The President’s Proposed
Corporate Tax Reforms:
A Move Toward Tax Neutrality

Dallas S. Batten and Mack Ot

HE President has proposed a significant change
in the federal income tax law, The President's Tax
Proposals to the Congress for Fairness, Growth and
Simplicity, {hereafter PTP). Included in PTP are pro-
posed corporate business tax reforms that, in general,
would lower the marginal tax rate on business income
while broadening the corporate tax base. Because, on
net, these proposals would increase the average tax
rate on business income, they have been widely criti-
vized as having deleterious effects on U.S. investiment,
employment and economic growth.!

By focusing on the negative macroeconomic effects,
however, these critics have overlooked some of the
proposed tax reform’s positive allocative effects. The
President’s proposal would make tax rates across in-
dustries and activities more uniform and reduce the
distorting influences of inflation, thereby diminishing
the role of the tax structure in the allocation of pro-
ductive resources.

Dalias S. Baiten, a research offiver at the Federal Reserve Bank of St
Louis, is currently on leave as a senior staif economist at the Council of
Economic Advisers. Views expressed are not ngcessarilly those of the
council. Mack ORt Is a senior economist at the Federal Reserve Bank of
St Louwis. James C. Poletli provided research assistance.

'See, for exampie, Rowen (1985}, Sterngold {1985) and Yemma
(1985).

The purpose of this article is to examine the alloca-
tive effects of the President’s proposal. We begin by
describing the concepts of economic efficiency and
tax neutrality, two important criteria for evaluating the
reform. Then, the basic points contained in the Presi-
dent’s proposal are outlined and evaluated against
these criteria.

Fundamentally, economic efficiency means using
resources in their highest valued activity. A simple
example using the demand for and the supply of
apples demonstrates the concept of efficiency and
shows how competitive markets result in efficient
resource use” The supply curve in figure 1 represents
the minimum price that producers must receive if
they are to supply a specific guantity of apples. This
price is determined by the “opportunity cost” (the
highest valued alternative use} of the resources used

*This example is simpiified for Hlustrative purposes. & ignores the
issues of externalities and imperifect competition, For a more com-
plete discussion, see Hirshieifer {1980).



FEDERAL RESERVE BANK OF 5T. LOUIS

o
Efficient Production
Quantily and Price Defermined by Market

Price

Supply

/ Bemand

Guantity

a* [+

Figure 2
inefficient Production
Quantity and Price Disforted by Tax Subsidy

Frice Stax
[ e Ssus
¥ E Demand
i, ;* 4, Quantity
sf apples

to produce apples. The demand curve in figure 1
portrays the highest price consumers are willing to
pay for any specific quantity of apples.

The only price that is common to both the supply
and demand curves {P"} is called the “equilibrium”
price; it is the only price at which the quantity de-
manded equals the guantity supplied (7). This sug-
gests that, at equilibrium, the value that people place
on each apple equals the oppeortunity cost of the
resources used to produce it. This is why the competi-
tive market equilibrium represents an economically
efficient allocation of resources.

Producing more (Q,) or less {(Q,) apples than QF
would be inefficient. Either too many or too few re-
sources would be allocated to apple production given
the value people place on apples compared with other
products that those resources could produce. The
market will induce producers to provide exactly (1" If
(1, apples were produced, consumers would be will-
ing to pay enly P, per apple, which is less than the cost
of production, P,; producers then would decrease
ocutpui, lowering costs and releasing resources 1o
other higher-valued uses. If ), were produced, the
adjustment would proceed conversely, with output
rising and resources for apple production being bid

(<5

away from other activities whose products were not a
highly valued as apples.

Taxes: The Wedge Fllect and Redused
Eificiency

Taxes and subsidies change the allocation of re
sources if they alter the incentives confronting pro-
ducers or consumers. In particular, some taxes o1
subsidies drive a wedge between the prices that con
sumers pay and producers receive. A tax on apple
production — or on the resources used to produce
apples — raises firms’ costs of production. This situa-
tion is depicted in figure 2 as the upward shift in the
supply curve to S, from its position without taxes o1
subsidies, 8. As a result of the tax, the equilibrivm
price of apples rises fo P, and the guantity produced
tand sold) falls to Q,; the economically efficient quan-
tity of apples, 07, is no longer produced because the
tax alters producer incentives. At (J,, the value tha
people place on apples (P,) exceeds the actual value of
the respurces used in apple production {(P). The
wedge, the difference between these values (P, ~ P}, is
the amount of the tax,

Likewise, subsidizing the production of apples Iper-
haps through use of tax preferences such as special
deductions, credits or abatements) shifts the supply



curve to S, in figure 2, resulting in more apples being
produced ((,) than is economically efficient. At Q,, the
value of resources used to produce apples {P.} exceeds
the value that people place on apples (P,). The differ-
ence (P, — P} is the amount of the subsidy and a
measure of the economic inefficiency.

To suminarize, taxes and subsidies cause economic
inefficiency by affecting the quantity of the good pro-
duced. A tax on production results in too few re-
sources employed in apple production, while subsi-
dies motivate too many resources devoted to apple
production.® In either case, resources are wasted, the
value of the economy's output is reduced and con-
sumers are correspondingly worse off than if there
had been no tax or no subsidy.

Nonneoiral Taxes: A T
Inefficiency

ause of Leanomin

As we have seen, some taxes and subsidies distort
resource use, causing inefficiency and making people
worse off. Thus, a useful benchmark against which to
evaluate both the existing tax system and the potential
benefits of tax reform is an ideal, nondistorting “neu-
tral” tax system. A neuiral tax is one that causes no
change in production, consumption or investment. In
the context of figure 1, the imposition of a neutral tax
would not alter the position of the supply curve.
Consequently, a neutral tax does not induce inef-
ficient resource use.

*0f course, many people feel that government shouid guide resource
use in order to attain ends not necessarily reflected in market prices.
For exampie, Sen. Russell Long, former chairman of the Senale
Finance Committee, was characterized in a recent Wall Stree?
Journal interview as being opposed to “frlelinguishing tax iaw 1o the
raw forces of the free market . . .7;

1 do not regard this matter of collecting taxes as simply a matter of
bringing in revenue to finance government,” he says, “just as the
appropriations process seeks 1o do more than pay for national defense.”
To shy away from using the tax code to promote the general wellare, he
says, is to be as callous as those who “den't want to be bothered doing
anything that benefils anyone except their own greedy selves.” (Bim-
baum, 1985)

This view is widespread in both houses of Congress and on both
gides of the aisle. For example, Senate Finance Committee Chair-
rnan Robert Packwood concurs in using the tax code for “legitimate
social purposes.” (McGinley, 1985). Freguently, such social pur-
poses are identified with a particular industry as in Sen. Malcolm
Wallop's defense of tax preferences for the oil industry: *. . . These
provisions are backed by sound tax policy and protect a higher
public need, namely energy independence.” {Wallop, 1985) Con-
versely, Sen. Bill Bradley, a proponent of tax reform, argues,

The best allocator of capital is the free market, not the Senate Finance
Committee . . . as laudable as all these credits and deductions may be,
when you put them in the tax code, rates are higher than they would
ciherwise be. (McGinley, 1985)
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Obviously, any tax that can be reduced by a change
of activities is not neutral. For example, an income tax
is not a neutral tax because it varies with income.
Thus, for individuals, an income tax lowers the cost of
leisure {which is not taxed! and induces people to
substitute more leisure in place of income-generating
{taxed) activities. The extent of this substitution is
small, of course, when considering the impact of taxes
on corporate income. A corporation’s shareholders
are unlikely to place much value on the leisure time of
corporate assets — or that of the corporation’s work-
ers. Consequently, the tax-free status of leisure does
not preclude neutral taxation of business income.

Although business income taxation could be set up
in a nearly neutral fashion, in reality, il seldom is. Tax
preferences exist explicitly to encourage specific activ-
ities that would not be undertaken otherwise. Capital-
intensive industries benefit from certain investrnent
tax credits and accelerated depreciation that are not
as remunerative to less capilal-intensive indusiries.
Some capifai expenditures are treated as a current
expense Hor example, intangible drilling costs}, and
depreciation deductions based on historical costs are
subject to distortions from inflation* Some business
income is not taxed at all {for example, additons to
bank reserves for loan defaults and the income of
limited liability partnerships), while other business
income is taxed twice {corporate dividends). Finally,
lax rates vary according to arbitrary realization proce-
dures {capital gains vs. incomel. In each of these in-
stances, taxes can be altered by changing the firm's
production activity — its input mix, legal structure,
product mix or timing of sales. To the extent that such
tax-induced changes exist, the tax system is not neu-
tral; the result is a distortion of resource use and
economic inefficiency.

THustrations of Nonneufral Taxes

To illustrate the potential allocative effects of the
current business tax structure, consider table 1, which
contains effective tax rates for a sample of large corpo-
rations in various industries over the past four vears.
This table presents average (not marginal) and actual
inot expected! tax rates. It nonetheless provides an
indication of just how diverse tax rates have been
across industries as well as how important tax prefer-
ences may have been in allocating resources among

*For a discussion of the distortions in depreciation accounting and
the tax acts of 1981 and 1982, see Oft (1984).
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industries. For example, in 1983, these rates ranged
from an effective tax rate of —1.0 percent (that is, a
subsidy) for the chemical industry to a 356 percent
rate for the soaps and cosmetics industry. Further-
more, providers of services faced substantially diverse
rates: from financial institutions (6.4 percent! to

wholesalers (34 .8 percent).

In large part, these variations are due to variations i
the lax credits available to the corporations, This i
made clear by an examination of table 2, which dis
plavs the dala for 1981, the most recent year available






In general, industries with proportionally high tax
credits {table 2} correspond with the large corpora-
tions facing low tax rates (table 1) and vice versa. In
particular, chemicals, banking and utilities each have
high ratios of credits to tax and low tax rates for 1981,
Conversely, food, instruments and wholesalers have
low ratios of tax credits and high tax rates.

These tax credit ratios differ within industrial
groups as well as across them. Within the utilities
group, for example, compare tax credit ratios for trans-
portation (32.7) and telecommunications (63.9 in table
2 with their corresponding tax rates in table 1, or
compare the overall finance, insurance and real estate
tax credit ratio (26.0) and that for banking (46 4) in table
2 with their corresponding tax rates in table 1.

Profit-seeking investors tvpically will ensure that
their expected after-tax rates of return are the same
across alternative investments, adjusting for risk dif-
ferences. If tax rates differ across industries, however,
the expected before-tax rates of return will vary with
the tax rate. Consequently, some higher-earning in-
vestment opportunities, when compared on a before-
tax basis, will be passed over in favor of investments
that have lower before-tax, but higher expected after-
tax, rates of return. A neutral tax systern would result
in the same relative ranking of investment opportuni-
ties before and after taxes. Tables 1 and 2 suggest that
the present tax structure does not have this character-
istic. A tax reform that produced more uniform tax
rates across industries would generate maore efficient
allocation of resources because investments would be
chosen more in line with their socially relevant,
before-tax vields.

The President’s proposed business tax reform con-
sists of four primary adjustments. These adjustments
would

{11 Lower the corporate tax rate from 46 percent to 33

percent;

£2; Shift the income tax burden proportionally — from
persenal taxes (down 6 percent) to corporate taxes
{up 24 percenl);

31 Reduce nonneutralities in the tax code by broaden-
ing the tax base and repealing tax subsidies; and

141 Reduce inflation distortions of resource allocation

by indexing inventory costs and depreciation de-
ductions to reflect price changes.

b
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While the focus of our discussion is on the third
general feature, the reduction of nonneutralities, the
analysis cannot be underiaken without censidering
the other three.

The President's tax proposal was set up to be
“revenue-neutral’” Consequently, in order to lower
the corporate tax rate yet shift the tax burden from the
personal to the corporate tax, it was necessary to
increase corporate tax revenues by broadening the tax
base — that is, by removing subsidies, exemptions and
credits. Their removal provides just about enough
additional revenues to offset the impact of the rate
reductions, corporate and individual. This revenue
enhancement also extends to the reduction of in-
flation distortions. By indexing depreciation for in-
flation, much of the rationale for the accelerated de-
preciation system is removed. Thus, the protection of
the depreciation deduction’s real value compensates
for the lower depreciation deductions.

The impact of these changes on total tax revenues
can be seen af the bottom of table 3. Corporate tax and
other federal tax revenues over the five vears 1986-90
would rise by about $12¢ billion, while personal tax
revenues would fall by $132 billion. The result is that
overall tax revenues over the five vears would be ap-
proximately unchanged — less than a one-half per-
cent overall decrease - from what they would have
been in the absence of tax reform.

Yet, there is more to the reform proposal. The Trea-
sury's estimates of tax revenues over the 198630 pe-
riod are based on an extrapolation of current macro-
economic output and growth; this ignores the
reallocative or microeconomic effects of the reforms.
with the repeal of various tax subsidies reducing
profitability in some business sectors, and the net
reduction in marginal tax rates increasing profitability
in other sectors, there would be a reallocation of
resources. A major argument in favor of this tax reform
is that it results in a more efficient allocation of pro-
ductive resources. That is, the decrease in output in
sectors losing tax subsidies will be exceeded by the
increase in output in sectors benefiting from net de-
clines in marginal tax rates.

5This is clearly stated in the summary of The President’s Tax Pro-
posals to the Congress for Fairness, Growth and Simplicity {p. 7}

Taken logelher, the President's proposals are “revenue neutral” (plus-
or-minus 1.5% of total revenues) — usmg conventional estimating
procedures, without changing macro-economic assumptions. That is,
under these assumplicns, the proposals would, when fully effective,
raise virtually the same amount of revenue as current law.
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An estimate of the overall gain (a part of which
results from increased efficiency) due to the Presi-
dent’s proposed reforms has been computed by the
Treasury Pepartment;

For reasons suggested above, it is reasonable to expect
improved economic performance as a result of the
President’s tax proposals. The Treasury Department
estimates that the effect of the proposals would be to
cause real GNP to be at least 1.5 percent higher by 1995
than it would be under current law. Because of the
inherent uncertainty in such forecasts, however, this
additional growth has not been added to Administra-
tion forecasts and is not reflected in higher revenue
estimates.®

The estimated 1.5 percent rise in the level of output
results from resource reallocations that would be in-
duced by the proposed tax reforms. In that sense, the
proposed repeal of many so-called tax expenditures
— that is, tax subsidies, exemptions, credits and the
like — are sources of a rise in US, wealth. Repeal of
these tax expenditures, which are subsidies of pro-
duction in the beneficiary industries, releases re-
sources to higher-valued uses. Thus, the value of pro-
duction, in other words, income, and its capitalized
value, wealth, will rise as a resuit of the reforms. To see
more tangibly the source of such tax reform benefits,
consider the following description of specific tax re-
forms outlined in table 3.

Nesfrality Toward Location of Income

1.8, corporate income is subject to the U.S. income
tax regardless of where such income is generated.
Corporations, however, receive credils against their
US. tax liabilities for taxes paid to foreign govern-
ments. {3ee table 2 for the impact of foreign tax credits
across industries.) Under cwrrent tax law, corpora-
tions may receive larger credits from overseas produc-

sSee The President’'s Tax Proposals to the Congress for Fairness,
Growth and Simplicity, p. 7. Estimates of the gain based on the
predecessor o the President's proposal, the U.S. Treasury's Tax
Reform For Fairness, Simplicity and Economic Growth (1884}, pro-
jected similar gains. Allison, Fulterton and Makin {1985) estimated
that the Treasury's tax reform proposal would increase GNP by
about 1.2 percent over what it would be under 1973 tax law, This
corresponds to a rise in wealth of over $895.1 billion doflars at
current prices. For the current U.S. population, this would amount to
over $3,700 per person at current prices. See Allison, Fullerton, and
Makin (1985}, p. 12, table 3. Note that these estimated gains do not
exhaust the potential efficiency gains from even more dramatic tax
reform. Again, using the 1973 tax code as the base, Baliard,
Shoven, and Whalley (1985) have estimated the efficiency gains
from an alternative lump-sum tax system designed to avoid com-
pletely the resource misallocation that plagues the current system to
be between $4.0 and $7.3 trillion in /1985 dollars.

Py
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tion than from the equivalent domestic production.’
This amounts to a subsidy of foreign preduction for
U.5. corporations in high-tax foreign countries. The
Treasury proposal would eliminate this subsidy by
changing the foreign tax credit to a bilateral basis, U8,
corporations would be allowed to claim credit for
taxes paid in each foreign country up to a limit of the
equivalent US. tax. Since the US. tax rate under the
Treasury proposal would be lower than most indus-
trial nations, it is likely that some overseas production
would be repatriated.®

In addition, the proposal would change some ac-
counting rules that allow firms to reduce tax liabilities
by transshipping goods or changing title to them in
offshore facilities. Also, the so-called possessions tax
credit, which applies predominantly to Puerto Rico,
would be replaced with a wage credit. The result ot
this change would be to limit U.S. corporate tax credit
to job-creating production in Puerto Rico. As shown in
table 3, such reforms would result in an expected $18.5
billion increase in tax revenues during the 1986-30
period. Not shown in the table, but clearly important,
would be any US. production increases induced by
removal of the tax subsidy.

Neufrality Toward Capiial Investmeni

Currently, tax deductions for the cost of deprecia-
tion of capital equipment and structures are based on
their historical cost. This creates a bias favoring invest-
ment in less durable over more durable equipment
and structures when the expected inflation rate is
moderate or high. The 1981 and 1982 tax acts revised
depreciation methods — the Accelerated Cost Recov-

“This is because the current tax credit is computed on an overall or
equivalently, an average basis. For example, suppose a U.S. corpo
ration has taxable income of $1,000 each in countries A and B
country A has a 60 percent tax rate and country B has a 20 percen
tax rate. Under current law, the corporation has a U, 3. tax lability o
$920 on its foreign income — 46 percent of $2,000. i receives ¢
foreign tax credit of $800 -~ 60 percent of $1,000 in country A and 2(
percent of $1,000 in country B — so that its net U.S. tax on foreigr
income is $120. Under the reform, the tax credit would be computec
with regard {o the tax paid in each individual country and limited tc
the equivalent U.S. tax. Thus, in this example, the foreign tax credt
would fall to $533 — the maximum of 33 percent under the lowei
proposed U.S. corporate tax in country A and the actual 20 percen:
in country B. As a result, the profitability of foreign production wouic
decline relative to domestic production.

5The corporate tax rates in most major industrial countries exceec
the proposed 33 percent U.S. rate: France, 50 percent; Germany.
56 percent; The Netherlands, 43 percent; United Kingdom, 35
percent{as of 1986); Japan, 43.3 percent on retained earnings, 33.2
percent on distributed earnings; Canada, 46 percent. See U.S
Treasury (1984}, vol. 1, p. 260.



ery System (ACRS) — to counteract the effects of in-
flation by a more rapid write-off of assets, especially
longer-lived assets, such as structures. As table 4 illus-
trates, however, the bias against more durable equip-
meni and structures remained a feature of the tax
code. While the bias narrows as the inflation rate rises,
it remains heavily skewed in favor of short-tived equip-
ment investment.

This bias against investment in structures does not
impinge evenly on the earnings of all industries. Some
industries invest a larger proportion of their capital in
equipment than others. As table 5 shows, across all
industries, equipment accounts for more than four-

fifths of investment, but the proportion varies widely:

the tobacco products and pharmaceuticals industries

are on the low side, while the motor vehicle and paper

industries are quite high,

The importance of such investment patterns is their

impact on tax rates, both frorm the bias in the deprecia-
tion systemn {table 4) and the investment tax credit
{(ITC).1TC applies only to equipment; no credit is given
for structures. Thus, industries with high proportional
investment in equipment {table 5} tend to have high
ratios of {TC to tax liabilities (table 2) and, conse-

gquently, Jower tax rates (table 1} than firms with lower

equipment-to-investment ratios. For example, the

paper products industry, which put 88.2 percent of its
Investment into equipment, received an I'TC covering
18.7 percent of its tax liability and had a net negative
tax rate (—14.2 percent) in 1981. In conirast, the to-
bacco products industry put 68.8 percent of its invest-
ment into equipment, resulting in an ITC covering 15.1
percent of its tax liability and a 31.3 percent effective
tax rate.

To reduce these biases and their nonneutral tax
effects, the President’s tax proposal would revamp the
depreciation accounting deduction and repeal 11C.
ACHS would be replaced with the Capital Cost Recov-
erv System (CCRS). CCRS differs from ACHS in three
important respects:

First, CCRS would allow cost recovery of the real or

idlation-adjusted cost of depreciable assets, rather

than only the original, nominal cost. Second, CCRS
would assign properly among new recovery classes
based upon economic depreciation rates. Third, CCRS
would prescribe depreciation schedules and recovery
periods which produce systematic investment incen-
tives that are neutral across recovery classes. (PTP,
p. 138)

Along with this revamping of depreciation accounting,
ITC would be repealed. The result is to drastically
reduce the biases against durable equipment and
structures. As can be seen by comparing tables 4 and



§, the effective tax rates on equipment are changed
from subsidies for short-lived equipment to a level tax
rate across all durabilities, and the bias against struc-
tures is reduced lo a few percentage points from its
eurrent huge spread. Note also that the indexing for
inflation removes that tax distortion as an influence on
asset choice. Correspondingly, there would be a nar-
rowing of the tax rate differentials across induslries.

It is important to emphasize that these reforms are
not intended to be neutral in the sense of removing
incentives to invest. The new depreciation scheme
{CCRS3) retains write-off periods for capital recovery
that are shorter than the anticipated economic lives of
the assets. Rather, the neutrality sought is between
investments of varying durations:

The proposed CCRS depreciation system, in conjunc-

tion with repeal of the investment tax credit and other

capital and business taxation proposals, makes possi-
bie a substantial lowering of statutory 1ax rates for
individuals and corporations. This reduction in statu-

tory tax rates is accomplished without sacrificing in-
vestment incentives necessary Lo stimulate continued
economic growth for the economyv as a whoie. The
CCRS depreciation rates and recovery periods pro-
duce effective tax rates which would stimulate new
investment in depreciable assets. The indexing of de-
precialion sllowances for inflation and the classifica-
tion of assets on the basis of economiec depreciation
would ensure that the CCRS system provides neutral
investment incentives. (PTP, p. 148}

Ancther form of investment whose yields are dis-
torted by the current tax code is inventories. The costs
of maintaining inventories are a relatively more impor-
tant part of business in the service sector, particularly
wholesale and retail trade, than in manufacturing.
Inflation reduces the real deductible expense in-
curred in inventory replacement. This tends to lower
the profitability of production in retail and wholesale
trade relative to manufacturing both directly and indi-
rectly (by inducing a smaller inventory level than oth-
erwise would be held). The President's proposal



would aileviate this bias by indexing for inflation the
inventory replacement expense tax deduction.

As shown in table 3, the result of such changes in
the tax code for investment would be an increase in
corporate tax reventues during 1986-90 of about §207
billion.

Income generated by corporations is subject to
double taxation. It is subject to the corporate tax; then,
dividends paid out from this after-tax income to the
corporation's shareholders are subject to the personal
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income tax.” In contrasi, income from sole proprietor-
ships or partnerships is not taxed at the firm, only as
the owner's personal income.

To reduce this distortion, the President’s proposal
would allow corporations to deduct from taxable in-
come 10 percent of their dividend pavout. As shown in
table 3, this would result in a decline in tax revenues
during 1986-90 of about $24.8 billion.

Analogous to the nonneutralities in the existing
depreciation deduetion system are distortions in de-
termining taxable income from the production of as-
sets covering more than one tax vear. Examples are the
construction of large buildings or ships and the design
and production of aircraft. This raises the issue of how
to treat the costs of production incurred before the
sale. Economic theory suggests these costs should be
capitalized and deducted when the project is com-
pleted or sold; however, current tax law allows many
such costs to be deducted currently, while receipts
are not taxed until received, perhaps vears later. Revis-
ing the tax code to require matching of expenses and
income from multiperiod production would raise cor-
porate lax receipts by $39.7 billion over 1986-90.

The President’s proposed tax reform would repeal
structural rehabilitation tax credits, yielding an in-
crease in corporate taxes of about $1.5 billion in
1986-90." Also, the interest tax exemption for private-
purpose state and municipal bonds — the so-called
industrial developmerntt bonds — would he repealed.
While this repeal would not increase corporate tax
revenues, it would significantly reduce the number of
tax-exempt bond issues and increase individual tax
revenues - by an estimated $15.9 billion over 1936--90.

Repeal of Energy and Mining Subsidies — An im-
portant tax subsidy to the oil- and gas-producing
industry as well as other mining industries is percent-
age depletion. No longer available to large integrated

STax procedures that avoid doubie taxation of dividends are common
among the principal industrial countries. For example, France has a
50 percent dividend tax credit, Germany effectively excludes 100
percent of dividends paid from double taxation and Japan excludes
38 percent. See U.S. Treasury (1984), vol. 1, p. 260.

“individual tax revenues, including those from limited partnerships,
which are very common in real estate investment, would rise over
1986-90 by about $5 billion as a resuit of this repeal. {The Presi-
dent’s Tax Proposals to the Congress for Fairness, Growth and
Simplicity, p. 459)
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petraleum producers, it primarily benefits small inde-
pendent producers. Percentage depletion allows
these small producers to deduct from taxable income
a fixed percentage of the value of production to com-
pensate for the reduction in the total amount remain-
ing." In praciice, it results in a total deduction over the
life of the well or mine that exceeds the capitalized
value of the deposit. The proposed reform would
phase out this subsidy of oil and mineral production
over the 1986-90 period, except for oil wells with small
amounts of production.

Also to be repealed are the business energy tax
credits. Originally, these credits were introduced to
increase non-petroleum energy production, loweren-
ergy use and enhance petroleum production from
technically difficult or deep deposits.

In total, the repeal of these energy and mineral
industry deposits would yield an increase in corpo-
rale tax revenues over 1986-90 of about 53 billion.

Repeal of Financial Institution Subsidies — As
shown in table 1, the tax rate levied on the U.8. finan-
cial and insurance industries has been substantially
lower than in other industries. Largely, this has been
due to tax subsidies that the reform proposal would
eliminate. Primarily, the form of these subsidies has
been to permit deductions from taxable income con-
tributions to reserves for various losses. Under the
proposed reforms, only the actual losses would be
deductible,

Overall, the Treasury's proposed reforms of finan-
cial and insurance institution tax deductions would
raise corporate tax revenues during 198690 by $23.8
billion. In particular, the principal reforms are the
following lestimated tax revenue gains during 198690
in parentheses):

® the repeal of the deduction for depository institu-
tions’ contribution to bad debt reserves (5.1 hillion);

® the disallowance of the deduction of interest paid by
financial institutions to finance purchase of tax-
exempt securities {$2 .2 billion}; and

"The rationale is that production of the mineral essentially entails the
removal of a quantity from a fixed inventory of mineral, the original
deposit, The producer bought the mineral right, and it is being used
up in the production process. Thus, for the same reason that a retail
depanment store deducts the cost of goods sold out of invertory
from its gross proceeds to compute taxable income, mineral pro-
ducers should deduct the proportion of the value of current period
production that was capitalized in the mineral lease. The proposal
does not dispute the propriety of an appropriately computed deduc-
tion for depletion. It does, however, dispute the fixed percentage
form which is arbitrary in relation to the value of the deposit.
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® alimit on property and casualty insurance company
tax-deductihle additions to reserves equal to the
capitalized value of expected claims ($5.6 billion).

Impact of Reforme: Invesfimend Yields

Less Affected by Taxes

The most important measures of the overall impact
of tax reform, in terms of making the tax code more
neutral, are the tax rates displayed in table 6. Compar-
ing these rates with those under current law in table 4,
one can see two major differences: no impact on
investment due to inflation and nearly level tax rates
on investments of diverse durations.

While tax rates are considerably less variable across
types of investments under the new tax plan, as levies
against corporate income, they are somewhat higher
on average. The net result may be a lower aggregate
investment rate. A decline in investment, however,
would not necessarily imply a lower level of cutput.
The more uniform tax rates on investments ensure
that investment will be induced by market demands
— the valuations of consumers — rather than tax
subsidies. A resulting decline in investment would
mean that some projects undertaken under the old
tax code were inefficient. The release of resources
from such inefficient investment would imply an im-
provement in welfare.
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The taxation of business income in the United States
has evolved into a complex system of distortions,
subsidies and preferences, that has induced corpora-
tions to employ valuable resources inefficiently. Out-
put could be increased and people made better off if
these tax-generated distortions were eliminated. I it
becomes legislation, the President’'s proposed busi-
ness tax reform would be a major step in reducing the
role that taxation plays in allocating our nation’s re-
sources. Those who concentrate on the macroeco-
nomic impacts of the proposal are overiooking some
substantial efficiency gains from the proposed
changes.
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