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March 14, 1978 I 

AM ANALYSIS .OF THE CARTER TAX PROPOSAL 

INTRODUCTION \ 

''1 would never, never do anything that would hurt the middle 
American wage earner." -- Jimmy Carter. (Quoted in The Atlanta Con- 
stitution, March 7, 1976.) 

At the time President Carter made this statement, no doubt he was 
very sincere. Yet, it is the opinion of many observers that the cumu- 
lative effect of the changes in Social Security, the energy taxes, and 
the new tax reform package will result in a massive tax increase for 
those in the middle and upper-middle income brackets. "Generally this 
proposal will lower taxes for families with incomes under $20,000 and 
raise them for those with incomes above that level."l 

"For families with incomes of $20,000 a year and up, the individ- 
ual income tax cuts Carter has proposed wi.11 not be enough to offset 
pending Social Security tax increases; these families will see their 
total taxes rise if Congress accepts the President's plan. 'I2 

On Saturday, January 21, 1978, President Carter released a pro- 
posal that called for a $25 billion income tax reduction for individ- 
uals and businesses while eliminating $9 billion in tax shelters for 
upper-income and middle-income taxpayers. Brepking.down..the program, 
lower-.,.and middle-income taxpayers would get reductions of $17 billion, 

1. The President's 1978 Tax Program, Fact Sheet 7, p. 2, January 21, 1978, Depart- 
ment of the Treasury. 

2. A r t  Pine, "Bigger Tax Cut to Middle-Income Families i s  Seen," The Washington 
Post, January 31, 1978, p. A5. - 
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$6 billion to small businesses and large corporations, while $2 billion 
would be reduced by the elimination of the excise tax on phone calls 
and the reduction of the payroll tax for unemployment insurance. 

According to President Carter, about 94 percent of the tax relief 
will go to individuals and families earning less than $30,000 per year. 
Those earning between $5,000 and $10,000 will receive a 23 percent cut 
in their income taxes, while those earning between $30,000 to. $50,000 
will pay only 5 percent less in their taxes. Because of the Carter tax 
changes coupled with the increase in Social Security taxes, the follow- 
ing are the effects of the President's tax program: I 

PRESENT LAW 
''Wage Income FICA Total 

.<.income Tax Tax Tax 
$ 5,000 -300 ';$292 -8 
10,000 
15,000 

25,000 
30,000 
40 I 000 

~ 50,000 

Source : 

~ 20,000 
I 

1 100,000 

446 . '.585 1,031 
1z330 877 2,207 
2,180 965 3',145 
3 I 150 965 4,115 
4,232 965 5,.197 
6 , 848 965 7,813 
9,950 965 10,915 
28,880 965 29,845 
Secretary of Treasury 

CARTER'S PROP.OSAL '. 
Income FICA Total 
Tax Tax Tax 
-300 306 6 
134 61 3 747 

1,072 919 1,991 
1,910 1,226 3,136 
2,830 1,404 4,234 
3,910 1,404 5,314 

9,870 1,404 11,274 
29,470 1,404 30,874 
Figures are for a family 
of four with,a single 
wage-earner. FICA is 
Social Security. 

6,630 1,404 8,034 

CHANGE- IN TAXES ' ; 

Income FICA Total: 
Tax 
0 

-312 
-258 
-27Q 
-320 
-322 
-218 
-80 

-- 

+28 - -284'1 
+42 -2164 
+261 -9.' 
+439 +119 
+439 +117 
+439 +221 
+439 +359 

+590 +439 +1,029 1 

Chart taken frm article by Phil Gallery, "Tax Cut Plan Spelled Out By Carter," 
.The Washington Star, January 22, 1978, p. 1. 

T A X  D E C R E A S E  

Considering social security taxes and income taxes alone, a family 
of four with a single wage-earner making $20,000 per year will get a 
tax reduction of only $9 under President Carter's plan. At an annual 
income of $25,000, total taxes for this family would go up $119. Presi- 
dent Carter has also called for the replacement of the $750 per-person 
exemption with a $240 personal tax credit. The President's rationale 
is that the tax exemptions favor the wealthy over those with more mod- 
est incomes. He further points out that the $240 "per capita credit 
will be worth $960 whether that family is middle class or wealthy 
(for a family of four)." Furthermore, "...a single tax credit will 
simplify tax return preparation by eliminating the confusion caused by 
the existing combination of exemptions and alternative credits."3 

- -_  - .- 
-+ . .  

. - -  _---_ 3. The President's 1978 Tax Program, p. 7. - - _ _  
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For incomes of $20,000 or less, the $240 credit appears to be 
better than the $750 personal exemption, but not by much. If we 
were to take a family of four earning $20,000 -- joint return with 
no itemizing, what would be the effect of Carter's tax changes? 

Using 1977 tables, the following occurs: 

$750 Personal Exemption $240 Tax Credit 

$20,000 $20,000 
-3,200 -- standard deduction -3,200 -- standard deduction 
16,800 16,800 
-3,000 -- (personal exemption 

4 x $750) 
13,800 -- taxable income 
1,380 + 22% of excess over $11,200 2,260 + 25% of excess over 
1,952 15,200 = $2,660 
- 140 (4 x general tax credit $35) - 960 ($240 tax 

$ 1,812 net tax credit x 4) 
$1,700 net tax 

Therefore using President Carter's $240 tax credit against a 1977 
tax rate, a family of four would pay $112 less in taxes than if they 
used the $750 personal exemption. The President does admit that those 
earning more than $20,000 will have increased taxes under this plan. 
"Generally, this proposal will lower taxes for families with incomes 
under $20,000 and raise them for those with incomes above that level. 
In fact, the substitution of the credit for the personal exemption 
would result in raising taxes for those earning $20,200 and above. It 
is estimated that the credit proposed would increase taxes on half of 
all returns by about $5 billion and decrease taxes on the other half 
by roughly $3.5 billion. This results in a general net tax increase of 
$1.5 billion and, therefore, 400,000 taxpayers who earn between $20,000 
and $30,000 will probably pay $48 million more in taxes than they pre- 
sently pay. 

11 4 

When Secretary of the Treasury Blumenthal appeared before a House 
Ways and Means Committee hearing, Representative- Bill Archer (R-Texas) 
asked him, "DO you think $20,000 a year is rich?" Mr. Blumenthal re- 
plied, "NO," but that the tax increases would be small and furthermore- 
.would affect only 23 Percent of American families. Of course, it 
should be pointei out-that in addition to these increases in income 
taxes, a family of four earning $20,000 a year would see their social 
security taxes go up $261. If they earned $25,000, their social secu- 
rity taxes would rise $439 with a net tax increase of $119, and at the 
$30,000 level their social security taxes would increase by $439, re- 
sulting in a net tax- increase of $117. 

Another proposal of the President that will result in lower income 
taxes.for individuals is a change in the tax rates. At the present 

4. Op. Cit. Fact Sheet 7, p. 2. - -  
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time, the rate schedule ranges from a low at 14 percent to a high at 
70 percent, but under the proposed changes the schedules will shift 
downward to 12 and 6 8  percent.respectively, with the top.rate of 68  
percent applying to incomes in excess of $200,000 for joint returns, 
and $100,000 for single returns. The new rates will preserve the 
progressivity of the income tax program,.that is, the taxes 'get pro- 
gressively larger as you move up the income scale. 

SINGLE PERSONS 

Annual Income 

$ 0 - ~10,000 
10,000 - 15,000 
15,000 - 20,000 
20,000 - 30,000 
30,000 - 50,000 
50,000 - 100,000 

100,000 - 200,000 
.,200,000 - up 

Current Law 

$ 217 
1,.593 . 
2,768 
4,236 
8,254 

18,465 
42,015 

..:161,723 

Carter Plan 

$ ' 181  
l., 519 
2,591 
3,917 
7,660 

17,889 
41,714 

.:;167,760 

MARRIED COUPLE (F i l ing  Jo in t ly )  

Annual Income Current Law Carter Plan 

$ 0 .- .10.,~000 
10,000 - 15,000 
15,000 - :20,000 
20,000 - 30,000 
30,000 - 50,000 
50,000 - 100,000 

100,000 - 200,000 
200,000 - up 

$ 168 
1,104 
2,084 
3,615 
6,921 

17,020 
40,403 

132,121 

$ 95 
98 3 

1,906 
3,308 
6,535 

16,647 
40,956 

137,148 

'Cha r t  compiled by t h e  Associated Press. The Washington Star, Op. C i t . ,  p. A10. 
. _  

A further decrease in individual (and to a certain extent business) 
taxes will be the repeal of the excise tax on communications -- namely, 
telephone and teletypewriter exchange services. Elimination of this 
4 percent tax should reduce the cost of living for individuals and, by 
lowering business costs, be an incentive to reduce consumer prices. 
It is estimated that individual telephone users will save $650 million 
in 1979, while business users will save $550 million. 

Presently the federal unemployment insurance tax is 0 . 7  percent 
and under the Carter plan it will be reduced to 0.5 percent, effective 
January 1, 1979. Unemployment benefits to workers are paid for by 
taxes paid by the employer on the first $6,000 of each worker's earnings. 
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Reduction of this tax will enable the employer to pass these sav- 
ings on to the workers in the form of wage increases, to the consumers 
in the form of lower prices, to the stockholders in the form of in- 
creased dividends, or in the form of hiring more workers, construction 
of new plants and purchasing of additional tools and equipment. Esti- 
mates are that this measure will release $ 0 . 8  billion to private en- 
terprise in calendar year 1979. 

T A X  INCREASES 

Even though the President's tax program is portrayed as a tax 
reduction proposal, significant portions of it will increase taxes for 
the taxpayer. 

A. Deductions for State and Local Taxes 

At the present time, individuals are allowed to itemize state and 
local income taxes, real property taxes, sales, personal property, and 
gasoline taxes. Under the Carter proposal the oply taxes allowed to 
be itemized would be income and real property taxes. All the others 
would be eliminated as itemized deductions. 

Arguments For 

The Carter Administration justifies this change in tax policy by 
the following: (I..) Elimination of these tax deductions will result . 

in simplified tax forms and a reduction in errors in the tax returns. 
( 2 )  Three-quarters of the taxpayers do not itemize the sales tax. ( 3 )  
Our nation's energy goals do not justify the gasoline tax deductions. 
( 4 )  The reductions in taxes traditionally accomplished by giving de- 
ductions for these taxes can be achieved by simply lowering the tax 
rates, but still eliminating the deductions. 

Arguments Against 

To many individual entrepreneurs, the deduction.for gasoline taxes 
is a necessary ingredient of economic survival. Traveling salesmen 
depend on their cars as essential instruments of their sales program, 

individuals feel it is unfair for the federal government to tax income 
used to pay other taxes, and the $3.9 billion extra they will have to 
pay as. a result of this. measure could be better spent at the local 
level rather than through the bureaucracy in Washington. 

7 7  

B. Political Contributions 

Presently the law allows an itemized deduction of up to $200 or 
a credit of half of the first $100 for political contributions on a 
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joint return. The President would repeal the itemized deduction but 
keep the alternative credit. 

Arguments For 

than those in a lower one, whereas the credit is of equal. value to all 
taxpayers. .Elimination of this deduction will further simplify tax 

The deduction is more valuable to those in a higher income bracket 

returns. 

Arguments Against 

million a year. A $200 political contribution is not a windfall to the 
rich, as this deduction amounts to only 55C a day. At a time when our 
society is encouraging the political involvement of its citizenry, the 
repeal of this deduction will shrink small political contributions and 
cause politicians to rely on money from special interest groups. Fi- 
nally, President Carter's change discriminates against those taxpayers 
who conserve on other expenses and channel the savings into political 
contributions. Furthermore, there is a question whether First Amend- 
ment rights are being abridged by the restrictions on political contri- 
butions. 

Repeal of the itemized deduction will increase taxes by about $5 

C: Medical and Casualty Deductions 

Under existing law, individuals can deduct medical expenses if 
they exceed 3 percent of income, and up to $150 of their medical in- 
surance premiums. Uninsured casualty losses that exceed $100 are also 
allowed to be deducted. Individuals can count towards that 3 percent 
base medicines and drugs over 1 percent of adjusted gross income, and 
the remaining amount of their health insurance premiums. 

The change in this system, advocated by the President, would be 
that medical expenses and casualty losses would be deductible only when 
they exceed 10 percent of adjusted gross income. In the future, drug 
expenses and health insurance premiums would be treated the same as 
other medical expenses, and these medical expenses would include only 
payments for medical purposes. 

Aruuments For 

This plan will make the tax system fairer and simpler. Taxpayers 
with high incomes are able to use the deductibility of casualty claims 
to self-insure by the tax system. Thischangewill eliminate burdensome 
record-keeping and complex regulations that confuse taxpayers. 

Arguments Against 

This is another tax increase that will hurt all taxpayers at a 
time when medical costs are going up for all income groups. This 
proposal will increase taxes by about $1.9 billion in 1979. 
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D. Entertainment Expenses, Foreign Conventions and First Class Air Fares 

President Carter's plan will eliminate deductions claimed by busi- 
ness for theater and sporting event tickets,- club dues, yachts, hunt- 
ing lodges and first-class air fare, and limit hsiness lunch deductions 
to half the cost of the meal. It would further limit tax deductions 
claimed by business and professional groups for foreign conventions. 

Arguments For 

President Carter feels that these expenses have little or no con- 
nection with legitimate business transactions and, therefore, business- 
men should absorb their costs rather than having the taxpayers do so. 
According to the late President Kennedy, "Expense account living has 
become a byword in the American scene. This is a matter of national 
concern, affecting not only our public revenues, our sense of fairness, 
and our respect for the tax system, but our moral and business practices 
as well. 'I 

Arguments Against 

No doubt many of these practices could be conside,red frivolous or 
at least secondary to the exercise of business, but there may be an ex- 
ception, and that is the business lunch. Would-be reformers say that 
if "Joe Blue-Collar" with his ham sandwich.does not get a deduction for 
his lunch, why should " M r .  Executive" with the London Broil get one? 
A plausible answer to this is that when the blue-collar eats his lunch, 
he ceases work, while many business transactions are consumated during 
a "working lunch. It 

The hotel, restaurant, and resort industry would be severely af- 
fected by this change. Waiters, bartenders, busboys plus all those with 
support functions within a restaurant would see their incomes drop, 
and possibly lose their jobs. Robert E. Juliano, representative for 
the 450,000 member Hotel and Restaurant Employees and Bartenders Inter- 
national Union claims that full prohibition of expense account meals 
would cost 75,000 jobs in the industry,5 and even Treasury Secretary 
Blumenthal conceded that it might reduce employment in that industry 
by 1 percent, even though he thought it would lead to a "bet er alloca- 
tion of resources" and actually increase overall employment.i It is 
unfortunate that at a time when the Administration is seeking to reduce 
unemployment and find jobs for minorities, it is a revision in the tax 
code which creates jobs for those on the bottom of the economic ladder. 
The only institution that would possibly benefit from this tax change 
would be Xerox. Peter DuBois of Barron's says that when two business- 
men meet for lunch, each would request a copy of the bill and each 
would put in as a business expense half the total.7 

5. Congressional Quarterly, November 26, 1977, p. 2478. 

6. Congressional Quarterly, January 28, 1978, p. 165. 

7. YJp & Down wall Street," Barron's, October 3, 1967, p. 1. 
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T h m a n g e s  regarding entertainment expenses will increase taxes 
by $1.2 billion for certain taxpayers. The deductions for first 
class air fare that will be disallowed will increase taxes for certain 
individuals by $0.3 billion while the changes regarding foreign conven- 
tions will have no significant change in taxes. 

E. Minimum Tax 

Presently, taxpayers are required to pay a minimum tax on income 
that is shielded from current taxation because the tax code excludes 
from income one-half of capital gains, allows deductions for depletion 
of minerals in excess of the amounts that would be allowed on the basis 
of cost, and permits accelerated depreciation on real estate. The law 
applies a 15 percent minimum levy on all preference income that exceeds 
the greater of $10,000 or one-half of an individual+sregular tax liabil- 
ity. 

President Carter's proposal would keep the $10,000 reduction, but 
eliminate the rule allowing one-half of a taxpayer's regular income tax 
liability to be subtracted from the minimum tax. 

Arguments For 

According to the President, this change "will make the minimum tax 
more progressive and more sharply focused deterrent to the use of tax 
shelters." Furthermore, this change will make the tax system fairer by 
raising the effective tax on those with substantial preference income. 

Arguments Against 

it. At a time when the U . S .  is lagging in capital formation, it is 
vitally important that the upwardly mobile taxpayer be given every in- 
centive to save, and not be subject to heavy-handed taxation. The ef- 
afect of progressive taxation on capital formation and fixed investment 
is devastating. The following statistics illustrate this problem: 

The progressiveness of this tax is the most compelling case against 

NONRESIDENTIAL FIXED INVESTMENT 
AS PERCENT OF REAL NATIONAL OUTPUT 

1960-1973* 

United. States 13.6 
.Japan 29.0 
West Germany 20.0 
France 18.2 
Canada 17.4 
Italy 14.4 
United Kingdom 15.2 
11 OECD Countries (1960-1972) 19.4 

*OECD Concepts of Investment and National Product 1973 Estimated 

Source: Department of the Treasury News Release 
April 1, 1975 
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The life blood of American enterprise is'capital. Unless funds 
are set aside forplantsjand equipment, then jobs will suffer. No amount 
of public jobs will solve our unemployment problem when the base for 
private jobs is drying up. The decline in capital formation should be 
the concern of everyone. 

"Gross capital formation as a percentage of Gross National Product 
has been substantially below the level over the long period 1869-1928 -- 
then 20.1 percent compared with 15.2 percent for 1966-1975 (15.8 for 
1946-1975). A decline of nearly one forth is significant. Far more 
deserving of concern has been the change in net - capital formation. 
1966-1975 rate of 6.8 percent 06 Net National Product was less than 60 
percent of the 1869-1928 rate." 

The 

Even more significant than the decline in capital formation is our 
weak growth rate in productivity. "The growth rate in plant and equip- 
ment per worker dropped from 2.6 percent in 1965-1970 to 1.6 percent in 
1970-1975. 
half -- from 2.4 to 1.0 percent.Il9 The annual increase in worker productivity fell by more than 

When the productivity growth rate of the U . S .  is compared with the 
rest of the West, the concern of businessmen and tax specialists alike 
is better appreciated. 

- -  

PRODUCTIVITY GROWTH, 1960-1973 
(Average Annual Rate) 

Manufacturing Output 
Per  Man Hour 

United States 
Japan 
West Germany 
France 
Canada 
I t a l y  
United Kingdom 
11 OECD Nations 

3.3 
10.5 

5 .8  
6.0 
4.3 
6.4 
4.0 
6.1 

Source: (Quoted from The Need f o r  Adoption of a Capital C o s t  Recovery 
System, presented by Charles W. Rau of Allis-Chalmers Corp. 
to t h e  C a s t  Metals Federation, Washington, D.C., February 22, 
1977, S l ide  #4. 

8 .  C. Lowell  Harriss, "Capital Shortage Issues Bearing on Future Tax Policy," 
The Tax Executive, Vol. XXIX,  No. 4 (July 19771, p. 293. (Published by the  
Tax Executives I n s t i t u t e ,  Inc.) 

9. Ibid. ,  p. 296. - 
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Finally, the business community is extremely pessimistic that, 
even under the existing tax code, the needed capital for expansion in 
the future can be produced. The Business Roundtable conservatively 
estimates that there will be a gap of $50 billion a year in future 
capital formation. 

ESTIMATED.. BUSINESS CAPITAL SHORTFALL 

Needed : $ 312 billion a year 

Depreciation: 
Retained Earnings: 
New Debt: 
New Equity Shares: 

$ 120 billion 
3 6 bill ion 
96 billion 
10 billion (Best year to date: 

11.4 billion in 1971) 
$ 262 billion raised at the most 

Leaving a gap of: 50 billion a year 

Source: (Rau, Slide #2)" 

And so, this change on the minimum tax will increase taxes for 
certain individuals by $0.3 billion in 1979, and will add another ob- 
stacle on the road to increased capital formation. 

F. Real Estate Depreciation and Tax Shelters 

President Carter's proposed changes in this area will probably 
not evoke a large opposition from the public. Included in this tax 
package is a provision limiting deductibility of a tax shelter inves- 
tor's paper losses to losses for which the investor actually had a 
personal liability. Under present law, this provision covers only 

. some shelters. 

Other restrictions on shelters proposed by the President include 
a reclassification of some limited partnerships that presently qualify 
for special treatment for tax purposes, prohibition of deferral of tax 
on interest on annuities -- except for those judged to be legitimate 
retirement funds, and a stepping up of I R S  audits of tax shelter 
partnerships. These proposals will bring in additional tax revenues 
of $0..2 billion in 1979 rising to $1.0 billion in 1983. 

G. Capital Gains 

President Carter has previously recommended abolishment, or at 
-'least curtailment, of prefZTZEt3al treatment ofcapital gains. He has 
now bac.ked.down from this- proposal. Presently, taxpayers are osly re- 
quired'to include 50 percent of their income from capital gains in 
their tax base. Another provision of the tax code sets?a 25 percent 
tax ceiling on the first $50,000 of capital gains. This 25 percent 
ceiling, known as the "alternative tax," is what Carter wants to 
eliminate. 
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Therefore, rather than reducing the capital gains, as many 
businessmen advocate, he is keeping it as it is. In addition, he 
is eliminating the alternative tax which presently helps taxpayers 
in the 50 percent tax bracket and enables them to receive an extra 
tax break on the first $50,000 of capital gains.. 

Aruuments. For 

The elimination of this "alternative tax" will end an unjustified 
benefit for'taxpayers whose marginal tax rate exceeds 50 percent. This 
makes treatment of capital gains more equitable. 

Also the "alternative tax" introduces additional complexity into 
the system and its repeal will simplify the tax laws. 

Arguments Against 

Special treatment of capital gains is not a'bail-out for the rich, 
but helps the middle class also. Half of those reporting capital gains 
in 1975 (the latest year for which figures are available) had an adjusted 
gross income of $15,000 or less, and half of the total capital gains tax 
take came from families reporting adjusted gross incomes of $30,000 or 
less. 10 

Many think that the rate of taxation of capital gains should be 
changed by providing for reduced taxes proportionate to the length of 
time a capital asset is held. This would allow for new investment and 
would recognize that much of capital gains is caused by inflation. "AC- 
cording to the Business Roundtable, over 80 percent of the capital gain 
on common stocks, as measured by Standard and Poor's Index of Common 
Stocks, from 1960 through 1973, was merely inflation gain."l:1- . .  

capital gains is an integral part of economic growth and jobs creation. 
Many observers of the stock market predict that a more favorable view 
towards capital gains by government wc?uld ~ ~ ~ r ~ ~ e . . ~ t h e . , ~ ~ ~ o y m e n ~ z s i t u a - " - -  
'tion in the country. "A reduction in the capital gains tax would unlock 
billions of dollars, much of which would be reinvested in new or small 
businesses thereby creating jobs for hundreds of thousands of people," 
says Edward R. Greeff, a senior partner in Adams and Peck, a member 
firm of the New York Stock Exchange. "I've been in Wall Street since 
1933," he says.12 

The business community realizes that preferential treatment of 

Finally, the elimination of the "alternative tax," will transfer 
$0.1 billion in 1979 from the private sector to the gederal g.overnment 
at a time when President Carter wants to strengthen the job creation 
role of private enterprise, not weaken it. 

10. Shirley Scheibla, "Capital Gains Tax," Barron's, October 3 ,  1977, p. 26. 

11. Ibid., p. 7 .  - 
12. Edward Cowan, "Into the Arena With Tax Reform, The New York Times, 

. .. .- . September 25, 1977,  p. ~ 1 .  . -  
. . .  . .  - _. . 
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H. Medical, Disability, and Life Insurance 

accident and disability insurance are tax-free to the employee. This 
also applies to the benefits received under these plans. Also tax-free 
status is given to employer-paid premiums on the first $50,000 of group 
life insurance coverage. Under the President's proposals, the tax ex- 
empt.status will be taken away from these plans unless they apply to all 
employees, not just officers, shareholders and higher-paid employees. 

Currently, employer paid premiums on the first $50,000 of health, 

Arguments For 

This will make the tax system fairer by making sure that tax bene- 
fits for health plans are made available to all employees and not just 
to the higher-paid ones or to the officers of the corporation. 

Arguments Against 

Talents and abilities of people are as varied as their earnings. _. 

Take for e x a m p l l o  make correct 
decisions 5 percent of the time more than the other. That 5 percent 
superiority%-',worth $50,000 in a $1,000,000 business, compared with 
$5,000 in a $100,000 business. Therefore, the larger business will 
gain more with the superior man than would the small company. If we 
compare two common laborers who differed by 5 percent in their ability, 
their decisions would not affect the total wealth as much as those of 
the top executives. Ergo, the difference in their talents would not be 
so magnified. 

This accounts for the difference in salaries between management and 
non-management, and explains why. benefits are more liberal for top man- 
agement. Top management personnel are worth more to a company, and their 
decisions affect a greater amount of money than those of non-management. 

American corporations recognize this fact and accordingly give 
their top management extra benefits that take into account the manager's 
heavy financial responsibility. 

For the federal government to eliminate the tax protection for these 
type of plans is an indication of shortsightedness in the government and 
a lack of understanding of proven and beneficial corporate practices. 

The President's plan is expected to increase taxes by less than 
$50 million in 1979. 

I .' Employee De'ath Bene'f its 
Under the President's proposal the $5,000 employee death benefit 

exclusion will be repealed, whereas under the present law the first 
$5,000 paid by an employer on the death of an employee is not included 
in taxable income. 
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Arguments For 

Tax exemption for employee death benefits is beneficial.more to 
those in the 50 percent or greater tax bracket. These death benefit 
plans frequently favor officers, shareholders, and higher-paid em- 
ployees to the detriment of the rest of the employees. 
this benefit will not hurt the heirs of the dead employee since tax 
relief will be provided by tax exemption for insurance proceeds. 

Elimination of 

Arguments Against 

fit plans are offered primarily to high-income individuals rather than 
to employees in general. 
benefit package given to almost all employees who work for major cor- 
porations and small businesses in the country today. To tax the heirs 
of certain employees on the first $5,000 of death benefits is a cruel 
action and is a indication of the insensitivity of the President's tax 
advisors to the needs of many citizens. 

The President makes a mistake when he assumes that the death bene- 

These plans are an essential part of the 

J. Qualified Retirement Plans 

Qualified plans receive preferential tax treatment, but they are ' 

not allowed to favor officers, shareholders, or higher-paid employees. 
However, the non-discrimination requirement can be met by integrating 
the plan with Social Security so that it provides no coverage for em- 
ployees below the social security wage base. This wage base is the 
wage or salary on which social security taxes are paid and benefits 
are calculated. In 1978 it will be set at $17,700 and by 1981 it will 
rise to $29,700 with automatic inflation adjustments afterward. Under 
present law contributions for an employee and the earnings on them are 
not taxed until the employee receives them as pension benefits on 
retirement. 

Employer contributions to the plan are immediately tax deductible. 
With President Carter's proposal, these qualified retirement plans 
will no longer be permitted to exclude those wages of employees khat 
are below the social security wage base. Also, for every 1.8 percent 
in contributions to retirement plans on salaries above the wage base, 
at least 1 percent in contributions will be required on salaries below 
the wage base. 

Arsuments For 

It is accepted that special tax treatment of qualified plans is 
necessary because Social Security does not provide adequately for 
retirement. However, lower-paid employees should not be excluded 
from private pension plans on the grounds that they are covered by 
Social Security. 
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Arguments Against 

See Arguments Against in the previous remarks on Medical, Disa- 
bilitv. and Life Insurance. 

K. Unemployment Compensation Benefits 

The law does not include unemployment benefits paid under govern- 
ment.programs as taxable income. 
single taxpayers with incomes over $20,000 .and married.couples of 
$25,000 income will have their unemployment compensation benefits 
taxed. 
taxed. 

President Carter proposes that all 

Fifty cents of every dollar earned above those amounts will be 

Aruuments For 

"Empirical studies confirm the fact that the existence of unem- 
ployment compensation adds to unemployment. 
unemployment compensation increases the incentive to remain unemployed. 
The exclusion therefore contributes., to some extent, to the period of 
unemployment and the consequent cost of maintaining unemployment 
coverage. "13 

their unemployment benefits taxed because the exclusion of these bene- 
fits is worth more to those in the higher marginal tax brackets than to 
those in the lower brackets. 

The tax-free nature of 

Individuals and families with high sources of income should have 

Arcruments Acrainst 

It is quite true that unemployment compensation benefits tend to 
encourage certain workers to stay unemployed rather than accept jobs. 
However, why should those workers earning $20,000 or families earning 
$25,000 be singled out for taxation when the problem is at the other ' 

end of the wage scale. 
$5,000 - $10,000 annually would be better off on unemployment than 
those in the $20,000 and .up bracket. The unemployment compensation 
benefits of the 50 states are a positive incentive for those in the 
lower and lower-middle income category to stay unemployed. 

It is apparent that those earning between 

For example: 

As of Jul 1, 1977, the following states have the lowest unemploy- 
ment benefits. Y 4  

13. The President's 1978 Tax Program, Department of the Treasury, January 30, 1978, 
p. 178. 

14. Statistics obtained from M r .  Charles Little of thFUiSi@loyment Benefits 
Association, Suite 460 South, 1800 M Street, N.W., Washingen, D.C. 20036. 

. .  
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Puerto Rico - $60 a week 
Mississippi - $80 a week , 

Texas - $84 a week 
1 ndi ana - $74-$124 a week - This state has a dependency allowance 

- These states do not have a dependency allowance 

The following states have the highest unemployment benefits. 

Connecticut - $160-$174 a week-This state has a dependency allowance 
New York - $95 a week This state has no dependency allowance 
September, 1977, 
it went to -$115 
September, 1978, 
will go to - $125 

If the two extremes are taken, Puerto Rico with $60 a week and 
Connecticut with $160 a week (assuming no dependents in either case).:the 
incomes covered by these benefits range from a low of $3,120 per annum 
to a high of $8,230 per annum. These figures correlate very closely 
with those of the federal government. 65.2 percent of all tax returns 
with unemployment compensation come from those earning $10,000 or less. 
This same group accounts for 54.1 percent of the total unemployment 
compensation. Those earning $20,000 or more account for only 7.3 per- 
cent of all returns with unemployment compensation. 15 

To charge that those earning over $20,000 annually receive a dis- 
proportionate slice of the unemployment compensation benefit pie,.is 'ri. 

to stretch credibility. 

In conclusion, President Carter's analysis that unemployment com- 
pensation is a positive factor in keeping people on the unemployment 
rolls is correct. However, if he wants to change this situation, he 
should make unemployment compensation taxable for all income groups, not 
only for those earning $20,000 a year or more. In light of the facts, 
it is apparent that those in the lower or lower-middle income groups 
have their wages almost totally replaced by unemployment benefits; 
therefore, their economic incentive to seek employment is not very high. 
Common sense indicates that the individual earning $20,000 or more will 
not stay on unemployment benefits very long because they are only a small 
fraction of his previous wages. This proposal will increase tax liabili- 
ties on that portion of the population by $0.2 billion in 1979. 

15. Table IIE-8, p. 179 "Distribution of Unemployment Compensation and of Personal 
Income Tax Savings from Exclusion," Office of the Secretary of the Treasury; Office 
of Tax Analysis, January 26, 1978. The President's 1978 Tax Program. 

16. For a more detailed analysis on the issue of wage replacement, one should 
read Martin Feldstein's article, "Unemployment Compensation: Adverse Incentives 
and Distribution Anomalies," National Tax Journal, Vol. 27, No. 2 (June 1974), 
p. 231. 
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TAX T R E A T M E N T  OF B U S I N E S S  

A. Reduction of t h e  Corporate Tax R a t e s  

Under p re sen t  l a w ,  t h e  corpora te  t a x  rates are 20 percent  on t h e  
f i r s t  $25,000 of t axab le  income, 22 percent  on income i n  excess  of 
$25,000 up t o  $50,000, and 4 8  percent  on a l l  income i n  excess  of $50,000. 

The P r e s i d e n t ' s  plan shows t h a t  e f f e c t i v e  October 1, 1978, t h e  
corpora te  rate w i l l  be reduced t o  18 percent  of t h e  first $25,000 of 
t axab le  income, 20 percent  of t h e  next  $25,000 and 45 percent  of t axab le  
income i n  excess  of $50,000. E f f e c t i v e  January 1, 1980, t h e  t o p  ra te  
w i l l  d e c l i n e  t o  44 percent .  

The P res iden t  has also advocated a change i n  t h e  sur tax .  This sur -  
t a x  imposed by s e c t i o n  l l ( c )  of t h e  Tax Code, which i s  c u r r e n t l y  26 per- 
cen t ,  w i l l  be reduced t o  25 percent  e f f e c t i v e  October 1, 1978,and t o  24 
percent  on January 1, 1980. The s u r t a x  exemption which is c u r r e n t l y  a t  
$50,000 w i l l  remain. 

Analv s i s 

It  is  gene ra l ly  conceded t h a t  t h e r e  i s  a c a p i t a l  shortage,  and, 
t he re fo re ,  it is necessary for  a r e v i s i o n  i n  t h e  corporate income t ax .  
The r a t e s . t h a t  t h e  P res iden t  is  advocating are acceptab le  t o  t h e  busi-  
ness  community and the  P res iden t  should have no problem with Congress on 
t h i s .  The change i n  t h e  s u r t a x  is  also needed, a l though t a x  s p e c i a l i s t s  
feel t h a t  t h e  $50,000 corpora te  s u r t a x  exemption should be increased t o  
$100,000 with a 20 percent  t a x  on t h e  amount sub jec t  t o  t h e  exemption t o  
encourage c a p i t a l  growth o f ' s m a l l  business .  

The changes.asked for  by t h e  Pres ident  would reduce corpora te  in-  
come t a x e s  $6.0 b i l l i o n  i n  1979. 

B. The Investment Cred i t  

The 1 0  percent  investment t a x  c r e d i t  w a s  scheduled t o  go back t o  
7 percent  (4 percent  f o r  u t i l i t i e s )  on January 1, 1978. The P r e s i d e n t ' s  
proposal  w i l l  make t h e  1 0  percent  permanent. 
only a v a i l a b l e  f o r  investment i n  business  machinery and equipment, but 
no t  for bui ld ings  or t h e i r  s t r u c t u r a l  components, the  credits now w i l l  
be extended t o  new i n d u s t r i a l  bu i ld ings  and t o  investments made t o  re- 
h a b i l i t a t e  e x i s t i n g  i n d u s t r i a l  bui ldings.  However, only manufacturing 
and u t i l i t y  bu i ld ings  w i l l  be e l i g i b l e  f o r  t h e  c r e d i t .  
SIZEEl-into s e r v i c e  after December 31, 1977,  w i l l  be e l i g i b l e  for  credit 
t o  t h e  e x t e n t  of cons t ruc t ion  costs incur red  af ter  t h a t  d a t e ,  w h i l e  ex- 
pendi tures  made a f t e r  t h a t  d a t e  f o r  r e h a b i l i t a t i o n  of e x i s t i n g  s t r u c t u r e s  
w i l l  be e l i g i b l e  f o r  t h e  c r e d i t .  

Whereas t h e  c r e d i t  w a s  

A l l  bu i ld ings  

Under e x i s t i n g  l a w ,  t he  investment credit  may be appl ied  t o  a l l  of 
t h e  f irst  $25,000 of t a x  l i a b i l i t y ,  bu t  t o  no m o r e  than  50 percent  of 
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t h e  remainder. The new l a w  w i l l  a l l o w  t h e  c r e d i t  t o  o f f s e t  90 percent  
of t h e  t a x  l i a b i l i t y  i n  any year ,  bu t  n o t  t h e  complete l i a b i l i t y .  

Formerly, c e r t a i n  q u a l i f i e d  p o l l u t i o n  c o n t r o l  equipment w a s  e l i -  
g i b l e  f o r  a maximum investment c r e d i t  of only  5 percent  i f  t h e  taxpayer 
e l e c t e d  t o  amortize t h e  cost of t h i s  equipment over a f ive-year  period. 
Now t h e  f u l l  1 0  percent  investment c r e d i t  w i l l  be extended t o  p o l l u t i o n  
c o n t r o l  equipment t h a t  q u a l i f i e s  f o r  t h e  s p e c i a l  f ive-year  amort izat ion.  

Analysis 

The need f o r  an inc rease  i n  t h e  Investment Tax Cred i t  has been a t -  
t e s t e d  t o  by both Administration and indus t ry  economists. The t i e - i n  
between investment and jobs is unmistakable and t h e  f e d e r a l  government 
i s  perhaps beg inn ing . to  n o t i c e  t h i s .  By t h e  P950's, American bus iness  
w a s  i nves t ing  an average of $84,000 per  worker j o in ing  t h e  labor force .  
I n  t h e  7 0 ' s  t h i s  has s l i pped  t o  $60,000 f o r  every new worker. 

11 percent  annually.  I t  a l so  l eads  i n  p r i v a t e  investment,  funnel ing an 
average of 35 percent  of i t s  GNP back i n t o  c a p i t a l  expenditures.  W e s t  
Germany fol lows wi th  26  percent ,  France with 25 percent ,  and t h e  United 
States fo l lows  with a weak 18 percent .  

Today, Japan-' is  t h e  free-world l eade r  i n  p roduc t iv i ty  growth, nea r ly  

Because t h e  United States ranks l o w .  i n  c a p i t a l  investment,  it is  
also on t h e  bottom i n  growth of r e a l  wages and bene f i t s .  I n  t h e  decade 
1965-1975, t h e  real  income of t h e  American worker increased only  15.7 
percent ,  y e t  i n  Sweden it increased 68.8 percent ,  i n  Germany 7 8 . 1  per- 
cen t ,  and i n  Japan 137.9 percent .  I n  1950, t h e  United States per  c a p i t a  
income w a s  t w i c e  t h a t  of Sweden or Switzerland. Today, both of those  
na t ions  have surpassed us ,  and other i n d u s t r i a l  na t ions  are c los ing  t h e  
gap 

The business  community is  not  pleased w i t h  t h e  prospec t  of making 
the  1 0  percent  Investment Tax Cred i t  permanent. 
advocacy of a 1 2  percent  I T C  f o r  t h e  Tax Reform B i l l  of  1977 ,  and they  
s t i l l  advocate a 1 2  percent  c r e d i t ,  without t h e  l i m i t a t i o n s  that t h e  
c u r r e n t  l a w  and t h e  Carter proposal p l a c e s  on them. Industry also be- 
l i e v e s  it needs a f a s t ,  f i r s t  year t a x  wri te-off  for  a l l  f e d e r a l l y  man- 
da ted  environmental  and s a f e t y  f a c i l i t i e s .  Since t h e s e  f a c i l i t i e s  are 
added costs, do no t  add t o  t h e  e f f i c i e n c y  of t h e  company, and do no t  
improve t h e  product s i g n i f i c a n t l y ,  businessmen f e e l  t h a t  t a x  wr i t e -o f f s  
for  t h e s e  huge investments could be quickly recovered f o r  reinvestment 
i n  job-producing and profit-producing f ac i l i t i e s .  

I t  is  est imated t h a t  t h e  P r e s i d e n t ' s  p roposa ls .wi l1  reduce t a x e s  
for  indus t ry  $2 .4  b i l l i o n  i n  1 9 7 9 ,  and $7.2 b i l l i o n  i n  1983, of which 
$4.5 b i l l i o n  w i l l  be t h e  r e s u l t  of t h e  permanent ex tens ion  of t h e  1 0  
percent  c r e d i t .  

They remember Carter 's  

C. El iminat ion of D I S C  

Under p re sen t  l a w ,  t h e  United States companies may d e f e r  t a x  on 
a po r t ion  of t h e i r  expor t - re la ted  income by s e l l i n g  t h e i r  product t o  
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a D o m e s t i c  I n t e r n a t i o n a l  Sales Corporation (DISC). For example, XYZ 
Company, t h e  manufacturer,  sells  i t s  f i n i s h e d  product t o  XYZ Company, 
t h e  D I S C .  The DISC markets t h e  product overseas  and t h e  break comes 
when t h e  D I S C  i s  exempted f r o m  paying ha l f  of t h e  normal United States 
income t a x  on i t s  overseas  p r o f i t s .  This exemption is  a d e f e r r a l ,  and 
l a s t s  as long as t h e  D I S C  cont inues t o  export .  

The DISC w a s  c r ea t ed  i n  1 9 7 1  t o  s l o w  t h e  growing imbalance between 
expor ts  and imports. Since many fo re ign  producers received s u b s i d i e s  
from t h e i r  home governments, t h e  Nixon Administration f e l t  t h a t  t h e  
United States expor t s  would be more compet i t ive  i f  they g o t  a lower t a x  
r a t e ,  and so t h e  D I S C  was formed. 

P res iden t  Ca r t e r ' s . p roposa1  w i l l  r epea l  D I S C  over a three-year 
period. S t a r t i n g  by 1979,  DISC t a x  b e n e f i t s . w i l 1  be reduced by one t h i r d  
so t h a t  by 1981, D I S C  w i l l  be e l iminated.  

Arguments For 

The DISC has turned o u t  t o  be a f a r  more c o s t l y  and less e f f e c t i v e  
program than o r i g i n a l l y  claimed. I n  1 9 7 4 ,  DISC produced $3 b i l l i o n  
worth of United States expor t s  bu t  l e g a l l y  denied t h e  United States 
Treasury $1 .2  b i l l i o n  i n  taxes .  I n  1975, t h e  revenues denied were $1,390 
mi l l i on .  Because of t h e  provis ions  of t h e  Tax Reform A c t ,  t h i s  loss 

. w a s  reduced t o  $870 m i l l i o n  i n  1976.  The pro jec ted  revenues l o s t  for  
- ~ -  

1977  and 1978 are est imated t o  be $1 .0  b i l i i o ;  and $1 .2  b i l l i o n  respec- 
t i v e l y .  

Even though t h e r e  are more than 5,000 D I S C ' S ,  about 40 companies 
g e t  more than  ha l f  t h e  D I S C  bene f i t s .  
who i s  one of t h e  l e a d e r s  i n  e l imina t ing  D I S C ,  p u t s  it t h i s  way:;.:< . 

Senator  Edward M. Kenned; ( D - M a s s .  1 ,  

"DISC i s  a windfa l l  fo r  l a r g e  mul t ina t iona l  United S t a t e s  
expor t e r s  who would be export ing anyway ... what w e  are 
r e a l l y  t a l k i n g  about is  t h a t  ex t raord inary  tax subsidy 
of t h e  w e a l t h i e s t  and m o s t  powerful corpora t ions  i n  t h e  
country.  They can t h r i v e  without t h i s  b e n e f i t  and it 
ought t o  be  repealed."  

Arguments Against  

DISC has  been a factor i n  increas ing  our  expor t s  and improving 
our balance of trade. The t a x e s  on p r o f i t s  a r i s i n g  f r o m  United States 
expor t s  f a r  outweigh t h e  s m a l l  losses i n  revenue t o  t h e  Treasury.  Since 
t h e  enactment of D I S C ,  t h e  United States expor t s  have doubled. DISC 
genera tes  jobs.  According t o  David C. Gar f ie ld ,  Vice-chairman of 
Ingersoll-Rand, t h e  b e n e f i t s  f r o m  DISCkiawallowed t h e  company t o  in-: 
crease employment by some 7 ,000  s i n c e  1971.  From 1975 t o  1976 ,  General 
Electr ic 's  .overseas sales climbed from $1.6 b i l l i o n  t o  $1.9 b i l l i o n .  
General Electric estimates t h a t  37,000 of i t s  274,000 employees depend 
on t h e  expor t  trade for  t h e i r  jobs.  
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Senator Abraham Ribicoff (D-Conn.) says:  "DISC i s  t h e  key t o  
reducing the  trade barriers created by t h e  t a x  p r a c t i c e s  of many of 
our t r a d i n g  p a r t n e r s  .... It  w a s  no t  designed t o  g i v e  anybody a t a x  
break. 

D I S C  does not  get  a subsidy. Webster's d i c t i o n a r y  d e f i n e s  a 
subsidy as,  ''a g r a n t  of money from a government t o  a p r i v a t e  e n t e r p r i s e  
considered a s  b e n e f i c i a l  t o  t h e  publ ic ."  D I S C  does not  r ece ive  a sub- 
s idy  f r o m  anyone; rather t h e  l a w  allows it t o  keep revenue t h a t  would 
otherwise go t o  t h e  federal government i n  taxes .  
lowering t h e  t a x  rates for DISC. I f  t he  f e d e r a l  government would c u t  
t h e  t axes  for  a l l  United S t a t e s - c o r p o r a t i o n s ,  it would inc rease  t h e i r  
competit iveness i n  fo re ign  trade, and also al low corpora t ions  t o  have 
more funds a v a i l a b l e  for c a p i t a l  formation. 

- 

The government i s  

The DISC is  no t  a subsidy for r ich  corpora t ions ,  bu t  r a t h e r  a 
belated recogni t ion  t h a t  perhaps those corpora t ions  who produce rev- 
enues should be allowed t o  keep some of them. 

D. Terminatins Deferral 

Present  l a w  g ives  t h e  United States companies a credit a g a i n s t  
American t a x e s  for  t a x e s  paid t o  t h e  host c o u n t r i e s  of their fo re ign  
opera t ions .  
a three-year  per iod s t a r t i n g  i n  1979. A f t e r  1981,  t h e  earnings of a 
United States con t ro l l ed  fo re ign  corpora t ion  w i l l  be taxed c u r r e n t l y  
whether o r  no t  those earn ings  are paid t o  t h e  United States share- 
holders (usua l ly  pa ren t  companies) as dividends.  

P res iden t  Carter would phase o u t  t h e  e n t i r e  program over 
, 
I 

Arguments For 

By e l imina t ing  t h i s  t a x  deferral, American companies w i l l  have no 
incen t ive  t o  i n v e s t  i n  fo re ign  coun t r i e s  j u s t  t o  evade taxes .  The cu r -  
r e n t  t a x  l a w s  and r egu la t ions  a r e  w r i t t e n  so t h a t  on ly  t h e  l a r g e  cor- 
pora t ions ,  w i t h  t h e i r  pools of lawyers and accountants ,  can b e n e f i t  
f r o m .  t he  t a x  loopholes.  

This ,  of course,  g ives  a competi t ive advantage to  them over smaller 
businesses  and, t h e r e f o r e ,  d i s tor t s  t h e  marketplace.  F i n a l l y ,  by t ak ing  
away t h e  t a x  deferral, large corpora t ions  w i l l  be prevented f r o m  inves t -  
ing i n  fo re ign  c o u n t r i e s  and f r o m  ignoring t h e i r  r e s p o n s i b i l i t y  for  
c r e a t i o n  of domestic jobs. 

For U . S .  companies t o  be taxed by both t h e  fo re ign  c o u n t r i e s  i n  
which they ope ra t e  and by t h e i r  own government would be an unwise 
p r a c t i c e .  

American f i r m s  would be forced t o  e l imina te  p a r t  o r  a l l  of their  
ope ra t ions  abroad, and the real  l o s e r s  would be American workers who 
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would 1 se t h e i r  jobs  s w e l l .  By t ak ing  awa 
American f i rms ,  they  would be pu t  a t  a compet 

t h e  t a x  d e f e r r a l  f r o m  
t i v e  disadvantage w i t h  

fo re ign  f i r m s  -- since many o f - these  fo re ign  f i rms  are e i t h e r  nat iona-  
l i z e d  by, subs id ized  or  not  taxed by t h e i r  own coun t r i e s .  There could 
be a po in t  where t h e s e  fo re ign  f i r m s  become so s t rong ,  t h a t  they  e l i m i -  
n a t e  c e r t a i n  American companies i n  t h e  world marketplace and, t he re fo re ,  
cause  unemployment h e r e . a t  home. 

F ina l ly ,  one of t h e  r e c u r r e n t  arguments used f o r  t h e  r epea l  of 
t a x  d e f e r r a l  i s  t h a t  t h e s e  t a x  p r i v i l e g e s  a l l o w  companies t o  i n v e s t  i n  
fore ign  c o u n t r i e s  which, i n  tu rn ,  e i t h e r  des t roy  or o therwise  s t o p  
c r e a t i o n  of new jobs  i n  America. That s ta tement  i s  an example of 
t h e  "lump of  l abor  f a l l acy . "  It  assumes t h a t  t h e r e  are a l imi t ed  num- 
ber of jobs  a v a i l a b l e  whereby t h e  a c q u i s i t i o n  of a job  by one person of 
necess i ty  r e q u i r e s  t h a t  another  lose h i s  job. There is  ... no evidence t o  
support  such a conten t ion .  I t  should be noted t h a t  t h e  number of people 
holding j o b s  grew from less than a m i l l i o n  dur ing  c o l o n i a l  t i m e s  t o  over  
90 m i l l i o n  holding jobs  now. A l l  evidence sugges ts  t h a t  t h i s  t r end  w i l l  
cont inue,  and t h e  s h o r t  h i s t o r y  of t h e  D I S C L s  i l l u s t r a t e s - t h e  p o s i t i v e  
a f f e c t  t h a t  i n t e r n a t i o n a l  t r a d e  has on t h e  growth of jobs.  

Pres ident  Car te r ' s  proposal  w i l l  raise t a x e s  for t h e s e  companies 
$0.1 b i l l i o n  i n  1979 r i s i n g  t o  $0.9 b i l l i o n  i n  1983. 

E. S i m d i f i c a t i o n  of  ADR 

ADR or  A s s e t  Depreciat ion Range i s  a system which enables  taxpayers  
and corpora t ions  t o  deprec i a t e  t h e i r  assets f o r  income repor t ing  purposes. 
Under t h e  ADR system, t h e  I R S  p re sc r ibes  a range of gu ide l ines  which 
taxpayers  can use  i n  s e t t i n g  t h e  use fu l  l i v e s  of t h e i r  assets. Under 
Pres ident  Carter ' s  proposal ,  t h e  ADR system w i l l  be s impl i f ied .  Salvage 
va lue  w i l l  be d is regarded .under  t h e  r ev i sed  system. Elabora te  r epor t ing  
requirements  w i l l  be  rep laced  by Treasury Surveys which w i l l  r e q u i r e  
responses  f r o m  on ly  a s m a l l  number of  taxpayers  each year .  Only t h e  
s t r a i g h t - l i n e  and dec l in ing  balance methods of dep rec i a t ion  w i l l  be a l -  
lowed under ADR. These proposa ls  w i l l  have l i t t l e  impact on taxes .  

Analysis  

I n f l a t i o n  has  rendered asset deprec i a t ion  range or  use fu l  l i f e  
gu ide l ines  abso lu te ly  u s e l e s s  by making it impossible  t o  recover  t h e  
o r i g i n a l  cost of obso le t e  or worn-out equipment on a t imely bas i s .  
Accelerated deprec i a t ion  i s  e s s e n t i a l  so t h a t  equipment investment can 
be recovered i n  a f ive-year  per iod  o r  less, wi th  a ten-year recovery 
per iod  f o r  i n d u s t r i a l  bu i ld ings .  The foundry indus t ry  has  been par- 
t i c u l a r l y  h u r t  i n  t h i s  regard .  This  i ndus t ry  i s  one of t h e  n a t i o n ' s  
m o s t  ba s i c  i n d u s t r i e s ,  comprising some 4 ,500  u n i t s  which produce up t o  
22 m i l l i o n  t o n s  of a l l  types  of c a s t i n g s  annual ly ,  having a va lue  i n  
excess  of $13 b i l l i o n .  It employs over 400 ,000  product ion  workers, 
and 80 percent  of  t he  f i rms  i n  t h e  indus t ry  employ less than  100  per- . 
sons. The American foundry indus t ry  has found t h a t  competing foundr ies  
i n  other na t ions  have grown r a p i d l y  because they have been permi t ted  t o  
take faster write-offs and have enjoyed t h e  luxury  of r ece iv ing  c a p i t a l  



. .. 

2 1  

as soon as an investment i s  made r a t h e r  than  having t o  w a i t  u n t i l  a 
f a c i l i t y  is opera t ive .  

Consider h o w  t h e  United States compares t o  other i n d u s t r i a l  na- 
t i o n s  for  p l a n t  and equipment investment as a percentage of GNP f o r  
t h e  yea r s  1960-1973: J apan ' s  investment rose 27 percent ;  20 percent  
i n  W e s t  Germany, 18 percent  i n  Canada and France,  15  percent  i n  I t a l y ,  
1 4  percent  i n  t h e  United Kingdom, and 13 percent  i n  t h e  United States. 

Because of i n f l a t i o n ,  t h e  asset deprec i a t ion  range is completely 
i n e f f e c t i v e ,  and can only be improved by a switch t o  accelerate de- 
p rec i a t ion .  P res iden t  Carter 's  proposals  w i l l  no t  be e f f e c t i v e  i n  t h i s  
area. 

F. Small Business 

The P res iden t  has made a f e w  recommendations t h a t  w i l l  be h e l p f u l  
t o  s m a l l  business .  They should present  no problems w i t h  Congress and 
t h e  publ ic .  

1. Stocks i n  a S m a l l  Business 

Usually a loss on s tock  i s  a c a p i t a l  loss and is  treated less 
favorably than an ord inary  loss. Under P res iden t  Carter 's  proposal,  an 
exception i n  t h e  p re sen t  l a w  ( sec t ion  1 2 4 4  of t h e  I n t e r n a l  Revenue Code) 
t h a t  treats a loss on c e r t a i n  stock i n  a s m a l l  business  as an ord inary  
loss  w i l l  be broadened, increas ing  t h e  amount of s tock  t h a t  can come 
under t h e  exception. A l s o ,  s o m e  t e c h n i c a l  r u l e s  t h a t  could prevent  
stock i n  a s m a l l  corpora t ion  from coming under t h e  except ion w i l l  be 
e l iminated.  

2. Subchapter S 

A Subchapter S corpora t ion  is taxed l i k e  a pa r tne r sh ip  where 
t h e  shareholders  pay t a x  on t h e  earnings of t h e  corpora t ion  but  the 
corpora t ion  i tself  gene ra l ly  does n o t  pay any tax .  I f  a Subchapter S 
corpora t ion  l o s e s  money, t h e  shareholders  are .general ly ,  but  no t  a l -  
ways, allowed t o  deduct t h e  losses. A new Subchapter S corpora t ion  
cannot have more than 1 0  shareholders  under p re sen t  l a w .  

t o  have up t o  1 5  shareholders  and make it easier f o r  them t o  deduct 
losses. Some t e c h n i c a l  r u l e s  i n  t h e  code w i l l  a lso be s impl i f i ed .  

P res iden t  Carter's proposal w i l l  allow Subchapter S corpora t ions  

G. Taxation of F inanc ia l  I n s t i t u t i o n s  

Another.of Pres ident  Carter's proposals  t h a t  w i l l  probably engender 
l i t t l e  oppos i t ion  i n  t h e  Congress o r  w i t h  pub l i c  is  t h e  t a x a t i o n  of 
c e r t a i n  f i n a n c i a l  i n s t i t u t i o n s .  The following are the  proposed changes! 

1. Commercial banks w i l l  be requi red  t o  base f u t u r e  add i t ions  t o  
t h e i r  bad debt r e se rves  on t h e i r  own a c t u a l  experience i n  t h e  c u r r e n t  
and f i v e  preceding years .  Previously,  t he  deduct ion for bad debts w a s  
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. based on a f i x e d  percentage  of t h e i r  e l i g i b l e  loans ,  r e g a r d l e s s  of 
t h e i r  actual l o s s e s .  

2. Mutual s av ings  banks and sav ings  and loan  a s s o c i a t i o n s  w i l l  be 
. r e q u i r e d  t o  reduce t h e i r  s p e c i a l  bad debt deduct ion  of  4 0  percen t  of  

' n e t  t a x a b l e  income t o  30 percen t  over  a f ive-year  t r a n s i t i o n  per iod .  
Under p r e s e n t  l a w ,  t h d  deduct ion  w a s  t o  have been phased down t o  a 
permanent l e v e l  of 4 0  p e r c e n t  i n  1979.  

3. C r e d i t  unions w i l l  be taxed on t h e i r  income f o r  t h e  f i r s t  t i m e .  
A f t e r  a f ive-year  t r a n s i t i o n  pe r iod ,  t h e y  w i l l  be  taxed  on t h e  same basis 
as sav ings  and loan  a s s o c i a t i o n s .  

The President may g e t  some o p p o s i t i o n  on t h i s  l as t  proposa l .  Most 
c r e d i t  unions are non-prof i t ,  and are f o r  t h e  e x c l u s i v e  use  of  t h e i r  
m e m b e r s  and f a m i l i e s .  They are similar t o  a g r i c u l t u r a l  coope ra t ives  
and can  be set up by employees.of almost any k ind  of bus iness .  Because 
they  do n o t  a d v e r t i s e  t o  t h e  p u b l i c  nor  openly compete a g a i n s t  o t h e r  
f i n a n c i a l  i n s t i t u t i o n s ,  t h e  Congress may be h e s i t a n t  i n  t a x i n g  them. 
The estimated i n c r e a s e  i n  tax l i ab i l i t i e s  as a r e s u l t  of t h e  P r e s i d e n t ' s  
changes w i l l  be $0.3 b i l l i o n  i n  1979. 

H. Accrual Accounting f o r  A g r i c u l t u r a l  Corpora t ions  

The President w i l l  r e q u i r e  a l l  farm c o r p o r a t i o n s ,  except  t h o s e  
taxed l i k e  p a r t n e r s h i p s  and t h o s e  wi th  less t h a n  $1 m i l l i o n  of g r o s s  . 

r e c e i p t s ,  t o  use  a c c r u a l  account ing  methods. Non-corporate s y n d i c a t e s  
w i l l  a lso be r e q u i r e d  t o  use  a c c r u a l  account ing.  Under t h e  p r e s e n t  
1976 Tax Reform A c t ,  a l l  farm c o r p o r a t i o n s  except  fami ly  farms were 
r e q u i r e d  t o  use  a c c r u a l  account ing methods. The fami ly  farm could  use  
t h e  c a s h  method. Before t h e  1976 A c t ,  a l l  farms could  use  t h e  cash  
method. A fami ly  farm is  a c o r p o r a t i o n  i n  which a t  least  50 percen t  

' of  t h e  s t o c k  is owned by m e m b e r s  o f  t h e  same family.  .Tax  r u l e s  r e q u i r e  
t axpaye r s  who sel l  products  t o  r e p o r t  t h e i r  income by t h e  a c c r u a l  method, 
and thereby  accumulate t h e i r  p roduct ion  costs i n  inven to ry  u n t i l  t h e  
product  is  sold. Cash account ing permi ts  immediate deduct ion  of expenses 
i n c u r r e d  whether or  n o t  t h e  product  is so ld .  

Arguments For 

Absentee farmers  have used cash  account ing  t o  c l a i m  a r t i f i c i a l  
losses, the reby  enjoying an  u n f a i r  c o m p e t i t i v e  advantage over  t h e  ac- 
t i v e  farmer.  Switching over  t o  a c c r u a l  account ing w i l l  s i m p l i f y  t h e  
t a x  l a w s  and make t h e  t a x  system more e q u i t a b l e .  

Arguments Aqainst  

Accrual account ing  adds t h e  va lue  of inventory  t o  t h e  t a x a b l e  in-  
come. S ince  t h e  v a l u e  of  t h e  goods and equipment i n  t h e  inventory  must 
be based on a n  o b j e c t i v e  factor,  t h a t  f a c t o r  would ' b e ' t h e  p r i c e  of t h e  
same good i n  t h e  marketplace.  If a t ractor  s o l d  f o r  X dollars ,  and 

. .  . .  
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t h e  next  year  t h e  p r i c e  went up because of i n f l a t i o n ,  then  t h a t  p r i c e  
would be t h e  replacement cost of  t h e  tractor,  even though t h e  farmer 
could w r i t e  o f f  t h e  o r i g i n a l  cost i n  deprec ia t ion .  So, a $12,500 
tractor bought i n  1970  might cost $32,000 i n  1978 because of i n f l a t i o n .  

Another ob jec t ion  t o  acc rua l  account ing is  t h a t  f a r m  commodities 
are d i f f i c u l t  t o  measure i n  p r i c e  because of p r i c e  f l u c t u a t i o n s .  The 
major ob jec t ion  t h a t  farmers  have t o  t h i s  new method,is t h a t  it would 
n e c e s s i t a t e  a more complicated set  of books for  t h e  farmer t o  maintain.  
The farmer has  enough t r o u b l e  contending w i t h  OSHA, EPA, FDA, FTC and 
a l l  t h e  myriad of f e d e r a l ,  s ta te  and local agencies  without  t ack l ing  a 
complicated system of accounting. Both t h e  Nat iona l  Grange and t h e  
American Farm Bureau are opposed t o  accrual account ing and they  contend 
t h a t  t h e  problems a s soc ia t ed  wi th  it w i l l  add t o  t h e  farmers '  a l ready  
heavy burden. 

farmers  t o  use  acc rua l  accounting is  t h a t  t h e  government does no t  even 
use t h e  system i t s e l f .  I n  1956, t h e  second Hoover Commission s t rong ly  
urged the  implementation of t h i s  method, and t h i s  l e d  t o  Publ ic  Law 
84-863 which requi red  a l l  government agencies  t o  i n s t a l l  acc rua l  ac- 
counting "as soon as p r a c t i c a l . "  :This method i s  now s tandard  p r a c t i c e  
wi th in  f e d e r a l  agencies ,  bu t  i n  1967 the  P r e s i d e n t ' s  Commission on 
Budget Concepts made f u r t h e r  sugges t ions  along t h i s  l i ne . "  '%t-.also. 
recommended acc rua l  account ing and t h e  p re sen ta t ion  of  t h e  annual  bud- 
g e t  on a n  acc rua l  expendi ture  bas i s .  This  w a s  endorsed by t w o  Presi- 
den t s ,  bu t  w a s  n o t  implemented dur ing  t h e i r  adminis t ra t ions .  Again, 
Congress appeared t o  p r e f e r  t h e  ' ob l iga t ion '  type  budget. There w e r e  
some improvements made i n  acc rua l s  f o r  t h e  year-end s ta tements  of t h e  
f e d e r a l  government, b u t  no t  always a t  t h e  i n s t a l l a t i o n  or ope ra t ing  
l e v e l .  '117 

One of  t h e  m o s t  i r o n i c  a spec t s  of  t h e  f e d e r a l  government r equ i r ing  

I n  January 1976, Secre ta ry  of the  Treasury.Wil l iam Simon announced 
t h a t  t h e  Treasury Department would develop a consol ida ted  f i n a n c i a l  
s ta tement  t o  be publ ished i n  e a r l y  1978. The pro to type  s ta tement  w a s  
r e l eased  November 15,  1976. The Carter Adminis t ra t ion has  cont inued 
wi th  t h e  yea r ly  Consolidated F inancia l  Statements ,  bu t  they  are using 
t h e  "obl iga t ion"  type  budget r a t h e r  than  a s t r ic t  accrual-accounting 
budget. 18 

F i n a l l y ,  farmers reject t h e  f e d e r a l  government r equ i r ing  them t o  
use  acc rua l  accounting on p r inc ip l e .  
f i c i a l  t o  farmers ,  they  w i l l  switch t o  it of t h e i r  own accord. They 
don ' t  need t h e  f e d e r a l  government r equ i r ing  t h e m  t o  do t h i s  for  t h e i r  
own good. There are very few people i n  t h e  country who be l i eve  t h a t  
t h e  f e d e r a l  government knows more about farming than  t h e  farmers ,  and 
it behooves t h e  government t o  r e f r a i n  from plac ing  f u r t h e r  burdens on 
t h e  backs of  t h e  family farmers.  

I f  acc rua l  account ing i s  so bene- 

17 .  Arthur Anderson and Co., Sound Financial Reporting In the Public Sector: 
. .  A Prerequisite to Fiscal Responsibility. Appendix 3 ,  p. 33 (1975). 
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18. 
of the 'Truth In Government Accounting Act' / n . R .  2408/," Issue Bulletin, The Heri- 
tage Foundation, Washington, D . C . ,  February 9, 1977. 

For  further informatiom on accrual accounting i n  government, see "An Analysis 
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T A X ' .  E X E M P T  F I N A N C I N G  . 

A. State and Local Taxable Bond Option 

Under p re sen t  l a w ,  i n t e r e s t  payments received f r o m  deb t  o b l i g a t i o n s  
i ssued  by state and local governments and t h e i r  i n s t r u m e n t a l i t i e s  are 
exempt. from Federal  t axes .  

A l l  deb t  o b l i g a t i o n s  issued by t h e  f e d e r a l  government are subject 
t o  f e d e r a l  income tax .  Pres ident  Carter has  proposed t h a t  s ta te  and 
local governments have t h e  op t ion  of i s su ing  e i t h e r  conventional tax- 
exempt bonds or  t axab le  bonds which w i l l  r ece ive  a subsidy from t h e  
Treasury for  a f ixed  percentage of t h e i r  in te r /es t  costs. The choice 
w i l l  be e n t i r e l y  a matter f o r  t h e  state or local government t o  decide.  
For 1979 and 1980, t h e  f e d e r a l  government w i l l  pay 35 percent  of t h e  
i n t e r e s t  costs on taxabl'e bonds issued by s ta te  and local governments. 
For bonds issued t h e r e a f t e r ,  t h e  i n t e r e s t  subsidy w i l l  be 4 0  percent  
of t h e  i n t e r e s t  costs. 

Arquments For: 

This proposal w i l l  add t o  t a x  f a i r n e s s  and increased e f f i c i e n c y  
i n  t h e  use of pub l i c  resources .  
of i n t e r e s t  on s ta te  and local bonds s t i l l  be preserved> y e t  t h e  wind- 
f a l l  t o  higher  income persons who do no t  pay t a x  on such i n t e r e s t  can 
be reduced. T h i s  proposal w i l l  provide a b e n e f i t  t o  s t a t e  and local 
taxpayers  through lower i n t e r e s t  c o s t s  on government borrowings. 

It  is  important t h a t  t h e  t a x  exemption 

Arguments Against  

s ta te  and local governments i n t o  t h e  p r i v a t e  s e c u r i t y  markets,  p lac ing  
new costs and burdens on proper ty  taxpayers.  
by a l l  proper ty  owners and taxpayers i n  a l l  income bracke ts ,  so t h a t  
everybody would pay f o r  e l imina t ion  of t h e  t a x  deduction on municipal 
bonds, not  only t h e  people who purchase them. 

p l e  who i n v e s t  i n  t h e s e  bonds are s t e a l i n g  from t h e  taxpayers  through 
a tax break. 
bonds is  less than  t h a t  of corpora te  bonds, and i f  you took away t h e  
exemption i n v e s t o r s  would not  buy t h e  government bonds. 
would be t h a t  e s s e n t i a l  improvements i n  state and local government 
f ac i l i t i e s  could only be made by inc reases  i n  t axes ,  and t h e  losers , 
would be those  i n  t h e  lower income c a t e g o r i e s  who a r e  t h e  l a r g e s t  u s e r s  
of t h e s e  f a c i l i t i e s .  

ject  t o  r egu la r  t axes ,  bu t  g i v e  t h e  i s su ing  a u t h o r i t y  a f e d e r a l  subsidy 
to  help pay t h e  higher  i n t e r e s t  r a t e s .  

Ending t h e  f e d e r a l  t a x  exc lus ion  on municipal bonds would t h r u s t  

The taxes would be borne 

Some c r i t i cs  of t a x  exemption for  municipal bonds c l a i m  t h a t  peo- 

The r e a l i t y  of t h e  s i t u a t i o n  i s  t h a t  t h e  r e t u r n  on these 

T h e ' r e s u l t  

Pres ident  C a r t e r ' s . p l a n  is  t o  make municipal bond i n t e r e s t  sub- 
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T h i s  a c t i o n  would be j u s t  another  i n  t he  con t inua l  e ros ion  of 
states '  r i g h t s  and sovereignty.  The states w e r e  envisioned by $he 
Founding Fa the r s  as  having complete sovereignty i n  c e r t a i n  areas, w h i l e  
tu rn ing  over t o  t h e  f e d e r a l  government other r i g h t s  f o r  t h e  good of 
t h e  Republic. Many observers  f e e l  t h a t  t h e  states are now administra- 
t i v e  subdiv is ions  of t h e  f e d e r a l  government. The f e d e r a l  government 
is claiming t h a t  t h i s  w i l l  not  increase  a u t h o r i t y  over t h e  states and 
local governments. However, t h a t  argument w a s  used i n  behalf  of f e d e r a l  
a i d  t o  education, and now t h e  n a t i o n ' s  educators  are r e v o l t i n g  a g a i n s t  
t h e  c o n t r o l  t h a t  HEW and o t h e r  f e d e r a l  agencies  have on our  educa t iona l  
i n s t i t u t i o n s .  

According t o  t h e  Department of t h e  Treasury,  t h e  est imated n e t  
costs t o  t h e  f e d e r a l  government f o r  t h e  ca lendar  years  1 9 7 9  and 1983 
are less than  $50 m i l l i o n  and $0.6 b i l l i o n  r e spec t ive ly .  

B. I n d u s t r i a l  Development Bonds 

issued by s ta te  and local governments f o r  t h e  b e n e f i t  of p r i v a t e  bor- 
rowers. I n t e r e s t  on t h e s e  bonds are tax exempt only i n  t h e  following 
cases : 

Under c u r r e n t  l a w ,  i n d u s t r i a l  development bonds are s e c u r i t i e s  

1. bonds i ssued  t o  provide f inanc ing  f o r  c e r t a i n  f a c i l i t i e s  
such as  p o l l u t i o n  c o n t r o l  equipment, s p o r t s  a renas  and 
convention h a l l s ,  a i r p o r t s  and i n d u s t r i a l  parks;  

2. s m a l l  i s s u e s  where t h e  amount of t h e  bonds so ld  does no t  
exceed $1 m i l l i o n  or  t h e  t o t a l  c a p i t a l  expenses on t h e  
f a c i l i t y  being financed do not  exceed $5 mi l l i on ;  and 

3 .  f ac i l i t i e s  ( inc luding  h o s p i t a l s )  of p r i v a t e ,  non-profi t  
o rganiza t ions .  

P res iden t  Carter has  proposed t h e  following changes: 

1. I n t e r e s t  on i n d u s t r i a l  development bonds i ssued  for  pol lu-  
t i o n  c o n t r o l  and i n d u s t r i a l  parks w i l l  no longer  be t a x  exempt. 

2. Bonds i ssued  by s ta te  and l o c a l  governments t o  f inance  
h o s p i t a l  cons t ruc t ion  f o r  p r i v a t e  non-profi t  i n s t i t u t i o n s  w i l l  no 
longer be t a x  exempt un le s s  t h e r e  i s  a c e r t i f i c a t i o n  by t h e  state t h a t  
a new h o s p i t a l  i s  needed. 

3.. The s i z e  of p r o j e c t s  which may be financed with t a x  exempt 
" s m a l l  issues ' '  of i n d u s t r i a l  development bonds w i l l  be increased from 
$5 m i l l i o n  t o  $10 m i l l i o n ,  bu t  t h e  tax exemption w i l l  only be allowed 
f o r  f a c i l i t i e s  cons t ruc ted  i n  economically d i s t r e s s e d  a reas .  

4 .  I n d u s t r i a l  development bonds t h a t  cont inue t o  quali€.y f o r  
t a x  exemption may be issued as t axab le  bonds w i t h  t he  federal govern- 
ment subs id i z ing  35 percent  of t h e  i n t e r e s t  costs of t axab le  bonds 
i ssued  i n  1 9 7 9  and 1980 and 4 0  percent  of t h e  i n t e r e s t  costs of bonds 
i ssued  t h e r e a f t e r .  
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Arguments For 

The t a x  exemption f o r  p o l l u t i o n  c o n t r o l  bonds encourages f i r m s  
t o  i n v e s t  i n  environmental technology which, because of unproven 
methods or  o t h e r  reasons,  would no t  r ece ive  funding i n  t h e  p r i v a t e  
marketplace.  
mandated by the  requirements of federal l a w  and by EPA r egu la t ions .  
Because these r e g u l a t i o n s  compel f i r m s  t o  undertake t h e  desired in- 
vestments,  t a x  exemption no longer func t ions  as an e f f e c t i v e  incent ive .  

exemption of i n t e r e s t  income on i n d u s t r i a l  development bonds. T h i s  t a x  
exemption a l so  d r i v e s  up the  cost of municipal f inance.  

Many podlut ion c o n t r o l  investments have been e f f e c t i v e l y  

Unwise or  i n e f f i c i e n t  p r i v a t e  investment is  encouraged by t h e  t a x  

By ending t h e  t a x  exemption f o r  bonds issued t o  f inance  construc- 
t i o n  of unneeded h o s p i t a l  f a c i l i t i e s  for  p r i v a t e  non-profi t  h o s p i t a l s ,  
t h e  undes i rab le  incen t ive  t o  b u i l d  excess  fac i l i t i es  w i l l  be el iminated,  
and t h e  Adminis t ra t ion 's  e f for t s  t o  cont.ro1 r a p i d l y  growing h o s p i t a l  
costs w i l l  be supported.  

R e s t r i c t i n g  t o  distressed a reas ,  t h e  use of t a x  exempt f inanc ing  
f o r  small  i s s u e s  of i n d u s t r i a l  development, w i l l  c u r t a i l  t h e  t o t a l  
volume of t a x  exempt bonds i ssued  and w i l l  channel t h i s  subsidy t o  
areas m o s t  i n  need. 
i n d u s t r i a l  development bonds w i l l  l i m i t  t h e  amount of i n t e r e s t  income 
which escapes t a x a t i o n ,  and w i l l  c u r t a i l  t h e  use of t a x  exempt f inancing 
by p r i v a t e  borrowers. 

Furthermore, r e s t r i c t i n g  t h e  use  of t a x  exempt 

,Arguments Against  

The t a x  exemption for  p o l l u t i o n  c o n t r o l  bonds has served a u s e f u l  

Second, by g iv ing  t a x  exemption for  

purpose i n  t w o  ways. 
t r o l  f a c i l i t i e s  by p r i v a t e  indus t ry ,  rather than  t h e  government fo rc ing  
them t o  cons t ruc t  t h e  f ac i l i t i e s .  
these bonds it allows companies t o  recover t h e i r  investment,  and thereby 
aids i n  c a p i t a l  formation. 

F i r s t ,  it encourages cons t ruc t ion  of p o l l u t i o n  con- 

The argument i s  t h a t  unwise p r i v a t e  investment i s  encouraged by 
t h e  t a x  exemption of. i n d u s t r i a l  development bonds. 
is offered by t h e  proponents. 
growth i n  t he  S.unbelt has been encouraged by t h e  l iberal  i ssuance  of 
i n d u s t r i a l  development bonds. 

N o  evidence of such 
On the  other hand, much of t h e  economic 

With r e s p e c t  t o  t h e  t a x  exemption of cons t ruc t ion  bonds f o r  p r iva t e -  
nonprof i t  h o s p i t a l s ,  it could be argued t h a t  t h e  federal governments 's  
def ic i t  spending has ,served t o  crowd o u t  funds i n  t he  p r i v a t e  market 
normally a v a i l a b l e  for  t h i s  type  of cons t ruc t ion .  
a l l  of these changes i n  i n d u s t r i a l  bond f inancing w i l l  i nc rease  t a x e s  
less than  $50 m i l l i o n  i n  calendar  yea r  1979 ,  r i s i n g  t o  $0.3 b i l l i o n  i n  
1983. 

I t  is  estimated t h a t  
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I M P A C T  ON THE E C O N O M Y  

Two recen t  s t u d i e s  have c a l c u l a t e d  t h e  e f f e c t  of t h e  C a r t e r  t a x  
programs on t h e  economy as  a whole. The f irst  one, prepared by t h e  
S t a f f  of t h e  J o i n t  Committee on Taxation of t h e  Congress, p o i n t s  o u t  
t h a t  Pres ident  Carter 's  t a x  reduct ions  are too s m a l l  t o  o f f s e t  t h e  in-  
c reased  social s e c u r i t y  t axes ,  energy t a x e s  and inf la t ion- induced  t a x  
increases .  

1 TAX INCREASES 
( In  Bi l l ions)  

F i sca l  Year 

'197g2 1980 1981 1982 1983 TOTAL 
~ ~~ ~ ~~ 

Socia l  Securi ty  9.5 12.7 24.2 32.6 35.3 114.3 

13.4 9.0 10.4 12.1 13.8 58.7 I n f l a t i o n  3 

CARTER TAX PACKAGE c .  

Tax Cuts 30.4 37.1 41.9 46.4 52.4 208.2 

1. 
2. Includes F i s c a l  1978 increase of $7,200,000,000 and F i s c a l  1979 impact 

3.  
4. 

Prepared by t h e  S taf f  of t h e  J o i n t  C o m m i t t e e  on Taxation 

of $18,600,000,000 
Estimate based on 5 t o  6 percent i n f l a t i o n  rate 
Based on energy tax b i l l  passed by House 

Source: Congressional Record, January 26, 1978, p. S612 

Over t h e  next  f i v e  years ,  t axes  w i l l  i nc rease  by $215.5 b i l l i o n  
as a r e s u l t  of these expanded programs. The t a x e s . w i l l , i n c l u d e  $114 
b i l l i o n  in .new social  s e c u r i t y  taxes ,  $58.7 b i l l i o n  i n  in f l a t ion - in -  
duced t a x  inc reases  and $42.5 b i l l i o n  i n  new energy taxes .  This  is 
compared w i t h  t he  P r e s i d e n t ' s  cumulative $145.9 b i l l i o n  t a x  cut which 
l eaves  a gap of $70 b i l l i o n .  
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For a micro-view of the effect of Carter's tax program on a 
specific income,atax.study done by Robert E. H. Ferguson for the 
House Republican Study Committee ("The Tax Burden," January 27, 1978) 
should be reviewed. 
Carter's increase in social security payroll taxes, the energy taxes 
as passed in the House version of the energy bill, and the taxes re- 
sulting from the effects of inflation on the federal income tax struc- 
ture. ' It should be noted that the President's $25 billion tax cut was 
not included in the study, but as mentioned previously, the tax cut 
does not include social security and energy taxes. 

It analyzes the cumulative effect of President 

One table in the study points out, that by 1990, at an inflation 
rate of 6.5 percent, the family earning $15,500 today will have an ad- 
justed after tax nominal income of $9,688. 

TABLE 6 
TOTAL NOMINAL INCREASES IN THE TAX BURDEN 

Increases en Increases in Increases in 
Taxes Due to Taxes Due to Taxes Due to Adjusted Af.ter 

Year Inflation Effect House Energy Bill Social Security Law Tax Nominal Income 

1977 
1978 
1979 
1980 
1981 
1982 
1983 
1984 
1985' 
1986 
1987 
1988 
1989 
1990 

$ 0  
123 
251 
422 
592 
792 

1,022 
1,286 
1,584 
1,930 
2,319 
2,776 
3,320 
3,898 

$ 0  
72 
272 
378 
442 
487 
569 
572 
546 
*- 
- 
- - 
- 

$ 0  
0 
14 
14 
70 
85 
90 

, 97 
192 
191 
203 
217 
231 
422 

$14,008 
13,813 
13,471 
13,194 
12,904 
12,644 
12,327 
12,053 
11,685 
11,887 
11,486 
11,015 
10,457 
9,688 

This table assumes: 

1. A 1977 income of $15,500 
2. An annual increase in the CPI of 6.5% 
3. 
4. 

The wage earner receives a 6.5% cost of living annually 
The House passed energy bill becomes law :(inclusive of rebates) 

*Energy taxes will' continue past 1985; however, estimates and figures in the bill only 
extended through 1985. 
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The standard of living for most Americans is falling and will continue 
to fall because of recent increases in taxes. It should be noted that 
the table only shows the increases from the old law to the new law with 
regard to Social Security, and therefore the full liability of social 
security payroll taxes is understated in this presentation. 

It is apparent that Carter's tax program will be a heavy burden 
on the middle class. Inadvertantly, the President has said essentially 
the same thing. The changing of the $750 personal exemption to a $240 
tax credit was described by the President as "designed to increase'.the 
progressivity of the tax system." 

This change will result in an income transfer of $3.7 billion from 
those earning more than $20,000 per year to those earning less.19 :The 
rest of the.tax program also seems to be an income shiff'from those 
in the upper-middle and upper income brackets to those in the lower 
and lower-middle income brackets. These changes include elimination 
of deductions for certain state and local taxes, the repeal of itemized 
political contributions, the severe change in medical and casualty de- 
ductions, the elimination of many business expense deductions, and 
many others. The view that upper-income taxpayers represent a +7ast, 
untapped source of income flies in the face of reality. Statistics of 
Zncome - 1975, issued by the Internal Revenue Service, shows the exact 
opposite. 

a. 

b. 

C. 

d. 

e. 

The 1,119 individuals who reported incomes in excess of 
$1 million had an average taxable income of $1,570,000, 
and their taxes averaged $1,011,317 or 65 percent of 
taxable income. 

Taxpayers with 'income over $50,000 a year represent 
11.2 percent of all taxable income, but they pay 
20.6 percent of all taxes. 

While the average tax payment for all taxpayers was 
$2,020, the average payment for individuals with tax- 
able income of $50,000 or more was $26,814. 

Taxpayers earning more than $100,000 a year claimed 
a total of $6.5 billion in deductions; those earn- 
ing less than $15,000 a year claimed deductions of 
more than $117 billion. 

The 3.6 million taxpayers with incomes over $30,000 
pay 35 percent of all income tax revenue. The 40million 
taxpayers with incomes under $15,000 a year pay 25 
percent of total collections. 

19. See "Table IV. -- $240 Credit in L i e u  of the $750 Exemption, 1977 Income Level," 
Congressional Record, January 26, 1978, p. H334. 
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This data effectively destroys the myth that upper-income taxpayers have 
further monies anai2ab'le for taxation. 

As for the net affect that President Carter's tax program will have 
on business, perhaps the Wall Street Journal editorial of January 27, 
1978, gives a hint. "If business isn't overjoyed with President Carter's 
tax favors on its behalf, there is one simple explanation: Businessmen . . .know how to add. I' 

Two days before that editorial,. the private consulting firm of 
Malmgren, Inc. of Washington, D.C., prepared an economic impact analysis 
of Carter's tax package and its effect on business. The picture was not 
very optimistic. 

NET IMPACT OF PRESIDENT'S MAJOR TAX PROPOSALS 
ON U.S. COReORATIONS 

Legend: + represents benefits 
- represents increased taxes 

Treasury Revenue Impact Estimates 
(millions) 

TAX FEFORM 

DISC (Domestic. - Inter Sales Corp. 
Deferral 
Entertainment (martinis) 
Corp. Real Estate Shelters 
Corp. "at risk" (Shelters) 
Investment tax credit 
50% to 90% of tax liability 
Application to fixed structures 
Tax Reductions 

SOCIAL SECURITY 

Corporate Share (31 of total) 

ENERGY 

House Version 
COET (net of rebates) .(.wellhead tax) 
(crude oil equalization tax) 
Users (net) 

' 1978 

-193 

-1,125 

+1,100 
+1,350 

1979 

.1=664 
-88 

-1,500 
-40 
-14 

+882 
+1,400 
+SI900 

-3,200 

1980 

sl, 238 
-280 

-1,600 
-118 
-10 

+576 
+1,600 
+8,500 

-4,700 

1981 

-1,513 
-768 

-l/,.800 
-194 
-8 

T114 
+1,800 
+9,200 

-9,000 

-3,000 -8,600 -11,500 
-398 -88 

Senate Versions 
none 



TOTAL GAINS OR LOSSES TO CORPORATIONS 

Without Energy Taxes 
With Energy Taxes 

+1,132 +2,676 +.2,740 -2,169 
l i  -324 ' -6,258 -13,669 

+1,132 

Prepared by Malmgren, Inc., January 25, 1978 

Many businessmen note that corporate profit rates may not rise at the 
12 percent to 13 percent rate on which the Treasury Department has 
based their revenue estimates. 

CONCLUSION 

An objective look at the Carter's tax reform package reveals that 
the business portion of these changes will result in increased taxes 
for industry, and that the changes in individual taxes will not offset 
the massive increases in taxes for the middle-class that will occur in 
conjunction with higher social security and energy taxes. The Presi- 
dent will have a difficult time getting this proposal past the Congress 
intact in an election year. 

. .  

David A. Williams 
Policy Analyst 
Economics/Taxation 


