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CHAIR} IA I I  PACKTIOODIS  PROPOSED EXCISE TAX AND TARIFF  CHAI IGES

SUH}TAR I

Sena te  F inance  Comml t tee  Cha l rnan  Packwoodrs  p roposed
excLse  t ax  and  t a r i f f  changes  Hou ld  l n t ens l f y  t he
se r l ous l y  adve rse  economic  e f f ec t s  o f  t hese  t axes .
These  changes  rou ld  lmpa l r  p roduc t i v l t y ,  cos t  j obs  and
incomer  ?Dd  was te  ou r  econon l c  r esou rces .

Se lec t i ve  e l c i ses  no t  on l y  bu rden  pu rchase rs  o f  t he
taxed  p roduc t s  and  se rv l ces r  €v€ r  no re  se r l ous l y  t hey
d i s to r t  t he  use  o f  p roduc t i on  r€sou rc€s r  r esu l t l ng  1n
less  p roduc t l ve  use  o f  l abo r  and  cap i t a l .  Those
supp l y l ng  t hese  p roduc t i on  resou rces  sus ta l n  I osses  l n
Lncome  and  w lnd  up  i n  p roduc t t on  ac t i v i t l e s  1n  wh l ch
they  a re  l ess  we lL  rena rded  1n  rea l  t e rns .  The  en t l re
economy su f fe rs  f rom the  d i s loca t tons  resu l t l ng  f ron
se lec t l ve  exc i ses .

I f  lmp lemen ted ,  Sena to r  PackHoodr  s  p roposa l  t o  t a r
a l coho l ,  t obacco ,  and  mo to r  f ue l s  on  t he  bas i s  o f  t he l r
p r i ces  ra the r  t han r  ? t s  a t  p resen t r  on  t he  bas l s  o f
phys l ca l  quan t i t i e s  wou ld  resu l t  l n  l nc reases  l n  t hese
taxes  as  t he l r  p r i ces  r i se .  Unde r  p resen t  La t ,  t he
adve rse  e f f ec t s  o f  t hese  t axes  dec l i nes  as  t he  p r l ees
o f  t he  t axed  l t ems  l nc rease .  Th l s  e ros lon  o f  t he
economic  d l sadvan tages  o f  se lec t l ve  t axes  wou ld  be  l os t
as  a  r esu l t  o f  t he  p roposed  change .

By  deny ing  t he  deduc t l b i l i t y  o f  Fede ra l  exc l se  t axes  l n
compu t i ng  a  bus lness t s  t a rab le  i ncome ,  t he  t r ue  ra te
o f  t hese  exc i se  t axes  nou ld  be  l nc reased '  t he reby
ln tens i f y i ng  t he i r  adve rse  e f f ec t s  on  t he  econony .  A t
t he  same  t lme r  Dond€duc t i b i l l t y  o f  t hese  t a res  nou ld
inc rease  the  i ncome tax  ra te  on  the  t rue  ne t  l ncone  o f
t he  a f f ec ted  bus inesses .  I ns tead  o f  con t r i bu t i ng  t o
a t t a l nnen t  o f  a  l eve l  p l ay i ng  f l e l d r  os tens lb l y  a  na jo r
ob jec t l ve  o f  t he  cu r ren t  Lax  re fo rn  e f f o r t '  t h i s  change
nou ld  r i dd le  t he  p l ay i ng  f l e I d  r i t h  t a r  d l f f e ren t l a l
po tho les .

Note: Nothing written here is to be construed as necessarily reflecting the views of
IRET or as an attempt to aid or hincler the passage of anv bil l  before Congress.
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Even  Horse ,  t he  Packwood  p roposa l  wou ld  a t t r i bu te
taxab le  i ncome  a t  l eas t  equa l  t o  t he i r  exe i se  t ax
I i ab i l i t i e s  t o  bus inesses  even  i f  t hey  had  no  t axabLe
i .ncome,  i ndeed ,  even  i f  t hey  sus ta ined  subs tan t i a l
I osses .  Tax ing  phan tom income sou ld  be  the  u l t ima te  i n
an  0 rwe l I i an  1984  t ax  po l i c y .

The  p roposed  exc i se  changes  Hou ld  ra i se  an  es t lma ted
]77  b i l l i on  i n  t ax  r evenues  ove r  t he  f i r s t  f i ve  ] €aFSr
o f f se t t i ng  a  s l gn i f i can t  pa r t  o f  t he  revenue  l osses
f ron  t ax  ra te  r educ t i ons ,  i nc reases  i n  t he  pe rsona l
exemp t i ons ,  and  o the r  r evenue - l os i ng  i ncome  tax
changes .  The  p roposed  exc i se  t ax  changes  wou ld  be  a
ma jo r  e l enen t  i n  a  t ax  red i s t r i bu t i on  p rog ram,  w i t h
those  supp l y i ng  t he  l abo r  and  cap i t a l  se r v i ces  used  i n
p roduc ing  exc i se - t axed  l t ems  bea r i ng  add i t i ona l  t axes
to  p rov ide  l o r re r  t axes  f o r  o the rs .

The  p roposed  exc i se  t ax  changes  wou ld  be  a  l a rge  s tep
backwards  i n  t ax  po l i cy .  They  shou ld  be  de le ted  f rom
the  tax  re fo rm package .

I n t r oduc t i on

In  t he  summary  o f  h i s  t ax  r e fo rm  p roposa l s  p resen ted  on  March  13 ,
1  986 ,  Sena te  F inance  Commi t t ee  Cha i rman  Robe r t  Packwood  recom-
mended  a  number  o f  ma jo r  and  d ras t , i c  changes  i n  t he  p resen f
i ncome  tax  L reaLmen t  o f  exc i ses .  Cha i rman  Packwood  p roposed  t o
d i sa l l ow  t he  deduc t i b i l i t y  o f  a l l  exc i ses  and  t a r i f f s  by  bus iness
income  taxpaye rs l  he  a l so  p roposed  t o  impose  t he  exc i se  t axes  on
a l coho l ,  t obacco ,  and  mo to r  f ue l s  on  t he  va l - ue  o f  t hese  p roduc t s ,
i . e .  '  on  an  ad  va lo rem bas i s ,  r a the r  t han '  as  a t  p resen t ,  on  t he
bas i s  o f  some  phys i ca l  vo l ume  measu re  o f  t hem,  i . e . ,  on  an  ad  rem
bas i - s ,  and  t o  r a i se  t he  ra te  o f  t he  exc i se  on  w ine  t o  make  i t
equ i va len t  t o  t ha t  now  imposed  on  bee r .

These  measu res  wou ld  i nc rease  t he  revenues  f r om exc i se  t axes  and
ta r i f f s  by  an  es t ima ted  $77  b i l l i on  ove r  t he  f i r s t  f i ve  yea rs  i n
wh i ch  t hese  changes  wou ld  be  e f f ec t i ve .  Rough l y  $62  b i l l i on
wou ld  come  f r om the  exc i se  t axes  and  abou t  $15  b i l l i on  f r om the
nondeduc t i b j - I i t y  o f  t a r i f f s .  These  revenue  add i t i ons  wou ld  be
among  t , he  l a rges t  o f  t hose  p roposed  i n  t he  Cha i rman ts  t ax  re fo rm
package .  Because  t ha t  package  i s  a l l eged  t o  be  revenue  neu t ra l -
ove r  t he  f i ve - yea r  r evenue  p ro j ec t i on  pe r i od ,  t hese  add i t i ona l
r evenues  p resumab j y  a re  t o  be  used  t o  he lp  o f f se t  t he  revenue
losses  es t ima ted  t o  r esu l t  f r om the  p roposed  reduc t i ons  i n  i nd i -
v i dua ]  and  co rpo ra te  i ncome  tax  ra l es ,  f he  i nc reases  i n  t he
pe rsona l  exemp t i ons  and  s tanda rd  deduc t i ons  f o r  i nd i v i dua l  t ax -
paye rs ,  and  f r om a  number  o f  o the r  p roposed  i ncome  tax  rev i s i ons .
As  a  resu l t ,  t hese  add i t i ona l  exc i se  t ax  and  t a r i f f  r evenues
wou ld  be  one  o f  t he  ma jo r  e l emen ts  i n  e f f ec t i ng  a  subs tan f i a l
r ed i s t r i bu t i on  o f  t ax  l i ab i l i t i e s  t h roughou t  t he  U .  S .  economy .
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Jus t  as  s l gn i f i can t ,  t h i s  huge  i nc rease  i n  exc i se  and  t a r i f f
r evenues  ove r  t he  amoun ts  t ha t  wou ld  be  rea lLzed  unde r  p resen t
l aw  du r i ng  t he  revenue  p ro j ec t i on  pe r i od  wou ld  be  a  sha rp  reve r -
sa I  o f  t he  t r end  o f  r ecen t  yea rs .  Fo r  many  ! €?FSr  Fede ra l  budge t
rece ip t s  f r om exc i se  t axes  and  t a r i f f s  have  accoun ted  f o r  a
dec reas ing  f r ac t i on  o f  t o ta l  Fede ra l  budge t  r ece ip t s .  I n  f i s ca l
yea r  1940 ,  €xc i se  t ax  and  t a r i f f  r ece ip t s  we re  32  pe rcen t  o f  a I1
Fede ra l  budge t  r ece ip t s .  Exc i se  t ax  revenues  i nc reased  i n  abso -
l u te  amoun t  du r i ng  Wor l d  I ' l a r  I L  bo th  because  many  add i t i ona l
exc l se  t axes  we re  l ev i ed  and  because  t he  agg rega te  vo lume  o f
economic  ac t i v i t y  expanded  rap id l y  unde r  t he  wa r t ime  f o r ced  d ra f t
economic  cond i t i ons .  Exc i se  t axes  and  t a r i f f s  con t r i bu ted  a
sha rpLy  dec l i n i ng  sha re  o f  t o ta l  Fede ra l  t ax  F€v€hu€Sr  howeve r ,
because  t he  sha rp  i nc rease  i n  i ncome  tax  l i ab l l i t i e s  ve ry  g rea t l y
exceeded  t he  g row th  i n  exc i se  t ax  revenues .  Be tween  f i s ca l  yea rs
1950  and  1985 ,  Fede ra l  exc i se  t ax  and  t a r i f f  r evenues  have  f a l l en
f rom 19 .4  pe rcen t  o f  t o t a l  Fede ra l  budge t  r ece ip t s  t o  6 .6
pe rcen t .  I n  t he  absence  o f  t he  changes  p roposed  by  Cha i rman
Packwood ,  t he  re l a t i ve  con t r i bu t i . on  o f  t hese  revenue  se rv i ces ,  i t
1s  es t ima ted ,  wou ld  f a11  t o  4 .4  pe rcen t  i n  f i s ca l  1990 .  Cha i rman
Packwood t  s  p roposed  exc i se  t ax  and  t a r i f f  changes  wou ld  b r i ng
th l s  who lesome  t r end  t o  an  ab rup t  ha l t .  Ove r  t he  f i ve - yea r
p ro jec t i on  pe r l od ,  h l s  p roposed  changes  wou ld  boos t  t he  sha re  o f
t o ta l  t ax  r evenues  accoun ted  f o r  by  exc i se  t axes  and  t a r l f f s  f r om
abou t  5 .0  pe rcen t  t o  abou t  6 .6  pe rcen t .

Aga ins t  a l l  s i gn i f l can t  c r l t e r i a  o f  good  t ax  po l i c y ,  t he  p roposed
exc l se  t ax  and  t a r i f f  changes  wou ld  be  a  ma jo r  s t , ep  backward .
The  exc i se  t axes  and  t a r i f f s  i n  t he  Fede ra l  r evenue  sys tem a re
se lec t i ve  t axes ;  t hey  a re  imposed  a t  d i f f e r i ng  ra tes  on  se lec ted
p roduc t s  and  se rv i ces ,  r a the r  t han  be lng  l ev l ed  a t  t he  same  ra te
on  a l l  o f  t he  p roduc t s  and  se rv  i ces  p roduced  and  so ld  i n  t he
economy .  As  se lec t i ve  t axes ,  t hey  have  se r i ous ) . y  adve rse  e f f ec t s
on  t he  economy .  The  changes  p roposed  by  Cha i rman  Packwood  wou ld
l n tens l f y  t hese  adve rse  economic  e f f ec t s ,  impa i r  t he  economyrs
g row th '  i n t e r f e re  f u r t he r  w i t h  t he  mos t  p roduc t i ve  use  o f  ou r
p roduc t i on  capab i l i by ,  and  resu l t  i n  l ess  rea l  wages  and  l ess  o f
a l 1  o the r  i ncome  th roughou t  t he  economy ,  compared  w i t h  t he  l eve l s
tha t  wou ld  p reva i l  i f  t hese  exc i se  t ax  changes  we re  no t  enac ted .
The  red i s t r l bu t i on  o f  t ax  bu rdens  t ha t  wou ld  resu l t  f r om these
tax  changes  wou ld  be  subs tan t i a l ;  t he re  1s  no  reason  t o  be l l eve
tha t  t hese  sh i f t s  i n  t ax  bu rdens  wou ld  con fo rm  w i t h  any  accep ta -
b l e  s tanda rds  o f  e i t he r  economlc  e f f i c i ency  o r  t ax  f a i r ness .  I f
t he  cu r ren t  t ax  r e fo rm  e f f o r t  i s  t o  ex tend  i t s  r each  beyond  t he
lncome  tax ,  i t  shou ld  seek  t o  r educe ,  i f  no t  comp le te l y  e l  im l -
na te r  s€ I€c t i ve  t axes ,  no t  t o  i nc rease  t he i r  we igh t  i n  t he  Fede r -
a l  t ax  sys tem.

The  Bas l c  Econon l cs  o f  E rc l se  Ta ra t i on

Se lec t l ve  exc i se  t axes  a re  gu i l t y  o f  a  number  o f  se r i ous  f i s ca l
and  economic  c r imes .  The  ou t s tand ing  a t t r i bu te  o f  a  se lec t i ve
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exc i se  t ax  i s  t ha t  i t  r a i ses  t he  cos t  o f  t he  p roduc t ,  se r v i ce ,  o r
ac t i v i t y  on  wh i ch  i t  i s  l ev i ed  re l a t i ve  t o  t he  cos t s  o f  p roduc t s ,
se rv i ces r  dod  ac t i v i t l e s  no t  sub jec t  t o  such  t axes .  The  conse -
quence  i s  t ha t  r e l a t i ve  cos t s  and  p r i ces  d i f f e r  f r om those  t ha t
wou ld  be  de te rm ined  i n  t he  marke t ,  p l ace  by  t he  cond i t i ons  o f
supp l y  and  demand . Se lec t i ve  exc i se  t axes ,  i n  o the r  wo rds ,
d i s t o r t  t he  re l a t i onsh ips  among  t he  marke t r s  va l - ua t i ons  o f  goods
and  se rv i ces .

These  changes  i n  r e l a t i ve  marke t  p r i ces ,  i n  t u rn ,  l ead  t o  changes
in  t he  compos i t i on  o f  ou tpu t  and  o f  pu rchases .  I f  one  may  app ro -
p r i a te l y  assume  tha t  f r ee  marke t , s  p rov ide  p r i ce  and  cos t  i n f o rma-
t i on  t ha t  l eads  t o  t he  mos t  e f f ec t i ve  use  o f  p roduc t i on  capab i l i -
t y  and  a  compos i t i on  o f  ou tpu t  t ha t  bes t  and  mos t  economica l l y
sa t i s f i es  ou r  demands ,  t hen  t he  p r i ce -and -cos t -d i s t o r t i ng  e f f ec t s
o f  se lec t i ve  exc i ses  mus t  r esu l t  i n  a  l ess  e f f ec t i ve  use  o f  ou r
p roduc t i on  capab i l i t y  and  a  l ess  sa t i s f y i ng  marke t  baske t  o f
goods  and  se rv i ces .

These  re l a t i ve  cos t  and  p r i ce  d i s t o rL l ons  resu l t  because  se lec -
t i ve  exc i ses  d r i ve  a  wedge  be tween  t he  p r i ce  a  buye r  mus t  pay  f o r
a  p roduc t  o r  se rv i ce  sub jec t  t o  t he  t ax  and  t he  p r i ce  t ha t  t he
se l l e r  o f  t he  t axed  p roduc t  o r  se rv i ce  rece i ves .  An  exc i se  t ax
imposed  on  a  p roduc t  o r  se rv i ce  ra i ses  t he  cos t  o f  p roduc ing  and
se l l i ng  any  g i ven  amoun t  o f  i t .  I f  t he  p roduce r  t r l es  t o  r a i se
the  p r i ce  o f  t he  p roduc t  o r  se rv i ce  t o  cove r  t h i s  add i t i ona l
cos t r  puFchase rs  w i I l  buy  l ess  o f  i t .  ! ' l i bh  a  sma l l e r  vo lume  o f
sa les ,  c l ea r I y ,  t o t a l  p roduc t i on  o f  t he  t axed  p roduc t  o r  se rv i ce
mus t  soone r  o r  l a t e r  dec l i ne .  A  sma l l e r  vo lume  o f  ou tpu t ,  o f
couFS€r  means  t ha t  l ess  p roduc t i on  i npu t s  a re  used  by  p roduce rs
o f  t he  t axed  p roduc t s  o r  se rv i ces .  As  a  consequ€ f l c€ r  t o ta l
paymen ts  f o r  p roduc t i on  i npu t s  dec rease .  U l t ima te I y ,  t he  se lec -
t i ve  exc i se  shows  up  i n  t he  f o rm  o f  h i ghe r  ma rke t  p r i ces  f o r  t he
taxed  p roduc t  o r  se rv i ce ,  a  sma l l e r  vo lume  o f  pu rchases  o f  t hese
p roduc t s  o r  se rv i ces ,  hence  a  sma l l e r  vo lume  o f  t he i r  ou tpu t '
Less  p roduc t i on  i npu t s  ded i ca ted  t o  t he l r  ou tpu t ,  and  reduced
incomes  t o  t hose  supp l y i ng  t hese  p roduc t i on  i npu t s .

A  s imp le  examp le  may  be  he lp fu l  i n  unde rs tand ing  t he  i nc i dence  o f
se lee l i ve  exc i ses .  Suppose  a  w ldge t  manu fae tu re r  can  p roduce  100
w idge t s  aL  a  cos t  o f  $10  pe r  w idge t  and  requ i res  a  markup  o f  $1
pe r  w idge t  t o  ea rn  a  p ro f i t  su f f i c i en t  t o  a t t r ac t  and  ma in ta i n
the  cap i t a l  r esou rces  needed  f o r  t he  mos t  e f f i c i en t ,  l eas t  cos t l y
p roduc t l on  o f  100  w ldge t s .  Suppose ,  a1so ,  t ha t  he  can  se11  ' 100

w idge t s  a t  a  p r i ce  o f  $1  1  pe r  w idge t , .  I f  an  exc i se  o f  $1  pe r
w idge t  i s  l ev i ed  on  t he  manu fac tu re r ,  r a i s i ng  h i s  t o ta l  p roduc -
t i on  cos t s  t o  $11 ,  he  wou ld  have  t o  r a i se  h i s  p r i ce  t o  $ i 2 .00  o r
reduce  h i s  ma rkup .  To  t he  ex ten t  he  ra i ses  h i s  se l l i ng  p r i ce ,
i ncLus i ve  o f  t he  exc i se  t ax ,  above  $1  1 ,  he  mus t  be  p repa red  t o
su f f e r  a  r educ t i on  i n  sa les  vo lume .  Ve ry  1 i ke1y ,  as  he  reduces
h i s  sa les  vo lume ,  h i s  un i t  p roduc t i on  cos t s  w i l l  dec l i ne .  A t
some  l - owe r  vo lume '  p resumab l y '  he  w i l l  be  ab le  t o  se l l  t ha t
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vo lume  o f  w idge t s  aL  a  p r i ce  su f f i c i en t  t o  cove r  h i s  p roduc t i on
cos t s ,  h j . s  r equ l red  markup ,  3Dd  t he  se lec t i ve  exc i se .  Suppose
tha t  p r i ce  i s ,  s? ! ,  $11  . 50 ,  l eav ing  h i nn  $10 .50  a f  i , e r  t he  se lec -
t i ve  exc i se  i s  r em i t t ed  t o  t he  gove rnmen t  w i t h  wh i ch  t o  pay  f o r
t he  l abo r  and  cap i t a l  se r v i ces ,  ene rgy  supp l i es r  FOW maLe r i a l s '
e t c . ,  needed  t , o  p roduce '  s? ! ,  90  w idge t s  t ha t  peop le  a re  w i l l i ng
to  buy  a t ,  a  p r i ce  o f  $1  1  . 50 .  The  end  resu l t  i s  t ha t  w idge l
buye rs  now  spend  $1 ,035  on  w idge t s  i ns tead  o f  $1  '  100 .  W idge t
p roduc€ t ^s ,  howeve r  r ece i ve  on l y  $945  o f  t he  $1 ,035 ,  t he  rema in i ng
$90  go ing  t o  t he  gove rnmen t .  The re  i s  now  $55  l ess  i ncome
w3g€s ,  sa la r i es ,  d i v i dends '  e t c .  ava i l ab le  t o  t hose  who
pa r t i c i pa te  i n  w idge t  p roduc t i on .

No t i ce  wha t  t he  impos i t i on  o f  t he  se lec t i ve  exc i se  has  done .  I t
has  l ed  w idge t  buye rs  t o  cu t  t he i r  pu rchases  and  t o  r educe  t he i r
t o ta l  ou t l ays  f o r  w idge t s ,  p resumab l y  a l l oca t i ng  more  o f  t he i r
i ncomes  t o  t he  pu rchase  o f  o the r  p roduc t s  and  se rv i ces .  I f  has
a l so  1ed  w idge t  p roduce rs  t o  cu t  back  on  t he i r  ou tpu t ,  hence  on
t , he i r  pu rchases  o f  t he  p roduc t i on  i npu t s  t ha f  go  i n to  manu fac tu r -
i ng  w idge t s ;  t o t a l  paymenLs  by  w idge t  p roduce rs  f o r  t hese  p roduc -
f i on  i npu t s  a re  a l so  reduced .  To  be  su re ,  Lhe  p r i ce  o f  w idge t s
has  gone  up  by  some  f r ac t i on  o f  t he  se lec t i ve  exc i se  t ax  imposed
on  t hemr  ?11d  w idge t  buye rs  have  been  i nduced  i he reby  t o  sh i f t  t o
some  o the r  ma rke t  baske t  o f  p roduc t s  and  se rv i ces  t han  t he  one
t , hey  f ound  mos t  sa t i s f y i ng  be fo re  t he  exc i se  Lax  t , l as  imposed l  f o r
w idge t  buye rs ,  one  mus t  p resume ,  t he  new  marke t  baske l  i s  some-
wha t  l ess  sa t i . s f y i ng  t han  t he  o r i g i na l  one .  Bu t  t he  ma jo r  i n i -
t i a l  bu rden  o f  t he  se lec t i ve  exc i se  t ax  on  w idge t s  c l ea r l y  has
been  bo rne  by  t hose  supp l y i ng  t he  p roduc t i on  i npu t s  t o  w idge t
manu fac tu re r s .

i n  f ac t ,  t he  s fo r y  abou t  t he  i nc i dence  o f  t he  se lec t i ve  exc i se
doesn r t  end  he re .  Many  o f  t he  p roc iuc t i on  i npu t s  used  i n  manu fac -
t u r i ng  w idge t s  may  be  more  o r  l ess  spec ia l i zed  i n  w idge t  p roduc -
f i on ,3 t  l eas t  f o r  some  pe r i od  o f  t ime .  To  t he  ex ten t  t ha f  t he
amoun t  o f  t hese  p roduc t i on  i npu t s  used  i n  w idge t  manu fac t , u r i ng  i s
reduced  as  a  resu l t  o f  t he  l evy i ng  o f  t he  exc i se  t ax ,  t hey  a re
l i ke1y  t o  r ema in  i d l e  un t i l  t hey  can  be  adap ted  t o  o the r  p roduc -
t i on  uses .  The  w idge l  emp loyees  who  a re  l e t  go  when  w idge t
ou tpu t  i s  r educed  i n  r esponse  t o  t he  impos i t i on  o f  t he  exc i se  may
be  ou t  o f  wo rk  f o r  some  t ime  un t i l  t hey  acqu i . r e  new  sk i l l s  o r
l oca t , e  o the r  j obs  i n  wh i ch  l ; hey  can  use  t he i r  ex i s t i ng  sk i i l s ,
a l be i l  f ess  p roduc t i ve l y  l han  i n  w idge t  manu fac tu r i ng .  I n  t ime '
p resumab l y ,  t he  p roduc t i on  i npu t s  r e l eased  f r om w idge t  manu fac -
t u r i ng  w i l l  be  used  i n  o the r  l i nes  o f  p roduc t i on .  I n  some  cds€s r
t h i s  w i l l  occu r  on l y  i f  t he  ra tes  o f  paymen t  f o r  t hese  i npu t s  anc i
f o r  a l l  o f  t he  i npu t s  i n  t hese  o the r  p roduc t i on  l i nes  a re  l ess
they  o the rw i se  wouLd  be .

As  w idge t  pu rchase rs  change  t he  compos i t i on  o f  t he i r  pu rchases '
buy ing  f ewe r  w idge t s  and  a  l a rge r  vo lume  o f  o the r  p roduc t s  and
se rv i ces ,  pF i ces  and  vo lumes  o f  ou tpu t  o f  t hese  o the r  p roduc t s
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and  se rv i ces  a re  I i ke l y  t o  i nc rease ,  fBQu l r i ng  l a rge r  amoun ts  o f
Ehe  p roduc t i on  i npu t s  used  i n  t he i r  p roduc t i on . 0 f  cou f  s€  r
r ea l l oca t i ng  p roduc t i on  i npu t s  f r om one  use  t o  ano the r  1s  no t
cos t l ess .  The  cos t s  o f  chang ing  t he  use  o f  p roduc t i on  i npu t s
shou ld  be  i nc l uded  among  t he  bu rdens  o f  se l - ec t i ve  exc i ses .
Soone r  o r  I aLe r ,  t hen ,  t he  se lec t i ve  exc i se  on  w idge t s  a l so  shows
up  i n  d i s t o r t i ons  o f  ou tpu l s  and  i npu t s  and  i n  i ncomes  e l sewhe re
in  t he  economy .

Cus toms  du t i es  c rea te  s im i l a r  d i  s t o r t i ons .  These  t axes  make
impo rLed  ra l ' t  ma te r i a l s ,  impo r ted  manu fac tu red  i npu t s ,  impo r ted
consumer  goods ,  e t c . ,  appea r  a r t i f i c i a l l y  expens i ve .  Assum ing
bha t ,  f o re i gn  supp l i e r s  a re  unw i11  i ng  t o  abso rb  a l l  o f  t he  t ax
themseJves ,  t he  t a r i f f s  hand i cap  Amer i can  buye rs  p roduce rs  and
consumers  - -  by  a rb l t r a r i l y  r a i . s i ng  t he  cos t s  o f  impo r t s ,  deny ing
Amer i cans  some  o f  t he  advan tages  o f  f o re i gn  t r ade .  Amer i can
consumers  a re  hu r t  when  t hey  buy  impo r ted  p roduc t s  bea r i ng  f a r -
i f f s  because  t he  t a r l f f s  t end  t o  i nc rease  t he  p r i ces  o f  t hose
p roduc t s .  Consumers  w i l l  a l so  be  hu r t  when  t hey  buy  Amer i can
p roduc t s  t ha t  con ta i n  some  impo r ted  t npu t s  because  t he  t a r i f f s
ra j . se  p roduc t i on  cos t s ;  some  pa r t  o f  t h i s  cos t  i nc rease  u l t ima te -
1y  shows  up  i n  p roduc t  p r i ces .

The  d i s t o r t i ons  o f  ou tpu t  and  o f  i npu t  uses  and  t he  l osses  1n
consumer  sa t j - s f acb ions  t ha t  a re  imposed  by  t he  impos i . f i on  o f
se lec t i ve  exc i ses  a re  se r i ous  and  subs tan t i a l  economic  bu rdens .
Because  o f  t he  use  o f  seLec t i ve  exc i ses  i n  t he  na t i on r  s  t ax
sys tem,  Lhe  economy ts  p roduc t i on  capab i l i t y  i s  f ess  p roduc t i ve l y
used  t han  i t  oLhe rw i se  wouLd  be .  SeLec t i ve  exc i ses ,  i n  o the r
wo rds ,  a re  f i s ca l  eng i . nes  o f  was te .  Was te fu l  uses  o f  p roduc t i on
inpu t s  r educe  t he  capac i t y  o f  t he  economy  to  g row  ove r  t ime .  I n
te rms  o f  t he  economic  e f f i c i ency  and  g row th  goa l s  o f  t ax  po l i c y '
t he re fo re ,  se lec t i ve  exc i ses  shou ld  no t  be  i nc l uded  i n  t he  na -
t i on rs  t ax  sys tem excep t  f o r  t he  f ew  cases  i n  wh i ch  t hey  m igh l
conce i vabJ -y  o f  f  se t  s t r uc tu raL  de f  i c i enc ies  i n  t , he  marke t  sys tem.
Because  t hose  de f i c i enc ies  a re  ex t reme ly  d i f f i cu l t  t o  i den t , i f y
and  t o  n€dsuFe ,  i t  i s  h i gh l y  un l i ke l y  t ha f  se lec t i ve  exc i ses
app rop r i a te  f o r  t he i r  co r rec f i on  cou ld  be  des igned  w i t h  r easona -
b1e  accu racy .  The r€  B f€ ,  t he re fo re ,  v i r t ua l l y  no  app rop r i . a te
uses  f o r  se lec t i ve  exc i se  t axes .

Se lec t i ve  exc i ses  t axes  a l so  rank  ve ry  1ow  i n  t e rms  o f  t he  f i s ca l
c r i t , e r i a  o f  r r good r r t axes .  Fo r  t he  mos t  pa r t ,  Lhese  l ev i es  escape
the  pa  i n fu l  awa reness  by  t hose  who  mus t  u l t ima te l y  bea r  t he i r
bu rden .  Bu t  h i dden  t axes  ?F€ ,  f o r  t he  ve ry  f ac t  o f  t he i r  obscu -
r i l y ,  bad  t axes .  I f  t axes  and  t ax  bu rdens  a re  t o  en te r  i nbo
democ ra t i ca l J . y  de te rm ined  dec i s i ons  abou t ,  how  much  o f  bhe  econo -
my  I  s  p roduc t i on  capab i l i t y  i s  t o  be  made  ava i l ab le  t o  gove rnmen t ,
peop le  mus t  be  aware  o f  t hese  t axes  and  pa in fu l l y  consc ious  o f
t he i r  bu rden .
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Assessmen t  o f  t he  P roposed  Changes  l n  Exc i se  Taxes  and  Ta r l f f s

Cha i rman  Packwood ' s  p roposed  rev i s i ons  o f  exc i se  t axes  and  t a r -
i f f s  shou ld  be  eva lua ted  i n  t he  l i gh t  o f  f he  bas i c  a t t r i bu tes  o f
t hese  l ev  i es  and  t he i r  assessmen t  i n  t e r rns  o f  f undamen ta l  t ax
c r i t e r j . a .  0n  t hese  g rounds ,  t he  p roposa l s  sco re  ve ry  poo r l y '
i ndeed .

A l t hough  l i t , t l e  r e l i ance  need  be  o r  shou ld  be  p l aced  on  t he
es t ima tes  o f  t he  revenue  consequences  o f  pa r t i cu l a r  t ax  r ev i -
s i ons ,  t he  magn i t ude  o f  t he  es t ima ted  revenue  ga ins  f r om Cha i rman
Packwood ' s  exc i se  and  t a r i f f  r ev i s i ons  a re  su re l y  s t r ong l y  i nd i c -
a t i ve  o f  t he  seve r i t y  o f  t hese  p roposed  changes .  V i r t ua l I y  on
the  g rounds  o f  t hese  revenue  es t ima tes  a l one ,  one  m igh t  we l l
conc lude  i ha t  t he  p roposed  changes  wou ld  s i gn i f i can t l y  agg rava te
the  economic  d i sab i l i t i e s  o f  t he  p resen t  seLee t i ve  exc i se  t ax  and
ta r i f f  s ys tem.  I f  t he  revenue  ga in  o f  $77  b i l l i on  ove r  t he  f i ve -
yea r  p ro j ec t j . on  pe r i od  i s  deemed  fo  be  a  reasonab le  es t ima te ,
t hese  p roposed  rev i s i ons  wou l c i  i nc rease  revenues  f r om these
sou rces  by  abou t  32  pe rcen t  ove r  t he  amoun ts  p ro j ec ted  f o r  t he
pe r i od  unde r  p resen t  l " aw .  I nc reas ing  t he  ave rage  we igh t  o f  t hese
taxes  by  c l ose  Lo  one - th i r d  i s  mov ing  i n  t he  w rong  d i r ec t i on  i n
the  l i gh t  o f  any  app rop r i a te  ob jec t i ve  o f  t ax  r e fo rm .

Apa r t  f r om th i s  cons ide ra t i on ,  t he  pa r t i cu l a r s  o f  t he  p roposed
rev i s i ons  a re  t hemse l ves  h i gh l y  ob jec t i onab le .  A rgumen ts  may  be
a , r ' / anced  i n  t he  abs t rac t  f o r  p re fe r r i ng  e i t , he r  an  ad  va lo rem o r
ad  rem assessmen t  o f  se l ec t i ve  exc i ses .  As  a  p rac t i ca l  ma t t e r  i n
t oday r  s  f i s ca l  and  economic  env i r onmen t ,  t he  p roposa l  t o  sh i f t
f r o rn  an  ad  rem to  an  ad  vaLo rem bas i s  f on  t he  exc i ses  imposed  an
a l coho l i c  beve rages ,  t obacco ,  3 f l d  mo to r  f ue l s  shou ld  be  seen  as  a
means  f o r  ob ta i n i ng  h i ghe r  t ax  y i e l ds  f r om these  p roduc t s  ove r
t ime ,  i nso fa r  as  t he i r  p r i ces  r i se ,  w i t hou t ,  hav ing  t o  r e l y  on
exp l i c i f  l eg i s l a t j - ve  enac tmen t  o f  h i ghe r  t ax  r a tes .

When  imposed  on  an  ad  rem bas i s ,  se l ec t i ve  exc i ses t  e f f ec t i ve
ra tes  dec l i ne ,  i n  r ea l  t e rms ,  as  t he  marke t  p r i ces  o f  t he  t axed
p roduc t s  and  se rv i ces  i nc rease .  Th i s  e ros ion  o f  t he  reaL  e f f ec -
t i ve  ra tes  o f  se lec t i ve  exc i ses  se rves  t o  mode ra te  t he i r  adve rse
economic  consequences .  By  conve r t i ng  t hese  t axes  t o  ad  va lo rem
impos t s '  t h i s  r educ t i on  i n  t he i r  r ea t  e f f ec t i ve  t ax  ra tes  i s
ave rLed '  and  t he i r  adve rse  economic  consequences  a re  ma in ta i ned .
Cons j . de ra t i ons  o f  t ax  r equ i remen ts  f o r  economic  g row th  and  e f f i -
c i ency  m i l i t a t e  s t r ong l y  aga ins t  sw i t ch ing  t hese  t axes  t o  an  ad
va lo rem bas i s .

As  ob jec t i onab ie ,  i ndeed  i f  no t  much  more  so ,  i s  t he  p roposed
repea l  o f  t he  deduc l i b i l i t y  o f  se l ec t i ve  exc i ses  and  t a r i f f s  f r om
gross  i ncome  i n  de te rm in ing  t he  t axab le  i ncome  o f  bus iness  i ncome
t ,axpaye rs .  Deny ing  deduc t i - b i l i t y  o f  t hese  l ev i es  wou ld  i nc rease
the j . r  we igh t  and  t he i r  adve rse  economic  e f f ec f s
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Exc lse  taxes  and  ta r l f f s ,  no  less  than  w?g€s ,  energy  supp ly
cos ts ,  cap i ta l  cos ts ,  raw mate r la l  cos ts ,  ebc . ,  mus t  be  taken
ln to  accoun t  as  cos ts  assoc la ted  w l th  the  p roduc t lon  and  sa le  o f
the  laxed  p roduc ts  o r  se rv tces .  No  less  than  any  o ther  p roduc-
t lon  and  sa les  cos t ,  exc lse  taxes  en te r  ln to  a  bus iness t  dec i -
s ions  abou t  how much  o f  wha t  to  p roduce  and  to  se lL  aL  what
p r  l ce  s .

The  i ncome  tax  lmposed  on  bus lness  ne t  l ncome  has  a lways  p rov lded
fo r  t he  deduc t l on  o f  a I l  cos t s  l ncu r red  1n  t , he  p rocesses  o f
p roduc t i on  and  sa le ,  d l t hough ,  t o  be  su re ,  t he  manne r  t n  wh i ch
lhese  deduc t t ons  have  been  a l l owed  has  a t  t lmes  been  changed  and
o f t en  has  no t  acco rded  w i t h  t he  requ i remen ts  o f  neu t ra l  t ax
t r ea tmen t .  Bu t  bo  deny  t he  deduc t i b i l i t y  o f  exc i se  t axes  and
ta r i f f s  wou ld  be  t o  d i s l o r t  t he  measu remen t  o f  t he  ne t  i ncome
produced  by  a  bus iness  j us t  as  much  as  wou ld  deny ing  t he
deduc t i b l l i t y  o f  pay ro l l s ,  F3w  ma te r i a l s ,  e t c .

P resen f  l aw  qu i t e  co r rec t l y  i nc l udes  Fede ra l  emp loymen t  t axes  as
pa r t  o f  emp loyees r  compensa t i on  and  as  pay ro l l  cos t s ,  f u l l y
deduc t i b l e  by  t he  emp loye r  bus iness  i n  de te rm in ing  t axab le  i ncome
unde r  t he  i ncome  tax .  These  emp loymen t  t axes  ?F€  r  1n  economlc
te rms ,  se lec t l ve  exc i ses ,  v i r t ua l l y  i den t i ca l  i n  t he i r  bas i c
economic  a t t r i bu tes  t o  any  o the r  exc i se  t ax  lmposed  by  t he  Fede r -
a I  gove rnmen t .  I f  t he re  t . t e re  any  economic  o t  f i s ca l  j us t i f i ca -
t i on  f o r  r epea l l ng  t he  deduc t i b i l l t y  by  a  bus lness  o f ,  s? ! ,  t he
gaso l l ne  exc i se  t ax ,  t he re  wou ld  be  no  l ess  j us t i f i ca t i on  ro r
repea l l ng  t he  deduc t i b i l l t y  by  bus iness  o f  emp loymen t  t axes .
Repea l  o f  emp loymen t  t ax  deduc t i b i l i t y  wou1d ,  obv ious l y ,  have  an
eno rmous l y  adve rse  e f f ec t  on  emp loymen t  cos t s ,  on  emp loymen t ,  and
on  l abo r  i ncome ,  as  we l l  as  impos ing  w rench ing  d i s t o r t i ons  o f  t he
compos l t i on  o f  economic  ac t i v i t y .  Repea l i ng  t he  deduc t i b l l i t y  o f
t he  Fede ra l  seLec t i ve  exc i se  t axes  wou ld  have  ve ry  much  f he  same
so r t  o f  devas ta t i ng  economic  e f f ec t s ,  even  1 f  somewha t  l ess
seve re  i n  magn i t ude .

Because  t he  exc i se  t axes  i n  t he  Fede ra l  r evenue  sys tem a re  no t
app l i ed  un i f o rm ly  t o  a l l  p roduc t i on  and  sa les  o f  a l l  p roduc t s  and
se rv i ces ,  bu t  ?F€ r  on  t he  con t ra r y ,  h i gh l y  se lec t i ve ,  deny ing  t he
deduc t , i b i l i t y  o f  t hese  t axes  wou ld  resuL t  i n  g ross l y  d i f f e r i ng
e f f ec t s  among  bus inesses .  Bus inesses  i nvo l ved  heav i l y  i n  p roduc -
i ng  and  se l l i ng  p roduc t s  and  se rv i ces  sub jec t  t o  se lec t i ve  exc i s -
€s ,  obv ious l y ,  wou ld  f i nd  t he  ne t -o f - t ax  cos t s  o f  t he i r  ope ra -
t i ons  i nc reased  re l a t l ve  t o  t hose  o f  o the r  bus inesses . The
p r i ces  o f  t he i r  ou tpu t s  wou ld  have  t o  go  up  and  t he  vo lume  o f
t he i r  ou tpu t  wou ld  have  t o  con t rac t  r e l a t i ve  t o  t ha t ,  o f  o the r
bus inesses ,  as  wou ld  t he l r  emp loymen t  o f  l abo r  and  cap i t a l  se r v -
i ces  and  o the r  p roduc t i on  i npu t s .  Repea l i ng  t he  deduc t i b i l i t y  o f
exc i se  t axes  and  t a r i f f s  i n  measu r i ng  t axab le  i ncome  fo r  i ncome
tax  pu rposes  wou ld  i n t ens i f y  t he  d i s f o r t i ng  e f f ec t s  o f  t hese
1ev  i es .
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Nondeduc t i b i l i t y  o f  Exc i se  Taxes :  E f f ec t s  on  T rue  Ra tes  o f
I ncome  Tax  and  Exc i se  Taxes
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D isa l l ow ing  deduc t i ons  f o r  exc i se  t axes  and  t a r i f f s ,  f i o r€ov€F ,
wou l -d  a l so  i - nc rease  t he  ra te  o f  i ncome  tax  ac tua l l y  f a l l i ng  on
bus iness  i ncomes  co r rec t l y  measu red  as  ne t ,  o f  a l l  cos t s  i ncu r red
in  t he  p roduc t i on  o f  t ha t  i ncome .  Equ i va len t l y ,  t he  repea l  o f
exc i se  t ax  deduc t i b i l i t y  wou l . d  i nc rease  t he  e f f ec t i ve  ra te  o f
t hese  exc i se  t axes .  These  e f f ec t s  a re  h i gh l i gh ted  i n  t he  hypo -
the t i ca l  case  summar i zed  i n  t he  f o l l ow ing  t ab le .

Fepea l i ng  exc i se  t ax  deduc t i b i l i t y  wou ld  ra i se  t he  i ncome  tax
l i ab i l i t y  i n  t h i s  case  by  50  pe rcen t ,  f r om $3 .50 ,  uhd€ r  p resen t
l - aw ,  t o  $5 .25 r  o f  f r om 35  pe rcen t  t o  52 .5  pe rcen t  o f  t he  ac tua l
neb  i ncome  o f  $ ' 10 .  To ta I  exc i se  t ax  p l us  i ncome  tax  l l ab i l i t i e s
wouLd  i nc rease  f r om $8 .50  t o  $10 .25 .  I f  deduc t i b i l i t y  o f  exc i se
taxes  we re  re ta i . ned ,  t he  same  i nc rease  1n  t o ta l  t ax  l i ab i l i t i e s
wou ld  resu l t  i  f  t he  exc i  se  t ax  we re  $7  .  69  i ns tead  o f  $5  . 00  r  o r
nea r l y  54  pe rcen l  mo re .

The  ex ten t  o f  t hese  h i dden  i ncome  tax  ra te  i nc reases  wou ld  de -
pend ,  obv ious l y ,  on  t he  amoun t  o f  Fede ra l  exc i se  t axes  and  t a r -
i f f s  pa id  by  a  bus iness  i n  r e l ab ion  t o  i t s  o the r  cos t s  o f  p roduc -
t i on  and  sa1es .  I n  v i ew  o f  t he  ve ry  subs tan t i a l  d i f f e rences  i n
t , he  ex ten t  t o  wh i ch  d l f f e r i ng  bus inesses  i ncu r  t hese  impos t s  and
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i n  t he  we igh t  o f  f hese  t axes  i n  t he i r  t o t a l  cos t s '  r epea l  o f  t he
deduc t i b i l j . t y  o f  exc i ses  and  t a r i f f s  wou ld  d i f f e ren t i a l l y  i n -
c rease  f r om one  bus iness  t o  ano the r  t he  ac tua l  i ncome  tax  ra tes
on  co r rec t l y  measu red  t axab le  i ncome .

I f  t he  i ncome  tax  i s  no t  t o  f a I l  w i t h  d i f f e r i ng  we igh t s  on  equa l -
l y  p ro f i t ab le  bus iness  ope ra t i ons  mere l y  because  o f  d i f f e rences
in  t he  ex tenb  t o  wh i ch  t hese  bus inesses  a re  exposed  t o  se lec t l ve
exc i se  t axes ,  t axab le  i ncome  mus t  exc lude  t hese  exc i se  t axes
(1ndeed ,  a l l  t axes  pa id  by  bus inesses ) .  Fa i l u re  t o  exc lude  t hese
se lec t i ve  exc i ses  f r om taxab le  i ncome  means  t ha t  t he  i ncome  tax
i t se l f  w i l l  i n t ens l f y  t he  d l s t o r t l ons  imposed  by  t he  se lec t i ve
exc i ses .

Cha i rman  Packwood rs  p roposa l  t o  deny  t he  i ncome  tax  deduc t i b i l i t y
o f  exc i se  t axes  i s  con f i ned  t o  Fede ra l  exc i ses .  Exc i se  t axes
imposed  by  o the r  gove rnmen ts  i n  t he  Un i t ed  S ta tes  p resumab l y
wou ld  con t i nue  t o  be  deduc t i b l e  i n  compu t i ng  bus iness  ne t  i ncome
fo r  Fede ra l  i ncome  tax  pu rposes .  D i s t i ngu i sh ing  be tween  a  se lec -
t i ve  exc i se  imposed  by  a  s ta te  gove rnmen t  and  an  i den t i ca l  o r
s im i l a r  exc i se  imposed  by  t he  Fede ra l  gove rnmen t  i n  t e rms  o f
economic  e f f ec t s  o r  t he  mos t  r ud imen ta ry  p r i nc i p l es  o f  t ax  f a l r -
ness  mus t  bogg le  t he  m ind .  I t  i s  imposs lb l e  t o  f i nd  any  bas i s  i n
reason  f o r  d i sa l l ow ing  t he  deduc t i on  o f  exc i se  t axes  imposed  by
one  Jeve l  o f  gove rnmen t  wh i l e  con t i nu ing  t o  a l 1ow  the  deduc t l on
o f  t he  same  o r  s im i l a r  t axes  imposed  by  o the r  gove rnmen ts .  Th i s
i s  ce r t a i n l y  no t  t o  sugges t  t ha t  t he  exc i se  t axes  imposed  by
o the r  gove rnmen ts  shou ld  be  d i sa l l owed  as  we I l ;  even  i f  F€?son r
l og i c ,  and  bas i c  p r i nc i p l es  o f  t axa t i on  d i d  no t  p rec lude  t h i s
resuL t ,  t he  new  f i s ca l  bu rdens  t , ha t  wou ld  be  imposed  on  s ta te  and
loca I  gove rnmen ts  by  H .  R .  3838  o r  Cha i rman  Packwood r  s  p roposed
mod i f i ca t i ons  o f  t ha t  l eg i s l a t i on  shou ld  do  so .

Much  has  been  made  du r i ng  t he  cu r ren t  t ax  r e fo rm  e f f o r t  o f  t he
des i r ab i l i t y  o f  p rov id i ng  a  1eve1  p l ay i ng  f l e l d  i n  t he  t ax  t r ea t -
men t  o f  bus inesses  w i t h  d i f f e r i ng  k i nds  o f  ope ra t i ons ,  d i f f e r i ng
p roduc t i on  i npu t s ,  d i f f e r i ng  t ime  pa t t e rns  i n  i ncu r r i ng  cos t s  and
rea l  i z  i ng  i ncomes ,  e t c .  Many  o f  t he  p roposa l s  t haL  have  been
advanced  w i t h  t h i s  pu rpose  i n  m ind  wou ld '  t o  be  su re ,  m i ss  t he
mark ;  many ,  i ndeed r  wou ld  t i l t  bhe  p l ay i ng  f i e l d  aga ins t  sav ing
and  i nves tmen t  and  r i dd le  t ha t  p l ay i ng  f i e l d  w i t h  t he  po tho les  o f
d i f f e r i ng  bus iness  t ax  bu rdens  on  t he  bas i s  o f  t he  k i nds  o f
p roduc t i on  f ac i l i t i e s  t hey  use .  Bu t  t hese  m isses '  f o r  t he  mos t
pa r t  r  d fe  m ischances ,  t he  resuJ t s  o f  f a i l u re  t o  unde rs tand  t he
e f f ec t s  o f  va r i ous  t ax  p rov i s i ons  i n  p resen t  l aw  and  i n  t he
va r i ous  re fo rm  p roposa l . s .  The  p roposed  d i sa lLowance  o f  deduc -
t i ons  f o r  Fede ra l  exc i se  t axes  and  t a r i f f s  can r t  be  excused  on
these  g rounds .

By  f a r  t he  mos t  r ad i ca l ,  i ndeed ,  as ton i sh ing  o f  l he  Cha i rman ' s
exc i se  t ax  p roposa l - s  i s  t he  one  requ i r i ng  bus inesses  t o  pay
income  tax  a t  t he  t op  co rpo ra te  ra te  on  t axab le  i ncome  deemed  to
be  a t  l eas t  equa l  t o  t he i r  exc i se  t ax  l i ab i l i t i e s ,  i r r espec t i ve
o f  t he  ac tua l  amoun ts  o f  t he i r  ne t  i ncomes .  Th i s  p resumab l y
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means  t ha t ,  me re l y  by  v i r t ue  o f  t he  f ac t  t ha t  i t  i s  l i ab Ie  f o r
paymen t  o f  exc i se  t axes ,  a  company  w i t h  a  ne t  ope ra t i ng  l oss '
even  one  many  t imes  I a rge r  t han  i t s  exc i se  t ax  l j . ab i l i t y '  wou ld
have  t o  p re tend  t ha t  i t  had  pos i t i ve  t axab le  i ncome  a t  l eas t
equa l  t o  Lhe  exc i se  t axes  i f  mus t  pay  and  t o  pay  i ncome  tax  on
th i s  phan tom taxab le  i ncome .  Th i s  impu ta t i on  o f  t axab le  i ncome
and  assessmen t  o f  i ncome  tax  l i ab i l i t y  whe re  no  t axab le  i ncome
ex i s t s  i s  t he  0 rwe l1 i an  1984  o f  t ax  po l i c y .  I t  couLd  we l l  se r ve
as  a  d i  sas t rous  p receden t  f o r  mo re  gene ra l l y  assess in  g  La  x  l i a -
b i l i t i e s  w i f hou t  any  re fe rence  t o  economic  rea l i t j " es .

I t  seems  c l ea r  t ha t  t hese  p roposed  exc i se  t ax  changes  we re  ad -
vanced  no t  i n  t he  i n te res t s  o f  imp rov ing  t hese  l ev i es  no r  i n  f he
in te res t s  o f  t r ue  re fo rm  o f  t he  i ncome  tax .  They  appea r  t o  have
been  advanced  mere l y  as  dev i ces  f o r  r a i s i ng  some  subs tan t i a l  pa r t
o f  t he  revenues  needed  t o  o f f se t  t he  ve ry  l a rge  revenue  l osses
tha t  o the r  f ea tu res  o f  t he  t ax  re fo rm  p rog ram wou ld  en ta i l .

These  revenue  ra i se rs ,  mo reove r ;  3 fe  p resumed  to  be  re l a t i . ve l y
pa inLess ;  because  t hey  wou ld  no t  f a11  d i r ec t l y  on  i nd i v i dua l
i ncome  taxpaye rs  as  such  bu t  on  bus iness  l ncome  taxpd !€ rS ,  popu -
l a r  r es i s f ance  t o  t hese  t ax  i nc reases  i s  p robab l y  deemed  to  be
s l i . gh t , .  The  no t i on  appea rs  t o  be  t ha t  on l y  d i r ec t l y  a f  f  ec ted
bus inesses  wou ld  be  i n j u red  by  deny ing  deduc t i b i l i t y  o f  Fede ra l
exc i ses  f o r  i ncome  tax  pu rposes .  A l t , hough  t h i s  i s  c l ea r l y  no t
t ' he  case '  a l t hough  t he  economy  as  a  who le  w i l l  sus ta i n  t he  I osses
i .mposed  by  agg rava t i ng  t he  d i s t o r t i ons  imposed  by  se lec t i ve
exc i ses '  t , hese  l osses  a re  no t  r ead i l y  appa ren t  and  measu rab le  by
the  ave rage  i nd i v i dua l .  The  f ac t  t ha f  t , hey  escape  ou r  awa reness
in  no  v l ay  aba tes  t he  ha rm fu l  e f f ec t s  o f  Cha i rman  Packwood rs
n r r r n n  q  r ' l  cr ' " Y

some  may  a t t emp t  t o  j us t i f y  r a i s i ng  t , he  exc i se  t ax  cos t  o f  t he
p roduc t i on  and  consump t i on  o f  l obacco  p roduc t s  and  a l coho l i c
beve rages  on  sump tua ry  o r  hea l t h  g rounds .  I f  a  good  case  cou ld
be  made  f o r  t r ans fe r r i ng  respons ib i l i t y  f r om the  i nd i v i dua l  t o
the  gove rnmenL  f o r  de te rm in ing  how  much  o f  wha t  k i nd ,  i f  i f l ! ,  o f
t hese  p roduc t s  t o  coosu f t € r  t , ha t  f undamen taJ  dec i s i on  su re l y
shou ld  no t  be  made  i n  t he  shadow o f  i ncome  tax  re fo rm .  r f  t he
cong ress  wan ts  t o  r a i se  t he  reaL  ra tes  o f  a I l  o f  t he  p resen t
cus toms  du t i es ,  i t  shou ld  f ace  t he  i s sue  o f  i n t ens i f i ed  p ro tec -
t i on i sm  open l y  and  squa re l y ,  no t  s l i p  i t  unde r  t he  t ax  re fo r rn
rug .  I f  a  case  couLd  be  made  f o r  gea r i ng  mo to r  f ue l s  exc i se
taxes  t o  t he  marke t  va lue  o f  mo to r  f ue1s ,  t ha t  dec i s i on  dese rves
to  be  made  on  i bs  own  mer i t s  and  j . n  t he  open r  ho t  h i c i den  f r om
v iew  by  t he  ove rshadow ing  a rgumen ts  conce rn ing  i ncome  tax  re fo rm
and  t he  mos t  e f f ec t i ve  and  des i r ab le  ways  o f  f i nanc ing  t he  reve -
nue  Lose rs  i n  t he  i ncome  tax  re fo rm  package .

rn  t h i s  connec t , i on '  t he  i s sue  su re l y  shou ld  be  f o r ce fu l l y  ad -
d ressed  whe the r  p roduce rs  and  use rs  o f  t he  p roduc t s  and  se rv i ces
now sub jec t  bo  Fede ra l  exc i se  f axa t i on  and  t a r i f f s  shou ld  bea r  so
la rge  and  d i sp ropo r t i ona te  a  sha re  o f  t he  bu rden  f o r  f i " nanc ing
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the  ra te  r educ t i ons  and  o the r  r evenue  Lose rs  i n  t he  i ncome  tax
re fo rm  e f f o r t .  Enhanc ing  t he  rea l  bu rden  o f  se lec t i ve  exc i ses
and  t a r i f f s  ce r f a i n l y  canno t  be  j us l i f i ed  on  i t s  own  mer i t s .
Ask ing  some  pa r t  o f  t he  popu la t i on  t , o  p i ck  up  t he  ch ips  f o r
o the rs  i n  o rde r  t o  p rov ide  t ax  reduc t i ons  and  t o  do  so  t h rough
the  p roposed  exc i se  and  f a r i f f  t ax  changes  amoun ts  t o  a  k i nd  o f
m ind less  red i s t r i bu t i ve  t ax  po l i c y .  Why  shou ld  peop le  who  wo rk
i n  t r uck  manu fac tu r i ng ,  t e l ephone  commun ica t i ons ,  a i r l i nes '  t i r e
manu fac tu r i ng ,  t obacco ,  a l coho l i c  beve rage ,  3Dd  o the r  exc i se -
t axed  i ndus t r i es  pay  f o r  t he  t ax  reducL ions  o f  t hose  o the rw i se
emp loyeda .  I f  t ax  po l i c y  i s  t o  be  app l i ed  t o  t he  ques t i onab le
ass ignmen t  o f  r ed i s t r i bu t i ng  i ncome  and  wea l t h  among  t he  popu la -
f i on ,  ? t  l eas t  i t  shou ld  be  done  w i t h  some  c l ea r  no t i on  o f  who
a re  t o  be  t he  i ncome  t r ans fe rees  and  who  a re  t o  be  t he  t r ans fe r -
o r  s .

Apa r t  f r om these  i . s sues ,  t he  1 i ke1y  economic  e f f ec t s  o f  t he
p roposed  exc i se  t ax  and  t a r i f f  changes  shou l c i  be  g i ven  subs tan -
t i a l  we igh t  i n  t he  eva l - ua t i on  o f  t hese  p roposa l s .  As  a l r eady
u rged ,  t he  p roposed  rev i s i ons ,  by  i nc reas ing  t he  t r ue  ra tes  o f
t he  exc i se  Laxes  and  La r i f f s ,  and  d i f f e ren l i a l l y  i nc reas ing
income  tax  ra tes ,  wouLd  s i gn i f i canL l y  enhance  exc i se  t ax  d j . s t o r -
t , i ons  o f  r e l a t  j . ve  p r  i ces  and  cos t s ,  o f  t he  a l l oca t i on  o f  p roduc -
t i on  i npu t s  among  t he i r  a l t e rna t i ve  uses ,  3nd  o f  t he  compos i t i on
o f  t o ta l  ou tpu t  and  consump t i on .  These  d i s t o r t i ons ,  a l t hough
d i f f i cu l f  t o  pe rce i ve ,  t o  i den t i f y r  ood  t o  measu re  a re  none the -
l ess  rea l ;  t , he  h i ghe r  t he  t r ue  ra te  o f  t he  exc i se  t axes  and
la r i f f s ,  t he  more  seve re  t , hese  d i s t o rL i ons  become .

Fo r  t h i s  r eason ,  Cha i rman  Packwood ' s  p roposed  exc i se  t ax  and
ta r i f f  r ev i s i ons  wou ld ,  i f  enac ted ,  se r i ous l y  impa i r  t he  e f f i . -
c i ency  w i f  h  wh i ch  t he  economy  wou l -d  ope ra te .  P roduc t i on  ac t i . v  i t y
wou ld  be  I ess  p roduc t i ve l y  unde r taken .  The  l oss  i n  p roduc t i v i t y
wou ld  show  up  no t  me re l y  i n  d i sp lacemen t  o f  emp loyees  f r om t , he i r
mo re  p roduc t i ve  t o  f ess  p roduc t i ve  j obs ,  bu t  i n  I oss  i n  emp loy -
men t ,  B l  l eas t  du r i ng  t he  t r ans i t i on  pe r i od ,  and  I oss  i n  r ea l
t " l ages .  Because  some  o f  t he  se lec t i ve  exc i ses  res t  on  p roduc t s
and  se rv i ces  used  t h roughou t  t he  bus iness  sec t c r ,  mo reove r '  t he
inc rease  j . n  t he i r  t r ue  ra tes  resu l t i ng  f r om the  p roposed  changes
wou ld  t end  t o  r a i . se  p roduc t i on  cos t , s  ve ry  w ide l y  t h roughou t  t he
economy .  The  adve rse  e f f ec t s  o f  t hese  i nc reases  i n  cos t s '  f hough
no t  r ead i l y  appa ren t ,  wouLd  neve r the less  be  rea l  and  wou ld  be  i n
the  f o rm  o f  l ess  ou tpu t ,  emp loymen t ,  and  rea l  i ncome  t , han  wou ld
p reva i l  i f  t hese  changes  we re  no t  made .

Howeve r  use fu l  t he  pu rposes  t o  wh i ch  t he  add l t i ona l  r evenues  t o
be  de r i ved  f r om these  exc i se  t ax  changes  m igh t  be  deemed  to  be '
t hey  su re l y  shou ld  nc t  be  unde r taken  w i t hou t  a  t ho rough  assess -
men t  o f  t he  cos t s  t hey  wou ld  i nev i t ab l y  impose .  These  cos t s  a re
no t  r ead i l y  measu red ,  bu t  t hey  wou ld  be  i ncu r red  as  a  resu l t  o f
t , he  enac tmen t  o f  t he  p roposed  changes .  Aga ins t  any  re l evan t
economj - c  anc i  f i s ca l  c r i t , e r i a  o f  t ax  po l i c y '  t hese  cos t s  a re
excess i ve .  The  p roposed  changes  i n  exc i se  t axes  and  i n  t he i r
i ncome  tax  t r eaLmen t  shou ld  be  re j ec ted .

No rman  B .  Tu re


