Dr. Walker, we are very happy to have you
here today, and we will be pleased to hear your
profound views on this subject.

Senator Dole: I thought we could ask Dr. Walker
if in the course of his discussion he could explain

to us what Dr. Jorgensen was talking about,

Mr, Walker: No. [General laughter.] I can ex-
plain to you what I felt was wrong with if,
Senator Dole: Idon’t thinkl understood any of

it.

Mr, Walker: On Dr.Jorgensen’s plan, what didn’t
come through in his testimony-—not that he was
trying to hide it, because he is very explicit about
it, is that his proposal doesn’t do anything to
liberalize depreciation, and those of us that have
been working for almost two years to develop
something like 10—56—3 were trying to develop a
more liberal system in order to foster savings, in-
vestment, and productivity. . ..

[Dr. Jorgensen] assumes that all of cur depre-
ciation problems come from inflation, and that
is not true. We've got basically a capital cost
recovery system that is too slow, even if you
‘don’t have inflation. . . .

1 would say that the most critical category of
equipment . . .18 “general industrial equipment.”
According to Jorgensen, under the current sys-
tem, they would pay 46 percent. Is that what we
want. a 30-point increase in the tax rate on new
and more efficient business equipment? That
works exactly in the wrong direction. . ..

Jorgensen says. finally, we all agree that ex-
pensing is not justified. 1 don’t think we should
argue this in terms of theoretical economics, ox
how many angels can dance on the head of the
pin, or what is the exact life of an asset, | say,
let’s look around the world and see what is hap-
pening. They are expensing in Great Britain now
finally, after all these years. They have moved
very close to it in Canada. Other countries have
very fast depreciation. It is a conscious instru-
ment to fry to promote investment in produc-
tive equipment, and I couldn’t care less if the
useful life of something is 40 years. . . .

8o, I don’t think Dr. Jorgensen’s proposal
really cuts the mustard. . ..

Chiafeer: Mr: Walker; T was othere dux
ing your presentation, so I may be ughin:
over old ground. Did you listen to Professor Jor-
gensen’s proposal?

Mr. Walker: Yes. :

Senator Chafee: It seems to me that what his
proposal was, after all was said and done, and
this may be a simplification of it, but it seems to
me that it was permitting the depreciation in the
first year of the value of the equipment, less
what might be called its recoverable value. Am I
shortcutting it too much?

Mr. Walker: Just one word, the discounted value
of the equipment. .

Senator Chafee: Why that did not have a.greater
impact on the Treasury 1 could not figure out,
since we took that one piece of machine tool
equipment, and applied the formula to it, and

depreciated 75 percent of it in the first year, and
then nothing else. What did you think ofthat...?
Mr. Walker: To summarize, the basic problem is
that it does not liberalize.
worked on 10—5—3 . . . have as their basic goal
to liberalize the depreciation system. Not to off.
set what inflation has done, but to move more
closely to what our foreign competition has done.
His [Jorgensen’s] does not do that. His offsets
inflation. . ..

&

Finally, Senator Beb Packwood (R—0re.}, the
only Finance Committee mem ber to vote against
the bill the Committee finally approved, forced
Mr. Walker to admit what it is the business com-
munity really wanits: o

Senator Packwood: You. kept talking about
meeting the competition, about expensing in
England, and coming close to expensing in Can-
ada, Isn’t it frue that what our major corporations
are doing is moving more and more toward re-
gressive taxes, consumption taxes, and lessening
their tax on capital investment? Is that what you
are suggesting we should move toward?

Mr., Walker: We should move toward taxes on
consumption. . .. Until recently, I favored a value-
added tax adjusted for its vegressivity. . . -
Senator Packwood: Let me come back to that.
Isn't that basically what our Western European
nations have done? They have freed up their
capital by skewing their taxes much more heavily

.on those persons making under $15,000, or

marks, whatever the translation is, than we do.
My, Walker: Yes, because they rely so heavily
on value-added taxes.

Senator Packwood: [Tlhey skew it much more
toward lower and middle income than wedo. -
Mr. Walker: Yes. But when you talk about the
taxes in Germany being 40 percent of the gross
national produet . ... :

tor Packwood: It is 42 per

. . . The people that-

of all, you can’t compare over here with over
there, unless you make adjustment for the rela-

v ‘Walker:’ You havegotiwo

tive size of the federal, state and local sectors..

We are close to 40 percent when we take federal,
state and local . . ..

Senator Packwood: No, weare not. Qurs are 32
percent counting state and local. . ..

My, Walker: That makes some difference, but
the real difference is the extent to which they
rely on consumption taxes. ..

added tax. You can have a
and you can stand a higher tax burden . ...
Senator Packwood: If they don’t see it.

Mr Walker:
used to it. il

1gs there, First

. 1 would say that .

the difference in the situation in Geymany largely

reflects the heavy reliance on the hidden value-.
higher tax burden,

. if they don’t see it. You get
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All the taxes paid over @ lifetime
by the average American are
spent by the government in less
than a second—a compelling
reason to fight for a saner,
simpler tax system.
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