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ADMINISTRATION'S TAX PROPOSALS
(FOREIGN TAX AND THE POSSESSIONS TAX
CREDIT—SECTION 936 OF THE INTERNAL
REVENUE CODE)

TUESDAY, APRIL 27, 1993

U.S. Senate,
Committee on Finance,

Washington, DC.

The hearing was convened, pursuant to notice, at 10:00 a.m., in

room SD-215, Dirksen Senate Office Building, Hon. Daniel Patrick

Moynihan (chairman of the committee) presiding.
Also present: Senators Baucus, Mitchell, Pryor, Riegle, Breaux,

Conrad, Packwood, Grassley, and Hatch.

[The press release announcing the hearing follows:]

[Press Release No. H-14, April 22, 1993]

Finance Committee to Continue Hearings on Administration's Tax Proposals

Senator Daniel Patrick Moynihan (D.-NY), Chairman of the Senate Committee on

Finance, announced today that the Committee will hold two more hearings on the

Administration's tax proposals.
The hearings will begin at 10:00 a.m. on Tuesday, April 27 and at 9:30 a.m. on

Thursday, April 29 in room SD-215, Dirksen Senate Office Building.
On April 27, the Committee will hear testimony on the five foreign provisions in

the administration's budget, and on the proposals regarding the possession tax cred-

its-Section 936 of the Internal Revenue Code. On April 29, the Committee will con-

sider the investment tax credit proposal, the business meals and entertainment pro-

posal and the moving expense proposal.

OPENING STATEMENT OF HON. DANIEL PATRICK MOYNIHAN,
A U.S. SENATOR FROM NEW YORK, CHAIRMAN, COMMITTEE
ON FINANCE
The Chairman. A very good morning to our distinguished guests

and our witnesses this morning. This is a regular meeting of the

Committee on Finance to continue our hearings on the President's

tax proposals that are a part of the budget reconciliation measure
which is to be reported by this committee on June 18.

One of the more dramatic departures from the Tax Code of the

last 80 or 70 years has been the proposal to sharply cut back the

benefits avsiilable to corporations located in Puerto Rico under Sec-

tion 936 of the Tax Code. This is not generally recalled.

It was a provision that was put in place in the first instance to

encourage iGnerican investment in the Philippines. Over the years
it has become the source of a very great deal of economic activity

in Puerto Rico and, directly or indirectly, one out of every five jobs
in the Commonwealth depends on this provision.

(1)



The Congress modified it in the 1980's and required that certain

portions of the profits made in the Commonwealth be kept there

prior to being brought back to the mainland. But basically it has
been intact since its enactment in the 1920's.
Now the President proposes a very large change, not entirely to

abolish the tax benefit but to curtail it severely and the con-

sequences will be many.
We are here this morning to learn of those consequences. We are

going to have in the first instance a remarkable panel. The Honor-
able Carlos Romero-Barcelo, formerly Governor of the Common-
wealth, now its representative in Congress; Hon. Luis Guitierrez,
who is the U.S. Representative from the State of Illinois from the

Chicago Region; and Hon. Pedro Rossello, who is the incumbent
Governor of Puerto Rico.

They will be introduced in turn by my most eminent and distin-

guished colleague the irrepressible and always welcome member of
the Committee on Ways and Means, Charlie Rangel of Manhattan.
We are going to welcome you in just one moment, sir. You will

have the opportunity to thank the members, too.

Senator Packwood. Irrepressible, distinguished and what?
[Laughter.]
The Chairman. Leave the last term vague. You never know what

term might prove most appropriate. [Laughter.]
Senator Packwood. In any event, I agree with all of the words

you have used, Mr. Chairman. I have no opening statement.
The Chairman. Senator Pryor?
Senator Pryor. I will wait. No opening remarks.
The Chairman. Senator Breaux?
Senator Breaux. I just want to welcome our distinguished visi-

tors and our distinguished Seiior Rangel to introduce them. We ap-
preciate that.

Congressman Rangel. Mucho gusto. [Laughter.]
Senator Breaux. Thank you.

STATEMENT OF HON. CHARLES B. RANGEL, A U.S.
REPRESENTATIVE FROM NEW YORK

Congressman Rangel. Mr. Chairman, I cannot tell you the great
sense of pride that I feel as a New Yorker to see you sitting here
on this most important Finance Committee. I wish you well. And
as you know, any way that I can be supportive in the other House,
we stand ready to work together because a lot of us believe that
what is good for New York is good for the nation.
But now that you have this source of responsibility, we have to

really be supportive of you and I look forward to working with you.
I want to thank this committee for giving me the extraordinary

opportunity to present two people that certainly do not have to be
introduced—a former Governor and outstanding public servant in

Puerto Rico, who now serves as Congressman, as you indicated;
and the new Governor, Rossello, who comes here.
The basic reason that I am here presenting them really is be-

cause I hope they can get a more receptive ear on the Senate Fi-

nance Committee than they did in the House.
Over the years, I have been led to believe that the 936 tax incen-

tive is a very, very expensive way to create jobs and that there



ought to be a better way to do it, that many of the corporations
that have taken advantage of this tax incentive have indeed abused
it. I have been led to beheve that many of the pharmaceutical cor-

porations have really obtained obscene profits without considering
their consumer. And, again, we encourage them to continue to

enjoy the 936 program.
Now I say all these things to make it abundantly clear that I do

not come here to support 936. What I am concerned about, ho\y-
ever, is how someone can make the decision that the progrsun is

not working, claim that we are going to save $7 billion without any
hearings in Washington or in Puerto Rico, or without giving some
assurginces to these citizens who we call on every time there is a

war, who we feel sympathy for when we see the height of their un-

employment, who we have compassion for when we see the depth
of illness and the high mortality rates they have in their hospitals,

how we can make thus decision not knowing what impact it is going
to have on the economy.
One of the things is that they have so many different views as

to what would be better than 936, that I really think that the

President would have a hard time selecting one of them.

But it seems to me, Mr. Chairman, that if we are going to have

any fairness at all with how we treat Americans, that at least we

ought to evEduate what we are doing before we do it. And if there

is a better way to support our friends and our citizens in Puerto

Rico, let us get on with it.

But it frightens me to see how, with the high unemployment they
are going through now, that we can take the risk of just dramati-

cally changing and reaching this arbitrary figure of $7 billion with-

out taking into consideration what impact it is going to have.

The elected officials can more eloquently present their argument
than I. But I do hope that they do have a better hearing on this

side of the Capitol than they were able to get in the House of Rep-
resentatives.

I thank you for listening to me.
The Chairman. Well, we thank you, sir, most emphatically. I

think your point is that hearings should be held. And for lack of

a better setting, and I cannot imagine save for on the Island itself,

a better setting than the Committee on Finance. We will hold those

hearings in the spirit you request, very properly request, indeed in-

sist upon.
You are right as a ranking figure in the Committee on Ways and

Means and a very welcome participant in our discussions at any
given time. We thank you, sir.

Senator Packwood?
Senator Packwood. No statement, Mr. Chairman.
The Chairman. Thank you, Congressman Rangel.

Congressman Rangel. You have been generous with your time.

I thank the committee.
The Chairman. Now if the gentlemen that Representative Ran-

gel mentioned would come forward—Governor Rossello, Governor
Romero-Barcelo. Governor Romero, I think you will speak first as

the sort of senior Representative present.

Representative Gutierrez, we welcome you, sir. We took the occa-

sion to have your colleague, Mr. Rangel, just introduce the three



of you. Consider yourself introduced. You need no introduction to

this committee. You and Governor Rossello are very welcome.
We will go first with you, Governor Romero-Barcelo.

STATEMENT OF HON. CARLOS A. ROMERO-BARCELO, M.C.,
PUERTO RICO

Congressman Romero-Barcelo. Thank you, Mr. Chairman, Sen-
ator Packwood, Senator Pryor and Senator Breaux.

Before we st£irt, Mr. Chairman, do we have a time allotment?
The Chairman. Most do; you do not. You are a member of the

other body and you speak as long—now if come noon time and
some of us have wandered away— [Laughter.]

Congressman Romero-Barcelo. I would just like to make sure

how much time I had before I begin so I can organize.
I have drafted a statement, which has been submitted.

The Chairman. It will be placed in the record as if read.

[The prepared statement of Congressman Barcelo appears in the

appendix.]
Congressman Romero-Barcelo. I am going to make reference to

that statement, but speak on it and not read from it.

In the first place, we are grateful for the opportunity to testify

here before you on an issue that is extremely important to Puerto

Rico and which has been discussed at length for many, many,
many years. Unfortunately, the discussions have not always been
held according to the truth or the facts.

The facts have many times been distorted. The facts have been

many times exaggerated. There has been a hysteria created in

Puerto Rico by those that have a special interest in the 936 tax ex-

empt corporations where the people have been led to believe that

£uiy change, any change whatsoever, in Section 936 will create

massive unemployment.
In the past electoral campaign the opposition claimed that if I

was elected all the 936 plants would close down because I had seri-

ous questions about the benefits of the 936 tax credits as they are

now legislated. They say that 300,000 jobs would be lost and there

would be chaos in Puerto. So everything in the economy depended
on the Section 936,

Whereas, we look around and 50 States of the Union do not have

Section 936 and none of the other countries in the world have Sec-

tion 936 and they have their economies going.
So I just wanted to bring that into perspective because I am here

today, Mr. Chairman, as a representative of 3.6 million American
citizens. I represent approximately six times more than every Con-

gressman in the House and more than half of the Senators in the

Senate.

Yet, unfortunately, all of those citizens who I represent are

disenfranchised and they have no vote. They have no voting rep-

resentation here in Congress. I wanted to speak for them, not for

the 936 companies.
I am representing the interests of the people and the interest of

the nation. The Puerto Rican interests of the nation are not always
the same as the interests of the 936. I am sure that the 936 compa-
nies would not like to pay any income taxes. They see that as their



best interest. That is not necessarily the best interest of Puerto
Rico, nor necessarily the best interest of the nation.

So, since they have no money to pay the lobbyists, since they
have no money to pay people to represent them here, I am their
elected representative and I want to speak for them and what is

important for us in Puerto and for the Nation.
I want to make also a strong statement, that I believe very much

in investment and expansion, industrial investment, business in-

vestment, creation of new jobs, more jobs, permanent jobs, better

paying jobs. And I am not sure that people will recognize this, in
Puerto Rico particularly. But I am much more concerned about jobs
and creation of jobs than any of these corporations themselves.

They are more interested in their own welfare, their own financial
welfare.

The 936 tax exempt companies and the banks which benefit from
those funds that are a low cost to them, and the brokers, and other
individuals and beneficiaries of the 936, claim that the section is

indispensable as it is.

The Commonwealth supporters, the one that support the Com-
monwealth status, claim it is indispensable. But the reason why
they claim it is indispensable is because they see it politically as
a barrier to equality. They claim, and they have so stated many
times, that as long as 936 Section is there, it establishes a dif-

ference between Puerto Rico and the States. And they can claim
that those benefits are the only ones that will strengthen the econ-

omy in Puerto Rico.

Therefore, to become equal, politically and economically, will be
harmful to Puerto Rico. They use that argument against 936. That
is why you will hear them here today arguing also against any
changes in 936 and claiming that it must stay as it is. It is from
a political partisan point of view and not taking into consideration
and then analyzing the facts as they are.

If we examine corporation by corporation you will find that even
as the credits that are proposed by President Clinton—65 percent
wage tax credit—many companies will not be paying a single penny
in Federal income taxes because the credit is high enough to absorb
all the tax liability that they will be subject to.

There are others that will be paying little taxes with 65 percent
wages and others that will be paying more. But we must also keep
in mind that Puerto Rico's incentives to investment are not only
tax exemptions.
We have the following other tax investment incentives, which are

first of all, a plentiful, trained work force. And a plentiful supply
of workers which are easily trainable.
A productivity that has been recognized here in the nation by the

United States Manufacturers' Association euid by other institutions
that have made the studies as to productivity, as being more pro-
ductive than the mainland workers. That is another incentive.
The wages are on an average half of the wages that are found

in the mainland. Even in the poorest States, when compared to the

poorest States, the lowest wages, our wages are about two-thirds
of the wages in the poorest States, the States with the lowest
wages.



We have an infrastructure that is comparable to the infrastruc-

ture of many States, an infrastructure better than some of the

States, an infrastructure not as good as other States. But it is com-

parable on the average. And we have instant audio-visual commu-
nication with the rest of the nation which is unavailable in most
foreign jurisdictions in this continent, in the Western Hemisphere.
We have an enviable geographic location, right in the center be-

tween North America and South America, right to the eastern end
of the Caribbean, where the sea leans and the air routes converge
and it has easy access for the Nation, particularly to the eastern
seaboard and the Southern States.

We have the same dollar, the same money, the same coin. There
is no problem with currency exchanges. We have political and eco-

nomic stability unavailable in most of the other countries in the
Western Hemisphere.
And we have now something which is very important. The only

place in the United States, and the only place in America, where
both EngUsh and Spanish are official languages, which is a great
incentive for anyone who is deahng with the mainland, and Can-

ada, and South America. So these are incentives that are there be-

yond the tax incentives.

I sometimes feel resentful when I hear people that there are no
other incentives in Puerto Rico, that Puerto Rico needs real, real

special treatment. Otherwise, we cannot bring anyone there. It

makes us look like we're less. People feel that we are less than
what we really are. We have a lot going for us.

But it is true, that as long as we are not part and we are not
conceived as a domestic investment area, as long as we are con-

ceived as a foreign investment area, we should have some special
benefits.

Let me address myself now to corporations by corporations be-

cause some of the corporations have come to see me, to tell me
about what a catastrophe is going to be if any changes are enacted
on 936—they are threatening that they will leave. They are saying,
we will have to make reconsideration of our investment strategies.
We might have to close plants. We might not expand. We might
end up by moving somewhere else. But they say, we are not saying
we are going to do it, but we might.
Most of those companies that are saying that today, Mr. Chair-

man, were exactly the same companies that back in 1978 when I

was Governor of Puerto Rico £ind imposed the first local income
taxes on those companies said, those are exactly the s£mie ones,
who did not leave.

As a matter of fact, one of them came to see me—that is Baxter
Travenol. Their executive vice president came to see me. I asked
him some questions because they started telling me how they were

going to leave. I said, what is your net income last year; and they
said $247 million.

I said, well, with $247 million, you take 36 percent of that, and

you have $89 milhon that you would be paying in taxes in any one
of the 50 States.
And what was your payroll? They said $115 million. Well, you

multiply 65 percent by $115 million and you get $75 million. So it

me£ins that in Puerto Rico, different from other States where you



would pay $89 million, you would pay $89 million minus $75 mil-

lion. That would be $14 million.

I said, now, look me straight in the eye and tell me that that is

not enough incentive to grow, to expand, to have more companies
in Puerto Rico. He looked at me and then he looked at the other

fellow that was next to him and asked, are those the right num-
bers?
Another company came to see me, a pharmaceutical. It has a

small investment in Puerto Rico. When I asked him the same ques-
tions, it turned out that their tax liability would be $6,250,000 and
their wage tax credit would be $8,750,000. In other words, they had
$2.5 million more credits than they had tax liability. I said, how
come. How does this hurt you?
So I would ask you that as the companies come and move here

that you ask them those questions, what their net income was, and
what is their pa)rroll, so you can make those simple arithmetic cal-

culations.

The Government Development Bank in Puerto Rico has put to-

gether a study, which I submit with my testimony, where it shows
that under my proposal that they be given not a 65 percent wage
tax credit, but a 100 percent wage tax credit. Eighty percent of the

companies in Puerto Rico, or they represent 80 percent of the work-

ers, they would have complete tax credit—they would not pay any-

thing—or at the most their tax liability would be under 25 percent
of the total tax liability they were treated as a State.

And that only 20 percent will be subject to, either with my pro-

posal or with the President's proposal, that only 20 percent would
be subject to a tax liability between 50 and 75 percent.
Now I ask, 25 percent tax credit, is that enough stimulus or is

it not? That's something that only the numbers and specific ques-
tions would demonstrate. But I submit that if a 25 percent tax

credit were offered to any state of the Union, they would rip the

President's arm.
I think it is still a good tax credit, though it might not be suffi-

cient. We do not know exactly. I cannot judge that. But I think I

want to bring these facts because what we have to determine here
is not what is best for the 936 companies but what is best for Puer-
to Rico and what is best for the nation and that these facts should
be examined; and that we should not accept all the testimonies
that come here with exaggerations saying what is going to happen
in Puerto Rico.

Because as you will see, all those testimonies start from an as-

sumption that if 936 is changed, there will be a catastrophe in

Puerto Rico, that companies will leave. They do not give you the

numbers showing why they will leave. There is no analysis why
they will leave. And they refuse to come up with those numbers.
I think there Eire a lot of exaggerations.
However, we want to do what is best for Puerto Rico. I have no

problems and I want to say it here clearly that I support whatever
the Governor of Puerto Rico submits. I have not read it. I have not
had the opportunity to see what it is. I have not discussed it with
him.
But whatever is best I will support. But I would like to make two

caveats, two conditions. First of all is that I think the tax credit
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as it is now written in 936 has not been shown to be a good tax
credit in terms of providing jobs.
As you will see from my testimony and from the financial report

by the Government Development Baiik, the 936 companies in Puer-
to Rico account, in terms of manufacturing jobs, for 16.8 percent of

the total number of jobs. Whereas, two decades ago they were 19.3

percent.
In other words, instead of the manufacturing jobs having grown

with the existence of Section 936 as a percentage of the total em-

plo)rment, they have decreased approximately by almost 3 percent.
So they have not been doing the job they are supposed to do. A
wage tax credit goes directly to the jugular. It is directly an incen-

tive for job creation, which is what we have to consider here when
we discuss Puerto Rico.

Therefore, I understand that there is going to be an option of-

fered for the companies, an alternative suggested that the compa-
nies can also take the wage tax credit or the income tax credit

which now exists, reducing it to 90 percent and then to 80 percent.
I have no objection with an alternative if that option is reduced

to zero eventually, whether it be in 5 years or 10 years or 7 years
or whatever. But that the tax incentives as they are now, that they
be eliminated because I think the evidence is sufficient and I think
it is overwhelming to demonstrate that the tax credit as it is now
legislated is not going to be providing more jobs.
The other caveat, or condition, which is very importgmt, consider-

ing that the most important thing that we have now on the legisla-

tive agenda before this Congress is health care; whether a new
health care plan is approved or not, Puerto Rico now receives only
$79 million under Me^caid, and this issue must be addressed.

If we were treated as a State, we would be receiving over $1 bil-

lion. This is health care, Mr. Chairman. This is not welfare. It is

inconceivable that in this day and age that American citizens in

Puerto Rico, in the Virgin Islands, in Guam, and other territories,

are not treated as Americans when health care is discussed and
when health care is legislated.
When I was a Mayor, and when I was a Governor, I came here

seeking equality, equal treatment, parity in Medicaid, and I was

told, look, Puerto Rico is getting enough money. You have over $7
billion in total Federal programs. That is what it grew up to. It was
not that when I started. Thus, do not even think about it. We
might give you a few dollars more, but we are not going to make

you whole in Medicaid.
The Chairman. If I could say my dear friend, you and I have

talked about these matters for some time when I was at the United

Nations—that would go back 18 years. On health care, though, we
have learned in the press this morning that the Director of the

Budget says we will not be getting to health care until next year.
So perhaps we should stay on taxes today.

Congressman RomeroBarcelo. Right.
The Chairman. Your point is properly taken.

Congressman RomeroBarcelo. Yes. But let me just say that it

was sdso said, you do not pay income tax. This wiU be the first time

that income taxes will be collected from Puerto Rico.

The Chairman. Right, corporate taxes.
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Congressman Romero-Barcelo. And I think this committee has

jurisdiction over both issues. The poUcy decisions should be made
simultaneously.
The Chairman. And they certainly aifect one the other.

Congressman Romero-Barcelo. Right.
The Chairman. We thank you very much, sir.

Congressman Romero-Barcelo. Thank you very much.
The Chairman. Representative Gutierrez, we look forward to

hearing from you, sir.

Congressman Gutierrez. Mr. Chairman, thank you very, very
much.
The Chairman. I beUeve this is your first appearance before the

Finance Committee, isn't it?

Congressman Gutierrez. Yes, it is, Mr. Chairman. I hope not

my last.

The Chairman. I am sure it will not be. We welcome you.

Congressman Gutierrez. Mr. Chairman, I would respectfully re-

quest, given the fact that the Resident Commissioner of Puerto
Rico has suggested that he is going to be supporting the observa-

tions made by the Governor of Puerto Rico here today, and that is

indeed the vein in which I come before this committee, that if we
could, Mr. Chairman, with ail due respect, hear from the Governor
of Puerto Rico, Pedro Rossello, I think it would help me in terms
of what I would like to say here.

The Chairman. Fine. If that is your wish, we would defer to any
member of the other body.
Congressman Gutierrez. Thank you very much, Mr. Chairman.
The Chairman. Governor Rossello, this would be your first ap-

pearance and we welcome you, sir, as the Governor of Puerto Rico.

STATEMENT OF HON. PEDRO J. ROSSELLO, GOVERNOR OF
PUERTO RICO, SAN JUAN, PR

Governor Rossello. Thank you very much, Mr. Chairman, dis-

tinguished members of the Committee on Finance. My name is

Pedro Rossello. I am the Governor of Puerto Rico.

I welcome this opportunity to testify regarding changes proposed
by the administration to Section 936 of the Internal Revenue Code.
A letter from President Clinton was read aloud at my inauguration
ceremony this past January 2.

The following is a direct quotation from that letter, and I quote,
"As President, I will try to ensure that the Federal Government
does its part to help Puerto Ricans with the issues that they face.

The administration will consider the circumstances and needs of

Puerto Rico as it develops and implements policies that would sub-

stantially affect the Island."

To date, I am sorry to report, the recommendations of the execu-
tive branch with respect to Section 936 have contradicted that

promise. They also contradict the intended purpose of President
Clinton's policy of providing opportunities for all Americans.
We in Puerto Rico support the President's objectives and are

fully prepared to assume our proportionate share of the burden. In-

deed, we strongly endorse many of the administration's specific

proposals—among them, the rebuilding of our Nation's infrastruc-

ture, and reform of the health care system.
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In one key area, however, executive branch poUcy planners seem
to have lost sight of President Chnton's bottom line—that, of

course, is jobs—jobs for American citizens.

Nowhere is the need for jobs greater than in Puerto Rico, where
unemployment now exceeds 18 percent—2V2 times the national

level, where the per capita income is less than 30 percent of the
national average, where the proportion of famihes subsisting on a

poverty-level income approaches 60 percent, while the mainland

figure stands at about 10 percent.
Despite this data, the administration is advocating Section 936

amendments that would actually cripple our Island's capacity to at-

tract, and even to retain, job-creating private sector investment.

Currently, more than 105,000 Puerto Rico residents are em-

ployed directly by firms operating under Section 936. These compa-
nies £dso create a significant number of indirect additional jobs
elsewhere in the economy.

Section 936 employees account for almost 70 percent of manufac-

turing jobs in Puerto Rico, and approximately 11 percent of the Is-

land's total emplo3rment. Accordingly, whenever the Federal Gov-
ernment contemplates changing Section 936, it is of vital impor-
tance to Puerto Rico's government that such changes imperil nei-

ther the Island's current emplo3rment, nor its future economic de-

velopment. What is in essence a marginal decision for the Federal
Government is a vital and central issue of economic survival to

Puerto Rico.

However, peril is pervasive in the administration's latest Section

936 modification plan.
We estimate that these proposals would reduce the annual tax

benefits of Section 936 companies by more than 60 percent; would
increase the effective tax rates of such enterprises to a level that

when Puerto Rico tax levies are factored in would leave the Island

noncompetitive; would drain the pool of Section 936 funds by 75

percent; and would slash, by amounts ranging from 25 percent up
to 75 percent, the tax benefits pertaining to the companies which

employ just about two-thirds of aU men and women working at Sec-

tion 936 enterprises.
That is what I mean by pervasive peril.
None of this is intended to imply that the status quo is ideal.

Section 936 can be rendered more effective. I £im not here to insist

that this incentive program be treated as a sacred cow. As I have

already said, Puerto Rico is fiilly prepared to accept its propor-
tionate share of sacrifice in the national interest.

Nevertheless, using whatever parameters you may choose, the

sacrifice being proposed by the executive branch is disproportionate
and is crippling to our objectives of building a competitive economy.
The inequity to which I refer can easily and dramatically be

quantified. The administration's national economic blueprint envi-

sions sacrifice in the form of tax increases that total about $1,200

per person in the average State. Puerto Rico, by contrast, would be

expected, solely through changes in Section 936, to generate new
Federal revenues at a level equivalent to $2,000 per person.

In the context of relative income differentials, I may add, this is

six times more than the contribution per capita being sought of

mainland citizens. I beUeve that by any yardstick that is unfair.
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Moreover, we must keep in mind the extraordinary economic chal-

lenges that Puerto Rico confronts.

Although the Island's population density is 15 times the national

average, Puerto Rico's current territorial political status has left

our people without full access to many basic services. Just last

week the Census Bureau revealed that Puerto Rico trailed all 50
States in fiscal year 1992 Federal spending per person, receiving

barely half the amount spent in an average State. Obviously, that

helps to explain why our economy is less robust.

The provisions of the North American Free Trade Agreement
would reduce our abihty to compete with foreign countries for sev-

eral types of labor intensive enterprise.
I respectfully submit that in any of your States 18 percent unem-

ployment would constitute a dangerously explosive situation. Yet,
it is against this backdrop, on the premise that it can 3deld $7.3
billion in revenue over the next 5 years, that the executive branch
of the Federal Government today advocates the virtual destruction
of Puerto Rico's principal economic development tool.

This cannot be decided merely as a numbers game. The Presi-

dent has asked us to "put people first." This is precisely our plea
to the Senate, the House of Representatives, and the White House.

President CUnton has stated he wants to create more jobs, better

jobs, higher paying jobs for the American people. Where Puerto
Rico is concerned, the administration's current proposal would do

just the opposite.
All rational analysis shows that the administration's current pro-

posal will result in a weakened, more dependent economy, a signifi-
cant loss of American jobs, greatly diminished local tax revenues,
and higher capital costs.

The price tag on that projected $7.3 billion in new revenue is

simply too high. It sadly reminds me of the Vietnam war story
about the village that supposedly had to be "destroyed in order to

save it." The Federal Gk)vemment cannot foster renewed economic

growth by taking jobs away from a community of 3.6 million Amer-
ican citizens that needs new jobs perhaps more than any other.

As an alternative to the administration's plan, we propose the
enactment of an incentive comprised of two options.
Under the first option, a 936 firm would receive a tax credit

equal to the sum of the total compensation it pays to its employees;
all of the corporation's Puerto Rico income and tollgate taxes; Fed-
eral income taxes attributable to the company's qualified posses-
sions source investment income; and 10 percent of its new capital
investment in plant, machinery and equipment.
Or under the second option, the 936 corporation would receive an

income-based credit that would be phased down to 90 percent of

the existing Section 936 credit in 1994, and to 80 percent in subse-

quent years. This plan would provide new Federal revenues of $2.8
billion.

Today we bring before you this proposal, which would allow
Puerto Rico to participate in the sacrifices being asked of all Ameri-
cans, but which will also permit us to build a more productive,
more competitive, and less dependent economy. We seek not hand-

outs, but instruments for productive development.
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Our proposal, which I am submitting to you in more detail as an
addendum, and which I urge you to accept, offers a realistic ap-

proach to revenue enhancement, and thus to proportionate shared
sacrifice by Puerto Ricans. Unlike the administration's proposal,
this plan has broad-based backing from labor, business, financial

and professional organizations on the Island, as well as Latino and
Hispanic leadership groups on the mainland.
But most of all, my proposal provides a foundation upon which

Puerto Rico can continue to construct a more self-sufficient econ-

omy, one that will propel us closer to equality—equality of rights,

equality of opportunity, equality of responsibility
—the equality

with which you and your constituents are blessed.

We ask for this as fellow American citizens. Thank you very
much.
The Chairman. Thank you. Governor Rossello, for a very care-

fully crafted statement, with some very important and challenging
numbers which we will have occasion to address during question-

ing.
[The prepared statement of Governor Rossello appears in the ap-

pendix.]
The Chairman. And now, Representative Gutierrez, we welcome

you again, sir.

STATEMENT OF HON. LUIS V. GUTIERREZ, U.S.

REPRESENTATIVE FROM THE STATE OF ILLINOIS

Congressman Gutierrez. Thank you, Mr. Chairman. Members of

the Senate Finance Committee, thank you for the opportunity of al-

lowing me to testify before you today.
I come before you as a Congressman of a heavily Puerto Rican

District in Chicago and as a Puerto Rican myself.
Since the beginning of the current hurricane, 936, I have urged

all interested parties in Puerto Rico to unite and to speak with a

single voice. I have refrained from commenting specifically on any
of the different counter proposals that have come from Puerto Rico

to President Clinton's proposal to eliminate Section 936.

I have studied, £uid will continue to study, such proposals as

much as possible in consultation with the Governor of Puerto Rico,

and with other Puerto Rican leadership. I will, in the end, support
that proposal or set of proposals which helps the Puerto Rican

economy the most.
I know Governor Rossello has been working hard to develop such

a proposal and we have heard it here this morning. So have other

Puerto Rican leadership and I look forward to hearing from them.
I would like, however, to comment on some general principals

that in my opinion should be considered seriously during this dis-

cussion. Puerto Rico is a United States' possession. Technically,
Puerto Rico is an unincorporated United States' territory. In re-

ality, this means Puerto Rico is a colony of the United States.

Since the Congress assumed sovereignty over the Island and its

inhabitants. Congress has controlled the economy of Puerto Rico.

Every single important aspect of the economy, from minimum wage
laws, to foreign trade, to the extension of coast wise shipping laws

to Puerto Rico, currency, immigration, they are all under the juris-
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diction of the Congress. The appUcation of 936 to Puerto Rico is but
another example of this.

It is my view that the Puerto Rican people have the right to self-

determination. We, as a people, have yet to exercise this inalien-

able right. Perhaps the best example of the need of Puerto Rico to

have self-determination is the current debate over Section 936.

Lacking from the official discussion of this issue is consideration
of the Puerto Rican point of view. What impact will it have on the
Island's economy and, more importantly, on the future of Puerto
Rico? Did anyone consider the impact something of this magnitude
will have on the lives of 6 million Puerto Ricans, both on the Island
and in every single Puerto Rican community on the mainland, in-

cluding my own in Chicago?
The elimination of substantial modification of 936 without an

adequate substitute or safeguard will result, no doubt, in an un-

precedented economic crisis on the Island, greatly increased unem-
ployment, and heavy migration to our already overburdened cities,

and communities on the mainland.
To be sure, Mr. Chairman, much may be said, £ind much has

been said, in criticism of the way the Puerto Rican economy oper-
ates under Section 936. It is not perfect. As you may know, Mr.

Chairman, I favor independence for Puerto Rico. And while I agree
there is much to be improved with Section 936 as it relates to the

environment, to labor relations, to the use of 936 bank deposits, to

the lack of involvement of 936 companies with the development of

the Puerto Rican community on the mainland and other aspects of

the Section; and, while not only the demise of the Section, but the

way this whole affair has been handled may seem on the surface
to be good for the cause of independence, the truth is that it would
be totally irresponsible for anyone to advocate a cause, be it inde-

pendence, commonwealth or statehood at the cost of the livelihood

of tens of thousands of Puerto Rican workers and their families.

The way the current debate is unfolding is ijnfortunate. If there
are concerns about the pharmaceutical companies and the prices

they charge for medicines, let us deal with that issue as such. If

there are problems with the so-called runaway plants, let us deal
with that issue as such. If some companies may be abusing Section
936 by transferring and, therefore, sheltering profits from continen-
tal operations which should otherwise be federally taxable, then let

us work to close such loopholes.
But what I strongly object to,, respectfully, Mr. Chairman, is to

proceed in such a fashion as to drasticedly alter the current basis
of the Puerto Rican economy without considering the impact this

will have, not only on the economy of the Island, and subsequently
on Districts like mine, but just as importantly, the impact this

would have on the whole status question debate on the Island. And
this, Mr. Chairman, would be done, really in the absence of mean-
ingful participation by the people of Puerto Rico in the process.
Mr. Chairman, Puerto Rico is not a state of the union. Puerto

Rico does not have voting representation in Congress. The only par-
ticipation Puerto Ricans had in the Vietnam War situation, for ex-

ample, which many believe started our great deficit problem, was
to have young men die on the battlefield in disproportionate num-
bers.
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Puerto Ricans did not vote to elect the President, nor the Con-

gress, which ran the huge deficits for that war and the subsequent
deficits. Puerto Rico always received a fi'action of the Federal funds
it would receive if it were a State. Our Vietnam veterans, and this

is a shame, do not receive in Puerto Rico the same benefits veter-

ans receive on the mainland.
Puerto Rican communities on the mainland, Mr. Chairman—and

I know you have studied this in depth—are some of the poorest in

our country.
So I respectfully ask, how come Puerto Ricans who benefited the

least from the spending bonanza that led to our huge deficit, who
were not represented on the decision making bodies that created

this deficit, who have a per capita income of about half of that of

Mississippi, and a third of our National average, who last year re-

ceived about half the Federal outlays per person of our National

average and who suffer from at least twice the national unemploy-
ment rate, however, Mr. Chairman, is the economy of Puerto Rico

expected to contribute more than twice to the President's deficit re-

duction initiative than those of us on the mainland are being asked
to do?

If you consider all of the factors cited above, you are asking the

fragile Puerto Rican economy to contribute at least 12 times as

much per person to the reduction of the deficit than what is being
asked of the U.S. economy as a whole.

Mr. Chairman, I wholeheartedly agree with the March 24 Wash-

ington Post editorial that there is no "Puerto Rican PoHcy" behind
the proposal to eliminate Section 936. In fact, Mr. Chairman, I am
informed there is currently not even a Presidential Advisor on
Puerto Rican matters in the White House.
Mr. Chairman, I respectfully submit to you, and to this commit-

tee, that to continue down this path will prove to be disastrous

both for Puerto Rico and the United States. I again respectfully
submit to you that the time has come to review in depth and com-

prehensively the relationship between the United States and Puer-

to Rico and to proceed decisively and constructively along a dig-

nified path of self-determination for the people of Puerto Rico.

For only in such a context does it make sense to study any pro-

posal to significantly alter the very basis Congress itself laid out

for the current economy of Puerto Rico to grow and develop. I can-

not think of a better investment of our taxpayer dollars than to

provide for the health economic development of the Island of Puerto

Rico, regardless of the final outcome of the status question in Puer-

to Rico.

In closing, Mr. Chairman, I can assure you not only of my sup-

port for the President's overall plan for deficit reduction, but also

that of all Puerto Ricans. Let us, however, remain cognizant about

the history and reality of Puerto Rico and Puerto Ricans so as not

to create a worse problem than we are trying to address here

today.
Thank you very much, Mr. Chairman.
The Chairman. We thank you, sir, for a very powerful and co-

gent testimony.
[The prepared statement of Congressman Gutierrez appears in

the appendix.]
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The Chairman. If you won't mind, and I am sure you won't, I

would just like to msike one statement before general questioning.
In respect to your statement, you say, £uid correctly, ". . . it is my
view that the Puerto Rican people have a right to self-determina-

tion."

I mentioned earlier that I was the U.S. Ambassador to the Unit-

ed Nations under President Ford. That is the first occasion on
which I had the honor to meet Governor Romero-Barcelo. He was
then Governor of Puerto Rico.

There was a movement in the United Nations to denounce the
United States for its relationship to Puerto Rico as one of being a
colonial power to a colony. I made the point, on behalf of President

Ford, that every President of the United States since Harry S. Tru-
man has proclaimed to the people of Puerto Rico, to the United

States, and to the world, that the people of Puerto Rico are free to

chose between Commonwealth status, which is the present status,
and which was chosen in 1967, alternately, independence, which

you have said you favor, sir, or statehood.
This is a free choice, and I think this question is coming around

again as it does regularly. But the right of self-determination has
been proclaimed by the United States, and I am sure it will be re-

spected by this Congress, and I cannot doubt it will also be pro-
claimed by this administration.
So with that, agreeing with you, setting that record clear, I

would Uke to thank you all and we will turn now to questions.
And first of all, of course, to the Senator, sometimes Chairman,

once and fiiture Chairman if we do not get this tax bill through.
[Laughter.]
The Chairman. If we get it through. Correction is heard.

Senator Packwood. That is correct. I am praying for the tax bill,

Mr. Chairman.
Governor Rossello, let me ask you just one question about a sta-

tistic in your statement. It is on page 3. "The inequity to which I

refer can easily and dramatically be quantified. The administra-
tion's national economical blueprint envisions sacrifice in the form
of tax increases that total about $1,200 per person in the average
State. Puerto Rico, by contrast, would be expected solely through
changes in Section 936 to generate new Federal revenue at a level

equivalent to $2,000 per person."
I am intrigued with your first figure. The President's tax plan,

I assume is what you mean by the economic blueprint.
Governor RossELLO. Yes.
Senator Packwood. Is going to cost about $1,200 per person in

the average State, close to $5,000 for a family of four.

Governor RosSELLO. That is correct.

Senator Packwood. What is your source on that? I would love

to have that.

The Chairman. Well, would the Senator yield for questions. Take
272 and you divide it by 256 you get more than 1,000. Multiply it

by five and you get close to 5,000 per family.
Senator Packwood. Thank you. I appreciate that.

Governor RosSELLO. Thank you, Mr. Chairman.
Senator Packwood. Now, how solely through the changes in 936

do you come to $2,000 per person in Puerto Rico just on 936?
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Governor ROSSELLO. When you divide the $7.3 bilHon by 3.6 mil-
lion inhabitants, you come up to that figure.

Senator Packwood. On 936 alone?
Governor RossELLO. On 936 alone.

Senator Packwood. Mr. Chairman, thank you. I have no other

questions.
The Chairman. I thought you might not. [Laughter.]
Senator Pryor, you now have extra time.
Senator Pryor. I hope I won't abuse that, Mr. Chairman. Thank

you.
I have enjoyed very much, Mr. Chairman, the personal discus-

sions with I have had with the Congressman and the Governor
from Puerto Rico. I look forward to visiting with our new friend
from lUinois on this issue.

I think, Mr. Chairman, my concern basically about Section 936
is that it, simply put, it is out of whack; and it has become skewed
to the extent that I think we need to make a, you might say, mid-
term correction in Section 936. I think we have to change it.

I am not one to say we have to totally abolish 936. I think

though that we must look at the facts and figures and numbers.
And to say that no longer can we justify Section 936 in its present
form, providing the results that we are getting today.
For example, one concern that I have had, and I take this, I

might say, to the Chairman and to Senator Packwood, from the
1992 GAO report, a very fine report, on just the drug companies
in Puerto Rico during 1987, that the drug companies, some are re-

ceiving a $71,000 tax credit per employee. That the average wage
for those same employees is on the average $26,000, leaving a

$45,000 differential.

The $45,000 differential, that goes into the pockets of the phar-
maceutical companies and that is not allocated for the benefit of

the people of Puerto Rico.

Mr. Chairman, I would like to say something else. I would like

to state, and I have seen studies on this, that the people of Puerto

Rico, according to these studies, and according to industry records,
are perhaps the most productive people on the face of the earth. I

commend the worth ethic of the people.
I think the drug companies in particular are taking advantage of

those people. I think they are taking advantage of this great island.

And I think that the system as I have said is out of whack, the
benefits of this present 936 law that we have in the IRS Code, the
real benefits, go to the companies rather than to this Common-
wealth and to the people.

If I were a drug company I would go to Puerto Rico, and I would
manufacture my drugs in Puerto Rico. That is where I would be set

up because the law encourages this abuse.
I think all of these fears that are being cast about, about all the

companies that are going to be leaving this island if 936 is

changed, if it is modified to any extent, I think is a threat.

I think it is a threat. It is a fear tactic. I think that it is a sad
situation when we see the drug companies basically casting this

fear on the Island as it is. And I think we can change this proposal.
I am not sure that I support President Clinton's 60-percent ap-

proach. But I am willing to look at it. I am willing to sit down and



17

talk about it. But I think we have seen a lot of abuse in the sys-
tem.

I have advocated changing it, sometimes abolishing it. And if we
cannot do any of that, then I want a Section 936 to apply to some
of those counties in Arkansas with 27 percent unemployment. I

would love to see that, Mr. Chairman. I would love to have a 936
for some of those delta counties that have 25 and 27 and 30 per-
cent unemployment.
Mr. Chairman, I thank you and I hope I did not abuse the time.

The Chairman. You most assuredly did not. Senator Pryor. We
thank you.

Senator Breaux?
Senator Breaux. Well, I thank our distinguished guests for rep-

resenting Puerto Rico so well, and their constituents so well, in this

presentation.
The argument that the administration meikes is that by making

the change to the 65-percent credit, it would have a positive effect

because it would be more closely tying the tax credit to the employ-
ment and the possessions in the Commonwealth and would actu-

ally be a positive step in encouraging employment not a negative

step.
Can you comment on that?
Governor ROSSELLO. Sure. I think and I must say that I agree

with Senator Pryor's pointing out that there have been some
abuses and we come here not to say that this not be changed. If

there has been some abuses, then let's deal with the abuses.

But, Senator Breaux, I think that when you quantify the impact
and you notice that over two-thirds of the corporations currently
under Section 936 will receive a reduction, which is very significant
from 25 to 75 percent of their actual tax benefits, then you must
realize that maybe not all, but some significant portion of those

corporations will have to make decisions that will be based on not

continuing or not expanding their operations in Puerto Rico.

It is a significant piece of reduction in benefits. If those oper-
ations are taken away, it obviously results in the loss of jobs.
Senator Breaux. Where do you think they would go?
Governor RossELLO. Where? Well, Puerto Rico competes right

now for that type of industry with places like Singapore and North-
em Ireland. Conceivably not in the short run, but int he medium-
or long-term, they could go into the expanding market that is de-

veloping with Mexico and some of the other Latin American coun-

tries.

Senator Breaux. But the point I would make is, if they go to

those places they certainly are not going to get the benefit of any
kind of 936 tax assistance.

Grovemor RosSELLO. No, they would get the benefits through Sec-

tion 901 where they can get credits for whatever taxes are paid lo-

cally.
Senator BREAUX. But that does not equal the benefits that you

would get even with the 65-percent limitation on Section 936,
would it?

Governor RosSELLO. Well, the thing is. Senator Breaux, it is not
in a vacuum that you have to examine this. It is where you start

fi"om. You are starting from a point where you are asking Puerto
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Rico to essentially in the aggregate produce $7.3 billion that has
to come out of the economy. I do not think anybody can say here
that that is a minor impact on the economy of Puerto Rico.

As far as the Government of Puerto Rico, it also means that the
Government of Puerto Rico will have approximately $500 million
less in its income tax base for coming years. I think, and I respect-
fully disagree wdth our Resident Commissioner, that it would be a

major impact in Puerto Rico from the point of view of taxes and
the services that the government offers. Additionally, it would im-

pact Puerto Rico as a good scenario for doing business in the manu-
facturing sector.

I thin]k all the studies have unanimously shown that. I do not
think that is a question of arguing with the data. It is whether we
can look for an alternative that addresses the national concerns.

Yes, Puerto Rico has to participate in the sacrifices.

We are proposing a plan here that will gather new revenues for

Treasury to the tune of $2.8 billion, which we think is fair and it

is proportionate. And at the same time not cause the disruption
that the administration is proposing unanimously as seen as a

major attack on the Puerto Rican economy.
Senator Breaux. Thank you for excellent testimony.
The Chairman. Thank you. Senator Breaux. We all agree on that

point.
Governor Romero-Barcelo?

Congressman Romero-Barcelo. Mr. Chairman, may I elaborate
a little bit on this, the issue that was just discussed?
One of my concerns has always been the fact that Section 936

puts Puerto Rico in the position of being a foreign investment area,
as a foreign investment tax area. So that the companies in the

mainland, the pharmaceutical and all of them, when they are con-

sidering their domestic investments, their domestic strategy for in-

vestments and expansion, Puerto Rico is not included. And we are
not included until they begin thinking of their foreign investments.

If whatever changes are made and Puerto Rico is brought into

the physical system of the corporation, in other words, the compa-
nies in Puerto Rico are allowed to consolidate their tax returns,
then Puerto Rico will be brought into the domestic investment area
of concerns. Then companies will start comparing Puerto Rico with
the States instead of comparing Puerto Rico with foreign companies
because it would be very difficult for us to compete, wage wise and
environmentally wise, with foreign countries.

The Chairman. That is a very interesting point.
Senator Baucus?
Senator Baucus. Thank you, Mr. Chairman.
Governor, I wonder if you could briefly outline your proposal. I

did not understand it to the degree that you referred to it. You said

your proposal was appended to your statement. Could you just very
briefly outline the provisions of it?

Governor ROSSELLO. Sure. Essentially, we have a two-tiered or

two-option proposal. One that goes directly to stimulating the
labor-intensive sector of manufacturing in Puerto Rico goid another
to giving incentives to the high capital, low labor intensive sector.

I do not think that it is the objective of the national policy to cre-

ate low paying jobs for the nation. On the contrary, create more
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jobs, but higher pajdng jobs. And we participate in that goal for

Puerto Rico also.

By doing this we provide stimulus to both sectors. One of them
is basically based on a wage credit, although we are calling it a

total compensation credit to include the benefits, which I must ?ay
in Puerto Rico some of the mandated benefits are higher than the

wages in many of the competing countries in Latin America. So it

would essentially put us out of business.

Including 100 percent wage compensation credit, a credit for

whatever taxes are paid in Puerto Rico, a 10-percent credit on new
investment in Puerto Rico, and essentially leaving unchanged the

so-called passive investment income through qualified possession
source investment income in Puerto Rico, which already is in exist-

ence. So we would maintain that.

And as a second option for those high capital types of enter-

prises, address Senator Pryor's concern about abuses and cut down
the maximum allowed now under an income-based credit to a 90

percent and then to an 80 percent maximum.
Essentially, when we are talking about $2.8 billion which would

be produced by this plan, it is coming essentially from where Sen-

ator Pryor has his main concerns. I think those are valid concerns.

So we are proposing here a plan that has a balance on one side,

recognizing Puerto Rico's proportionate participation in addressing
the national deficit and at the same time allowing us some instru-

ments that will stimulate labor-intensive sectors of our manufac-

turing industry; and on the other side, retaining some incentives

for the high capital, high-tech enterprises which Puerto Rico does

want to retain.

Senator Baucus. Now what are the revenue estimates of your

proposal compared either with current 936 or with the administra-

tion's proposed changes?
Governor Rossello. Pardon me, sir?

Senator Baucus. What are the revenue losses to the United

States?
Governor RosSELLO. Well, the current system essentially pro-

vides no revenues. The President's proposal would provide $7.3 bil-

lion in new revenues from Section 936 corporations. Our proposal
would generate $2.8 billion in the same period. So essentially it is

$7.3 biUion versus $2.8 billion contribution.

Senator Baucus. Thank you very much.
Thank you, Mr. Chairman.
The Chaibman. Could I say to you. Senator Baucus, as well as

to our distinguished witnesses, we do have a General Accounting
Office estimate of some of the job-related benefits. I believe it was
Senator Pryor who asked for that.

In 1987, and I will simply refer to a firm that is located in New
York, the Pfizer Co., an extraordinary compemy, that is where the

penicilhn in World War II was made. It was invented, developed
in Britain. Penicillin actually was made in Brooklyn.
But GAO estimated that there were $156,400 in tax savings for

every employee in Puerto Rico. That is a formidable sum.
Senator Riegle?
Senator Riegle. Thank you, Mr. Chairman.
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Let me welcome the new Governor here today. We have not met
before. I want to just say at the outset that I have a particular in-

terest in Puerto Rico. My sister lives there and is married to a na-
tive citizen of Puerto Rico. So I have taken the time to understand
in some detail how 936 works and study the economy of Puerto
Rico generally.

I must say, Mr. Chairman, I think we have already heard, de-

spite the fact that there are some differences of view, that the Clin-
ton proposal goes too far. I think it is going to be disruptive and
damaging in a way that I do not think anyone intends.

In a sense, we are going to have to figure out how we offset the
costs involved in cutting 936. For example, if your unemployment
rate, now at 18 percent, goes higher, payments for unemployment
compensation will increase. Also costs for food stamps, which is al-

ready a major issue, would have to be considered; and a host of
other things along that line.

I am struck, too, by the fact that as economies get into economic

difficulty and stress we see crime as a consequence usually goes up.
And you are struggling with that in Puerto Rico as we are in many
of our cities here across the country.
Governor Rossello. Absolutely.
Senator RiEGLE. So I am very much concerned as to how far we

stretch social fabric in terms of taking the unemployment higher
than it is today. Puerto Rico has a very fragile economy. It would
be one thing, as you pointed out, if we could go back to another
time in the past and maybe do things differently. But that is not
where we are. We are where we are today.

I think we have to be very careful about having disruptive affects

that we may not intend. I see a real potential there for that. I

think as well when you put NAFTA—the North American Free
Trade Agreement—the Mexican Free Trade Agreement into this

context, it is one more element that also is a very threatening de-

velopment on the margin.
In Puerto Rico, for example, in answer to Senator Breaux's ques-

tion, the minimum wage law is in effect. Am I right about that?
Governor RosSELLO. Yes, that is correct.

Senator Riegle. So there is a wage differential between Puerto
Rico Euid let's say in Mexico, which is even closer in terms of the

transportation issue thsui the United States
Governor Rossello. That is right.
Senator Riegle. And the workers there are working for 75 cents

an hour or $1 an hour, leaving for the moment aside the special
tax credit features, there are other tax credit features as well—you
mentioned 901, I think, Section as well—but those cost differentials

on labor alone are so substantial that I can see a runoff of jobs,
not just new location decisions being made to go somewhere else.

But I can see why plants that have been around for a number
of years in Puerto Rico might be phased out and those plants be
re-established. You mentioned Singapore. It is just as easy to do it

in Mexico, especially if the Free Trade Agreement is to be enacted.
I hope it will not be in the form it is in. But in any event, that
is another high risk here.

I am concerned, Mr. Chairman. I know the great concern you
have about Puerto Rico. The people there do have to make this sta-
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tus decision for themselves. We have been very clear on that. There
are different points of view. We have heard some today.
There are people who feel very strongly that the Commonwealth

status ought to continue as is. But leaving that very difficult ques-
tion aside because that is really a question the Puerto Rican people
themselves must answer, I do not think we want to take and create

a kind of an economic turmoil and upheaval there that can serve

no good end, no good purpose.
I think it is a very fragile economy. So while I think some adjust-

ment is needed, I think what the President has proposed goes fur-

ther than will yield us positive results in the end. I think if we are

left with hurtful results, it will not only hurt Puerto Rico, it will

hurt this coiuitry; and we want neither of those events.

The Chairman. Thank you. Senator Riegle. We are going to hear,
of course, directly

—shortly now—from the administration. But the

question you put, and Senators Breaux and Pryor and Baucus have
said the same, the question of disruption is the question the admin-
istration has to answer; and I am sure they will seek to do so. But
it has to be addressed. I cannot doubt that the same views are held

by Senator Grassley and Senator Hatch. But we will hear.

Thank you. Senator Riegle.
Senator Grassley?
Senator Grassley. Thank you, Mr. Chairman.
What sort of effect would a Section 936 based credit have on the

pursuit of statehood, if any?
Governor ROSSELLO. Senator, I think that the Puerto Rican peo-

ple will have the opportunity this year, towards the end of this

year, to express their will as far as their political status. That is

a commitment that we have and we will act upon it.

But I think no matter which of the three alternatives that we
have discussed for mgmy years, many decades, you have to start

from the point of a strong economy. I do not think it is in the inter-

est of independence or Commonwealth or statehood to start from
a weakened economy.
So in a sense, even though status has been discussed here today,

I see that no matter what our particular inclinations might be on

that, and I am a supporter of statehood, I think each one of the

formulas has to start for its success from a strong economy.
So I think in essence the effect would be a neutral effect in terms

of simply providing Puerto Rico the instruments, the mechanisms,
to leave a dependency state and become more competitive. That is,

I think, the basis of our proposal.
Senator Grassley. Governor, Congressman Romero-Barcelo said

that the 936 credit has done a poor job on creating jobs. Do you
agree with that assessment?
Governor Rossello. I do not agree with that totally. I think we

see one of the effects and we are not seeing what the effect would
be without 936. We are seeing just one side. There is data that sug-

gests it has been very important.
In Puerto Rico if you look at the jobs, the high tech jobs have

been replacing losses in labor-intensive jobs and manufacturing. In
other words, the high technology corporations that have been stim-

ulated by 936 have been replacing what has been a 20 year steady
loss of labor-intensive type of enterprises.
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I think we can also see as a worldwide phenomenon that in man-
ufacturing as production goes up the jobs curve is coming down,
signifying greater productivity per employee. That is a worldwide

phenomenon. It is also happening in Puerto Rico.

In Puerto Rico the participation of manufacturing in our gross
domestic product is increasing at the same time the number of jobs
in manufacturing is going down. But I submit to you that that is

a worldwide international phenomenon.
Senator Grassley. Congressman Gutierrez, you said or indi-

cated, I believe, that in order for this to be successful £dl the inter-

ested parties in Puerto Rico are going to have to get together be-

hind a single proposal. I assimie you are close enough to it. Does
that look like a real possibility that that can be done?

Congressman GUTIERREZ. Senator, I believe that it can be accom-

plished; and that, indeed. Governor Rossello's presence here this

morning, and his testimony, and the fact that so many interested

groups given the great division that is created in Puerto Rico

around the issue of status and as we can argue about so much that

goes on in Puerto Rico, and, indeed, what is best for Puerto Rico.

I see a growing consensus around the platform that has been

presented before this committee by that of Governor Rossello to the

point. Senator, that someone who from the mainland, a member of

Congress, who believes that Puerto Rico should be an independent
country, and the Governor who states here today that he is a sup-

porter of statehood, we have both come here today to state what
is most important is job development and the creation of those jobs
and what is good for the Puerto Rican people, irregardless of our
own ideological views.
So I thirJc the fact that I am here at this table supporting Gov-

ernor Rossello is indicative of the unity that is coming around his

proposal.
Senator Grassley. Congressman, do you feel the same way?
Congressman Romero-Barcelo. Yes, Senator, providing, as I

mentioned, that Puerto Rico is made whole in health care. Let me
explain why.

I think the funds should go to Puerto Rico, besides the fact that

Puerto Rico should be treated the same, because we are talking
about health care and not welfare, we are American citizens and
there is no justification whatsoever for the widows and the orphans
of men who died for their nation being not be entitled to the same

quality health care, and why foreigners in this Nation if they are

residents should be entitled to health care and not American citi-

zens of Puerto Rico.

So if that inequality is addressed and Puerto Rico gets the qual-

ity health care it yearns for, we will get about a billion dollars that

would create a lot of jobs in the health care industry. But, more

importantly, parity will also improve the health care of the people
of Puerto Rico and would more than make up for whatever incon-

veniences or losses we might have with the President's or someone
else's proposal.
With that proviso, I support the Governor's position. Because

what I do not want to see in the future when I come up here to

ask for parity in Medicaid that someone says, well, wait a minute,

you C£ime here and we gave a lot of benefits to the 936, much more
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than the President had proposed, now you cannot come here asking
for that money because we do not have it. What I do not want is

that to happen.
If that policy decision is made now, and we can guarantee that

to the people of Puerto Rico, the ones that cannot have any lobby-
ists here to represent them and to do lobbying in the Senate and
the House, if we can guarantee that to the people of the Puerto

Rico, I am sure the economy of Puerto Rico will benefit from it,

Puerto Rico will benefit from it, the people of Puerto Rico will bene-

fit greatly fi-om it.

The Chairman. Thank you, Senator Grassley.
I think at this point a statement must be made in the spirit of

openness that we like to share in this committee. It is this: state-

hood involves absolute equality of treatment with other States.

That means full participation in programs such as Medicaid. That
means no 936.

I just think that we do not want anyone to have any other illu-

sion. Equality is equality and it is a choice that is yours to make.
The imphcation should be clear.

If there is any member of the committee who thinks otherwise,
I would like to hear that. Equality means equality.
Senator Hatch?
Senator Hatch. Thank you, Mr. Chairman.
Governor Rossello, your testimony indicates that Section 936

companies are responsible for almost 70 percent of aU the msmufac-

turing jobs in Puerto Rico. How important is manufacturing com-

pared to other business sectors, say, tourism, for example?
Governor RosSELLO. Manufacturing accounts for approximately

40 percent, 39 percent, of the gross product in Puerto Rico. Tourism

by comparison only affords 5.5 percent of that gross domestic prod-
uct to Puerto Rico.

So the major sector in terms of production, there is no question
that it is manufacturing. When you look at jobs in the different sec-

tors, manufacturing accounts for about 16 or 17 percent of the jobs.

And there the predominant sector is a service sector which is the

growing, the fastest growing, and probably the dominant sector, in

terms of job production.
But what these data imply is that manufacturing is creating

higher paying jobs within the sector of the economy of Puerto Rico.

Senator Hatch. Well, you and others have told us that if the

Clinton proposal were enacted manufacturing operations, employ-
ment and investment on the Island would decrease significantly.
Governor RosSELLO. Yes.

Senator Hatch. What would be the impact on the Island's econ-

omy if that were to happen in terms of lost jobs, unemployment,
poverty rates and so forth?

Governor Rossello. Well, I think the effects would be very clear

Etnd very simple in a sense. Job loss, and as somebody suggested
here, £in added need for social program support in Puerto Rico.

There is an interesting fact that as economic conditions get worse
in Puerto Rico there is a start-up of net migration outside Puerto
Rico to the States. That would imply a major load also in some of

the States where that migration would occur. It would also have
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an affect on the 936 funds that are now being invested in the Car-
ibbean section, through the Caribbean Basin Initiative.

I think we have to look not only at the intended consequences,
but some of the unintended consequences. We would see, if Puerto
Rico has a loss of jobs and a weakened economy, social turmoil
such as higher incidents of crime, which is a major concern, and
I must say the prime concern of our people at this point.
There are many studies that suggest and even prove that for

every percentage increase of unemployment you get a proportionate
increase in crime, in mental health.

Senator Hatch. It would be devastating to you is what you are

saying.
Governor ROSSELLO. It would be devastating in my opinion, yes.
Senator Hatch. Now, we have heard a great deal over the past

few years about how certain industries, such as the pharmaceutical
industry or the chemical industries, are taking advantage of the
Section 936 credit and the critics claim, that these industries are

providing commensurately few benefits in the way of jobs to Puerto
Ricans or to the Puerto Rican economy.
How important to your economy are these industries—the phar-

maceutical industry, the chemical industry?
Governor RosSELLO. Well, the pharmaceutical industry is very

important to our economy because it provides the high technology,

high-capital investment sector of manufacturing. It is very impor-
tant to Puerto Rico because we do aspire to having not only more
jobs but better paying jobs.

So in that sense it is a very important sector. I do say that some
very valid criticism has been leveled at some corporations and some
sectors of the pharmaceutical industry. We have to address that. I

think that is fair. And in a sense what we are presenting here es-

sentially takes the major contribution from that part of the spec-
trum where that criticism has been leveled at.

Senator Hatch. Thank you, Mr. Chairman. My time is up.
The Chairman. Well, there we are. Thank you, Senator Hatch,

for very thoughtful questions.
Thank you. Governor. Thank you, colleagues from the House. We

very much appreciate the thoughtful, factual presentations you
have made. We will have to address this matter, and we will con-

tinue to be in close consultation with you as we do so.

Again, good morning, sir.

Governor Rossello. Thank you very much.
The Chairman. While we are awaiting our next witness, Hon.

Samuel Sessions, could I mention to the committee that we had

hoped to have a quorum here at one point this morning that
\ye

could report out four administration officials who need to be in

place. We held the hearing yesterday.
If those of my colleagues who can stay will do so, and if you see

anyone in the corridor, would you tell them to come in.

May I say to Mr. Sessions, if you would like to have Mr. Samuels
sit with you at the table, that would be entirely agreeable to us.

The gavel now descends. Well, now there are new persons enter-

ing the room and they are welcome, too.

Very well. We now go to the fourth witness today, Hon. Samuel

Sessions, who is a Deputy Assistant Secretary of the Treasury, and
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he is informally accompanied by his colleague-to-be, Assistant Sec-

retary Designate Samuels. We welcome you both, sir. Gentlemen.
Would you proceed, please?

STATEMENT OF HON. SAMUEL Y. SESSIONS, DEPUTY ASSIST-
ANT SECRETARY OF TREASURY FOR TAX POLICY, WASHING-
TON, DC, ACCOMPANIED BY LESLIE SAMUELS, CONSULTANT
Mr. Sessions. Thank you, Mr. Chairman. For me, in particular,

it is an honor to appear before this committee on behalf of the ad-

ministration concerning a variety of provisions in the President's

budget plan. The provisions are the proposals relating to the pos-
sessions tax credit, earning stripping and the provisions relating to

international business.
I will cover them in the order in which they are covered in my

written testimony. I would like to ask that my written testimony
be included in the record.

The Chairman. It will be included as if read.

[The prepared statement of Mr. Sessions appeeirs on page 455.]

Mr. Sessions. It is rather lengthy. What I will attempt to do is

simimarize the main points. Just to give you an overview, the pro-

posals that are discussed in the testimony are a royalties provision
and a provision relating to the allocation of research and experi-
mental expenses, a provision related to the treatment of working
capital under the foreign tax credit, a provision relating to current

taxation of certain accumulated passive assets held by companies
abroad, a transfer pricing rule, a rule relating to contingent inter-

est, a rule relating to conduit arrangements, then rules relating to

possessions tax credit and earnings stripping.

My plan is to skip over a couple of these proposals and leave that

to the written testimony.
The Chairman. Why don't you leave out earnings stripping, all

right? [Laughter.]
Mr. Sessions. I would be delighted. Let me start then with the

royalties provision. As I said, it consists of two components. To give

you a little bit of background, as the testimony says, under current

law U.S. taxpayers are taxed on their worldwide income and are

allowed a credit for foreign taxes paid on that income.

The credit is subject to a limitation that is designed to ensure
that foreign taxes are not allowed to offset the U.S. tax that would
be applied to U.S. income. The way the foreign tax credit limitation

is computed is essentially to take the effective rate for the tax-

payer's income and multiply that times the taxpayer's forei^
source income. That sets the foreign tax credit limitation, which is

the maximum amount of foreign t£ixes that taxpayers can credit

against their foreign source income.
For example, if the U.S. tax effective rate is 36 percent, let's say,

if the President's proposal relating to the corporate tax rate is en-

acted, and if a taxpayer has $100 of foreign source income, the
maximum amount of foreign taxes that could be credited against
that $100 would be $36.

If the taxpayer actually has paid $50, let's say, on that income,
the additional $14 CEinnot be credited currently. It C£in be carried
forward and carried back.
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On the other hand, if the taxpayer has paid only $20, for exam-

ple, of tax on that income, the difference between the $36 and the

$20 will be payable to the United States as U.S. tax, in other

words, $16 of U.S. tax.

In the case of the first example that I gave where there is $50
in tax and only $36 is creditable, this is called an excess credit po-
sition. The taxpayer has excess credits. And it is in the interest of

taxpayers to use those excess tax credits, if possible, to offset U.S.

tax on other foreign source income.
So there is an incentive for taxpayers to generate low-tax foreign

source income that those credits can be applied against, which
eliminates the U.S. tax on that income.

I am planning to present an example, a numerical example, at

the end of this discussion of royalties
—you can go ahead and put

it up now—to go through this. I will try to go through the prin-

ciples first and then use the example to illustrate them. We are

going to hand out a copy of this also so that members will be able

to view it more easily.
In any event, as I said, there is an interest in having lower taxed

foreign source income against which the excess credits can be ap-

plied. The foreign tax credit Umitation already contains a mecha-
nism that is designed to prevent that in certain cases, particularly

passive income.
And there are a couple of instances of active income that are

typically low-taxed that have the foreign tax credit limitation ap-

plied separately to them, so that you cannot take the excess credits

from one type of income against U.S. tax on those other types of

income. That is what these separate foreign tax credit categories,

or separate baskets as they are sometimes called, are designed to

do.

One type of income that is typically low-taxed and, therefore, is

a candidate for use in this way by taxpayers to absorb excess tax

credits is royalties income. Some royalties income is already in-

cluded in the passive basket under current law and, therefore, is

subject to this separate limitation.

Two categories are not. They are referred to at the top of page
2 of my written testimony. One is royalties derived in the active

conduct of a business and received from an unrelated person. The
other is royalties received from a related person, which are treated

effectively on a look-through basis. Under the look-through rules,

you do not look at the character of the royalties income itself. In-

stead you look at the character of the income of the foreign subsidi-

ary, let's say, of a U.S. company and you assign that income and
the subsidiary to the various baskets based on the character of its

income.
That is a httle bit of background on royalties. As I said, I will

do an example once I describe the proposal.

Looking, I hope, briefly at the other side of this proposal, another

aspect of the foreign tax credit is allocation of expenses. Taxpayers

typically want to allocate expenses to U.S. source income and away
from foreign source income.
The reason for that is that it increases the foreign tax credit lim-

itation when you do so. And the allocation of research and experi-
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mentation expenses have been the subject of considerable interest

over the past decade and a half, roughly, for this reason.

In 1977 the Treasury proposed regulations that dealt with this

issue. They have been suspended by legislation on numerous occa-

sions. Most recently they were dealt with again, this time by Treas-

ury notice, in June of 1992. Under this notice, for an 18-month pe-

riod, a rule that previously applied by statute which allows 64 per-
cent of R&D performed in the United States to be allocated to U.S.

income was provided.
Basically, on page 3 of my written testimony
The Chairman. And it is 20 minutes of 12:00. [Laughter.]
Mr. Sessions. Shall I go to my example and kind of explain it?

The Chairman. Why don't you? We have omitted earnings strip-

ping as somewhat too sensational. But let's see if we cannot go to

your example.
Mr. Sessions. All right, I'll use this example.
The Chairman. Perhaps someone will point it out for you.
Mr. Sessions. Right. The example explains the proposal. The

first column is designed to illustrate the situation of a tgixpayer be-

fore a decision for plant location and relating to a new product.
This is just a simplified example. There are many variations on
this.

Take a U.S. company that has $100 of income in a foreign juris-

diction. It has a 50 percent tax rate. It has paid $50 of foreign tax.

As I said, the amount that it could credit against that tax, the

amount of tax it can credit against U.S. tax, is limited to $36. That
is the fifth line down, I guess.
The $50 of foreign tax completely offsets the $36 of tax that

would have applied, meaning that the taxpayer pays no U.S. tax

on that income. That is the zero there. Its total tax on its income
is $50 and it has $14 of excess credit. That is sort of the example
I started out with.

Now if this taxpayer were to develop an intangible, for example,
that it could either exploit in the United States or abroad, the next
two columns illustrate what would happen under current law if it

were to do that.

If it were to locate in the United States, which is the second col-

umn, it would have $100 of U.S. income. Effectively very little

changes in its foreign tax credit situation. All of the foreign tax

credit information basically stays the same. But since it has earned

$100 in the United States, it p^ys $36 of tax on that income. But
the total tax is the $50 of foreign income and the $36 in the United
States for a total of $86. That is the t£ix liability it would have if

it were to choose to locate in the United States.

Under current law, if it were to choose to operate abroad and
earn an additional $100 of income abroad, we are assuming—I

think this example has been passed out—that a certain amount is

Eaid
back in the form of dividends, 50 percent of the income is psdd

ack in the form of dividends, 50 percent is psiid back in the form
of royalties. The $50 of royalties income will be deductible in the

foreign jurisdiction.
So it has $150 of income taxable in the foreign jurisdiction. That

is why you get $75 of foreign tax. That is the third line down.

Again, its tax credit limitation, the maximum amount it can credit.
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is $72—36 percent of $200. So the $75 of foreign tax, again, com-
pletely offsets its U.S. tax. It pays no U.S. tax. It pays $75 of for-

eign tax and it has $3 of additional excess credits.

The result is, by operating abroad it has lowered its tax liability
from $86 to $75, a very signific£int benefit—$11 worth of t£ix bene-
fit on $200 of income. What our proposal would do is illustrated in
the last column. What it does is say that we are going to put the

royalties income, which is the $50 that was paid back fi'om over-

seas, 50 percent of the $100 of additional income, and place it in

a separate category, so that you have now a maximum of $54 of
taxes that can be credited against the $150 of dividend income,
non-royalties income, that is 36 percent of $150.
There should actually be next to that an $18 figure. It should say

$54 plus $18 because we are gdlowing a maximum of $18 cred-

itable—a maximum I say—against the $50 of royalties income. But
since it has paid no tax on the royalties income, it has been exempt
from foreign tax, there is no tsix credit available against that in-

come. Therefore, it pays $18 of U.S. tax, which you see on the next
Une down.

Having paid $75 of foreign tax and $18 of U.S. tax, its total tax

Uability is $93. As a result, it has not gained a t£ix advantage from

operating overseas. That is basically what our proposal does. It

says that if you place the roygdties separately, take it out and apply
the tax credit limitation separately to it, if the foreign tax actually

paid on that income is lower than the U.S. tax rate, we collect the
difference.

In this case, the foreign tax is zero, so you collect $18 of tax on
that income. The other part of this proposal is to allocate 100 per-
cent of R&E expenses for R&E performed in the United States

agsdnst U.S. source income. That is a very favorable allocation rule

for U.S. taxpayers.
That is the description of the royalties proposal.
The Chairman. Mr. Sessions?
Mr. Sessions. Yes.
The Chairman. Because we are going to have many opportuni-

ties to talk to you about some of the more detailed tax measures,
why don't you address section 936? The Senators are here waiting
to hear fi"om you and we want to question you.
Mr. Sessions. This is on page 13. As has been discussed with the

committee, sind I am sure the committee is famihar with section

936, section 936 essentisdly provides a tax credit which eliminates

the tax on income that is earned in Puerto Rico, or one might say
is treated as earned in Puerto Rico under various income allocation

rules, by a corporation, a Section 936 corporation, that has a sig-

nificant business presence in Puerto Rico as defined under the Tax
Code.
Now you have to have a certedn level of business activity in Puer-

to Rico to qualify for 936. In addition, as was discussed earlier,

there is a benefit available for reinvestment, of passive income
earned on reinvestment of 936 earnings in Puerto Rico. Those are

the two 936 benefits.

The Chairman. Could I just for the record note that the Virgin
Islands are also
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Mr. Sessions. Right. It is for all possessions. The bulk of the op-
eration and the use of the Section 936 credit is from Puerto Rico
or is allocated to Puerto Rico.

Section 936 was enacted to promote jobs and investment in Puer-
to Rico 8ind other possessions. It has certainly achieved some sig-

nificant successes in this regard. However, it has been criticized by
a number of commentators over the years as being a very ineffi-

cient means of promoting employment and growth in Puerto Rico

and suggestions have been made on numerous occasions about how
it could be changed to be made more efficient.

In particular, this is at the top of page 14, some companies re-

ceived benefits under Section 936 that are quite disproportionate to

the employment and other activity that is created in Puerto Rico.

For example, Treasury data indicate that while the average
pharmaceutical worker in Puerto Rico earned $30,400 in total com-

pensation in 1989, the tax expenditure for each job is $66,081 or

217 percent of wages. We could have effectively taken that $66,000
and employed more than two employees for the cost of the taxes

lost in this case.

In addition, companies accounting for only 12.6 percent of Sec-

tion 936 employment received 63.5 percent of 936 benefits. That
shows that disproportion. The reason for this disparity is that the
Section 936 credit is tied to income that a company earns in posses-

sion, or that is treated as earned in a possession under income allo-

cation rules, rather than the number of jobs and the amount of tan-

gible investment that is attributable to the operations in Puerto
Rico.

The administration's proposal would link the 936 benefit more
directly to these two factors—to jobs and to investment in Puerto
Rico. In general, the current rules would be retained. However,
there would be two limitations applied to the credit that could oth-

erwise be claimed under 936.

First, the credit for active business operations would be limited

to 60 percent of wages paid. In addition, wages would continue to

be fully deductible. This means that you get a 60-percent credit

and a benefit equal to your tax rate times the amount of wages.
If you assume a 34-percent effective tax rate, you are giving a total

of a 94-percent credit for wages paid in Puerto Rico. This would

apply to wages up to the Social Security wage base limit or under
current law $57,600 of wages.

Second, the exemption for income from investments, fi-om passive
investments, would be limited to income from assets with a value

equal to 80 percent of the firm's annual average tangible business
investment within the possession.

In other words, if you have $100 of business investment within
the possession you would be able to have a tax exemption on in-

come from $80 of passive assets. This would give an incentive, if

taxpayers wsmted to expand the exemption for passive assets, they
would have to expand their investment in tangible assets. This

should, we believe, provide an incentive for taxpayers to increase
their investment in Puerto Rico.

Again, we are linking the credit to jobs and to investment. As a

result, we do not believe that this proposal will cause significant

disruption in the Puerto Rico economy. Given the figures that I
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mentioned before that only 12 percent of the emplo5anent is attrib-

utable to companies that receive 63.5 percent of the benefits indi-

cates that one can
The Chairman. Twelve percent of the 18 percent? Your 12 per-

cent of the 936 employment?
Mr. Sessions. That is correct.

The Chairman. This a percent of a percentage?
Mr. Sessions. Right, 12 percent of the 936 employment is attrib-

utable to companies that derive 63.5 percent of the 936 benefits.

This certainly suggests that a significant amount of curtailment of
the Section 936 benefit can be achieved wdthout significantly reduc-

ing employment in Puerto Rico.

That is essentially what I had planned to say on the possessions
tax credit. I would be happy to answer questions on anything in
the testimony or go back and cover anything I have not covered.
But I assume those are the main subjects of interest to the commit-
tee.

The Chairman. We thank you, Mr. Sessions. Just one quick
question from me. Would you agree with the characterization of

Governor Rossello that the per capita tax increase in Puerto Rico
would be roughly twice that for the mainland, the $1,000 plus
against the $2,000?
Mr. Sessions. I think it is a matter of how you look at it. The

Section 936 benefit goes to the U.S. corporations. It does not di-

rectly go to Puerto Ricains as such. And, therefore, I think it is

somewhat misleading to say that per capita Puerto Ricans would
bear a much larger burden than citizens on the mainland.

In fact, since Puerto Ricans are exempt from U.S. tax on their

Puerto Rican income, they bear no burden under the President's

plan directly.
Since we are giving what amounts to effectively £dmost a 100

percent credit for wages, we do not think it is going to decrease em-

ployment significantly in Puerto Rico. Therefore, I guess, on bal-

ance, I would have to say that I do disagree with that statement
because I do not think it is an accurate representation of the reve-

nue raised from the proposal.
The Chairman. Thank you.
Senator Packwood?
Senator Packwood. Mr. Secretary, there are quite a number of

corporations in Oregon with international operations that are inter-

ested in deferral. You partially repealed the deferral of foreign in-

come when 25 percent or more of a company's assets are passive
assets. How did you get to the 25 percent? What is the basis for

that?
Mr. Sessions. Well, we looked at data. We think, first of all, that

the 25-percent figure is a fairly generous figure. We looked at data
for both passive assets for corporations in the United States and

passive assets for subsidiaries of U.S. corporations abroad.
Senator Packwood. You say you looked at data.

Mr. Sessions. Right.
Senator Packwood. Have you done studies? Whose data is this?

What data?
Mr. Sessions. This is data that we have generated ourselves.

Senator Packwood. Okay. Can I have access to that?
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Mr. Sessions. Yes, we can provide that to you.
Senator Packwood. Thank you.
Mr. Sessions. The information relating to passive asset percent-

ages in the United States is, we think, somewhat less reliable than
the information we have about foreign corporations because we
have to look largely at book figures for the United States. We have
better data because of existing anti-deferral rules about asset per-

centages for corporations operating abroad.

What we found is the following. We think it is quite interesting.
If you look at passive assets held by subsidiaries of U.S. corpora-
tions operating in non-tax haven countries—in other words, coun-

tries that have a tax rate similar to the United States, and one
would think would therefore be comparable on a tax planning basis

to the United States—the percentage for all industries of passive
assets as a percentage of total assets is 7 percent, well below the

25-percent figure in our proposal.
For companies located in tax havens, the percentage is 30 per-

cent. We have heard the argument that the assets are there for

good business reasons.

If you look at these figures, you have to conclude that one has

better business reasons to accumulate assets in a low tax jurisdic-

tion than one does to accumulate assets in a high tax jurisdiction.
That does not seem to us to be very plausible.
We think that the reason that the assets are accumulating in the

low tax jurisdictions is essentially tax planning and we do not

think there is any particular reason, given this disparity between
tax haven and non-tax haven countries, to allow the deferral to

continue when a company has accumulated assets to that extent.

Senator Packwood. Let me ask you though, your test is an aver-

age therefore. You are looking at 7 percent and you say, my gosh,
if 7 percent is the average, certainly anybody who is above 25 per-
cent ip so facto must be doing it for tax reasons alone.

Mr. Sessions. Well, as I said, when you have an 18 percentage

point differential, that gives a lot of cushion in favor of the tax-

payer. Most of the industries are well below the 25 percent. Very
few of them even come close to the 25 percent. Obviously, in some
cases there may be a case where there is 25 percent for good busi-

ness reasons.
But when you are starting with an average that is so far below

25 percent, we thought an objective test

Senator Packwood. Well, that is all I am asking, is there may
be companies above 25 percent legitimately. But you are averaging
and you are saying, well, in that case, that is tough luck for those

companies.
Mr. Sessions. Well, we are giving them 300 percent of the aver-

age. That seems to us fair in view of the need to have £in objective
rule.

Senator Packwood. Second, if you flunk this 25-percent test, if

you are over it, then you go back to 1962. That is the most far-

reaching retroactivity I think I have ever seen. I do not know if

businesses keep records for 30 yegirs. But how do you justify a 30-

year retroactivity?
Mr. Sessions. Well, one could look at it the other way. Well, let

me start with this. First of all, we have rules that as you well know
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allow the deferral of income. If income is accumulated for a very
long time, effectively what was there for deferral has turned into
an exemption.

Second, the reason for deferral is, or at least the reason that is

usually given, is that there are good business reasons for a com-
pany to be located in a foreign jurisdiction. There is not any par-
ticular reason for passive assets to be accumulating in a foreign ju-
risdiction. Passive assets do not have any particular nexus to any
jurisdiction.

Therefore, we think at some point when the accumulation is so

large that it is appropriate to impose a tax on that accumulation.
Senator Packwood. But is the tax on simply the accumulation

of the passive assets or is it on all deferred income for 30 years if

you fail the
Mr. Sessions. It is on income that is accumulated to the extent

that you have passive assets that exceed the 25-percent threshold.
Senator Packwood. And the tax is only on the assets, only on

that excess, not on all deferred income?
Mr. Sessions. That is right.
Senator Packwood. I have other questions. I will wait.

The Chairman. Sure.
Senator Pryor?
Senator Pryor. Thank you, Mr. Chairman.
Mr. Sessions, the new proposal, the administration proposal, on

936 changes. Am I not correct, aren't they still linked to profits lim-

ited by wages paid in Puerto Rico; is that correct?

Mr. Sessions. That is correct, limited by wages. That is right.
Senator Pryor. Well, I am wondering why a better proposal is

not one that is linked to purely investment and spending directly
in Puerto Rico, into the Puerto Rico economy. Would that not work
more efficiently?
Mr. Sessions. There are others on the committee who would pre-

fer, I think, a more generous proposal, a 936 proposal that would
have cut back on the 936 benefit to a lesser extent than the admin-
istration's proposal.

In offering the proposal the administration came forward with,
there was a recognition that the Puerto Rican economy has been

developed to a significant extent in reliance on Section 936.

As it is currently structured, what we are trying to do is develop
a measure that sort of strikes a balance between the concern that

the Chairman expressed earlier—disruption of the economy, and
we think we have done that; we think we have come up with some-

thing that does not disrupt the Puerto Rican economy—and at the

same time an incentive that is considerably more oriented, a great
deal more oriented toward jobs and direct investment in Puerto
Rico.

So it is a balancing and that is what we have attempted to do.

Senator Pryor. The wage credit that I have proposed basically
—

and I know that you have taken into consideration in this proposed,
and I appreciate it—it seems like the wage credit to me is really
what we are trying to get at, and trying to deal with, and trying
to encourage.
What has happened with the present 936 and it is certainly no

secret is that of the 100,000 jobs that are what we call 936 jobs
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in Puerto Rico, 18,000 of these are pharmaceutical company jobs—
18 percent. But the pharmaceutical are getting over 50 percent of

the 936 benefits, putting those benefits in their pocket and not giv-

ing back to the economy of Puerto Rico.

This is what I am trjang to deal wdth the wage credit and this

is where I think the wage credit might have the intended con-

sequences that we are moving forward on.

Mr. Sessions, one final comment. That is that we have a lot of

companies in Puerto Rico. We have talked mainly, Mr. Chairman,
about the pharmaceutical companies. The reason we talk about the

pharmaceutical companies is because they are getting the greatest
benefit. There is no question about it.

But basically they are being rewarded for their profits, rather
than for the number of citizens of Puerto Rico that the hire in their

plants. For example, we have H.J. Heinz operating there. We have
Dow Chemical. We have textile and apparel companies, and the

electronic industries, including Hewlett Packard.
None of these companies come out nearly with the same benefits

that the pharmaceutical companies do. I think that just for the

record I wanted to spread that across the record so that we would
have it for future consideration and debate.

Mr. Chairman, I thank you and I yield back the balance.

The Chairman. Thank you. I believe that Mr. Sessions' data was
very compatible with yours. Perhaps you would let us know wheth-
er that small percentage getting such a large part of the benefit

were, in fact, pharmaceutical.
Mr. Sessions. I do not know for sure.

The Chairman. When you find out.

Mr. Sessions. Right.
The Chairman. When you find out.

Senator Baucus?
Senator Baucus. Thank you, Mr. Chairman.
Mr. Sessions, with respect to the royalties provision, does the ad-

ministration have evidence or documented instances where U.S.

companies, similar to your example, pick up, and go overseas to

take advantage of the royalties provision, present royalties provi-

sions, to lower their—is it worldwide or United States; I have for-

gotten which—taxes? Do you have examples of that actually hap-
pening?
Mr. Sessions. Well, the Treasury is not sort of general trier of

fact about the motivations of taxpayers. We can look at the tauc in-

centives that are available. For example, the ones I have provided
in the example I gave.
There is no reason for the Treasury to gather data directly about

what motivates taxpayers' decisions. I will mention one fact. After

the 1986 Act, which tightened up the foreign tax credit limitation

in a number of respects, and lowered the U.S. corporate tax rate.

When you lower the corporate t£ix rate, it increases excess credits.

For example, if we had had a 48-percent rate the excess credits

in my first example would be $2, not nearly as significant as $14.
So both of these things, the changes of the foreign tax credit rules,
and the change to the corporate rate, provide an incentive rate for

taxpayers to generate low-taxed income abroad.
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We think it is interesting that from 1982 to 1985 royalties paid
from abroad increased by 17 percent. From 1986 to 1991 they in-

creased by 300 percent. That disparity suggests to us that at least

part of that is attributable to an effort on the part of U.S. compa-
nies to locate abroad, at least to generate royalties income abroad,
that allows them to engage in this averaging of foreign tax credits.

Again, there is no reason for the Treasury—I do not think tax-

payers would be very comfortable if we went around asking them
why they do things.
Senator Baucus. Yes. I appreciate that. Obviously, we have com-

peting goals here. One is to reduce the budget deficit. Another is

to enhance American worldwide competitiveness, to make sure
American companies are as competitive as possible. Both to in-

crease our living standards as American citizens and also to com-

pete effectively against companies overseas.
So supporting, therefore, as best we can the degree to which the

300-percent increase in royalties is attributable to changes in tax

law or attributable to U.S. companies' desires to avoid taxes and,
therefore, set up overseas operations or the degree to which that
has arisen because American companies are becoming more com-

petitive and are selling more products overseas through licensing

arrangements because that is the way software is sold and
packaged.

I think it is important to know, where that line is drawn and
what, in fact, are the actual reasons for that increase. Do you have

any sense?
Mr. Sessions. Well, it is a very large increase. I think it is about

a 1,800 percent increase, 1,700 percent increase. It is somewhat
difficult to see. I do not think many people would argue that there
was a 17-fold increase in the competitiveness of U.S. companies op-

erating abroad from the last half of the 1980's by comparison with
the first half of the 1980's.

Senator Baucus. Or turn it around. I wonder if you have any
sense of the degree to which, as some companies I think claim, that

as a consequence of this provision, if it, in fact, is enacted that the

companies will not repatriate income but rather keep operations
overseas.
Mr. Sessions. We do not think there is any reason this would

lead companies not to repatriate income. We have rules that ensure
that if they do license abroad that they will pay back a fair royalty
on the intangible that is licensed. So they in some respects cannot
choose not to repatriate a royalty.
The other source of income, the form in which they could repatri-

ate, would be dividends. And as the example shows, if you've al-

ready paid a high rate of foreign tax on the dividends—$50 let's

say as opposed to $36
Senator Baucus. Right.
Mr. Sessions.—^you pay no U.S. tax on the repatriation. So there

is no disincentive to repatriating the dividend. So in some there is

no disincentive to repatriate the dividend and there is not much of

an option in repatriating the royalty. So we do not think it will

lead companies not to repatriate.
Senator Baucus. I agree we can reduce the deficit and change

the Tax Code, where appropriate, to prevent inappropriate gaming
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of the system and so forth. But, these are questions that arise basi-

cally because some companies believe that this is going to ad-

versely affect their competitiveness.
It is up to us to try to determine the degree to which that factor

is true.

Mr. Sessions. We understand that.

Senator Baucus. And the degree to which they are just trying to

continue within the system.
Thank you.
The Chairman. Thank you, Senator Baucus.
Senator Grassley?
Senator Grassley. Regarding transfer pricing. You remember

during the campaign the President really made quite a big deal out

of going after these foreign companies to get them to pay their fair

share of taxes. He was suggesting that we were going to bring in

$45 billion and as far as politics are concerned, it really worked.

He was not only going to go after the foreign tax cheats, but he

was going to raise a large, enormous sum of money and it was

going to solve, in a sense, our financial problems.
Well, as with a whole host of issues after the campaign was over,

reality, as well as truth set in. So instead of $45 billion it looks like

we are going to get less than a $4 billion proposal.
Now I think most of us felt that the $45 billion figure really was

not very realistic. How is it, if you could explain to me, that we
ended up going only after 10 percent of what we originally started

out to get on this? Because we were all looking forward to this

helping us solve a lot of budget balancing issues.

Mr. Sessions. Well, we are not going after only 10 percent. The

legislative proposal that we have offered is scored as raising, I

tlunk it is around $4 billion. And, therefore, that proposal itself is

around 10 percent.
Senator GRASSLEY. That is the part I am talking about.

Mr. Sessions. Right. But that is the legislative proposal and the

legislative proposal can—underscoring rules, you can only score

changes in the law as opposed to enforcement of existing law.

The President, I think, was referring in part to better enforce-

ment of existing rules. We are, as part of a broader initiative in

this area, going to step up enforcement of the existing rules under
current law, qmte significantly.

In my testimony on page 10, this initiative is described fairly

briefly, almost at the bottom of the page. We are adding 235 full-

time employees in this area alone for the 1994 fiscal year at a cost

of $30.6 million. So we are going to devote 235 new employees in

fiscal year 1994 alone. So we are going to greatly step up our en-

forcement of existing rules.

We are also going to work very closely with our internationgd

trading partners to get their cooperation with this problem. Again,
that is £01 existing law matter. It is not going to be scored.

What we have tried to do is work within the framework of the

existing arm's length method. We believe that our approach will

work, including both enforcement £ind the legislative initiative. If

it does not work, we will pursue other options.
Senator GRASSLEY. Well, maybe something has changed. But we

have scored. For instance, we have appropriated money for more
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IRS agents under the idea of bringing in more money and we
scored that. So why can't you score this? And even if you cannot
score it, how much do you expect to bring in from this extra en-

forcement?
Mr. Sessions. I do not have an estimate of about how much we

are going to bring in. And as to why it is not scored, I will have
to get back to you on that.

The Chairman. Well, why don't we try to find out the answer to

the Senator's question.
Senator Grassley. Yes. Well, you know, we have scored for hir-

ing more IRS agents.
The Chairman. May we have an answer in writing when you

have a chance?
Mr. Sessions. Yes.
Senator Grassley. And maybe part of this is from what the

budget resolution is or the budget law is, too, Mr. Chairman.
Now on this royalty proposal, there was a leading Democrat on

the House Ways and Means Committee that was quoted as sa5ring,
"I do not think the current language, or anything close to it, will

pass." Then we have had other newspaper reports that indicated

that there was some misapprehension about the President's initia-

tives going to pass. They use the term that they were jeopardized.
How committed is the administration to the royalty proposal in

Ught of this visible Democrat opposition?
Mr. Sessions. Well, the administration is committed to the pack-

age that it has proposed. I think the Secretary indicated that there

was no intent on the part of the administration to make any fur-

ther changes in our proposal.
Obviously, the Congress will have its say about these proposals.

And as far as what happens on that side, that is I think for this

committee and the Ways and Means Committee. But there is no in-

tent to back off of the propossd and we stick with our original pro-

posal.
The Chairman. Thank you, Senator Grassley.
Senator Conrad, you were here much earher and have now re-

turned. We welcome you back.
Senator Conrad. Thank you, Mr. Chairman.

Perhaps I could put up a chart. Mr. Chairman, and members of

the Committee, Mr. Sessions, this chart shows, I think, an interest-

ing comparison. It shows that U.S. subsidiaries of foreign corpora-
tions £ire paying less taxes than foreign subsidiaries of U.S. cor-

porations. Not just less taxes, but drsunatically less taxes.

On the left you see the amount that foreign subsidiaries of U.S.

corporations are paying. They are paying to our foreign competitors
almost $24 billion a year on $823 billion in receipts.
But U.S. subsidiaries of foreign corporations are paying us only

$5.8 billion in taxes on about the same level of receipts, some $826
billion.

Now I know one can make the argument that different profit ley-
els perhaps differ in different markets, but I think the sheer dif-

ference here sends us a signal that something is wrong. I believe

what is wrong, Mr. Chairman, members of the committee, is that

we have a tax system on these types of transactions that does not

work.
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As a former Tax Commissioner and as former Chairman of the

Multi-State Tax Commission, I have spent a good deal of time on
these issues. And just to put in perspective for members of the

committee what is involved here, we are trying to recreate arm's

length transactions between companies that are commonly held.

We are trying to go back and make believe that these companies
are not jointly owned and jointly controlled, but that they are sepa-

rately owned £ind separately controlled. We are trying to invent

what would happen if these transactions really occurred between
arm's length parties.

And, Mr. Chairman, and members of the committee, there is no

way to do that. I have spent literally hundreds of hours looking at

the tax returns of multi-national corporations. Anybody that thinks

you can separate out, through a series of accounting adjustments,
what would have occurred if these would have been arm's length
transactions is just not attached to reality.

Let me try to make the point this way. The IRS has recently an-

nounced an initiative called the Advanced Pricing Agreement so

that we could reach agreement on these questions before returns

are filed. They acknowledge, in a report published in April of 1992,
that they expect the average advanced pricing agreement to

consume 1,200 to 1,600 staff hours—1,200 to 1,600 staff hours.

They have only got 600 to 700 staff to handle all international

issues. There are 40,000 subsidiaries of foreign-owned multi-nation-

als doing business in this country. There are approximately 2,000

major U.S.-based multi-nationeds.

My question to Mr. Sessions is, how can we seriously suggest
there is any way that we can police these transactions using Sec-

tion 482 with the amount of staff you have, the number of trans-

actions there are, when you acknowledge it takes 1,200 to 1,600
hours to do one analysis, an advanced pricing agreement, when you
are dealing with a cooperative company? How is it possible that we
are going to do anything serious in this area?

Senator Hatch. Regarding the Senator yield for just a short

question on your chart?

Senator Conrad. Yes.
Senator Hatch. Regarding the $23.9 billion, does that lump all

the countries together where foreign taxes are paid?
Senator Conrad. Right.
Senator Hatch. Versus just the United States.

Senator Conrad. These are foreign subsidiaries

Senator Hatch. That is all the

Senator Conrad—of U.S. corporations that are paying taxes

around the world on $823 billion in receipts. In other words, the

receipts are about the same. We are paying almost $24 bilUon.

They are paying less th£in $6 billion.

Mr. Sessions. In response to your question, your question, I

think, is how we think maintaining the current system has any
prospects for success. We do believe that our proposal, which re-

quires for tEixpayers who wish to avoid penalties, that they provide
documentation in advance of their transfer pricing method, will be
a very significant change and will both increase compliance by the

companies and make audits of those companies a great deal easier.
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We also believe that the advanced pricing agreement approach is

very promising. I am not, I must say, familiar with the 1,200 to

1,600 hour figure that you give. I believe though that even if that
were true for advance pricing agreements at the outset, it is a new
technique. We think that over time as agents become more accus-

tomed to this approach, and as precedents are set within indus-

tries, that the time consumed for developing these agreements
would decrease dramatically.

I might also comment that even if it were 1,600 hours, though
as I said I am not feimiliar with the figure, our addition of 235 new
employees would allow us to do a great number of advanced pricing

agreements. We think if we can accomplish, enter into agreements
with the largest corporations, the top 200 or 300, that we will get
at the great bulk of the problem.
So we do think that this is a promising approach. We have indi-

cated on a number of occasions, however, that we are committed
to this. We agree with you that it is a serious problem. And if this

is not successful, we will look at other alternatives.

Senator Conrad. If I could just make a concluding comment.
The Chairman. Please.

Senator Conrad. When I was in Louisiana, Mr. Chairman, for

Mardi Gras, I heard a comment that if you cannot run with the big

dogs, stay on the porch. [Laughter.]
You know, that means something down there. I am not quite

sure what it means. [Laughter.]
I think it applies liere. I think we are in very serious trouble on

this issue and I do not think what is proposed here is going to solve

the problem. Frankly, I think we might as well stay on the porch.
The Chairman. I think the Chair has to rule that we cannot

really resolve this until Senator Breaux returns. [Laughter.]
Senator Pryor. I bet that was advice from Senator Breaux to

you.
The Chairman. Senator Hatch.
Senator Hatch. Well, thank you, Mr. Chairman. Just a few ques-

tions of Mr. Sessions.

Has the Treasury performed any analysis that would show the

affect of this royalty provision proposal on the competitiveness of

U.S. companies to take business abroad?
Mr. Sessions. I am not sure that we have done any specific nu-

merical angdysis. As I said, part of the rationale behind the pro-

posal is to increase jobs in the United States. We have looked at

our tax rates by comparison with other countries, the tax burden
in the United States by comparison with other countries, the way
that other countries handle this same situation, and we think we
are pretty much on a par with the way

Senator Hatch. Is there any other countries that do it?

Mr. Sessions. Other countries do similar things. There are a

great variety of approaches that countries take to this situation.

But a number of important countries have taken an approach that

is somewhat similar to this.

Senator Hatch. In my home State of Utah, for instance, is the

headquarters for a number of software development companies. In

fact, it is very important to our State and to the nation as a whole
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that Novell, WordPerfect, and you can go right down the Une, are
international businesses.

I have been told that this royalty provision may encourage some
of these companies, whether they are in Utah or otherwise, to move
their research facilities overseas to ensure that the income derived
from that research will be considered active income to avoid the

negative consequences that would result from the enactment of this

particular provision.
Now would that not be just the opposite of what the administra-

tion is trjdng to do with this proposal?
Mr. Sessions. We have thought about this and we do not think

that there is any reason to believe that research and development
or research and experimentation would move overseas. First let me
just comment that we have two proposals in the package that di-

rectly encourage research and experimentation in the United
States—the permanent extension of the R&D credit and the 100

percent allocation rule that I described in my testimony.
But beyond that, even disregarding those two provisions, there

are a number of non-tax and tax reasons why a company would not
want to move its research overseas. Non-tax reasons include con-

siderations relating to intellectual property rights, the need to have
a sort of a nucleus of R&D personnel and get a cross fertihzation

of ideas among those personnel, which would lead you not to want
to just scatter your R&D around the world.
And in addition, tax considerations do not suggest that there is

much of a reason to move R&D overseas either. Most R&D is con-

ducted in high-tax jurisdictions. If you move to a high-tax jurisdic-

tion, the income from the R&D will be taxed by that jurisdiction
at the local rate.

It does not make a great deal of sense from a tax planning stand-

point to move your R&D to a higher tax jurisdiction and then have
the income from that R&D taxed at that rate.

Let me just mention one other statistic. You asked originally
about statistics on this. The percentage of R&D performed in the
United States and overseas by U.S. companies has remained quite
constant over the last 15 years, suggesting that non-tax consider-

ations governed here.
It has been the case for about 15 years that about 90 percent of

that R&D has been performed in the United States £uid about 10

percent overseas. This has been quite constant over the last 15

years. There have been a great number of changes in the U.S. tax
laws over that period as well as in the tax laws of other countries.

The fact that those percentages have remained static suggests
that taxpayers have responded to business considerations rather
than the changes in the tax law.

Senator Hatch. Well, does the administration believe that there
are valid business reasons, and not tax avoidance reasons, for a
U.S. company to locate its facilities overseas?
Mr, Sessions. Yes, we do beUeve that there are valid business

for companies. Not all, but certainly some.
Senator Hatch. And wouldn't this proposal hurt those businesses

that are already located overseas for what they consider to be valid

business reasons, such as the need to be neeirer to the market
place?
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Mr, Sessions. Well, it is a question of what you consider. Any
time a company pays higher tax, obviously, one could say that that
hurts that company. But looking at it from the other standpoint,
at present a company can be earning income that is not taxed. This

only affects companies who are getting low taxed income repatri-

ated, in other words, cash-in-hand from a foreign jurisdiction.
The provision only applies if the income has been subject to a

lower rate of tax or no tax in the foreign jurisdiction. If you do not
make this change, effectively what you are saying is, we think it

is appropriate for neither the foreign country nor the United States

to tax that income at all, despite the fact that the expenses which
led to the creation of the intangible were deductible in the United
States and generated lower tax initially.
So you can have a negative tax rate even in that situation and

we think it is an appropriate change.
Senator Hatch. Thank you.
The Chairman. Thank you, Senator Hatch.

Finally, Senator Riegle.
Senator Riegle. Thank you.
The Chairman. May I just say before you. Senator Riegle, that

we are very much aware that we are running behind. It does not

appear that we will be able to hear the second of the two panels
that are still to come. We are sorry about that. We will hear the
second panel on Friday and everybody will have plenty of time.

These have been important subjects that take the time of impor-
tant persons.
Senator Riegle?
Senator RiEGLE. Mr. Chairman, thank you. It is taking a long

time this morning because it is an important issue and there are

many members participating. I thank you for bringing the other

panel back on Friday. I know that may change some people's sched-

ules to have to be here, but I hope all can be here because I think

it is important that we fill out the record with all the points of

view.

Let me also ask unanimous consent to insert in the record, Mr.

Chairman, a letter from the Kellogg Co., and other letters along
the same line from Dow Chemical, from EDS, Proctor & Gamble,
and some others. They all relate to the issue of the administration's

proposal to treat active business royalties from a foreign manufac-

turing subsidiary as passive for purposes of calculating the U.S.

foreign tax credit.

There are some anomalies in this proposal that affect certain

companies in ways that I think are unintended and hurtful. So if

there is no objection, I would like to put those letters in the record.

The Chairman. Would you put them in the record.

[The letters appear in the appendix.]
The Chairman. Senator Riegle?
Senator Riegle. Thank you, Mr. Chairman.
Let me just ask Mr. Sessions, do you have a conversion ratio you

use for what the cost of the U.S. Federal Treasury is for every 1

percent increase in unemployment in Puerto Rico?

Mr. Sessions. I am not sure whether we have a conversion ratio,

no.
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Senator Riegle. Well, would it not be useful to have one? I

mean, if you have policies that may have the effect of raising un-

employment and in turn require other U.S. expenditures, wouldn't

we want to know what that is?

Mr. Sessions. I do not know that we have a formula. We cer-

tainly have consulted with other agencies about the cost that might
be incurred if unemployment were to be increased. As I indicated,

we do not believe that this proposal will result in job loss in Puerto

Rico.

I think it might be appropriate to emphasize how generous a

proposal
Senator RiEGLE. Let me just stop you because the time is limited

and I have listened to you say that and I do not agree with your
analysis, just to be very blunt about it. But I think you ought to

be able to tell me directly what a 1-percent increase in unemploy-
ment or a 3-percent increase would cost in the way of a revenue

impact.
If you are wrong on the job loss issue, then it is going to cost us

money out of another pocket and you cannot just sweep that under
the rug. So I would Uke to ask you to get that. I would like to have
it and I think the committee ought to have it.

Let me also raise an issue with respect to NAFTA. Have you
done a direct analysis as to what over a period of time NAFTA, if

it were approved—I know Panetta says it is not going to be ap-

proved—but when it is

The Chairman. That was noted.

Senator Riegle. Yes, a rather large story today. In any event, do

you have an analysis that would show over a period of time what
the job loss might be to other low-cost, low-wage competitors in this

hemisphere where the capital investment attractiveness is being

improved and increased as NAFTA clearly would do in Mexico, as

to what either the displacement would be of jobs sliding out of

Puerto Rico, say, over to Mexico? We have already had a lot of jobs
leave Michigan and go to Mexico. Or just the whole issue of wheth-
er or not further job increases would be likely to occur in a higher

wage situation like Puerto Rico, where they have the same mini-

mum wage we do, versus say in a Mexico situation.

Mr. Sessions. Well, there are certainly people within the Treas-

ury who are looking at NAFTA and its impact on various sectors

of the U.S. economy, including Puerto Rico.

I am not directly involved. I am not a trade expert and I will

again have to ask someone else to get back to you on that, simply
because it is not within my area of expertise or the Tax PoUcy Of-

fice's area.

Senator Riegle. Well, let me tell you the reason I raise the issue.

I think there is a cross-connect. I think these international eco-

nomic tradeoffs and comparisons are highly relevant. I think what
will happen here is that by creating a more favorable investment
and job environment in Mexico that everybody is going to be af-

fected.

In other words, it changes the relative balance for everybody. It

certainly does in this country. I think we are going to see a much
increased job loss and job flow to Mexico. But I think as well Puer-
to Rico is particularly susceptible to that because they have the ad-
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ditional cost of being an island, so they have the transportation
issue to have to deal with.
But when you take an immediately adjoining country like Mexico

that can truck goods in the United States £ind the trucking rules
are changed very favorably to Mexico, I think you are creating a
new element that these things are not separate, independent
events. In effect they are on one level, but when you sort of get
them going simultaneously, I think there is a cross connecting ef-

fect.

I would ask you to take a look at that. Not just in year one but
take a look at it over a period of time because that comes back in

again on the first question I raised. That is, if we are going to be

spending more on unemployment compensation, say, in Puerto Rico
and more on food stamps in Puerto Rico as a result of jobs displace-
ment, jobs moving somewhere else, whether it be Mexico or other

places in the Caribbean, I think that would be very important for

us to know. So I would ask you to take a look at that.

Mr. Sessions. If I could just respond briefly.
The Chairman. Please do.

Mr. Sessions. As I said, we understand there is a connection be-

tween NAFTA and jobs in Puerto Rico. I would like to comment on
what the impact is of this proposal on jobs in Puerto Rico, the tax

proposal.
As I said, with a 60-percent wage credit and deductibility, effec-

tively the employer in Puerto Rico is going to pay, assuming a 34

percent rate, only 6 cents on the dollar of wages in Puerto Rico, or

assuming a 36-percent tax rate, 4 cents on the doUar.
That means, for example, that although Puerto Rican workers

are required to be paid the minimum wage, 6 percent of the $4.25
minimum wage is only about 25.5 cents. So the labor cost for em-

ployment in Puerto Rico for 936 companies is going to be very low.

To give you another example, our wage credit goes all the way
up to $57,000. If you have an employee who is paid $40,000, as-

suming the employer is bearing only 6 percent of that cost, a 94

percent, or perhaps a 96-percent benefit, that employer is bearing
only $2400 of the $40,000 of wages.
We think that is a very significant incentive to employ workers

in Puerto Rico. If you have someone who the market says is worth

$40,000 and you only have to pay $2400 of that after tax, we think
that is a tremendous incentive.

Senator RiEGLE. Isn't it surprising though that if that is so that

the unemployment rate there is 18 percent?
Mr. Sessions. Well, the credit at present is not tied to employ-

ment. It is tied to income—income of the corporation. So at present
at least a very great percentage of the tax expenditure is devoted
to the offset of income on intangible assets that are in Puerto Rico
and not on funds that are channeled into the hands of Puerto Rican
workers.

Senator Riegle. I understand that. But it also argues that if you
were employing more people down there, you would have more of
that tax credit to be able to use.

Mr. Sessions. Well, that is true under our proposal. There is no
link whatsoever under the current 936 credit to employment in
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Puerto Rico. The only thing you have to do is to satisfy the busi-

ness activities test.

And it is in the interest of 936 corporations
—I am not sajdng

they all do this—but from a tax standpoint, it is in the interest to

have as little activity in Puerto Rico as possible and get the maxi-
mum tax benefit you can through the income allocation rules.

Senator RiEGLE. You will get me the two things I asked for that

you do not presently have?
Mr. Sessions. Yes.

The Chairman. And perhaps you will also give us the cost per
job and the hourly wage cost when you calculate the tax credit.

[The information requested follows:]

Department of the Treasury,
Washington, DC, May 19, 1993.

Hon. Daniel Patrick Moynihan, Chairman,
Senate Committee on Finance,
U.S. Senate,

Washington, DC.

Dear Mr. Chairman: This letter responds to your requests for additional informa-
tion at the April 27, 1993, Senate Finance Committee hearing.

In my testimony, I noted that the 936 companies that received 63.5 percent of the

tax benefits accounted for only 12.6 percent of the employment by the 936 compa-
nies. You inquired what portion of the 63.5 percent of tax benefits accrued to phar-
maceutical companies. Pharmaceutical companies account for 65 percent of the cred-

its and 69 percent of the employment in this group. "Other chemical" companies ac-

count for 8 percent of the credits. Companies in food processing, electronics and sci-

entific instruments are also included. Thus, pharmaceutical and related companies
account for more than two-thirds of the benefits.

You also requested further clarification of the Administration's argument that the

section 936 proposal provides a large incentive for additional employment in Puerto
Rico. Companies whose current law credits exceed the 60 percent of wages threshold
will receive a 60 percent credit for any additional wages paid. In addition, wages
will remain fully deductible fi"om taxable income even though they receive a large
credit. Accordingly, if a 936 company above the threshold hires an additional worker
and pays $40,000 in annual wages, it will receive an increased 936 credit of $24,000.
In addition, the deduction for wages will reduce U.S. tax liabilities by another

$13,600 (at a 34 percent tax rate), for a total of $37,600. Viewed differently, a com-

pany subject to the wage cap will reduce its tax liability by $3.89 for workers paid
the minimum wage of $4.25-—resulting in net wages of only $0.36 per hour.

Under the Administration proposal, the labor intensive companies that account
for 56 percent of total 936 employment will receive exactly the same tax benefits

as they do under current law. The companies above the 60 percent threshold that

remain in Puerto Rico will receive a very powerful incentive to hire additional work-
ers.

Please let me know if there is any further information we can provide.

Sincerely,
Samuel Y. Sessions, Deputy Assistant

Secretary, Tax Policy.

The Chairman. Senator Packwood, did you want to pursue this?

Senator Packwood. No, no further questions.
The Chairman. I think we have to move on to our second panel,

which will be our last panel.
Mr. Sessions, we thank you very much for a very lucid, very

forthright testimony. Mr. Samuels, we welcome you to your proxi-
mate position. We hope to get you before the week is out.

Mr. Sessions. Thank you.
The Chairman. Now we want our next panel to be heard. We

look forward to it. People have come a long way.
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Our next panel will return, not that we ever departed, to the

question of Section 936. We have a very distinguished group of wit-

nesses and we want to hear them all and in the order listed we
will simply go forward. It is a great pleasure for the committee to

welcome Hon. Victoria Munoz, who is President of the Popular
Democratic Party of Puerto Rico.

Ms. Munoz, would you proceed, please?
There are prepared statements. They will be placed in the record

as if read. Proceed precisely as you choose.

[The prepared statement of Ms. Munoz appears in the appendix.]

STATEMENT OF HON. VICTORIA MUNOZ, PRESIDENT, POPU-
LAR DEMOCRATIC PARTY OF PUERTO RICO, SAN JUAN, PR
Ms. Munoz. Mr. Chairman and distinguished members, I £an

Victoria Munoz, President of the Popular Democratic Party of Puer-
to Rico, which in the last election obtained 46 percent of the votes.

Our party, founded in 1940 by my father, the late Governor Luis

Munoz-Marin, has always worked closely with the Congressional
leadership. Throughout many years, we worked on the creation of
Commonwealth and in the implementation of "Operation Boot-

strap," an economic development program that transformed Puerto
Rico from the "Poorhouse of the Caribbean" into a "showcase" for

American democracy.
Fifty years ago, F*uerto Rico remained one of the poorest coun-

tries in the Western Hemisphere, with a per capita income of $140
per year, life expectancy of 45 years, in one of the most densely
populated areas of the world with no natural resources.

Going from poorhouse to showcase in only 20 years was possible
because together we found creative solutions to the social, political
and economic problems of Puerto Rico. We are very proud of these

accomplishments, as you should also be. They speak highly of both
Puerto Rico and the United States, of our mutual understanding
and collaboration.

It is in the same spirit that I am here today to ask for a fgiir,

equitable treatment for Puerto Rico and defend the economic devel-

opment that has successfully created thousands of jobs for our peo-

ple.
Over one-fourth of our total emplojnnent is generated directly

and indirectly by 936 companies. The proposal for a wage credit to

substitute for Section 936 seriously threatens these jobs. In order

to grasp the magnitude of the consequences, imagine that a bill

under your consideration would threaten 20 million jobs in the

United States.

Our party supports the initiative of President Clinton to move
America forward. As American citizens, we could and can contrib-

ute. But that contribution must be based on fairness, consistent

with our economic realities and our need for fiirther economic de-

velopment. The proposal under your consideration is not fair to

Puerto Rico.

By curtailing Section 936, the U.S. Treasury estimates that it

will take out $7 billion from the Puerto Rican economy in 5 years.
This will be a severe blow that will create £in economic contraction

with substantial job losses and a major threat to our long-term via-

bihty.
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A recent study concluded that the number of unemployed would
increase by 50 percent by 1995, the equivalent of over 8 million job
losses in the United States. Any contribution from Puerto Rico can-
not be at the expense of increasing our already unacceptably high
unemployment. It must be based on our economic capabilities and
proportional to the sacrifice that the United States as a whole is

being asked to make.
Equally significant is the need to present Section 936 as an eco-

nomic development tool. It has allowed Puerto Rico to attract man-
ufacturing investments replacing low wage, unskilled jobs with bet-

ter jobs and a world-class work force.

In the last 10 years Puerto Rico has lost 11,000 jobs in labor in-

tensive industries and has replaced them with tremendous efforts

with high tech manufacturing emplo3anent. The proposal under
your consideration eliminates the income credit and offers a wage
credit for a job market that we have been consistently losing to

low-wage areas, even with the present 936 benefits and without

NAFTA, which creates an additional threat to our labor intensive
industries. The wage base proposal does not offer a better deal to

labor intensive industries than Section 936.
How are we going to reduce the present level of 18 percent un-

employment if we lose our most effective tool for job creation, Sec-

tion 936? Our government already employs 30 percent of the labor
force. Our only alternative is growth in the private sector by pro-

viding attractive local tax incentives complemented by Section 936
to bring investment to Puerto Rico.

I am here today so that the 3.6 million American citizens in

Puerto Rico are heard by this Senate so that their future is not one
of poverty and dependence. To that end, in my extended testimony
submitted for the record, we are proposing that the current ar-

rangement for inter-company allocation of intangible income be re-

viewed by the U.S. Treasury to raise additional revenues without

causing significant damage to our economy.
President Clinton said, "Most people on welfare are yearning for

another alternative, aching for the chance to move from depend-
ence to dignity. And we owe it to them to give them that chance."
That is precisely the chance that the Puerto Rican people yearn for

and Section 936 provides.
Th£ink you very much.
The Chairman. Thank you, Ms. JMunoz. And we do have your ex-

tended testimony, which will be placed in the record at the appro-
priate level.

[The prepared statement of Ms. Munoz appears in the appendix.]
The Chairman. We will go right through our panel before ques-

tions. Dr. Luis Costas-Elena, who is legal consultant to the Puerto
Rican Senate, appears before us on behalf of Puerto Ricans in Civic

Action of Santurce. Perhaps you would tell us more about the orga-
nization. But welcome, sir, and proceed.

STATEMENT OF DR. LUIS P. COSTAS-ELENA, ON BEHALF OF
PUERTO RICANS IN CIVIC ACTION, SANTURCE, PR

Dr. Costas-Elena. Honorable Chairman Moynihan and Sen-

ators, I am Luis P. Costas Elena, General Counsel and Vice Presi-
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dent of Puerto Ricans in Civic Action, a civic, non-partisan, grass-
roots movement in Puerto Rico.

We, Puerto Ricans in Civic Action, wholeheartedly support Presi-
dent Clinton's Proposals for Public Investment and Deficit Reduc-
tion, especially the reform of IRC Section 936 into a wage credit.

We also support Senator Pryor's bill.

I, personally, have been studying 936 and its antecedents, 931
and 262, for aJmost 20 years for my L.L.M. thesis for Harvard Law
School under Professor Stanley Surrey and my S.J.D. thesis also at
Harvard.
The Chairman. Oh, you are a Surrejrvian. We welcome you to

this body. They hold a very special place in our Section.
Dr. Costas-Elena. Puerto Rico should receive domestic solutions

and programs, not tax gimmicks that can only produce resentment
in the States because of runaway businesses. The March 1993 CBS
segment by Dan Rather on 936 runaway plants, the 1987 Kansas
Business Review Study, the Pulitzer Prize and 1992 bestselling
book, "America: What Went Wrong?" exemplify the substantial
harms caused by 936 against your constituents.
At the very least IRC Section 936 should have a sunset provision

and strict requirements for reauthorization. Immediate reform of
936 into a wage credit and sunsetting could provide $3 billion in

additional funds for the U.S. budget, above and beyond what Presi-

dent Clinton has proposed, funds that could be used partially to fi-

nance the uncapping of Medicaid in Puerto Rico or any future sub-
stitute National Health Program that includes the Island, plus the

fomenting in Puerto Rico of programs for education, jobs and infra-

structure.

Marcus Aurelius in his Meditations has stated, "The Universe is

change, life is opinion." And St. Augustine On Free Choice of the
Will affirmed, "(Y)ou shall know the truth and the truth will make
you free."

Accordingly, we have for m£uiy years been pointing out that the
facts belie any need for gradualism in the reform of IRC Section
936 and that IRC Section 936 is a scandalous, ever-increasing Fed-
eral tax expenditure, which in effect is a wasteful, Federal welfare

program basically for pharmaceutical and other Fortune 500 cor-

porations.
You and I should wholly agree with Prof. Stanley Surrey of the

Harvard Law School, former Assistant Secretary for Tax Policy of

the U.S. Treasury during the Kennedy administration.

"A t£ix incentive does involve the expenditure of government
funds. A dollar is a dollar, both for the person who receives it and
the government that pays it, whether the dollar comes with a tax
credit label or a direct expenditure label. Tax incentives do involve

expenditures 'backdoor expenditures.' And a legislator concerned
with expenditure levels and expenditure control should not, while

holding the front door shut, let hidden expenditures in through the
backdoor."
The Congressionsd Budget Office has explained, "A tax expendi-

ture is analogous to an entitlement program on the spending side

of the budget. The amount expended is not subject to any legislated
limit but is dependent solely upon taxpayer response to the par-
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ticular provision. In this respect, tax expenditures closely resemble

spending programs that have no ceiling."
Section 936 is extremely perverse, expensive and a tremendous

drain on the Federal budget. The annual Federal tax expenditures
of Section 936 have increased to $2.8 billion in 1989 from the $80
million of antecedent Section 931 in 1972. The U.S. General Ac-

counting Office has calculated that from 1993 through 1997 the

U.S. Treasury will lose $15 bilUon—billion, as in budget busting—
because of IRC Section 936.

According to the Puerto Rico Planning Board the estimated num-
ber of employees in the entire chemicsd and analogous products

group in Puerto Rico—936 and non-936 corporations
—^which in-

cludes pharmaceuticals, was at most 22,600 for fiscal year 1991, in-

cluding temporaries. And such employees are around 2 percent of

the total number of employed persons—925,000—by major indus-

trial sectors in Puerto Rico.

Yet, pharmaceutic£d corporations pocketed 49 percent of the Sec-

tion 936 tax expenditures in 1989 or $1,385 biUion of the $2.82 bil-

lion in total Section 936 expenditures in 1989.

In other words. Section 936 is the worst type of welfare, welfare

for the extremely rich pharmaceutical corporations
—those that

least need Federal subsidies and that employ relatively few persons
in Puerto Rico—in the misguided and false expectation that some
of those Federal subsidies will indirectly to the average Puerto

Rican trickle down.
Section 936 is a Section of the Federal, Internal Revenue Code

that allows U.S. corporations, principally the Fortune 500, to orga-
nize U.S. subsidiary corporations to do business basically in Puerto
Rico and then shift income.

I would Uke to jump over to recent studies by the Puerto Rican

Senate, that especially regarding the alleged 936 funds in Puerto

Rico they have gdready concluded that, "At December of 1992, 93.5

percent of the funds were invested for a period of 90 days or less.

The deposits at 30 days generated a return of 2.6 percent, while

the deposits of 5 or 6 years offered a return of 5 percent. This dra-

matic data for a date before President Clinton's proposals arose, re-

flected almost the totality of the 936 funds available at that date

were not financing activities of economic development, but were
dedicated to liquid instruments for the financing of activities at

very short term."
In other words, the 936 corporations looked Uke their prede-

cessors, 931, cash-rich mutual funds.

Thank you.
The Chairman. We thank you, and we note your citation of

James Tobin fiirther in the statement.
Dr. Costas-Elena. I have additional data that I would like to in-

troduce as part of the record if I may.
The Chairman. Would you be so good, Dr. Costas-Elena. We will

look forw£u-d to it and we will need it.

Next we wiU hear from Luis Nunez, who is President of the Na-
tional Puerto Rican Coalition, which is based here in Washington,
DC.
Mr. Nunez. Yes.
The Chairman. We welcome you, sir, and good morning.
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STATEMENT OF LUIS NUNEZ, PRESmENT, NATIONAL PUERTO
RICAN COALITION, INC., WASHINGTON, DC

Mr. Nunez. Thank you very much, Mr. Chairman. I have submit-
ted my testimony for the record. But I would like to make a few
comments at this late morning session.

The Chairman. Yes, I should have said good afternoon.
Mr. Nunez. Good afternoon.
The Chairman. We will put this in the record as if read, and you

may proceed exactly as you wish, sir.

[The prepared statement of Mr. Nunez appears in the appendix.]
Mr. Nunez. The National Puerto Rican Coalition is an Associa-

tion of over 100 non-profit organizations across the United States.

It was founded to promote the economic, social and political well-

being of all Puerto Ricans, the over 6 million Puerto Ricans who
live in the United States and in Puerto Rico. Currently we estimate
there are 3.6 million Puerto Ricans living on the Island and 2.7

million in the States.

In listening to some of the testimony today several words come
to mind one that Puerto Rico has a unique relationship to the Unit-
ed States. Second, that it is a very fragile economy. Both of those
comments are exactly on target.
Puerto Rico is totally dependent as a private economy on 936. We

talk about the specific jobs created through 936 but we pay very
little attention to the over 200,000 indirect jobs that have been cre-

ated.

The Chairman. The multiplier effect.

Mr. Nunez. The multiplier effect. Exactly, Senator.

The Chairman. Yes.
Mr. Nunez. And if you have experienced Puerto Rico like I have,

I went to Puerto Rico in 1958 on my honeymoon and over a 35, 40

year period I have seen Puerto Rico advance from a relatively im-

poverished economic back water of the Caribbean into perhaps the

most advanced technological society in the Caribbean amd perhaps
South America.
This is due to the development of a high-tech industrial base for

Puerto Rico, this could not have happened without a tax incentive.

Now this also happened at the cost of an exodus of over a million

Puerto Ricans leaving the Island of Puerto Rico between 1945 and
1965. We are the products of that exodus. There are Puerto Ricans
in every State of the Union, including Alaska and Hawaii. The ma-

jority live, as you well know. Senator, in New York State. They also

live in New Jersey.
We have identified 43 congressional districts where there are

substantial Puerto Rican communities across the United States. I

would say that every community of Puerto Ricans here is quite con-

cerned about the future of Puerto Rico.

Listening to Governor Pedro Rossello this morning, I would state

we support his position regarding the changes that should be made
in the current 936. I do not think there is any argument at this

point in time that 936 needs to have some changes made.

However, the vast majority of Puerto Ricans, the vast majority
of the leadership of the island, wants to ensure that these changes
will have a minimal impact on the ability of Puerto Rico and its

people to advance economically.
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There is no question that the impact of President Clinton's pro-

posal will be at the high end of the job ladder. We talk about 10

percent, 20,000 jobs in the pharmaceutical industry. Those are the

jobs that are the best paid, the most skilled jobs in Puerto Rico.

I would raise the question of people who criticize the tax incen-

tive, what do we want, what do we want for Puerto Rico, just the

low-wage jobs in which Puerto Rico has to compete against other

societies where the wage rates are five times less than they are in

Puerto Rico or do we want to make Puerto Rico a truly competitive
industrial society that can compete with any other economy across

the world?
I think the latter is what we want. And I speak today primarily

on behalf of the Puerto Rican communities in the United States

that want to see a better future for Puerto Rico, who are concerned

about an exodus of Puerto Ricans coming to our communities in the

States who all have their own sets of problems. We cannot afford

to have an enormous exodus of the magnitude that occurred in the

1950's and the 1960's to the mainland.
I think the issue of the economy of Puerto Rico has to be solved

in Puerto Rico. It cannot be exported to the United States.

Saying that, I want to make one point crystal clear. Puerto
Ricans are American citizens, Puerto Rican jobs are American jobs.

So when we talk about runaway plants, we are talking about

plants in an American environment. This is a very important con-

sideration that we £dl have to take into account as we look at the

future of Puerto Rico.

The prosperity of Puerto Rico is important to the continental

United States. It is important to the whole Caribbean. We note

that Puerto Rico has played an important role in fostering an eco-

nomic development loan fund in the Caribbean area.

At the House Ways and Means hearing several weeks ago the

Ambassador from Jamaica applauded that program. I would like to

see a similar program to foster economic development in Puerto

Rican communities using 936 funds.

The Governor of Puerto Rico has endorsed that concept. Con-

gresswoman Nydia Velazquez has also endorsed that concept. It is

spelled out in our testimony. I think I would again counsel this

committee that the future of Puerto Rico and the future of the

Puerto RicEin community in the United States are bound together
and we are concerned and we are supportive of the economy of

Puerto Rico and the people of Puerto Rico.

Thank you.
The Chairman. Well, we thank you, Mr. Nunez. That was very

carefully and very properly set forward. I think we might get some-
what similar sentiment from Mr. Arturo Carrion, who represents
the Puerto Rico 936 Private Sector Coalition in San Juan.

Good Eiftemoon, sir, and welcome.

STATEMENT OF ARTURO L. CARRION, ON BEHALF OF PUERTO
RICO 936 PRIVATE SECTOR COALITION, SAN JUAN, PR

Mr. Carrion. Good afternoon, Mr. Chairman, and members of

this distinguished committee. My name is Arturo Carrion. I am
here today as the spokesman for the Puerto Rico Private Section
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936 Coalition, 29 organizations that have joined to preserve our

blueprint for economic development.
The organizations in this Coalition represent approximately

30,000 businesses of all sizes and from all sectors of Puerto Rico's

economy, which account for more than 50 percent of total private

employment in Puerto Rico.

For the record, I am submitting a fiill written statement, includ-

ing a list of the organizations in the Coalition and a summary of

the impact which the issue at hand will have on each economic sec-

tor represented.
The Chairman. We will enter that in the record, of course.

[The prepared statement of Mr. Carrion appears in the appen-
dix.]

Mr. Carrion. We are conscious of President Clinton's call for sac-

rifice by all Americans to strengthen the U.S. economy. However,
this sacrifice must be shared equitably among all Americans. This
is not the case with the administration's proposals as they pertain
to Puerto Rico.

Puerto Rico is being asked to carry a disproportionate share of

the tax burden in the President's program. We are the only juris-

diction being asked to put at risk the very foundation of our econ-

omy.
The revenue-raising proposals in the administration's program,

total $246 billion, which represents slightly less than $1,000 for

each American citizen on the mainland. In contrast, the $7.5 billion

being asked from Puerto Rico's economy represents more than

$2,000 for each of Puerto Rico's 3.6 million American citizens.

If we factor into the calculation the fact that Puerto Rico's in-

come per capita is one-third of the income per capita on the main-

land, we find that the proportionate share of the tax-raising burden

placed on Puerto Rico is six times higher than the corresponding
burden on the mainland.
The administration has two clear-cut objectives

—to raise reve-

nues and to create jobs. Both are simple and clear. Neither of them

requires or justifies the sweeping changes in Puerto Rico's eco-

nomic structure that I have been proposed.
Since the late 1940's we have increased our per capita GNP 18

fold, from $348 in 1950 to $6,450 today. Employment has increased

more than 50 percent in that period. Section 936 and its prede-
cessors have been instrumental in these achievements.
Even with its achievements, Puerto Rico must still compete with-

out natural resources, one of the world's highest population den-

sities, and a per capita income about half that of the poorest State.

In contrast to many countries that compete with us for investment

capital, we are bound by some of the toughest environmental

standards in the world—by U.S. minimum wage laws, by the cost

of maritime transportation in U.S. ships, and by higher energy
costs than in the mainland.

Creating jobs is ultimately the main thrust of the President's eco-

nomic program. Section 936 is essential if Puerto Rico is to con-

tinue doing just that—creating jobs. Besides generating 115,000 di-

rect jobs in manufacturing, the activities of 936 corporations sup-

port over 200,000 additional jobs and services, trade, retailing and

many other activities characterized by medium and small sized
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companies, led by Puerto Rican entrepreneurs. These are the peo-

ple represented by this Coalition.

In the financial sector, 936 companies supply more than 40 per-

cent of all financial resources available for lending and investment

in productive emplojmient generating activities. As part of the ad-

ministration's program, Treasury has proposed a wage based limi-

tation to the 936 credit, which is not by itself an efficient incentive

to maintain the mix of high technology and labor intensive indus-

tries that we have today.
An income based credit is needed to maintain this balance. The

Government of Puerto Rico has recognized the need to keep both

elements in effect.

In view of the need to protect the economic system based on Sec-

tion 936, any modifications considered necessary to the 936 system
must conform to several parameters to ensure Puerto Rico's ongo-

ing economic development in harmony with objectives and needs of

the U.S. economy.
These parameters are the following: Puerto Rico must answer

President Clinton's call to sacrifice in proportion to its capabilities

as the lowest income and highest unemployment economy within

the United States. Puerto Rico's economic model must be capable
of fostering a favorable environment for creating jobs, generating

income, enhancing the linkages between all the sectors of the Puer-

to Rican economy and supplying ftinds for low-cost financing of

public infrastructure and private productive activities.

Modifications to improve the 936 system must provide for the

continuous stabihty of Puerto Rico's investment climate and its

attractiveness for future investment and job creation.

Finally, modifications to the current 936 system must be imple-
mented on a gradual basis to give the economy time to readjust its

basic underpinnings.
Thank you very much, sir.

The Chairman. Thank you, sir. May I just say—this is altogether
an aside—I see that you represent the Association of Businesses in

Old San Juan and also the Association of Automobile Distributors.

Now, if you could persuade someone to keep those automobiles

out of Old San Juan, you might find you have a vote on this com-
mittee that surprises you. [Laughter.]
Mr. Carrion. We have been trying to do that for quite some

time, sir.

The Chairman. The last member of our panel, a very welcome

member, Richard Leonard, is director of Special Projects of the Oil,

ChemicsQ, and Atomic Workers International Union, AFL-CIO. Mr.

Leonard, we welcome you, sir.

STATEMENT OF RICHARD W. LEONARD, DIRECTOR, SPECIAL
PROJECTS, OIL, CHEMICAL, AND ATOMIC WORKERS INTER-
NATIONAL UNION, AFL-CIO, LAKEWOOD, CO
Mr. Leonard. Thank you very much, Mr. Chairman. Again, my

name is Richard Leonard and I am a Director of the OCAW, which

represents approximately 100,000 workers, 10,000 of which are in

the pharmaceutical industry. We very much appreciate your kind-

ness in allowing us to testify here today.
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I would like to begin by saying that our organization, along with
the entire AFLr-CIO, is in complete support of the President's pro-
gram to put a 60 percent wage credit cap on the possessions tax
credit. We find that this is essentially a very modest proposal that
intends to recapture, I believe, about 40 percent of that which
would otherwise be lost to the Treasury over the next 5 years.
And we find that it is very specific, highly specific, in that it di-

rectly targets a fairly narrow and small group of companies that
have captured an enormous portion of the possessions tax credit
while providing a comparatively less amount of benefit to the econ-

omy of Puerto Rico.

In fact, we have identified about 34 companies that seem to have
captured the vast majority of this benefit. Among them are compa-
nies like Merck, for example, that employ 1,200 and earn a tax
credit of something like $151,000 on each of those employees.

In fact, Merck has been able to restructure itself so that some-
thing like 40 percent of its net income producing capacity world-
wide is now sheltered in Puerto Rico and accomplished by 3 per-
cent of its worldwide work force.

The Chairman. Would you say that once again, sir?

Mr. Leonard. Merck has structured itself in such a way that 40
percent of its net income producing capacity on a worldwide basis
is now relocated in Puerto Rico and accomplished by 3 percent of
its worldwide work force.

I might add that the same is true of American Home Products,
that has about 1,400 employees in Guayama. It is rewarded with
a tax credit equivalent to $75,000 per year for each of these jobs.
And it has put 42 percent of its worldwide income-producing capac-
ity within this shelter which is accomplished again by 3 percent of
its worldwide work force.

Pepsico and Coke are two companies in Cidra that produce their

highly proprietary formulas. In the case of Coke, for example, they
employ 371 people and derive a $371,000 per year credit for each
of those employees. This is of the equiv£dent of 1,100 percent of the

average wage paid to those employees.
These are just some examples and they are not atypical of what

we have been talking about here this morning. Together we are

looking at a group of companies that have created, taken together,
3,100 jobs. But this is not even accurate because 1,000 of these jobs
were created as a result of the destruction of 1,000 jobs on the
mainland when American Home closed plants in Indiana and
Pennsylvania and moved that work to Puerto Rico to take advan-
tage of tax sheltered manufacturing.
This process of the tax financed export of jobs that we have seen

here is part of a much larger process. We have identified some 24
situations where companies have abandoned mainland locations,

engaged in mass layoffs or closures in order to come to Puerto Rico
to take advantage of the tax breaks that are offered there.

In the study that we did, which is by no means comprehensive,
we identified 10,000 mainlsind workers who were displaced as a re-

sult of this process, most of them in recent years. This underscores
a very cruel irony. That is that the very group of middle Americans
who are financing this scheme are unwittingly buying into a lottery
where the winning entries are pink slips.
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This is true for the Acme Boot Co., which is at this very moment
letting go of 480 employees to move its equipment and its plant
and its management to Toa Alta, Puerto Rico. It is true in the case

of the Syntex Corp. in Palo Alto, CA that is moving its operation
to Humacao and destroying jobs for 281. It is true of the Sunstrand

Corp., that at this moment is discharging 200 employees in Brea,
CA to take up residence in Puerto Rico.

The Clinton program does not end Section 936. It basically ends
the feeding frenzy which has been taking place here for a number
of years at the expense of taxpayers, at the expense of workers, and
at the expense of communities on the mainland.

Section 936, I think, in its original form was a great instrument,

having great promise for the development of Puerto Rico. But I

submit that this has been squandered, that biUions have been

squandered and that communities, and workers, and taxpayers
have been damaged in this process.

I mean the pharmaceutical guys have got a lot of courage. It

takes a lot of guts for a pharmaceutical company to look the Amer-
ican public square in the eye and suggest that they finance 100

percent or 200 percent of their wage biU in some region.
I also credit the President with a lot of courage, considering the

political might of the pharmaceutical industry, for taking a stand,

a gutsy stand, in his proposal. We think it is the right thing to do.

I would add that the President's program is not only modest, it

is really quite generous. It is so generous, in fact, that the vast ma-

jority of 936 companies will not be impacted by the program at all.

These are the companies that are suppl3ring most of the jobs in the

Commonwealth.
We are concerned that under the present circumstances we could

be seeing additional job exports, more Clarksville, TN, for example.
And, clearly, this is not an outcome intended by this administra-

tion.

For these reasons, we have supported legislation to stop the ex-

port, the tax-financed export of jobs. Three such examples now
exist in the House of Representatives in the form of House Bills

1207, 1210 and 1630.
I would conclude by sa)dng that the members of this Committee

have the opportunity to perform a great service to workers and tax-

payers and mainland communities by holding firm on the Presi-

dent's 60 percent wage credit proposad and advocating the passage
of legislation to stop the tax financed export of jobs.
Thank you very much.
The Chairman. Thank you, Mr. Leonard.

[The prepared statement of Mr. Leonard appears in the appen-
dix.]

The Chairman. Senator Pryor, you have, of course, been a leader

in this whole area. You have been very patiently awaiting your op-

portunity to speak, and here it is, sir.

Senator Pryor. Mr. Chairman, I know it is very, very late. I will

take just a moment.
April 19, just 10 days ago, the Fortune Magazine came out and

showed once again that the pharmaceutical industry's profitability
in 1992, was five times the return on sales of the Fortune 500 me-
dian company or part of the economy; three times the return on eq-
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uity, the pharmaceutical industry had over the median Fortune

500 entities in our economy.
Mr. Chairman, I want to complement you and the staff because

this morning's hearing has gone now, what, 3 hours or more. It has

been I think the most fair, equal representation of both sides of

this issue. I think it is superb. I want to complement you and your
staff for doing this. I have heard some interesting and some edu-

cation things today.
I just have one final question. Maybe, Mr. Nunez, I could ask

you. If the average tax credit for a pharmaceutical company is

$71,000; and the average salary is $26,000. That leaves $45,000 to

put in the pharmaceutical company's pocket. Do you feel that they
are sharing their wealth with you and with the Commonwealth
and with the people there in Puerto Rico?

Mr. Nunez. Well, as has been alluded. Senator Pryor, the direct

jobs created have a multiplier effect on these jobs. I read that arti-

cle in Fortune Magazine myself and it was a very fine article, Sen-

ator.

The point is also that pharmaceutical companies are averaging
about a 20-percent return, roughly, which is very high. But in to-

tality it is not as high as a lot of people think it is. The reality of

American industry is that return on investment has been very low

over the last few years.
Do we want to penalize them because they make more money

than the average industry in America? One point. The second point

is, the quality of the jobs that are created.

One of our companies that I am fairly close to is Johnson &
Johnson. Johnson & Johnson brought eight of their managers from

Puerto Rico to Washington a couple of years ago and I had dinner

with them. They were all Puerto Ricans. They were all plant man-

agers of plants valued at over $100 million.

These people were the most highly trained engineers, phar-

macists, chemical engineers; plant managers of some of the most

high tech companies in this country or in the world. They were all

Puerto Ricans. Those are jobs that would not have been created in

Puerto Rico without tax incentives provided by 936.

By adopting the wage credit we will subsidize the low-wage in-

dustry putting Puerto Rico in competition with all low-wage areas

of the Caribbean. I think ultimately Puerto Rico will lose that bat-

tle. The future of Puerto Rico has to be in the development of the

high tech, high salary jobs as it has to be for the United States as

a whole.
We are no longer competitive at the low-wage rate. Puerto Rico

continues to lose jobs at the low end of the spectrum. There have

been major job losses in the tuna canning industry which was a

mass employer. Half of those jobs have disappeared in Puerto Rico

in the last 5 or 10 years. We just cannot compete.
The Chairman. Did you say tanning?
Mr. Nunez. Tuna canning.
That was a big industry in Puerto Rico. That is practically dis-

appearing because it is really very much based on the differential

in wages.
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Now I think Governor Rossello's proposal seeks to address some
of this imbalance through the option of reducing the current tax

credit by 20 percent. I tlunk that begins to address that issue.

Senator Pryor. I thank you very much. I appreciate that.

Thank you, Mr. Chairman.
Mr. Nunez. Thank you.
The Chairman. Senator Pryor has to leave. He is a leader of the

membership of our Democratic caucus, which began meeting 45

minutes ago. I am here. I am not a member of anjrthing. [Laugh-
ter.]

Senator Pryor. He is just the Chairman of the Committee. That
is all. Thank you, Mr. Chairman.
The Chairman. Surely. Thank you, sir.

Ms. Munoz?
Ms. MUNOZ. Yes. I want to add that the multiplying effect is also

seen in small businesses. If you have only the wage credit as pro-

posed by the President, what companies will do is contract jobs

through the small businesses in Puerto Rico, they will incorporate
it into their personal expenditures.

Also, it is very important for us to have this balanced economy.
We have a study and we will let you have it. We will send it to

you. That the multiplier for the average 936 company is 2.17 jobs.

And the average manufacturing job under 936 is almost two for

each job created, but for most industries almost four.

These are jobs that have an average of $26,000 to $30,000 salary,

average salary. You have a big multiplier in local supplies, in the

local economy and in the small business in commercial in the sec-

tors I derived from the primary money-making or economy for the

using sectors.

So we are talking about real jobs. I want to address also the fact

that in the 1970*s everybody was saying that we had a very big

petro chemical industry and everybody was saying that they were

threatening to go from Puerto Rico, the price of oil was raised, and
it was not true, and we should never believe that they had a lot

of money invested in Puerto Rico and they would never leave.

Well, the price of oil went up and they left Puerto Rico and we
lost many jobs there. So we cannot take lightly these threats to

leave Puerto Rico.

Already they are leaving for Santa Domingo, the pharmaceutical
are phasing out a 1,000 worker plant in Puerto Rico and relocate

in Santa Domingo in the Dominican Republic. So we are talking
about dealing Puerto Rico a very bold economy and making us very
much poorer and more dependent on welfare programs which is not

what we w£uit. We want good jobs at good wages.
Mr. Carrion. Senator, may I get a dissent in here?

The Chairman. Yes, Mr. Carrion, and then Mr. Leonard. Was
that you. Dr. Costas?
Mr. Costas. Yes.
The Chairman. You first. I am sorry.
Dr. Costas-Elena. I would like to point out to the distinguished

Chairman that anyone that resorts to multipliers to defend 936 is

implicitly recognizing that the direct data do not support or justify
the continued existence of 936.
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If the direct data were enough to justify, you would not need to
resort to multipliers, which are basically estimates or guess work.
Number two. Lester Thurow of MIT came down to Puerto Rico

in the 1970's and he precisely pointed out the lack of linkages to

justify these alleged multipliers perennially used by the defenders
of the 936 and 931 tax exemption program of Puerto Rico.
Most recently Thomas Hexner and Glen Jenkins—Glen Jenkins

is the director of the Harvard Tax Program of International Stud-
ies—and he has pointed out the ridiculousness of these multipliers
and that they are basically just inventions of the defenders. And
he points out that if you actually use those multipliers you will
wind up with more people employed in Puerto Rico than there are
actually people in the entire labor force of Puerto Rico.
The Chairman. That is a complex thought. [Laughter.]
Mr. Leonard?
Mr. Leonard. Thank you, Mr. Chairman. To the extent that

these multipliers, in fact, exist, I would like to point out that this
works in reverse as well. I mean, to the extent that we can show
that something like 10,000 mainland jobs have been destroyed in
this process, and you look at the multiplier numbers that are pre-
sented by some of the defenders of 936, you could make the argu-
ment that 20,000 to 30,000 jobs have, in fact, disappeared in the
mainland as a result of this migration to tax havens in the posses-
sions.

So I would just like to raise that point. That this situation can
be looked at from both ends.
The Chairman. Well that is entirely
Mr. Leonard. If, in fact, the multipliers exist.
The Chairman. This is one society and one economy where there

is this one sector of the economy has this special arrangement.
Mr. Carrion, the last word is yours.
Mr. Carrion. Thank you very much.
I would like to respond briefly to Senator Pryor's comments. I be-

lieve that he was referring in that article to a study by the General
Accounting Office. I think it is appropriate to mention that that
study was done on a limited number of selected companies. I guess
it is just about 20 companies that really earn the larger portion of
the profits earned.
But on the other hand, they represent the largest number of indi-

rect jobs created. I would like to respond to Mr. Costas-Elena, that

definitely the indirect job production is a fact. There is no way you
can escape from that fact. If you create a direct job, you have to
create some others around it.

And particularly in the case of the high-tech industries, they
have the highest multiplier effect because of the very nature of
their operation.

I would like to share with you also what we call Puerto Rico at
a glance. First of all, regarding the payment of taxes, I think that,
you know, much has been said that 936 companies do not pay any
taxes. Just for the record, first of all, under the profit split method,
936 companies do pay Federal income taxes on the 50 percent of
the income attributable to the U.S. sources.

Secondly, they pay substantial amounts of income and withhold-

ing taxes to Puerto Rico. Let me give you some facts. The total in-
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come tax revenues of the government of Puerto Rico for 1992 was
$2.3 billion, of which the corporate income tax amounted to $1 bil-

lion, of which 936 corporate taxes amounted to $513 miUion.
The Chairman. A third of the corporate tax.

Mr. Carrion. Please note that 50 percent of the corporate income
taxes are paid by 936 companies.
On the other hand, about the so-called 936 fiinds, the funds have

been invested very, very well in Puerto Rico. We do have a very
strong regulatory process which governs how these funds are in-

vested. The amount of 936 funds invested in commercial finance,
is $6.7 billion; in housing financing, $4.8 billion- in public sector fi-

nance, $4.1 billion; in CBI countries finance, $1.1 biUion; and in

other general investments, $2 billion.

Most of this money is coming from the high tech companies that

do provide indirect jobs, that do provide 936 funds, and that do pro-
vide a very high quality of employment in Puerto Rico, not only on
a direct, but also on an indirect basis.

And I submit to you that in the same way that the distinguished

Eanel
has just mentioned, that the loss of jobs in the States that

e proclaims, would create a very difficult indirect job loss in the

States, the same thing would happen in Puerto Rico, sir.

The Chairman. Well, I think we can all agree that there is noth-

ing really contradictory in what anyone has said here. The issue is

before us. We are very much in your debt for the testimony we
have. We are aware of how important this issue is. We are aware
that more than a few things depend on the outcome of our decision.

If I may say to Mr. Nunez, my first visit to Puerto Rico was a
half a century ago when I served in the U.S. Navy in 1946. I loved
it then 2uid have loved it ever since.

We will have to deal with this in the general setting of our tax
measures. I wiU make it my business to speak directly to the Presi-

dent about this, give him a sense that this involves larger issues

than simply revenue here, and we hope to settle them responsibly.
And if we do, it will be because we have had the advice and very

helpful counsel of each of you. So I want to thank you. And at 1:30

in the afternoon I declare our morning session adjourned.
[Whereupon, at 1:26 p.m., the hearing was adjourned.]
[The prepared statement of Senator Hateh appears in the appen-

dix.]





ADMINISTRATION'S TAX PROPOSALS
(INVESTMENT TAX CREDIT AND BUSINESS

MEALS AND ENTERTAINMENT)

THURSDAY, APRIL 29, 1983

U.S. Senate,
Committee on Fin.^^nce,

Washington, DC.
The hearing was convened, pursuant to notice, at 9:33 a.m., in

room SD-215, Dirksen Senate Office Building, Hon. Daniel Patrick

Moynihan (chairman of the committee) presiding.
Also present: Senators Bradley, Breaux, Conrad, Packwood,

Chafee, Durenberger, Grassley, and Hatch.

OPENING STATEMENT OF HON. DANIEL PATRICK MOYNIHAN,
A U.S. SENATOR FROM NEW YORK, CHAIRMAN, COMMITTEE
ON FINANCE
The Chairman. Good morning to our distinguished witnesses and

our most welcome guests. This is to continue the series of hearings
that Senator Packwood and I have put together on the President's
tax proposals as they are incorporated in the budget resolution.

We are most honored to have a panel of persons of unex£impled
experience and authority, at least with this committee who will

give us their views, with respect to the investment tax credit and
some other business proposals.

Dr. Fred Bergsten, is Chsdrman of the Competitiveness Policy
Council and is well known to our committee; Mortimer Caplin, a

public official of great distinction and attorney in Washington right

now; Dr. James Gravelle, who is with the Congressional Research
Service in the economic policy area; Harry Sullivan, who is co-

chairman of the Tax Reform Action Coalition; £uid Peter McNeish,
who is secretary and member of.the board of directors of the Small
Business Legislative Council.

As is our practice, we will go down the list as the witnesses ap-

pear in our witness list.

Senator Packwood?
Senator Packwood. No opening statement, Mr. Chairman.
The Chairman. We wish to hear our witnesses. Dr. Bergsten,

good morning, sir. We begin with you.

STATEMENT OF C. FRED BERGSTEN, PH.D., CHAIRMAN,
COMPETITIVENESS POLICY COUNCIL, WASHINGTON, DC

Dr. Bergsten. Good morning, Mr. Chairman and Senator Pack-
wood. Thsmk you very much for the opportunity to testify.

(59)
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I am this morning, as you said, representing the Competitiveness
Pohcy Council, which, as you know, is a 12-member national com-
mission created by the Congress several years ago, totally biparti-

san, 12 members appointed by the President, the Senate and the

House, comprised equally of business executives, labor union lead-

ers, government officials, and representatives of the public interest.

A month ago we presented our second report to the President
and the Congress, laying out a detailed blueprint for a comprehen-
sive, competitiveness strategy for the United States, attempting to

respond to the mandate that the Congress gave us in creating the
Commission several years ago.
We conclude that the United States, despite some recent

progress, continues to face major competitiveness problems and we
outline a comprehensive program that we think would deal with it.

We set several national goals for the United States. We think

productivity growth has to be raised from the less than 1 percent
rate of the last 20 years to at least 2 percent over the next few

years. We think economic growth has to be increased to at least a
3 to 3.5 percent average, and we want to eliminate the external

deficit that has led the United States to become the world's leading
debtor country.
Now I preface my remarks with this because these goals are es-

sential to the investment tax credit proposal which we support be-

fore the committee today. One of the areas of our competitiveness
strategy, which goes beyond what the administration has proposed,
is to support more private investment in the U.S. economy.
Our recommendation to double or more national productivity

growth requires a significant increase in both the quality and
quantity of private investment in the economy. All of our proposals
for improving education, training, public infrastructure spending,
technology supports, improved corporate governance and the like

seek a bigger bang for every investment buck.
But in addition, we have to increase the share of the economy

that is devoted to investment. The U.S. invests less than any of our

major competitors, less than half as much as Japan. And in some
recent years, Japan has invested more than the United States in

absolute terms, with half the population.
A modest part of the needed increase in U.S. investment will

come from public spending on infrastructure. The bulk, however,
has to be private investment in plant and equipment. Our council

concludes that the United States must increase the investment
share of our economy by at least 5 percentage points of the GNP
in order to meet our goal of doubling national productivity growth.
That is a conservative estimate.

Many observers—the CED in its recent report, Marty Feldstein
in work he has done, would argue that a much larger shift of re-

sources, on the order of 6 to 8 or even 10 percent of the GNP needs
to be shifted into private investment to get productivity growth up,
to increase our standard of living, to get the kind of economy we
want.
Now we know that the cost of capital is crucial in determining

the national investment rate. In fact, the user cost of most types
of production equipment has risen sharply over the past decade due
to tax increases on investment and equipment.
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So our council proposes three new tax incentives for private in-

vestment to reduce the user cost of capital, as well as to channel
private investment in the most productive directions.

First is a 10-percent equipment tax credit, limited to equipment
so we call it an equipment tax credit; and permanent for all firms
on either an incremental or a first dollar basis.
We also propose reinstatement of a permanent R&D tax credit

and more realistic depreciation periods. But I will focus today on
the investment tax credit since that is before your group.

I would point out that our proposals were formulated by our full

council of the quadri-partite nature I mentioned, and backed up by
a 29-member sub-council on manufacturing, composed of experts
from all walks of life. Members of that subcouncil included four
Senators—Bingaman, Levin, Lott and Roth—two members of the
House—Nancy Johnson and John LaFalce—and also Laura Tyson,
now Chairman of the CEA, who was then in the private sector.

Our council recommends a permanent equipment tax credit to in-

duce companies to invest more than they otherwise would in high
payoff investment equipment. We analyzed all the arguments
against this policy tool and found that most of them are aimed at
a temporary credit, rather than the permanent credit that we en-
dorse.

We agree that a temporary credit would lead to a bunching of in-

vestment rather than a permanent modification of incentives. So
we do not support the temporary credit.

By contrast, we believe a permanent equipment tax credit would
permanently increase the share of investment in the economy.
This, we believe, is an essential component of any competitiveness
strategy for the country's economy and we strongly recommend it.

We believe that a permanent equipment tax credit would work.

During past periods when such a credit was in place, growth in

equipment spending rose strongly, in sharp contrast to periods
when the credit did not apply. There has been extensive research
that clearly shows a high correlation and highly probable causation
between equipment, investment and economic growth, suggesting a

very high rate of investment bang for buck of ETC tax expenditure.
We believe that an equipment tax credit would reduce tax reve-

nue in the shortrun. We strongly favor reasonable budget policies
and would want to pay for that in the overall budget package. But
it is important to understand that a well-designed effective equip-
ment tax credit should pay for most, if not all, of its initial costs

within a few years by generating new production and employment
and we lay out the numbers that would permit that to happen.

Finally, three points in designing an equipment tax credit. Most
of our Council members believe that it is desirable, to put it that

way, to trade off a slightly higher corporate tax rate for an equip-
ment tax credit, and the other targeted tax credits that we propose.

Second, the equipment tax credits should not be covered by the
alternative minimum tax because that would truncate its impact.
And finally, in deciding whether to go incremental or first dollar,

which incidentally we had a split on within our group, we rec-

ommend you talk to the corporate CEO's who are going to imple-
ment the thing and see what their best judgment would be.

Thank you.



62

The Chairman. Thank you, sir. My goodness, that was a pro-
digiously productive 5 minutes. [Laughter.]

[The prepared statement of Dr. Bergsten appears in the appen-
dix.]

The Chairman. Dr. Gravelle?

STATEMENT OF JANE G. GRAVELLE, PH.D., SENIOR SPECLVL-
1ST, ECONOMIC POLICY, CONGRESSIONAL RESEARCH SERV-
ICE, LIBRARY OF CONGRESS, WASHINGTON, DC
Dr. Gravelle. Thank you. I thank you for the invitation to ap-

pear here today.
The President's proposal includes a temporary incremental tax

credit for equipment purchases of large businesses, and a perma-
nent non-incremental credit for small businesses.
The permanent credit for small business is the single, largest

permanent subsidy for business in the tax package. The temporary
large business credit is a short-term stimulus program. And since
it does not introduce permanent changes, increases in spending are

likely to be borrowed from the future.

A temporary incremental credit should have more effect on in-

creasing spending per dollar of revenue loss than a regular credit.

There may be a case for such a fiscal stimulus, although some
economists may feel that such a stimulus is not needed this late

in the business cycle.
Some reservations, however, can be voiced about the temporary

credit. First, will it be successful and stimulating and increase

spending? There is not much evidence that the investment tax
credit operates effectively as an investment stimulus. One of the
reasons typically advanced for this weak, short-run effect is the

planning lag for capital expenditures.
For this reason, and because the credit will be retroactive, much

of the credit would inevitably accrue as a windfall to investments
that would have been made in any case.

Second, is the stimulus worth the administrative complications?
The credit has all the complications of a regular investment credit

in defining eligible assets, plus additional complications brought
about through its temporary and incremental aspects.
An incremental credit, in particular, creates problems in applica-

tion to new firms, firms that merge and split, partnerships and
leasing firms.

During 1992 there was discussion of a permanent incremental in-

vestment tax credit. A permanent incremental tax credit is prob-
ably impossible to design and would have certain economic draw-
backs, including a built-in tendency to exacerbate business cycles
and increase industry concentration.

Making the credit temporary avoids these problems and lessens
the general administrative problems associated with an incremen-
tal credit since firms have less of an incentive to manipulate the
base. At the same time, however, a temporary credit adds its own
set of complications in defining what expenditures fall within the
time frame.
A final question is what the implications for fairness are of large

differentials and benefits across firms that will occur in part be-

cause of their past investment histories.
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In assessing the economic benefits surrounding the permanent
small business tax credit there are two issues that are both sepa-
rate and related. The first issue is why a subsidy should be di-

rected to equipment investment. The second is why an equipment
credit should be targeted to small business.

Turning to the first issue, conventional analysis of capital income
taxation usually suggests that providing subsidies for particular
types of investment is inefficient. The notion that tax neutrality
across investment contributes to economic efficiency was a fun-
damental philosophy behind the design of the Tax Reform Act of

1986, which repealed the investment credit in favor of lower tax
rates.

Now one recent claim that has attracted some attention is the ar-

gument that equipment investment contributes especially to eco-

nomic growth, largely based on a statistical study across countries
that showed a relationship between investment in equipment and
growth rates, especially with a subcategory of "high productivitj^'
countries.

While such new research is always intriguing, experience sug-
gests that one must be cautious about new statistical findings until

they are subject to scrutiny by others and replicated. The statistical

relationship found in this study, in particular, appeared to be heav-

ily influenced by the behavior of only a few countries.

A subsequent study found, in fact, that the relationship dis-

appeared among the high productivity countries when they were
restricted to OECD countries. Moreover, the relationship between
non-OECD countries became statistically insignificant if one coun-

try, Botswana, was eliminated from the sample. [Laughter.]
I do not want to take a lot of time with this study, but it is, I

think, a study Fred mentioned and a study that has been men-
tioned frequently as a justification for this credit.

Another argument for an investment credit is that it will in-

crease savings. This argument does not constitute an argument for

favoring equipment, per se. And there is, unfortunately, little evi-

dence that private savings rates are affected by changes in taxes.

The revenue devoted to subsidizing equipment investment would

probably be more likely to contribute to the savings rate if it were
used to reduce the deficit.

The second issue is why a subsidy should be directed to small

business. Small businesses are largely unincorporated and are gen-

eredly subject to lower taxes than are large businesses that operate
in corporate form. The credit will simply increase an existing favor-

able treatment.
One argument is that small businesses create most new jobs. The

perception that existing smsQl businesses create a large fraction of

new jobs dates from a study that has since been found to be incor-

rect.

But even if this argument were correct, and increasing small
firm jobs were the object of the investment credit, why subsidize

capital rather than wages? A subsidy for equipment could even re-

duce employment £uid encourages a substitution of capital for labor.

Some distributional issues might also be raised. Despite our

image of small business as struggling "mom and pop" enterprises.
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as a statistical average owners of small business have five times
the wealth and almost twice the income of the average American.

Indeed, the smallest of small businesses will not benefit from the
investment credit because current law already enables them to ex-

pense up to $10,000 of equipment investment and they would not
also receive the credit.

This discussion is not meant to imply that there may not be le-

gitimate concerns about small businesses, such as access to capital
and regulatory eind paperwork burdens. But the investment credit

will not address these concerns.
There are two final observations that might be made about the

small business credit. The first is that, as currently designed, there
is a notch problem since firms lose all credits when their receipts
rise above the dollar limit.

Second, whenever a tax provision for businesses is limited by
size, it tends to create some administrative problems. One such

problem is the treatment of multiple ownership of firms. Another

problem is that taxpayers will have an incentive to arrange the

timing of receipts and investments in order to qualify.
Thank you very much.
The Chairman. Thank you, Dr. Gravelle. We are going to have

learn more about Botswana and future samples.
[The prepared statement of Dr. Gravelle appears in the appen-

dix.]

The Chairman. Mr. Sullivan, you are next.

STATEMENT OF HARRY SULLIVAN, CO-CHAIRMAN, TAX
REFORM ACTION COALITION, WASHINGTON, DC

Mr. Sullivan. Thank you, Mr. Chairman. My name is Harry
Sullivan. I am the senior vice president and general counsel of the
Food Marketing Institute. But I am also the co-chairman of the
Tax Reform Action Coalition and it is in that capacity, with TRAC,
that I appear today.

Prior to the enactment of the Tax Reform Act of 1986 very wide

disparities existed in the effective tax rates paid by different eco-

nomic sectors and even by individual firms within the same sec-

tors. While some businesses could substantially reduce their tax ob-

ligations through credits and deductions, others with the same tax-

able income could not because their activities, which generated
those credits, were not a significant part of their natural business

operations.
TRAC was founded in June of 1985 by business associations and

corporations which were committed to enacting tax reform which
would substantially reduce the then-existing statutory rate, both
the individual and corporate, in return for a reduction of the pref-
erences in the Code.
The coalition's membership grew rapidly. By the time Tax Re-

form was enacted, TRAC's membership had grown to 250 corpora-
tions and associations. All told, the coalition's original membership
represented more than 100 of the Fortune 500 industrial companies
and over 1 million businesses nationwide.

Today, TRAC is even more broad-based, with 339 association and
corporate members. Our current membership roster is attached to

my written statement. TRAC enthusiastically supported the 1986
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Act because of the substantial reduction in marginal tax rates
which the Act provided in return for base broadening. This was
both fair and a desirable compact.
Throughout the process, TRAC focused solely on the issue of tax

rates and the coalition retains that focus today. Mr. Chairman, as
you so well know, TRAC worked closely with members of this com-
mittee to enact what was one of the most significant pieces of legis-
lation in modem political history.
The Chairman. If I may say, Mr. Sullivan, really primarily with

Senator Packwood and Bradley.
Mr. Sullivan. But we are recognizing you as a very important

part of the committee at the time.
The Chairman. Fine.
Mr. Sullivan. As well as others who were in the Senate at the

time.

Senator Bradley. We certainly recognize that. [Laughter.]
The Chairman. Enough productivity.
Mr. Sullivan. As a fellow Irishman, I admire your modesty, sir.

The Teix Reform Act of 1986 represented much more than a re-

vamping of the Tax Code. It represented a victory of principal over

special interest and demonstrated that Americsin politics can work
to the benefit of all the people, not a chosen few.
As you begin consideration of the tax components of the Presi-

dent's proposals, it is important to remember that the core of the
Tax Reform was the shift of investment decisions to an economi-

cally motivated basis from a tax motivated basis. The President's

proposals reflect a reversal of the stunning achievements of the
1986 Act, namely restoration of special preferences and an increase
in the rates.

This tears at the fabric of tax reform. It will recreate the unfair-

ness and inefficiency of the pre-1986 law. TRAC strongly urges you
£uid the committee to not do this. In furtherance of this viewpoint,
we urge you to abandon the proposed temporary ITC and leave cor-

porate tax rates alone.

The ITC has virtually no support in the business community, re-

taining the corporate tax rate at its current level certainly does.

TRAC wishes to note that the increase in the individual rates
will also have a devastating effect on businesses which pay taxes
as individuals. Most of these businesses are small to medium-sized
and have provided the largest share of new job in the country over
the past 10 years.
This increase in their taxes will seriously undermine the ability

of small business owners to reinvest profits from fledgling enter-

prises and create new jobs and grow. Indeed, in many respects
smgdler businesses are the hardest hit by the President's proposals.

In conclusion, TRAC supported the 1986 Tax Reform Act because
of the rates it contained and the promise that those rates held were
sound economics and tax equity. We supported base broadening
through the elimination of preferences. This was the lynch-pin with
the 1986 compact.
With profound respect for this landmark legislation, we strongly

urge you to not increase the rates, not restore the preferences.
Thank you, Mr. Chairman.
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The Chairman. Thank you, Mr. SuUivan. And thank you in par-
ticular for Appendix B which is an exorbitantly interesting com-

parison of the spread between individual and corporate rates.

We now have the lowest corporate rates in our history with the

exception of 1 year. This, of course, is very much due to the work
of Senators Packwood and Bradley and the committee.

[The prepared statement of Mr. Sullivan appears in the appen-
dix.]

The Chairman. We will go right ahead to Mr. McNeish who is

testifying on behalf of the Small Business Legislative Council.

Senator Packwood. Let me say something on behalf of Senator

Bradley and myself You were correct in Senator Moynihan's part
in that act. We had a Uttle, small working group that would meet
each morning and he was part of that. New York had more interest

that did not want us to do what we did in any other single State

and every single thing we did affected one of Pat's constituents in

one way or another.
And it was Pat that introduced us to the passive loss concept of—

who was that fellow that was President of the New York Tax Bar
Association who came here and testified at your suggestion.
The Chairman. That is right. But need you remind me of that?

[Laughter.]
Mr. McNeish, good morning, sir.

STATEMENT OF PETER McNEISH, SECRETARY AND MEMBER,
BOARD OF DIRECTORS, SMALL BUSINESS LEGISLATIVE
COUNCIL, WASHINGTON, DC
Mr. McNeish. Thank you, Mr. Chairman, Senator Packwood,

Senator Bradley. In my full-time job I am president of the National
Association of Small Business Investment Companies. Today I have
the pleasure to testily on behalf of the SBLC in my capacity as an
officer and member of the board of directors of that organization.
SBLC is a coalition of some 100 trade and professional associa-

tions that share a common commitment to small business. Our
members represent interests in some 5 million small firms in such
diverse economic sectors as manufacturing, retailing, professional
services, finance, construction, transportation and agriculture.
At the outset I would like to make two general observations.

First, SBLC is on record as commending President Clinton for of-

fering the Nation and small business a vision for economic change.

Certainly there are items in this package that give us serious con-

cern, but we are very hopeful that the legislative process can refine

and smooth out those problems.
Second, for the last 3 years SBLC has vigorously pursued a four-

point strategy for economic recovery. Our four-point plan includes

incentives to restore consumer confidence, incentives to restore

business confidence, to increase affordable credit for small business
and to eliminate unnecessary government regulations.
For our purposes today, the most relevant aspect of our plan is

to call for incentives to restore business confidence. And one of
SBLC's guiding principles in that regard is that the Tax Code
should be used to direct economic activity which will encourage the

growth of small business.
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This certainly includes our consistent support for and incentive
in the form of a meaningful and workable tax credit for small busi-
ness investment in plant and equipment. We believe that if a per-
manent ITC is properly structured it will reduce the marginal cost
of capital sufficiently to promote increased investments by small
business and productive plant and equipment.

In turn, these additional expenditures will create new jobs and
stimulate growth in the economy.
Let me just turn to the President's specific proposal for the small

business ITC. At first glance the proposed permanent ITC for firms
under $5 million gross receipts would seem to hit the market in
terms of a viable, economic constituency.

If based on size, most small businesses in that universe would
be eligible for the credit. And you might ask, why isn't the small
business community jumping for job. I must tell you, the enthu-
siasm of our membership is not overwhelming. This is from a group
that has said it will work with the President on his proposal and
an organization that has long supported the ITC.
We do believe that ITC will restore business confidence as I indi-

cated before. But truly the devil is in the details. In our view, the

proposed credit must be modified in several material respects to

achieve this goal. We see four basic reasons for change.
One relates to the qualification standard of the credit. The sec-

ond involves the structure of the proposed credit itself. The third
relates to the expansion of direct expensing as an option. The
fourth involves the impact of the President's overall tax proposal.
As to the qualification standard, the statistics suggest that a sub-

stantial number of small firms important to the job creation proc-
ess would fall outside the President's size definition of $5 million
or less in gross receipts. This is particularly true in such fields as

manufacturing and construction, where even SBA's definition of
small firms includes companies with a $7 million to $17 million in
annual receipts.

In our view, it would be a mistgike to admit these productive job
creators. We recommend the qualification threshold for the small
business ITC be raised to at least $10 million and possibly $15 mil-

lion.

As to the structure of the ITC, the proposal simply has too many
restrictions attached to it to have the desired user impact. While
the credit structure is a nominal rate of 7 percent for the first 2

years and 5 percent thereafter, in fact, it yields a much lower effec-

tive rate.

The value of the credit is materially diluted by tying the grad-
uated rate structure to the recovery class life of the assets. It is

further diluted in value as a result of the required basis adjust-
ment to the asset.

When all is said and done and a permanent nominal 5 percent
rate is in force, depending on the assets involved auid the taxable
income bracket of the taxpayer, we are looking at an effective rate

for small firms ranging from slightly more than 1 percent to just
under 4 percent in 1995 and thereafter.

Depending on the assets involved £uid the tax status of any busi-

ness, expansion of direct expensing under Section 179 may provide
a better opportunity for small business to make capital expendi-
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tures. Currently, that section allows small business to write off the
first $10,000 of such expenditures in the first year.

In the absence of an ITC, this provision allows small business to

weather the streams of immediate capital asset acquisitions by al-

lowing that immediate writeoff. The history is that the two White
House conferences on small business strongly supported those

expensing provisions and their increase, and even pairing them
with a new effective ITC.
For some small firms increasing the Section 179 deductions to

$25,000 may be a preferable option to the ITC, particularly with
an ITC with the restrictions as proposed by the President.

In the absence of an ITC, we would be rather fanatical support-
ers of expanding a direct expensing provision. However, we do be-

lieve the best option is to have an expanded direct expensing provi-
sion that augments ITC. Both serve a value purpose in slightly dif-

ferent ways and accommodation of the two incentives, mutually ex-

clusive in terms of the user, would increase the number of small
businesses able to avail themselves of some immediate cost recov-

ery.

Finally, we need to look at the overall impact of the President's

tax proposals. The enthusiasm of the small business community for

the ITC is seriously tempered by the rest of the President's pack-
age. I would be hard pressed to say there is a real balance between
the two.
As a practiced matter, the ITC is the principal item in the plus

column. On the negative side, the vast majority of small business

owners, as sole proprietors, partners or as S corporation sharehold-

ers, are most directly affected by personal rate changes.
The basic problem is that both personal wealth and business

earnings for many small firms are taxed to the personal rate struc-

ture. Only 2 million corporate taxpayers pay taxes on a corporate
rate business and all other businesses use the personal rate struc-

ture.

And although it may appear on a personal return, taxable income
of a small firm are the retained earnings of a company poised to

make capited investments and create jobs.
This creates a significant competitive disadvantage with the indi-

vidual rate structure at 39.6 percent; the corporate rate structure

is significantly less, either 34 or 36 percent.
In conclusion, Mr. Chairman, we believe that appropriate

changes in the Tax Code can effectively stimulate small business
to the economy and create jobs. We would like to help work with
the committee to change those margins.
Thank you.
The Chairman. We thank you very much, Mr. McNeish.
[The prepared statement of Mr. McNeish appears in the appen-

dix.]

The Chairman. Now to conclude our panel, an old friend of this

committee, a distinguished public citizen, a public servant over

years, and at one time the Commissioner of the Interned Revenue
Service, Mortimer CapUn. Good morning, sir.
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STATEMENT OF MORTIMER M. CAPLIN, PARTNER, CAPLIN &
DRYSDALE, WASHINGTON, DC

Mr. Caplin. Good morning, Mr. Chairman, and members of the
committee. It is a real pleasure to be back here again. I did serve
as Commissioner of Internal Revenue under Presidents Kennedy
and Johnson during the 1961-64 time frame and I am now a mem-
ber of a law firm here in Washington, Caplin & Drysdale.

I am pleased to appear at your invitation. I will not read my full

statement, which I leave for the record, and I will focus on my
summary.

I suggest to the committee that it should eliminate both the pro-

posed investment tax credits—the 2-year incremental credit

The Chairman. Now you were involved in the establishment of
the first investment tax credit; were you not, sir?

Mr. Caplin. Yes, and I am going to comment on that right now.
I feel the permanent ITC for small business, as well as the incre-

mental, should not be adopted. My views are based upon my expe-
rience with the credit. Dating back to the 1960's, I participated in

the development of the ITC concept, first as a member of Presi-

dent-elect Kennedy's Task Force on Taxation and later as Commis-
sioner of Internal Revenue, called on to help draft regulations and
to police the whole application of ITC.
The House Ways and Means Committee had rejected our sugges-

tion for a 15 percent incremental ITC as too complex and erratic

in its application and it finally emerged as an across-the-board ITC
for new and, to a limited extent, used equipment, tangible personal
property. We excluded any "building and its structural compo-
nents."
Now throughout my years as a lawyer, and a former tax collec-

tor, and a member of a number of corporate Board of Directors, I

have never been impressed by the impact that the ITC had on deci-

sionmaking to increase investment. Most businessmen I know
make acquisitions of machinery and equipment to enhance produc-
tion, not for a 7 percent or a 10 percent ITC.
The on-again, off-again history of the ITC provides little proof

that by itself it has a large affect on capital formation. Ms.
Gravelle has studied that issue carefully and I have leaned on
some of her studies.

Although the timing of the expenditures may be affected, much
of the prior ITC was wasted on investments that would have been
made in any event.

Economists differ sharply on whether an ITC is an efficient, cost-

effective means of stimulating the economy and contributing to

long-term growth. Some have concluded though that for each dollar

spent by the Treasury on the ITC considerably less than $1 of in-

creased investment was, in fact, produced.
I should say that administering an ITC and overseeing compli-

ance with its terms are a nightmare. It is difficult and it is costly.

Dr£ifting the statute £ind the regulations, as has just been pointed
out, to define new tangible persongd property and separate it from
"structural components" of a building is complex and demands
some very fine line drawing.
Then, taxpayers will distort their normal decisionmaking to

squeeze themselves, squeeze their transactions, into the ITC mold.
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And not unknown is the mislabeling and the use of misleading ter-

minology to avoid IRS detection. So some of these projections on
the revenue loss are really greatly understated.
There was an injunctive proceeding against a major firm which

had been recommending some of this mislabeling. Concrete block

walls, which were not qualified, were told to be labeled "knock-out

panels." A section of roof on building were told to be labeled "equip-
ment support." Fixed walls, call them "movable partitions-gypsum;"
and doors, call them "movable partitions-wood."
Now it is amazing the games people play to try to craft them-

selves into the ITC.
The Chairman. Being a tax collector, as you say, can be a disillu-

sioning experience.
Mr. Caplin. Well, it gives you a reaUstic view of the world. Let's

put it that way.
Besides using traditional machinery and equipment—that is

what everybody is talking about as a base for ITC claims—tax-

payers have been before the IRS and the courts defending claims
on a broad range of questionable items.

I have given you a few examples here—movable ceilings, ski

slopes and earthen ramps, catwalks, amusement park rides, bath
houses and fixtures, egg processing structures, drive-up
tellerbooths, gasoline pump canopies, master film strips, "reproduc-
tion masters" of original Picasso works, book rights, et cetera. The
government has won all these cases, but the courts were clogged.

Although the 1986 Tax Reform Act went a long way in curtailing
tax shelter abuse, there is still room left for creative packaging of
tax shelters and reenacting ITC's would act as a stimulaoit to the
whole tax shelter industry.

I would like to say that the President's proposals taken as a
whole contain enough essential ingredients to whet the appetites of

hungry tax shelter promoters. Just take a look at the package:
higher tax rates tied to an already broadened and tougher tax base;

capital gains preferences with a 30-percent reduction in the top
rate for higher taxpayers plus a 50-percent exclusion for targeted
capital gains for "qualified small business stock;" partial repeal of
the passive loss rules for real estate professionals; introduction of

the ITC's; and even the enterprise zone benefits—all available to

be packaged together for the right customers.
In such a setting adroit and ingenious tax planning should not

be underestimated.
I would just like to summarize with this. The ITC's run com-

pletely counter to the philosophy of the 1986 Act. It turns the clock
back. The 1986 Act was aimed at broadening our tax base while

coupling it with a lower marginal rate structure—and a 1-percent
rate increase today is much more potent than it was before 1986.
The Chairman. Oh, yes.
Mr. Caplin. The 1986 Act was grounded on eliminating tax pref-

erences and avoiding micro-management of the economy by select-

ing particular activities or industries for special rates or other tax

benefits, and encouraging taxpayers to make business decisions
based on sound economic criteria rather than tax inducements.
Our Nation would better be served by a tax system that contin-

ues in the 1986 Act direction—one not diverted by a temporary or
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permanent tax incentive heralded as an imagined economic stimu-
lant.

Thank you, Mr. Chairman.
[The prepared statement of Mr. Caplin appears in the appendix.]
The Chairman, We thank you, sir. It cert£dnly will be a relief to

many people out there in Gucci Gulch to know that the opportuni-
ties for adroit and ingenious tax planning will not dry up. [Laugh-
ter.]

The Chairman. I must say that Dr. Bergsten has to leave by
10:20. If our committee would address questions to him with that
in mind, that would be helpful.

I would like simply to make just a general question to you. Dr.
Alan Greenspan came and opened this series. We asked him about
this question that troubles us all, this issue, that we are in a recov-

ery after a recession where the business cycle is up. But employ-
ment is scarcely moving.
You know, that this is a jobless recovery, as it has been called.

He offered the thought that in this cycle, the largest contribution
to the economic growth has come from productivity increase.

Dr. Gravelle, we know you followed that very carefully; and. Dr.

Bergsten, that is your full concern in life. I asked him to send the
information on it. He just sent little bar charts which show that—
of the contribution of productivity growth to output growth, going
back to the 1961 recovery—that the highest by far has been the
most recent one.

He suggested that computer programs were breaking into a lot

of sectors that had not been before and this is one of the prime
movers. I would ask anyone who has any comments; first, you, sir,

of course.

Dr. Bergsten. Well, one question is to ask how much of this re-

cent burst in productivity growth that did stimulate the recovery
in recent quarters is permanent and how much is temporary?
Economists have not been very good, frankly, in discerning the

causes of productivity growth and what may be motivated in the

future. But one of the best students of that is Robert Gordon from
Northwestern University who has done the most careful analysis of

the recent productivity burst, and asked how much of it is perma-
nent and how much is temporary.
He concluded, and Charlie Schultz at Brookings who commented

on a paper he gave recently, tended to agree that a little bit of the

burst is permanent but not much. To use round numbers, U.S. pro-

ductivity growth over the last 20 years has been 1 percent a year,

compared with 2.5 in the earlier post-war period. Our council says
we have to get it back at least to 2 percent a year.
Last year it came in at about 3 percent. How much of that 3 per-

cent is permanent? What Gordon and Charlie Schultz basicsdly con-

cluded is that maybe two-tenths of 1 percent of it was permanent.
Maybe we are up from 1 to 1.2 as a result of the restructuring that

has gone on in industry, some of the other changes that have been

made, perhaps including tax changes, but we are still a long way
from getting back to anything like the permanent productivity

growth rates that we need for standard of living improvements and
restoration of American competitiveness.
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The Chairman. I do not want to keep my other Senators from
asking questions. But does anyone else wish to comment?
[No response.]
Senator Packwood?
Senator Packwood. No, go ahead if they want to comment.
Dr. Gravelle. Well, I think I agree with Fred. It is very hard

to explain. We have been notoriously bad at understanding why
productivity rates change.
The Chairman. It is not the worse problem to have, explaining

why.
Dr. Gravelle. No. Unless you have it because unemployment is

up, then it is bad to have.
The Chairman. No, I mean if you have to explain a problem, the

problem of 3 percent productivity is not bad.
Dr. Gravelle. That is right. But we had productivity drop dra-

matically in the mid-1970's and we have really never understood
for sure why. So it is not an easy question to answer. It is not an
easy thing to explain.
The Chairman. Could I tell just one war story? Mortimer Caplin

would be interested. In 1963, for the first time ever, a group of

Americans, the American Sociology Association, was invited to send
a delegation to the Soviet Union, at a time when this did not hap-
pen.
They went over and they met with their great academic counter-

parts and they thought that there would be intense discussions of
Marxism and alienation and all the issues that had been bothering
them all these years. They were fascinated to hear what people
they had not heard from in half a century had to think.
The only thing the Russians wanted to talk about was productiv-

ity. That is the only thing the American academics knew nothing
about. [Laughter.]

Productivity was what we had, you know. Doesn't everybody
have productivity? They came back just absolutely shattered. They
had been a complete disappointment to their guests, and their

hosts, and were frustrated themselves. But we had it and now we
do not have it. Maybe that is what we know about it.

Dr. Bergsten. But you are also saying they thought it was a so-

ciological phenomenon.
The Chairman. Oh, sure. Yes. I mean, they saw it as the central

problem. I was then Assistant Secretary of Labor in charge of the
Bureau of Labor Statistics—nominally in charge. You know, the

productivity data would come in every year and you would say,
okay, fine, put it there, thank you. It was up again. You know, it

was always up again, nothing interesting about that.

Then as we found out with them, it was a preoccupation. They
could not get productivity out of their system. They knew it. Every-
body in Russia, all the Russians knew it. The only people that did
not spot it was the CIA, which had their productivity roaring
ahead.
Senator Packwood?
Senator Packwood. Dr. Bergsten, what is equipment?
Dr. Bergsten. Well, that is a good question. I am not a lawyer

who tries to define it in the terms that you need for implementing
tax law.
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Senator Packwood. Give me whatever definition you can. But
then I am going to ask Mr. Caphn a httle later on to use his fertile

mind and give me some examples as to what he thinks you might
try to do if you had an equipment definition, and some of the

things you might try fit into the equipment definition.

Go ahead.
Dr. Bergsten. I basically equate it to productive machinery.
Senator Packwood. What does that mean?
Dr. Bergsten. Well, those are hard
Senator Packwood. Are they personal computers that you have

on your desk?
Dr. Bergsten. They could include that.

Senator Packwood. Do they? I am kind of curious if we are

going to adopt this definition as to what it is.

Dr. Bergsten. I would include that in my definition.

Senator Packwood. Would everybody?
Dr. Bergsten. I think most would.
Senator Packwood. Okay. What else?

Dr. Bergsten. As Senator MojTiihan said, the advent of wide-

spread computer usage probably has been one of the sources of this

productivity pickup of late and we would want to encourage that.

Senator Packwood. Here is what I am afraid of. We adopt your
definition and you are not sure what it is. So we say equipment
gets this credit. We just say equipment. Now what is going to hap-
pen? I was intrigued with Mr. Caplin's movable walls or doors or

something like that. Are people going to try to define everything as

equipment?
Dr. Bergsten. Let me just note that in the studies several of us

have referred to that have underpinned this case that investment
in equipment pays off heavily, it has been defined largely as ma-

chinery.
Senator Packwood. For United Parcel Service, are trucks equip-

ment?
Dr. Bergsten. I would call that transportation equipment. It is

so defined in most of the statistical series.

Senator Packwood. So it would fit within your definition?

Dr. Bergsten. I think so.

Senator Packwood. Their airplanes would fit within your defini-

tion?

Dr. Bergsten. Yes.

Senator Packwood. Well, what v/ould not fit within your defini-

tion other than building?
Dr. Bergsten. Buildings, real estate.

Senator Packwood. No, other than buildings or real estate.

What would not be equipment?
The Chairman. Well, I just want to interrupt right there. How

could a building not be equipment? If you take a seven-story build-

ing out of lower Manhattan where people have to use freight ele-

vators to go up and down and move stuff around on trucks and you
go out to New Jersey and it is not like that in the suburbs out

there, surely that is a piece of equipment that produces more prod-
uct. [Laughter.]
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Senator Packwood. I think you could make a good argument.
But I do not think Dr. Bergsten means that building to be equip-
ment, do you?

Dr. Bergsten. We do not and we do not mean most kinds of real

estate investment.
Senator Packwood. But this was never an investment for the in-

vestment tax credit under the old law?
Dr. Bergsten. That is right. I was going to say, this issue has

been ginswered in the past because of what the credit

Senator Packwood. What you are going back to in terms of defi-

nition is basically the old law.

Dr. Bergsten. In very large part, that is right.
Senator Packwood. Then you are going back to the old tax credit

definition of what gets the credit?

Dr. Bergsten. That is basically right.
Senator Packwood. Okay.
Dr. Bergsten. That is basically right.
Senator Packwood. I like it all the less now.
Dr. Bergsten. We wanted to highlight the fact that it is equip-

ment and not real estate. We wanted to call it that to highlight the

fact. But in substance, you are right.
Senator Packwood. The reason I asked you that is because sev-

eral groups have been around very narrowly defining equipment as

something that fits into just their business and they say it does not

apply to personal computers, it only applies to die stamping ma-
chines used east of the West Meridian or something like that.

Dr. Bergsten. Right. Senator Packwood, it is equipment, too.

Senator Packwood. I think so. I think that is exactly it.

Dr. Bergsten. It gets pushed, too, by various taxpayers. They
WEint to include their item. The whole motion picture industry,
whether or not a film qualifies for the investment tax credit. It was
finally put in the statute and there will be more sind more pressure
for more items to go into the statute.

The Chairman. I simply made the point about buildings because
one thing you know about productivity in the United States is the
advent of the automobile assembly line and that is a building. It

has never been considered equipment, but it clearly is related to

productivity.
Senator Bradley?
Senator Bradley. Thank you very much, Mr. Chairman.
There are a lot of things to cover. Let me just ask a point of clari-

fication fi-om the last question. Quickly, Dr. Bergsten, you said the

3-percent productivity growth really added only 2 percent perma-
nent.

Dr. Bergsten. Two-tenths of 1 percent.
Senator Bradley. Two-tenths of 1 percent permanent. What was

the rest?

Dr. Bergsten. The Bob Gordon analysis suggested it was the

typical catch-up phenomenon that occurs in recovery periods.
The Chairman. But it had not occurred earlier. Dr. Bergsten.
Dr. Bergsten. No.
The Chairman. In the last 30 years.
Dr. Bergsten. What you should do is actually have Gordon up

and pii^ his analysis in the record. But his basic conclusion is that
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in the late 1980's we had an abnormal turn down in productivity
growth, some of which was then recouped in the recovery period in
the last year or 18 months.
But we essentially simply got back to that one point per year

growth path that we have been on for the last 20 years with maybe
a little more. That is the basic conclusion of his analysis.

Senator Bradley. Well, I do not want to use all of my time on
that. But I was curious to kind of get in at a little deeper level.

If anyone wants to help me through that with some note or some
comment, I would appreciate it.

Mr. Sullivan, does the ITC penalize corporations who invest in
worker retraining as opposed to equipment or fixed investment?
Mr. Sullivan. Yes. It makes the cost of labor, versus capital and

equipment, more expensive vis-a-vis each other.
The Chairman. Mr. Sullivan, would you say that a little more

emphatically. It is a matter we want to get clear. You said yes.

[Laughter.]
Mr. Sullivan. Yes. [Laughter.]
It very much does.

Senator Bradley. Okay.
Mr. Sullivan. While there are other things happening that will

increase the cost of labor and cost pressures, whether they are

fringe benefits, costs of health care, all the other pressures on
labor, the difficulty of finding new jobs and fin£uicing them, we
would be tilting the other way.

Senator Bradley. And does it not penalize service firms as op-

posed to manufacturing firms?
Mr. Sullivan. It tilts that way. In my own situation, I work with

supermarkets and I sat here and sympathized with Commissioner
Caplin as the tax collector. I know how much effort they put into

collecting that.

Senator Bradley. Right.
Mr. Sullivan. As supermarket operators, we, naturally, if it is

in the Code want to qualify and much of that did not qualify in the

previous Code.
Senator Bradley. Right. Now does not an incremental credit also

penalize those firms who have been making investment, over the
base period of time? If you have been out there making invest-

ments and you have been, according to the authors of the ITC, a

good citizen, and the incremental x;omes along, you do not get any-
thing? Right? You are penalized, are you not?
Mr. Sullivan. Relatively speaking, if you have been doing zero

in terms of investment, you are better off now under the new situa-

tion than those who have been having a steady stream, plowing
money back into the firms.

Senator Bradley. Right. But if you have done nothing, if you
have not invested in equipment to give your workers a better

chance to be more productive, are you not rewarded with this incre-

mental credit?

Mr. Sullivan. Your timing is excellent then. If it were enacted
and then you invested, your tfming would be excellent.

Senator BRADLEY. Okay. That kind of sets a perverse set of in-

centives.
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Let me ask Dr. Gravelle, there are claims that this is a stimulus.
What is your reaction to the thought that a $15 billion tax incen-
tive for a narrow category of investment is a stimulus to a $6 tril-

lion economy?
Dr. Gravelle. Well, it is pretty small potatoes, obviously.
Senator Bradley. Pretty small potatoes?
Dr. Gravelle. That is right. It is certainly not going to appre-

ciably affect the course of this recovery and, of course, that is even

assuming it works. Again, when we try to uncover statistical evi-

dence that an investment credit works, it is very hard to find that
kind of relationship.

Senator Bradley. Could you just once more make the point for

some of the members who just arrived? You did an interesting little

£Lnalysis in which you took only those high productive countries
that are in OECD.

Dr. Gravelle. Right. The original study divided countries into—
looked at all the countries together and found this relationship be-

tween investment in equipment and growth £uid then they divided
them into so-called high productivity countries and low productivity
countries. They have had a much more powerful relationship in the

high productivity countries.

So all you have to do is look at their scatter diagrams and you
can see that there are just a few countries that are sort of dominat-

ing this relationship.
So another set of researchers—one of them was Alan Arbach—

said let's take the sample and just split it into a sort of typical

split, OECD countries and non-OECD countries. The relationship
disappeared with OECD countries and in the non-OECD countries
it disappeared if you removed one country, Botswana, from the

sample.
Senator Packwood. You mean it just appeared in the OECD

countries whether or not they had the investment tax credit or not.

Dr. Gravelle. Well, they were trying to look at a relationship
between equipment investment and growth rates. Basically, the
statistical relationship disappeared in that case. So we would say
this is not a robust piece of evidence.
Senator Bradley. In a Third World country if you replace a

horse with a truck, you increase your productivity. If you replace
a 1956 truck with a 1957 truck in a developed country, there is a

marginal impact on your productivity. Along those lines.

Dr. Gravelle. Well, that is what you would think. Yes.
Senator Bradley. One other point that you made that I think is

very important and I was a little surprised about: that was your
point about small business not being the engine of jobs and also in

terms of being already the recipient of significant t£ix benefits.

You know, there are two kinds of investment tax credits in this

package and one is for small business. To what extent can you help
us think that through again?

Dr. Gravelle. Well, there was a study that was done about, I

guess, a little over 10 years ago that said small businesses created
the vast majority of jobs. There was a mistake made in the study
in classifying businesses apparently.
But when researchers went and looked at this again, what they

found is it is not that existing small businesses create jobs, it is
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that new businesses create jobs and new businesses are bom small.

They do not start big, usually. That is important, for one thing be-
cause new businesses do not usually benefit from any kind of tax
subsidy because they usually have losses and many of them fail.

About 60 to 80 percent of these new businesses fail before they can
even use the credit.

So the ordinary ongoing small business does not create a dis-

proportionate share of jobs. Again, as I said in my testimony, even
if you wanted for some reason to stimulate jobs in small busi-

nesses, I do not understand why people are talking about invest-
ment credits, which is for a competing factor, a substitutable factor.

If we go back to what I would call the default position in econom-
ics—that you want to be neutral—then what you discover is that
on average unincorporated businesses have about half the tax rates
of incorporated businesses. So they are already subject to favorable
tax treatment.
What a lot of economists spent a lot of time analyzing and made

their careers out of is analyzing the affect of this differential be-
tween corporate and noncorporate taxes.

Now with the equipment tax credit, this effective tax rate will
fall from about half to about a quarter of the effective tax rate of

large businesses.
Senator Bradley. Now on the last small business point. If I

could just ask Mr. McNeish, you do not support the investment tax
credit that was proposed in this package.
Mr. McNeish. We would support it with modifications.
Senator Bradley. But you do not support it as it is now written?
Mr. McNeish. Frankly, our membership is very mixed on the

issue and would strongly recommend improvements on it, yes.
Senator Bradley. But you do not support it as it is now written?
The Chairman. Come on, Mr. McNeish, you may say yes.
Mr. McNeish. Yes, sir. [Laughter.]
The Chairman. No, not yes, sir. We have your testimony, sir.

[Laughter.]
Mr. McNeish. Yes, sir. If I could, Mr. Chairman, though to take

issue with Ms. GraveUe's comments on small business creating
jobs, I think recent government studies, as well as the private
study she referred to 10 years ago, which were chsdlenged and
rechallenged—emd I am not sure that original issue was resolved—
but even the government studies, including those of the Small
Business Administration show clearly that small business is the

great creator of jobs in this country, and is the engine of job cre-

ation.

The Chairman. I think Dr. Gravelle made what was for me an
illuminating point, which is that new businesses create jobs and
new businesses are small.

Why don't we ask each of you, invite you and urge you to give
us data.

Mr. McNeish. We would be pleased to do that.

The Chairman. And we can always contact you. Dr. Gravelle, be-
cause happily you are the Congressional Research Service.

Dr. Gravelle. That is right.
The Chairman. Dr. Bergsten?
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Dr. Bergsten. I would like to give one sentence of response, if

I could, to three of Senator Bradley's questions.
The Chairman. Please.

Dr. Bergsten. First, the question about the incremental credit,
a firm that has already invested a lot could still be induced to do
more if you define incremental as the previous investment to sales

ratio. To me that is a sensible way to do it. We came out agnostic
between incremental and first dollar. But you can design it in a

way that would still give an incentive for more investment for

firms that have invested a lot in the past.
Second, you asked about the short-term stimulus. Our council at

least thinks you should not view the investment tax credit proposal
as a short-term stimulus. Either do it on a permanent basis as an
effort to raise the share of investment in the economy for the long
run to get productivity up or do not do it.

Third, on the study we have discussed, I have a little different

reading than Ms. Gravelle. The coefficients coming out of the study
itself show that when you look at the OECD nations only you still

get a reasonably strong correlation with machinery investment.
Not as strong as when everybody is in, but still reasonably strong.
But second, if you go back and take the whole array of countries

at an earlier base period, say, 1950 when Argentina, Uruguay and
others were in the high-income category and ask why they stayed
behind and others went ahead, equipment investment plays a big
role in that outcome.
Senator Bradley. Politics played no role.

The Chairman. Trade, politics.
Senator Bradley. Governments, you know.
Dr. Bergsten. There are lots of variables. I have mentioned only

two countries. There are more. The point is, if you take the long
swing, which you should in looking at productivity growth, not just
cyclical and short-term developments, one reason why countries
have diverged over long periods of time is the amount of invest-

ment they put in this regime.
The basic point Senator Bradley makes is right. You have to look

at an investment tax credit or any proposal in this area as part of

a broad economic strategy to improve our productivity and competi-
tiveness. The only point is, that getting private investment up sub-

stantially has got to be an important part of any such strategy. It

is not going to save the day by itself. But without it, you are not

going to get very far with your other things.
Senator BRADLEY. Would you rather reduce the deficit or have an

investment tax credit?

Dr. Bergsten. I would rather reduce the deficit.

Senator Bradley. Thank you.
Dr. Bergsten. But I think the two are complimentary.
The Chairman. Dr. Bergsten, this is just to say we do know of

your scheduling problem and if you have to go we will understand
that.

Dr. Bergsten. I will wait a few more minutes.
The Chairman. Senator Breaux?
Senator Breaux. Thank you very much. I would like to thank the

panel. I am sorry I missed your testimony. I am sure it was right
on target.
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Let me ask not a technical question at all, but make a political
observation. Anybody who wants to comment on it, I would like to

hear you. Every week and every day and every hour we are be-

sieged by constituents and people that we represent asking us to
do one thing or the other, or perhaps to not do one thing or the
other.

It seems to me that on this proposal the small business invest-
ment tax credit at $16 billion and the incremental investment tax
credit at approximately $13 billion, that no one is beating down our
doors or calling us hourly or daily or weekly at all sa)dng that this
is essential. They have a lot of other priorities.

It almost looks like we are in a position of forcing them to take
it. I do not think we have the luxury to force anybody to take some-
thing that costs almost $30 billion. I guess my point is, does any-
one have any overriding reasons to do away with that point?

Dr. Bergsten. I understand the politics of it and I understand
why many people in the business community would rather keep
lower corporate rates and not have these targeted incentives.
Senator Breaux. I would also add to that quotient, there are a

lot of middle income people who would suggest that a BTU tax
could be reduced instead of giving $30 billion to businesses who ap-
parently do not really want it.

Dr. Bergsten. I would make two points, and this is also some
of Ms. Gravelle's language.

I do not regard this as a subsidy to business. If you are going
to do this you do it because you think it is going to increase na-
tional productivity growth and create jobs. If you do not believe

that, then you do not do it.

But I do not think it is analytically correct to think that a sub-

sidy to business has got to strengthen the economy and create jobs
if you want to do it. The studies I believe in think it will do that,
but it is admittedly an issue of debate.
But the other point is the following, I think public policy has to

focus on what is good for the national economy. What is good for

the national economy has got to be increased productivity, higher
economic growth, and higher standards of living over time. You
should try to put together programs that you think will achieve
that. I think, with Senator Bradley, that the first step is to reduce
the budget deficit, in part because it will mean lower interest rates.

That, too, will increase investment. But I believe that targeting pri-
vate investment spending to high pay-off equipment investment
rather than "whatever they want to do with the money" makes
sense fi*om a national economic standpoint. I, therefore, understand
that you are not being deluged with requests for it. If I were a cor-

porate CEO, I probably would rather have the bucks to do what-
ever I wanted to do with them as well.

From the standpoint of the national economy, I believe these tar-

geted efforts do pay off. I am a little surprised at Mr. Caplin's
statement. I understand all the horror stories about administering
a credit which he told us. But the facts clearly show that the in-

vestment tax credit that his administration put in place in the

early 1960's led to an annual growth rate of producers' durable

equipment spending of almost 12 percent a year, higher than in

previous or subsequent periods.



80

Now there are obviously other variables. You cannot say this was
the whole story. But it is a little hard for me to conclude from that
one experience that the credit was a failure, despite the movable
walls.

Mr. Caplin. Well, let me respond to that. When we designed the
first investment tax credit, part of President Kennedy's desire was
the number one thing—to get this economy moving. We were in the

pits of the Eisenhower years. We were just really down low.

It was not the investment tax credit that was the most dramatic

thing. We made a revolutionary change in the depreciation policy
of tins country. What we did was to dramatically change old Bul-
letin F—where we had 5,000 items, with varying useful lives for

depreciation schedules; and businessmen had to pick out where
they were. We reduced that to 75 specific classes of useful lives.

The average businessman could actually, through these

groupings, have three or four classes and satisfy his entire depre-
ciation requirements. We reduced the lives of equipment and ma-
chinery about 17 percent. It was a very dramatic move with tre-

mendous publicity. There was a great psychological surge over the

depreciation reform being done administratively, immediately fol-

lowed by ITC legislation in October of 1962. It was an entirely dif-

ferent picture than today.
There has been no hard evidence that this investment tax credit

really increases productivity and significantly enhances the pur-
chase of new equipment. I think Ms. Gravelle's studies buttress
that.

Senator Breaux. Thank you, Mr. Chairman.
The Chairman. Thank you, Senator Breaux.
Senator Conrad?
Senator CONRAD. Thank you, Mr. Chairman. You know in my

constituency I am hearing two very different things. Number one,
the vast majority of the businesses in my State are small busi-

nesses—98 percent of them would qualify for the full investment
tax credit. I find a fair amount of enthusiasm for it.

Larger corporations, we have very few of them in my State—I

think we have only 13 with more than 500 employees—show no in-

terest in the incremental ITC. So I find a real divergence.
Fred, maybe I could ask you this question. When we compare the

average age of plant and equipment in this country to our major
competitors, what do we find?

Dr. Bergsten. U.S. plants are considerably older.

Senator Conrad. Could you give us some range of relationship?
I am told that our average age of plant equipment in this country
is about double that of our major competitors.

Dr. Bergsten. That was the number that came to mind. I am
not sure of my source, but about double is probably right.

Senator Conrad. What set of policies could we pursue that would
encourage our companies to modernize plant equipment, assuming
more modem plant equipment means a more competitive economic
position for our country?

Dr. Bergsten. I think three things are crucial to get new invest-

ment, which is what you are talking about. One is permanently
lower interest rates, and that means budget correction first and
foremost in my view.
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But secondly then, targeted incentives. Investment tax credit, I

believe, would do that. But I also agree with Mr. Caplin on the im-

portance of depreciation allowances. Those were deliberalized to

some extent in the 1986 Act. And in our package, from our Com-
petitiveness Policy Council, we proposed reduction of the deprecia-
tion lives in addition to the investment tax credit, in addition to

budget correction, because we think all are so important to get new
investment for exactly the reason you say.
Senator Conrad. So if we were constructing an entire package

what we would do is dramatically reduce the budget deficit, have
targeted incentives for new plant £md equipment, and we would
alter depreciation schedules? I mean, if we were to construct an
overall strategy and plan that would make sense, those would be
the components.

Dr. Bergsten. Those would be the components of the private,

physical capital side of it. The reedly comprehensive strategy in-

cludes some more infrastructure investment by the government
and investment in human capital—education and training pro-
grams as we have designed in our report. Private investment,
which is absolutely central because without it you are not going to

get the whole outcome you want, would focus on those three vari-

ables.

Senator Conrad. Would other members of the panel want to

comment on that? In terms of an oversdl structure and strategy.
Dr. Gravelle. Yes.
Senator Conrad. Gro ahead, Ms. Gravelle.
Dr. Gravelle. Well, I think the whole framework that Dr.

Bergsten is proceeding from is something that I would Uke to ques-
tion.

I think the position that most economists tend to take, unless

you can find a reason to deviate from it, is that businesses should
make the decisions about how to £dlocate their savings, how to allo-

cate funds available, without the interference of the government.
So if it is advantageous for you to spend some money to modern-

ize your plant, if you can make a higher rate of return at that than
some other use of your money, you would do that. So I think the
fundamental perception that he has of how capital should be allo-

cated, I do not think you would find wide agreement on.

I think it is hard to girgue in most cases that the government
should be interfering in the allocation of capital. There are some

exceptions. R&D is a good exception where the government cer-

tainly should play some role.

But in general, you should have your investment allocated to

where the highest pre-tax rate of return is in order to maximize

your social welfare and that means you want to have the same tax
rate appUed to every investment, whether it is a building, a high-
rise in New York, a factory, or all these personal computers or cars
or trucks, whatever you are talking about.
So I do not agree with that judgment.
Mr. Caplin. Senator, I just want to respond. I can understand

why your constituents would like an investment tax credit. After

all, it is a tax reduction. But I have been practicing law for a long
time and in the tax world I have yet to meet anybody who really
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buys a piece of equipment because of that 7 percent or even a 10-

percent investment tax credit.

They think, do I need this machine, can it enhemce my productiv-
ity, and if you give me a tax reduction, that is great. It is hke a

price reduction in buying the machine.
Dr. Bergsten. Could I challenge that frontally? [Laughter.]
Dr. Gravelle. Better than a stab in the back.
Dr. Bergsten. My Competitiveness Council went into some great

depth and our Manufacturing Subcouncil in particular depth. A
fundamental competitiveness problem the country faces is that
American industry insists on much higher threshold rates of return
than investors in other countries. The ratio is three or four times
as great as in Japan, for example.
How do you meet your threshold rate of return? One way is

lower cost of capital. And that gets to interest rates fundamentally.
But it also gets to the taxation of your capital spending.
And I hear lawyers say all the time that they have never seen

a business who invested because of a t£ix rate. Ms. Gravelle even

says it. How can that be? Why do they, therefore, scream so much
to you about their tax rates? It cannot be both. The cost of capital
is a critical variable in determining investment. The taxation of in-

vestment is a critical element in the cost of capital. It simply can-
not be that it is irrelevant.

Now they are not going to go out and buy something that has
no payoff just for tax reasons. But at the margin, determining how
many additional investments to make, or which kind of investment
to make, you are going to tell me that 10 percent on the cost of

the equipment makes no difference, I just do not believe it and I

do not think studies show it.

I am interested that Ms. Gravelle likes R&D intervention by the

government. I do, too. But she seems to think that it is okay and
equipment incentives are not. And the studies, to the extent they
are any good, show that equipment investment pays off more than
R&D investment.

Senator CONRAD. Mr. Chairman, if I may just make a concluding
comment.
The Chairman. Would you, please, sir? [Laughter.]
Would you, please, sir? You may do it frontally or laterally.

[Laughter.]
Senator CONRAD. Well, I like Fred coming at it frontally. I think

that was fair.

Let me just say, Mr. Chairman, I think as a country we had bet-

ter figure out a way to close the gap with our competitors when
their plant and equipment is far more modern than ours.

I have seen Japanese plant and equipment. I have seen German
plant and equipment. And it would be very hard to persuade me
that the fact that their plant and equipment is half the age on av-

erage as ours does not give them a competitive advantage.
The Chairman. Thank you, sir.

Mr. McNeish. Mr. Chairman, if I could just respond to his gen-
eral question.
The Chairman. Yes.
Mr. McNeish. Your policy matrix I would throw in, if you will,

Senator Bumpers targeted capital gains reduction as well. Because
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the seed capital for small growth companies in this country has

dropped off materially since capital gains exclusion was lost and is

an essential requirement.
The Chairman. We would just like to take notice of the fact that

there is a distinction made and I think accepted between manage-
ment decisionmaking and the forces of those decisions and macro
economics. Not many managers seem to invite professors of eco-

nomics in to talk about what to do next.

I think that the somewhat anecdotal statements about why man-
agers make decisions has, you know—it has a certain authority be-

fore this committee because everyone says the same thing. What
Mortimer Caplin reports is what everyone reports to us—that busi-

nessmen make decisions in terms of if they can sell the stuff they
are going to make, and not because of the tax specific issues.

Senator Chafee? Senator Durenberger has left, but he will be
back.

Senator Chafee. Okay, thank you, Mr. Chairman. I came a little

late and I was not here for all the discussion, which I regret. Let
me just say, Mr. Chairman, that I am a veteran of the Tax Reform
Bill of 1986. I think we did the right thing. As you know, we low-

ered the rates and got rid of many of the special credits, exemp-
tions and deductions.
The Chairman. If I may say, you would have heard this most

emphatically from some of our earlier witnesses.

Senator Chafee. So when I hear us going down that trail again,
that is reversing everj^hing in 1986, and including an increase in

the corporate rate, which I understand has not been discussed to

a great degree here; this morning and we are going to have these

goodies given back, such as the investment tax credit, I must admit
that I am skeptical.
The Chairman. The point was made, and I think I would just

like to call attention to it. But a 1-percent increase in the corporate
rate today is a more consequential matter than a 1-percent in-

crease in the old pre-1986 Code, because you have to pay it.

[Laughter.]
Senator Bradley. Fewer leaks in the boat.

Senator Chafee. I am sorry Senator Conrad has left because to

me it is no surprise his people are for it. Who is against some

goodies?
But also, we hear this testimony from different folks that come

before us, and usually not from the manufacturers, but you would
think that the American manufacturing system was similar to a

Third World nation in the event of its lack of modernization and

everything else.

Mr. Bergsten indicated some concern in that direction. I am not

sure that is totally accurate.
Dr. Bergsten. Certainly not totally accurate to equate U.S.

to

Senator Chafee. Well, I must admit you are equipped v^dth facts

and I am not. All I have is elevation here and nothing else. [Laugh-
ter.]

Dr. Bergsten. Your instinct is totally right. I am not equating
the United States to a Third World nation. But if you compare it

v^dth our industrial country competitors, we invest much less than
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they do. The age of our capital stock is much older th£in theirs. Our
productivity growth is much slower than theirs.

Senator Chafee. Well, is that true?

Dr. Bergsten. Yes.
Senator Chafee. Okay. [Laughter.]
Dr. Bergsten. And, therefore, we need to do something about it.

Let me give you one number that is interesting. Productivity

growth in the last 20 years has been less than 1 percent a year.

My council says we have to make a considerable effort to get it up
to 2 percent. It sounds like a small difference—1 versus 2 percent
a year productivity growth. In one generation that difference would
increase per capita income in the country by a third.

Put it the other way around. Great Britain's long-term relative

and absolute decline in economic terms resulted not from a cata-

clysm in terms of its economy, though the war is obviously costing
a lot, but something like 1 percent a year less productivity growth
than Germany over a period of half a century or more.
These small numbers add up to a tremendous amount.
Mr. Caplin. Does the fact that Germany and Japan have been

bombed out so completely and started with new equipment have

any bearing on these statistics at all?

Dr. Bergsten. In the 1950's and maybe into the 1960's, sure.

There was a one-shot catch-up. But you cannot explain differential

productivity growth in the 1980's and 1990's from what happened
in the 1940's and 1950's.

Senator Chafee. Well, we could spend a lot of time on this and
I am not sure that the difference between Great Britain and Ger-

many is all attributable to the investment rate. I think there are
a host of other matters.

I noticed Mr. Caplin cheering me on with a smile because I was
agreeing with much that he had to say. But let me just say, that
while I agree with much of what Mr. Caplin said, I do not quite
buy the idea that the country was in a shambles before President

Kennedy came in. [Laughter.]
Mr. Caplin. I will stay silent on that. But I do want to commend

you for the work you did and the attitude you had about the 1986
Act. It was a very dramatic improvement in our tax policy.

Senator Chafee. And here is the principle author of it right here.

Mr. Caplin. What we forget is how important to this Nation our

tax-raising machine is, a machine that despite all its defects raises

over $1 trillion a year—and over 95 percent of that comes from
what people report themselves.
No other nation comes close to that. Taxpayer confidence in that

system is terribly important. And I am concerned about it, as we
give a preference here and a preference there, and the potential
build up of tax sheltering again—which was a horrendous episode
in our tax history—and I am concerned what that does to taxpayer
compliance.
The IRS admits that close to $120 billion a year in taxes, year

after year—$118 billion I think was IRS' last published number—
is lost through bad reporting from legal sources. This is not illegal
income that is escaping income taxes, but bad reporting of legal in-

come—resulting in $120 billion in lost tax revenue a year.
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If we weaken compliance, we do a terrible disservice to the coun-

try. I think the 1986 Act went a long way to strengthen compliance
attitudes in this country and I hope we will continue that way.
Senator Chafee. Thank you.
The Chairman. Thank you, Senator Chafee.
Senator Chafee. Thank you, Mr. Chairman.
The Chairman. And we thank this most distinguished panel.
Senator Bradley. Mr. Chairman?
The Chairman. Excuse me one moment. Senator Bradley would

like just another moment.
Senator Bradley. Could I just ask one last question? Just be-

cause this is going to come up over and over again in our commit-
tee. That is, cost of capital and what is the most effective way to

reduce cost of capital. Tax is one. Interest rates is the other. And
if you are in the comparative mode, exchange rates are the third.

Now, how would you weigh each of those and do you have any-
thing else to add?
The Chairman. Why don't we go down the panel in order of ap-

pearance? So we would ask Dr. Bergsten first and then Dr.

Gravelle.
Senator Chafee. What is the question, sir? I am sorry, Mr.

Chairman.
The Chairman. There are three components with respect to cost

of capital. They are interest rates. They are taxation rates and they
are exchange rates. Senator Bradley asked what weight the panel
would give to the present situation. We will say today.

Dr. Bergsten. I would submit by far the most important is inter-

est rates. Therefore, the policy priority should be to reduce or, in

fact, eliminate the budget deficit in order to achieve a long-term re-

duction interest rates.

On the international comparison, the exchange rate is critical.

When the dollar was massively over-valued in the first half of the

1980's, we went fi-om a current account surplus to a deficit of $160
billion, accumulated to $1 trillion over the last decade. So inter-

nationally that is critical.

The Chairman. Not to make any political points, but we had a

Secretary of the Treasury who every time he thought he heard that
the dollar had strengthened he thought America was stronger and
then the terminology got him a little confused.

Dr. Gravelle?
Dr. Gravelle. Well, I would just like to make two points about

your question. First of all, it is clear that interest rates are a more

powerful component compared to taxes because of our tax rates.

But I would challenge anybody to do a very good job of doing
international cost-of-capital comparisons. I have looked at these

and nobody has precise measures of risk factors across countries

that enables them to do a very careful job in the first place.
So I would just treat all these international comparisons with a

grain of salt.

Second, I think we are looking at the wrong issue. When we are

concerned about what we are doing to increase our future stand-

ards of living and the welfare of our children, we should be talking
about the savings rate, not the investment rate.
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The investment that is imported into the United States by for-

eign owners of capital accrues to them, not to us. And the most di-

rect, clear way of increasing the national savings rate, I believe, is

to reduce the deficit. So I would put that very high on the list of

things to do.

The Chairman. Thank you, Doctor.

Mr. Sullivan?
Mr. Sullivan. Senator Bradley and Senator Chafee, on behalf of

the Tax Reform Action Committee, and we testified, in our testi-

mony we expressed concern about those corporate rates as well as

individual rates, but I would have to say tax rates.

First, the interest rates are subject to market influences in the

market forces. The exchange rates, too, with competitive forces,

those things that we have control over, statutory tax rates, is most

important. That is something that we can affect without interfering
with the market.
The other part about it is the neutrality of it. It lets businesses

and individuals make their own investment decisions being driven

by economics by what their consumers are bu3dng, rather than

being tax-motivated in how they spend their money.
The Chairman. Thank you, Mr. Sullivan.

Mr. McNeish?
Mr. McNeish. Clearly, for small business access to capital across

the board is essential to the livelihood and the ability of those

firms and interest rates play back to that, certainly primary, and
taxes certainly a second place.
The Chairman. And finally as a wrap-up, Mortimer Caplin.
Mr. Caplin. I would underscore this last comment. I think the

important considerations are cashflow, availability of capital, low

interest rates, and the economic needs of the moment in terms of

that businessman making that decision about that equipment.
The Chairman. Thank you all. You can see from the response of

the committee how much we have learned and how much more we
are going to learn when Dr. Gravelle and Mr. McNeish send us in

their papers. Thank you very much, indeed.

I would ask our room to come together now. We have our second

panel of the morning. This is going to address the subject of the

proposed change in the deductibility of meals and other business

expenses.
Mr. Berman, why don't you move over next to Mr. Mclntyre. It

will not do you any harm. It might do him some good.
We have a very distinguished panel again. We have Mr. Berman,

who speaks on behalf of the National Restaurant Association; Mr.

Juliano, who represents the Hotel and Restaurant Employees
International Union, AFL-CIO; Mr. Wachtel, who is director of re-

search and government relations for the League of American Thea-
tres and Producers; and lastly, and well known, of course, to our

committee, Robert Mclntyre, who is the director of Citizens for Tax
Justice.

So in the order of appearance, Mr. Berman, good morning, sir,

and would you proceed?
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STATEMENT OF CHARLES BERMAN, ON BEHALF OF THE
NATIONAL RESTAURANT ASSOCIATION, WASHINGTON, DC
Mr. Herman. Thank you, Mr. Chairman. My name is Chip Ber-

man. I co-own and manage the Outta the Way Cafe in Rockville,
MD. We are a neighborhood restaurant that sells a little rock-n-roll

and a lot of cheeseburgers, nothing fancy and three things on the
menu over $11.
You might be wondering why someone like me is testifying on

business meal deductibility. You probably expected Duke Zeibert or
Mo Sussman. Well, every day a great many business people bring
clients to my restaurant to help market their services and close

their deal.

Today I speak for thousands of middle class restaurateurs and
their employees. Today I represent Suzetta Harrison and Brenda
Bishop, a Ime cook and a waitress in my restaurant, both single

parents with two children. Suzetta is with me here today. Unfortu-

nately, Brenda could not be. She is home with a sick child.

The Chairman. Would you introduce your associate?
Mr. Berman. This is Suzetta Harrison.
The Chairman. Good morning, Ms. Harrison.
Mr. Berman. These are my people and this is what this is about.

I might sell rock and roll at night, but at lunch I serve business
customers. They are not drinking three martinis, they are working.
They are getting in an extra hour doing business by doing it over
lunch.
The reduction in the business meal deduction is being billed as

a last remaining loophole for rich folks in three-piece suits dining
at fancy restaurants, while writing it off on an unsuspecting public.
But the facts are that a majority of business meals take place in

low- to moderately-priced restaurants like my own—78 percent.
A majority of those using the business meal deduction are small

businesses. And one-quarter are self-employed. In other words, the

perception that the only people using the business meal deduction
are the proverbial fat cats is a myth.
According to an independent study commissioned by the National

Restaurant Association, a reduction in the business meal deduction
to 50 percent means that $3.8 billion will be lost in business meal
sales causing an estimated 165,000 people nationwide to lose their

jobs.
I know it will hurt the kind of business lunch trade I do because

it is very price sensitive. It will cut into my sales and that will cut

into jobs.

Why is government making it so difficult to employ people if our

goal is to increase employment?
Every restaurant person I know has cut payroll in the last year.

Labor is the only controllable cost left. I cannot change my rent or

my utihties or my insurance premiums. I cannot reduce food and

beverage costs. I cannot increase the prices I charge my customers.

But I can cut pa3rroll. What will Brenda Bishop, a waitress, do
if her tipped income is reduced? What will Suzetta Harrison, who
has been with me for 8 years, do if she cannot work at all?

Mr. Chairman, I hear a lot of government policymakers talking
about how everyone has to contribute to the economic recovery and

pay their fEor share. I might remind you that the restaurant indus-
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try has already lost 20 percent of the business meal deductibility
as a result of the 1986 Tax Reform Act.

I also want you to know that when you add up the 25 fees and
taxes that I pay to government at all levels, not counting all the
other tax measures in President Clinton's package, the government
gets five times more tax-home from my business than I do and I

own it.

Local, State and Federal Governments have no clue about the ac-

tions each other take that affect my business dramatically. The ad-

ministration's BTU tax will increase my energy bill an estimated
4.5 percent and cost my business $768 a year.
But last year my local government slapped an energy surcharge

on me that already cost an additional $1200 a year. In the last 2

years government has increased my cost of doing business in so

many different ways that I have watched our eamage shrink by 46

percent while my gross sales went up 1 1 percent.
Those of us who have survived this recession know we cannot

raise our prices. In fact, my customers are still complaining about
the 1991 price increases caused by the increase in the Federal ex-

cise tax on alcohol. The assumption that businesses will be able to

simply pass along tax and fee increases to our consumers does not
cut it in restaursints like mine. Customers are simply too price con-

scious.

Let me express it in cheeseburger logic. My restaurant sells

cheeseburgers for $5.25. Of that $5.25 I net 20 cents. We are al-

ready saving as much as we can without cutting our food quality
or our labor costs. I cannot raise my prices.
So if we sold only cheeseburgers and could pay for these new gov-

ernment costs just by selling more of them, how many additiongd

cheeseburgers would I have to sell? I have a list before you. In all,

it adds up to more than 150,000 cheeseburgers next year.

People love our cheeseburgers, but I do not think that is realistic.

I ask you to please consider the overall impact of what you are

doing. I know my business has to pay some taxes, but I cannot
even do that if you are going to pass laws like reducing the busi-

ness meal deductibility that will keep people from coming in.

So, Mr. Chairman, it all boils down to jobs. If I am left with the
choice of reducing labor costs or surviving as a business, which of

my people am I going to lay off and why is my own government
asking me to m£ike that choice?

Simply put, if the government is going to impose yet another set

of new taxes on restaurants, then maybe the government should
also tell me who to lay off, Suzetta or Brenda.
On behalf of the National Restaurant Association, I would like to

mention our support for the FICA tax on tips tax credit you passed
twice last year and the permanent extension of the targeted jobs
tax credit.

I thank you, Mr. Chairman.
The Chairman. We thank you, Mr. Berman.
[The prepared statement of Mr. Berman appears in the appen-

dix.]

The Chairman. Our next witness, Mr. Juliano.
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STATEMENT OF ROBERT E. JULIANO, LEGISLATIVE REP-

RESENTATIVE, HOTEL AND RESTAURANT EMPLOYEES
INTERNATIONAL UNION, WASHINGTON, DC
Mr. JULIANO. Thank you, Mr. Chairman. I would ask your per-

mission that the full statement be made a part of the record.

The Chairman. It will be placed in the record as if read.

Mr. JULIANO. Thank you.
[The prepared statement of Mr. Juliano appears in the appen-

dix.]

The Chairman. You proceed exactly as you wish.

Mr. Juliano. Also, Mr. Chairman, when we testified on the

House side, the American Hotel and Motel Association was part of

our panel. They are in convention. But they have a statement com-

ing. So if you would keep the record open, I would be most grateful
for that also.

The Chairman. We most certainly will.

Mr. JULLANO. Thank you.
The Chairman. I am sorry, I did not reahze that. I was not

aware of that. Thank you for telling us.

Mr. Juliano. Thank you.
[The statement of the American Hotel and Motel Association ap-

pears in the appendix.]
Mr. JuLLANO. On behalf of Edward T. Hanley, general president

of the Hotel Employees and Restaurant Employees International

Union and all the members we are privileged to represent, it is

once again a pleasure to appear before this distinguished commit-
tee as it deliberates on President Clinton's economic package.
We do not support the Presidential package because it includes

a proposal, reduces the deductibiUty of legitimate business and en-

tertainment expenses fi*om 80 to 50 percent that would create a

significant loss of membership for our union.

Also, it wiU create a disproportionate negative impact on urban
America because the majority of businesses affected by this pro-

posal are located in major urban areas.

Treasury testified recently that there will not be one single job
lost or one less penny spent by consumers if this proposal is adopt-
ed. The implication was clear that there was no affect in reducing
the deductibihty fi-om 100 percent to 80 percent and that, there-

fore, there would be no affect if you reduce it from 80 percent to

50 percent.
I believe that there has already been economic dislocation within

the industry. In total candor, some laws can be attributed to the

reduction fi-om 100 percent to 80 percent, but also there is no ques-
tion that the sluggish economy which created some recessionary cy-

cles between 1987 and 1993 is also responsible.
As it relates to Treasury's assertion that not one job was lost by

reducing the deductibility from 100 percent to 80 percent, I have
to tell you, without blaming any single factor, that our union from

January 1987 to February 1993 has suffered a loss of 30,000 to

35,000 members. This loss is predicated on an average membership
throughout the country between 300,000 and 325,000 members.
The $1 bilhon a day that travelers spend pays the salaries of

nearly 6 million Americans, making the travel industry the second
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largest employer in the country, exceeded only by the health serv-

ices industry.
Moreover, the travel industry provides a disproportionate num-

ber of jobs for the traditionally disadvantaged in tins country. Afri-

can Americans, Hispanics and women comprise a major part of our

industry.
Since most objective analysts agree that the drastic cut from 80

percent to 50 percent would lead to a considerable drop in

consumer spending, if we put it in today's terms, we would be talk-

ing about $3.5 billion in lost business revenue.
A reduction of expenditures of this magnitude would directly

translate to a job loss of between 50,000 to 160,000 and roughly a

quarter of that would be our union.
So what is the problem? Well, the problem is perception. I talked

to many of you and your colleagues and we talked on the House
side. The merits are fine, but it is the perception. Now the base

closings issue, most members I have spoken with can enumerate at
the drop of a hat, this is a jobs issue because we will lose boiler-

makers, steamfitters, pipefitters, right on down the line. Critical,
it is a jobs issue.

What about the waiters and waitresses and bartenders? It is a

phony issue. It is a fat cat inside the beltway. Well, I am sorry, we
disagree strongly with that perception. They might try telling that
to workers in the real world who needs jobs to provide for their
livelihood and that of their families.

Before the Sheraton Chicago opened last year there were ap-
proximately 5,000 people w£iiting in line in freezing temperatures
to be interviewed for jobs that numbered between 500 to 1,000.
This response touched a national nerve and was widely reported by
most of the major media across the country.
So apparently there are still a large number of people who desire

to work in our industry despite the administration's contention
that these are "dead-end career jobs."
On behalf of our General President I want to let this committee

and all the members of Congress know how terribly proud we are
to have the privilege of representing these people every day. Of
course, we do not represent policy wonks so that might be our prob-
lem.

With the greatest of respect, because of the impact it would have
on the livelihood of so many people, both within our union and
without, I would urge this committee to consider rejecting the pro-
posal and dropping it from the economic package, just as the Con-
gress is likely to do with the investment tax credit.

We hope that an amelioration can be reached in this issue with
an enlightened Congress, and that we can roll up our sleeves and
help get the necessary votes needed to pass £in economic package
that will truly help a nation, which is in much disrepair, and truly
in need of a legitimate moral boost.
You can do nothing that is more important for the tourism indus-

try and its workers than to provide a healthy economy for our
country.
Thank you for your time and attention. I would be happy to an-

swer any questions you may have.
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The Chairman. Thank you, Mr. Juliano. I take it it is your view
that poUcy wonks send out for their pizza. Is that it? They do not

actually go to restaurants.
Mr. Juliano. That is correct.

The Chairman. Mr. Wachtel?

STATEMENT OF GEORGE A. WACHTEL, DIRECTOR, RESEARCH
AND GOVERNMENT RELATIONS, THE LEAGUE OF AMERICAN
THEATRES AND PRODUCERS, NEW YORK, NY
Mr. Wachtel. Thank you, Mr. Chairman, Senators Packwood,

Bradley, and Breaux. I am honored to be here this morning.
I am the director of research and government relations for the

League of American Theatres and Producers, which is a national
trade association for broadway theatre.

I represent not only the League, however, but the Actors Equity
Association, which is a 36,000 member union for actors; the Inter-

national Alliance of Theatrical Stage Employees, a 75,000 member
union of primarily stage hands and other stage employees; the

League of Resident Theatres, which are non-profit professional the-

atres; and the National Alliance of Music Theatres.
Now what many people may not know is that while about 8 mil-

lion people a year attend Broadway shows in New York, another
20 milUon see them in over 100 cities nationwide. And an addi-
tional 16 million people attend non-profit professional theatre; and
an additionsd 10 million people attend other regional musical thea-
tre and dinner theatre throughout the United States. So the total

professional theatre attendance each year exceeds 50 million peo-
ple.
What does all this theatre attendance mean? First, it means the-

atre and performing arts generate jobs. Jobs not just because of the
direct employment of the theatres or the performing arts center,
but jobs fi"om all the businesses that support theatre activity.
When a theater goer goes out, he inevitably will eat in a res-

taurant, frequently stay in a hotel, use public or private transpor-
tation, and shop for retail goods.

I found this past week when I happened to be in Oklahoma City
where there was an arts festival. Then on Monday I was in New
Orleans after the jazz festivsd and I found myself a local consumer.
The sale of retail goods in markets to go £dong with tourism and
tourist travel is something that I think has not been properly eval-

uated.

Second, where do these jobs take place? They take place pri-

marily in and around urban centers where socially and economi-

cally these jobs are most important today.
Aiid thirdly, how does the theatre make a contribution that isn't

often thought about? The fact is that commercial theatre creates a
favorable balance of payments by licensing the rights for produc-
tions in other countries and by touring English language produc-
tions.

For example, the third national company of Les Miserables is

going to go to Singapore in 1994. It is going to take 81 American
actors £ind other stage people with them and it is going to play to

over 150,000 Singaporeans and luring all that income back to the
United States.



92

At the conclusion of my comments—I am going to lead up to two
points. One which is, of course, to ask you to urge you to continue
the present level of tax deductibility and also to ask you to protect
the rich heritage, cultural diversity and economic stimulus that the
arts provide.
Now a little about the arts in general. Nearly half of the Nation's

nonprofit professional theatres ended the 1991 fiscal year in the
red for an aggregate deficit of $2.8 million. The more recently re-

leased figures for the 1992 fiscal year, that deficit more than dou-

bled, to $6.5 milhon. And over the past 5 years 25 nonprofit profes-
sional theatres have closed.

Now the Broadway theatre is different. The Broadway theatre re-

ceives no subsidy, no contributions, nor does it receive any broad-
cast revenues as do sports teams. It is virtually 100 percent de-

pendent on ticket sales for its income.
The result of all this is that fewer new shows are being produced

every year. In 1980-81 there were 60 productions on Broadway and
in the 1991 season there were only 28. And Broadway theatre pays
municipsd, State and Federal taxes.
The theatre and performing arts budgets as you know are ex-

tremely labor intensive, 62 percent of every doUar of theatre ex-

penditures on Broadway goes for labor or royalties.
Now the question today is, what will be the income loss from the

reduction of the business entertainment deduction. There are

roughly 20 shows playing on Broadway at any given time. But only
a handful are outright hits. You know their names—Phantom of
the Opera, Les Miserables, and others. But most shows, most
shows, have runs and they rarely, they rarely, maybe one out of
five times, pay back the initial investment on their show.
Sometimes they run for an extended period of time. They con-

tinue to employ actors. They bring in audience. They create spend-
ing in the urban area. But they are not financially successful.
These are the shows that we are really concerned about.

In fact, about a third of the shows currently on Broadway would
cease to exist, I believe, if this entertainment deduction went from
80 to 50 percent. The economics are very straightforward. If a show
brings in maybe $400,000 a week, and let us say it costs on aver-

age $405,000 or $410,000 a week, if you dropped out 6 percent of
their income, they would be forced to close.

The 6 percent of their income is what we calculate on average
would be the impact of this biU based on a reduction in spending
of business entertainment of 30 percent applied by the current tax
rates.

The result of shows closing means lost jobs
—lost jobs for actors,

musicians, stagehands, ushers, and ticket takers, wardrobe person-
nel, hairdressers, box office treasurers—I am only reading the list

to give you an idea of the extent to the diversity of the people who
do work in the theatre and the ancillary businesses that support
it.

The losses do not stop there. The theatre goers, as I mentioned
before, they dine out. They travel to their destinations—49 percent
of the people in New York visit from elsewhere in the United
States £uid other countries. They shop at retail stores and they
consume other entertainment.
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The Chairman. Please, finish your statement.
Mr. Wachtel. Thank you.
The Treasury Department has estimated that the impact of the

reduction in the business meals and entertainment deduction from
80 to 50 percent at, I believe, in the order of $16 billion.

Our industry data suggests that ticket sales for theatre and
other performing arts nationwide only accounted for 1.1 percent of
that total. The point is, it is small in the big picture, but it would
be decidedly hurt.
The total sales for the theatre and performing arts in America

is estimated at $1.8 billion. We estimate that over the life of the
entire projection, the impact on the Treasury would only be on the
order of $150 million; and this gain would be offset by losses in
Federal income t£ix revenues owing from people who have lost jobs
in the arts industry as well as from employees of businesses which
rely on the arts to general income, the restaurants, the hotels,

transportation and retail stores.

So as I said I would lead up, I again urge you to continue the

present level of tax deductibility to protect the rich heritage, cul-

tural diversity and economic stimulus that the arts provide.
Thank you very much.
The Chairman. Thank you, Mr. Wachtel.
[The prepared statement of Mr. Wachtel appears in the appen-

dix.]

The Chairman. And now to wrap up the panel, Robert Mclntyre
of the Citizens for Tax Justice.

STATEMENT OF ROBERT S. McINTYRE, DIRECTOR, CITIZENS
FOR TAX JUSTICE, WASHINGTON, DC

Mr. McIntyre. Thank you, Mr. Chairman. Boy, it is a friendlier

looking committee than it used to be. I must say I am glad to be
here, glad to see you here. I have a handout, by the way, that ac-

companies my testimony.
The Chairman. The Committee on Finance appears to be friend-

ly. We may have to reconfigure our collective means.
Mr. McIntyre. If we cannot be friendly talking about business

lunches, what could we be friendly over, right?
I want to make one comment about the previous panel if I could.

I was on Fred Bergsten's Competitiveness Council's Subcouncil on
Capital Formation and we had endless meetings in New York and
here in Washington with distinguished people.

I recall during all of those meetings that not a single one of those

distinguished people thought the investment tax credit was a good
idea. So Fred did not get that from his capited formation advisors.
The issue before you today in this second panel, at least from an

analytical point of view, is a fairly simple one. In terms of business

meals, you first have to ask yourself: does it make tax policy sense?
Does allowing people to deduct the cost of their eating and drinking
and recreation better measure their ability to pay taxes?
Now if it is a legitimate deduction, that would end the discus-

sion. But we have not heard any talk about that today from any
of the panelists, perhaps because it is almost impossible to defend
a deduction for these kinds of personal expenses in terms of ability
to pay and in terms of measuring net income.
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What we have heard about today instead is a lot about jobs. Peo-

ple have argued that this $10 billion a year subsidy for meals and
entertainment makes sense as a government spending program.
They say that we need to continue to buy lunches, buy golf, buy
drinks, buy hockey tickets and football tickets for generally very
well off people because it creates jobs for football players and res-

taurant workers and actors and others in the economy.
Well, first of all, we could subsidize an3rthing to create jobs under

that argument. We could buy people jewelry. That would create

jobs in my hometown where they make it. We could buy people

yachts. We could buy people all lands of things that I assume cre-

ate jobs in those industries. But we do not do it.

The Chairman. No, no. Hold it.

Mr. McIntyre. As I am sure Senator Chafee would agree, it

would be nuts to be going around buying Americans yachts—de-

spite the fact that the industry is a great one.

The Chairman. Mr. McIntyre, we have not done it yet. It de-

pends on how Senator Chafee looks upon the entire proposition.
Mr. McIntyre. Now, perhaps we do think highly of encouraging

people to buy these particular items—^you know, alcohol and fancy
meals and hockey tickets and so forth.

But what is going to happen if this deduction is scaled back? I

think you should eliminate it entirely. The Clinton administration

says you should scale it back a Uttle bit, a little less than half as

much, by the way, as you scaled it back in 1986. That is what my
handout illustrates.

What would happen if this deduction is eliminated or scaled back

sHghtly? Well, there are two possibihties. First of all, people may
just go on doing what they have been doing. They will still eat.

They will still go to the theatre. They will still go to hockey games.
They will still play golf. And not much will change. That is our ex-

perience after the much larger cutbacks in 1986. Not much hap-
pened.

Well, what about the alternative scenario? Suppose all of a sud-

den that the smaller change this time has a major impact. As a re-

sult, people now are skinnier. They spend less time at hockey
games. They do less of some of these other activities. But what are

they going to do with the money they no longer spend on these

things? Well, they are going to spend it on something else, which
is going to create jobs somewhere else.

That is why all people who have seriously analyzed this have
said there is no impact on jobs. There is probably not any impact
on jobs in the industries affected, but if there is, those jobs will be

replaced perhaps—by better jobs at better wages.
Now, of course, there may well be transition issues. We see that

in the defense cuts. Whenever the government makes a major
change in something—this is a minor one reaUy, but any change—
we have to worry about the transition. If, in fact, some people are

dislocated, we should worry about that.

That is why it is part of the defense cuts that the President has

proposed, he is talking a lot about retraining and relocation. I

think it is a very good thing. But you cannot let the transition is-

sues overwhelm you. Otherwise, you would never be able to change
policy.
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Now I would suggest here that you wipe this thing out entirely,
and phase it out, say at 20 percent a year for the next 4 years. It

is a subsidy that does not make sense, that the rest of us should
not be paying for.

If you instead adopt the President's plan, it is so trivial, half of
the 1986 change, I do not think you need a transition.

So we support the President's proposal as a step in the right di-

rection. We think you should go much further. We believe this sub-

sidy is one whose time has come to be ended and that any argu-
ment made for it just cannot stand up to analysis.
The Chairman. Thank you, Mr. Mclntyre.
[The prepared statement of Mr. Mclntyre appears in the appen-

dix.]

The Chairman. And thank you all. We have time for questions.
We turn first to Senator Packwood.

Senator Packwood. Thank you, Mr. Chairman.
Let me address this to Mr. Berman and Bob Juliano. You heard

what Mortimer Caplin said about the perception of the public and
the perception of the public they see on meals and entertainment
is gross pigging out. That is what they have in their minds.

I was intrigued with your figures, Mr. Berman. A drop in busi-
ness meals affects more than fine dining restaurants. Low to mod-
erately priced table service restaurants are the most popular type
of restaurants for business meals. Seventy-eight percent of busi-
ness lunches and 50 percent of dinners occur at these establish-
ments. The average amount spent on a business meal per person—
$9.39 for lunch; and $19.58 for dinner.

If we had to have this kind of a limitation, would it make sense
to change it to a per diem limit rather than a percentage limit. Say
you cannot deduct more than $15 for a lunch and $25 for dinner?
But if you want to take 10 people, you can deduct $250. But do it

on that basis rather than a percentage basis, which would take
care of most of the lunches and dinners you describe and eliminate
a perception problem of the absolute pigging out kind of dinner
that frankly many of us have experienced.
Mr. Juliano. We would be happy to go along with that, if you

applied the same cap to furniture and depreciation and advertising
and so many of the other issues that Mr. Mclnt3rre did not address,
that are considered legitimate business deductions.
So if you treat us as fairly as the rest of them, we would be de-

hghted. Senator. I think they ought to drop tons of deductibility to

80 percent, you know, as costs of doing business.

Sincerely, he is right on one point, which I must be slipping to

say that he is even right on one point, but I have to say that the

problem is, we have gotten away from the real issue which is it is

either a legitimate business deduction or it is not. And he is right
on that, sincerely.

If somebody is faking, it should be zero. If it is a legitimate busi-
ness deduction, it should be treated accordingly. We are trjdng to

come up with figures just to raise revenue.
Senator Packwood. I do not want to give the slightest perception

that I like the President's tax program at all.

Mr. Juliano. Thank you.
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Senator Packwood. And so when I ask my question, I do not

want people to think, well, you know, maybe he is going to support
it.

Mr. JULIANO. It is tough because what happens is, you would end

up with regional warfare because you would be saying to

people
Senator Packwood. I want to come back to the jobs issue in the

restaurant industry.
Mr. JULIANO. All right.
Senator Packwood. This does not address the theatre problem.

It is a totally different issue in my mind.
Would we solve the jobs problem, or at least alleviate it tremen-

dously, with a per diem limit rather than a percentage limit?

Mr. Berman. Senator, I am the operator of a single-unit res-

taurant. In this I am non-partisan. I am neither a Republican, nor
am I a Democrat. Mr, Clinton is my President and I am a citizen

here to represent the circumstances that tens of thousands of res-

taurateurs find themselves in.

There is in our world, at the very basic level where all of these

policies that trickle down end up in our businesses and we have to

deal with, no difference between the contractor or the traveling
salesman or the small businessman using this as a legitimate mar-

keting tool to do business than larger companies spending dollars

on advertising or on other marketing expenses.
Seventy percent of the people who use this deduction earn less

than $50,000 a year; 9 percent earn less than $35,000 a year.
I am intimately acquainted with the affects of the policies made

here on Capitol Hill on my business. The burden that I bear now,
the potential burdens that are on the table right now, have turned

people in my industry into desperate and frightened people. We
met yesterday with 300 restaurateurs from across the country.
For example, we have a value-added tax, an energy tax, a mini-

mum wage tax
Senator Packwood. Can I interrupt for just a moment? What is

the answer to my question?
Mr. Herman. The answer to your question is, that I am not in

a situation where I could understand the difference between a per
diem and a deduction for a promotionsd or an advertising expense.
That is not my area of expertise.

I am here to testify on the behalf of restaurateurs about the im-

pact.
Senator Packwood. I do not want you to testify on this. I want

to know what this will do to restaurateurs. To give you an example,
we are going to make a decision sooner or later, I take it, to get
rid of business deductions for all club dues. It has been spent a half

a dozen times on a half a dozen different things.
We are going to make a policy decision that not enough business

is justifiably done to justify a club dues exception in private clubs.

Now the private clubs are going to argue jobs. They are going to

argue we employ low income people, sort of the same argument the
restaursints make.

I am trying to find out what the affect will be on restaurants,
not does it legitimately deduct 100 percent of an advertising cost

or 100 percent of a $10,000 painting. If it is limited to a per diem
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that is significantly higher than what the average is of the average
person who goes to the average restaurants, which appears to be
the overwhelming bulk of the people who take these expenses.
Mr. Berman. Again, I do not know the answer to that question

honestly. I would address that to Mr. Juliano.
Mr. Juliano. All it does is, it would pit one group of Senators

on the committee against the other.
Senator Packwood. I do not follow you, Bob.
Mr. Juliano. He'd be having a legitimate business meal and

couch it in those terms, and merely by dent of where you are hav-

ing it geographically, one people would gain and the other would
lose.

Senator PACKWOOD. I do not follow you.
Mr. McIntyre. He means the prices are more in New York than

they are in Des Moines.
Mr, Juliano. You know, in different cities.

Senator Packwood. Oh, all right, that part.
Mr. Juliano. Prices vary.
Senator Packwood. It costs more to eat in New York than it

does in Keo Cacao.
Mr. McIntyre. Better urban areas would be
Senator Packwood. I would question that.

The Chairman. You would; I wouldn't. [Laughter.]
Senator Packwood. Thank you, Mr. Chairman.
The Chairman. Check Gourmet Magazine and see what they

have to say about it.

Senator Bradley?
Senator Bradley. Thank you very much, Mr. Chairman.
I just have two questions. One is for Mr. Berman. You said some-

thing in your testimony that I do not know if I heard it right.

Maybe you could tell me. You said that on a burger that costs $5
that your profit margin is 20 cents?
Mr. Berman. That is correct. In the State of Maryland, the aver-

age profit is 3.9 percent of gross sales. The retail sales tax, for ex-

ample, in Maryland is 5 percent. Out of the gate, there is a 1-per-
cent revenue benefit to the State more than the owner.

Senator Bradley. So you only make 20 cents a burger?
Mr. Berman. That is correct. That is the circumstances we find

the industry in and that is why I am here to represent the industry
today. Because I do serve the cheeseburgers; Suzetta cooks the

cheeseburgers that I serve.

Senator Bradley. How many burgers did you serve last year?
Mr. Berman. Nowhere near 150,000, candidly. I bought a busi-

ness 4V2 years ago that was $300,000 a year. We are getting close

to $1 million a year in sales. My goal, my ambition, is to become
a multi-unit operator.
And I have to explain to you how extraordinarily difficult and

burdensome it has become to try and retain enough capitad because
restaurants are on the bottom of the lending list of Einy credit insti-

tution. In order to grow, I am here to participate.
Senator Bradley. So you made about, what, $30,000?
Mr. Berman. I have three partners as well. There are four of us.

The income that I make is well below the target that Mr. Clinton
has addressed, set for middle class taxation.
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I think you should understand also that the vast majority of

these food service operations, almost three-quarters, are single-unit

operations. So our income is derived directly from the profits of the
store. In effect, everyone gets paid first.

Senator Bradley. Thank you very much.
The Chairman. Thank you.
Senator Breaux?
Senator Breaux. I think I would love your restaurant. Rock and

roll and hamburgers. It has a great theme. Has the President been
there yet? [Laughter.]
Mr. Berman. I actually did send him a letter and I did put a

postscript on it. I did not mean to be flip. But we did ask him to

drop by if he was in the area and hungry.
Senator Breaux. He might have to jog out to Rockville and tour

your place.

Well, I appreciate everybody's testimony. One of the things that

your testimony really touches on, Mr. Berman, is we did this once
before and you cite a study in your testimony that says—was com-
missioned—no, it was Mr. JuUano who cited a study that was done
back in

Mr. JULIANO. 1977.

Senator Breaux. 1977?
Mr. JULIANO. Yes.
Senator Breaux. That study predicted a significant loss in busi-

ness expenditure should we decrease the deductibility. But we did.

And it is my understanding, and I am tr5dng to be on your side on
this issue, that when we did it before that that did not happen.
That restaurants increased their sales, increased the number of

people who went to restaurants; and, in fact, really had a very good
solid growth period.

Now, obviously, a lot of things affect that. But when we did re-

duce the deduction from 100 percent to 80 percent, restaurants did
better. You have a study that says if we made that change, res-

taurants would not do better. But the facts are, they did better.

Mr. JULIANO. I cannot theorize like some of the people have men-
tioned earher. From January of 1987, Senator, until February of

1993, we have lost 30,000 to 35,000 members.
Senator Breaux. These are your union members though.
Mr. JULIANO. I am not pi:dling the figure out of the air, you

know.
Senator Breaux. But that is your union members. That is not

necessarily all restaurant employees.
Mr. JULIANO. We represent a quarter of that segment of the in-

dustry. So you can extrapolate that figure to say how many more
jobs are lost.

Now has there been growth in the industry? You bet. You know
where? Fast food. Some people neglect to mention that that is not
part of this deducibiUty issue. Have there been more jobs created?
Sure, fast food, not the deductibility issue.
Senator Packwood. You mean not many people go to those res-

taurants for business meals that they deduct?
Mr. JULIANO. Not that I am aware of, Senator.
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Senator Breaux. We are talking about the growth in the busi-
ness. I think Mr. Juliano said yes, it has been in all the fast food
restaurguits.

Mr. Herman. If I might add, the growth statistic could perhaps
be misleading. Close to nine out of 10 restaurants fail in the first

5 years of operation in my segment of the business.
So while you may have people opening and closing restaurants,

leading to sales figures that look like they are improving, really we
have people who get into my industry who do not understand the

impact of all the different things it takes to turn a profit and the
failure rate is extraordinary.

Senator Breaux. But as I understand, too, under the proposal,
I would say to my colleagues, that apparently you still would be
able to deduct travel, you would still be able to deduct lodging. It

would be interesting to see if the big hotels all of a sudden just
make a package dead for lodging which includes meals so you can
deduct the whole thing.
There are going to be 1,000 ways to get around this. You stay

at the Hyatt over the weekend and the room rate is $300. It in-

cludes breakfast, lunch and dinner. Just deduct the whole thing
that way. But you cannot do that. Chip.
Mr. Berman. No, I cannot. And I might add, the majority of peo-

ple who use this are smaller people who do not have the sophistica-
tion to figure out how to fool the system.

Senator Breaux. Let me ask another thing. I introduced the bill

last year and have introduced it again this year, S. 573, rescinding
the FICA tip tax credit, which is aimed at putting actual dollars

in the hands of the restaurant owner. This deduction reduction
does not do that. That proposal helps your customers go to your
restaurant more.
How do you feel about the FICA tip tax legislation?
Mr. Berman. If I may, the FICA tip tax is a payroll tax on non-

payroll dollars. A tip is a relationship between a customer and a
server. They make declaration and we pay a full 100 percent on
that amount.
Yet in terms of wages, we are only allowed a 50 percent credit.

So within the Code, in terms of taxes it is 100 percent, but in terms
of wages back for the business it is 50 percent, and resolving that

discrepancy would obviously have a positive affect on the industry
in general.
Senator Breaux. Do you have any idea how much that would

mean for your business?
Mr. Berman. I estimate to pay this year $5,400 in FICA taxes

on tips. And again, those are net dollars. In effect, that is an in-

come tax to my partners and me directly because the money has
to flow through the business before I ever see it.

Senator Breaux. So if you have a smsdl business, that is a real

problem for you because you are paying taxes on wages that you
are not paying, which is not right.
The Chairman. You are pajdng taxes whether you have profit or

not.

Senator Breaux. Yes. And you do not control the tips.
Mr. Berman. And I might add, if the IRS comes back to audit

your people a few years down the road, you can be held liable if
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they undeclared their tips as well. So it makes it extraordinarily

difficult to plan or to understand the impact.
Senator Breaux. Thank you, Mr. Chairman.
The Chairman. Thank you, Senator Breaux.

Senator Chafee, we would like to hear more of your views. We
are considering deducting yachts and jewelry under the business

expense and perhaps you want to talk more about it.

Senator Chafee. Well, Mr. Chairman, as you know, I am very,

very careful not to use the word yacht.
The Chairman. Boat. Small boat. Small craft.

Senator Chafee. Let me start off, Mr. Chairman, by saying Mr.

Mclntyre, as perhaps he pointed out is from my State. He and his

family and they are very distinguished. Not now, but I imagine you
were bom there, weren't you. Bob?
Mr. McIntyre. Just across the line in Massachusetts. But my in-

laws live in Rhode Island. So it is close enough.
Senator Chafee. I knew his father, a very distinguished gen-

tleman in our area.

I must say that I am troubled by the President's proposal. I know
Mr. Mclntyre's arguments and I think we can give Mr. Mclntyre
a lot of credit for what we did in 1986. The documents he brought

forward and the research he did was certainly a big boost for us.

However, we go down these trails in thinking we are going to get

the rich guy and we pick up a lot of people we did not expect to

hit. I will harken back again to that so-called luxury tax on boats.

We did not get the millionaire. They got off scot free. They bought
boats in Europe and keep them down in the Caribbean and go

down there and see them. They are very happy.
All we did was hit a lot of people who work in the boatyards, lay-

ing up the fiberglass and making the sails and making the winches

and halyards and all the items that go into m£iking a boat.

So what these gentlemen are saying, Mr. Juliano and others, is

true. The people who work for these restaureints are low-income in-

dividuals who are getting started as Mr. Berman pointed out. I was

not here when he introduced some of the folks that work with him.

The Chairman. Ms. Harrison.

Senator Chafee. So I think we have to tread very carefully. The

proposal that Senator Packwood made, seems to me to have some

merit. As I understand the present system, if I go in and host a

banquet, costing $500 for some business guests, I can deduct 80

percent of the entire bill. Is that correct, Mr. JuUano?
Mr. Juliano. Right.
Senator Chafee. And somehow that does gall a httle bit. Why

should the taxpayer help pay for me Uving so high on the hog? At

the same time, we have a mileage deduction in automobile travel,

whatever it is, 24.5 cents a mile or whatever. But it is not unlim-

ited.

If you go out and you drive a Mercedes that gulps gas or diesel

fuel and the depreciation is way higher than 24.5 cents, whatever

the figure is, you cannot take it. So what about the approach sug-

gested, mentioned by Senator Packwood. Mr. JuUano, what do you

say to that? Whatever the sum is.
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Mr. JuLiANO. There is a provision in the Code already that refers

to lavish and extravagant, and if it does not meet that test, you
know, deductibility would be questioned.
Mr. McIntyre. In fact, Mr. Chafee, the way it works now is that

it CEin't be too lavish, as Bob pointed out, which means you cannot

spend more than $1,000 per person per meal, but it has to be lav-

ish enough that it is more than you would normally spend. So it

has to be somewhat lavish, but not too lavish. That is the current
law on meeds according to the 7th Circuit.

Mr. JULIANO. Forgive me, I represent working people, not tax
books. But the result is, there are not any $500 banquets, nor are
there any $1,000 bzuiquets. That is absolutely ludicrous. But there
are conventions and trade shows that go to every major urban cen-

ter in America that provide thousands of jobs not only in our indus-

try, but in other industries that affect the whole city.

So that is what we are talking about. I mean, the provisions are

there. There was a question about compliance, Mr. Chairman, in

1985 and 1986. We advanced the concept of tightening up the Code.
The committee thought it was a great idea and said you have to

limit it. It has to be directly related to your specific trade or busi-

ness. We are the ones that did it.

So why are we dropping 100 to 80? We need revenue. I do not
want to insult you that it is not good tax policy, but how can you
say it is the same tax policy if you are saying advertising deduct-

ibility 100 percent, you know, fiimiture, 100 percent. It is legiti-

mate. Now the term is legitimate business-related and entertain-

ment expense is 80 percent. Now they say drop it to zero. Right,
because it is not legitimate.

Senator Chafee. I think the points you make are all strong ones
about why pick on meals and what is lavish. I suspect if you go
to a banquet that the Capitol Hilton could well cost $70 an individ-

ual.

I do not know, Mr. Chairman. I guess my basic view is we ought
to be very cautious. You know a lot more about this than I do, com-

ing from where you do. But in our State we are, like so many
States, a tourist State and we want to be cautious because it is £if-

fecting a lot of individuals.

The Chairman. We very much agree. I want to say to Mr.
Juligino first of aU, do not feel that you are insulting this committee

by telling us something is bad tax policy. People come before us
and say things are bad tax policy all the time. If you think so, say
so. We need to know.

I want to tell Mr. Wachtel we are very much aware of the issues

you deal with. I mean, there are 35,000 members of Actors Equity,
which maybe 3,000 have a job at this moment. I think that is about

average.
In my youth I benefited from a tax-free provision, a cost-fi*ee pro-

vision, in Broadway shows. We used to live on 11th Avenue and
42nd Street, and I would go over as a kid and watch the third act,

walk in with the third act, get up in the top row. Nobody bothered

you. Seats were half empty in the third. I have seen the third act

of more great plays. [Laughter.]
I never figured out how they began, but I know how they ended.
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You are very right about the whole decUne in deductions. This

speaks to the culture as much as to the economy.
Mr. Wachtel. May I also say that unless the show, at least how

it exists today, unless the show proves itself initially on Broadway,
the opportunity for touring rarely exists.

The Chairman. It will not get to Ossacaw.
Mr. Wachtel. It not only does not get to Ossacaw. It does not

get to New Orleans; it does not get to Providence; it does not get
to Chicago.
Senator Chafee. I suppose, Mr. Chairman, that in the theatre

realm we think that in other nations there are outright subsidies.

Now I do not know whether there is in Great Britain. Certainly
there is in the opera in the other nations. Federal subsidies, cor-

rect, a very significant amount.

However, I suppose others could say, Mr. Mclntyre could say,
with some legitimacy that this is indirect subsidy to make it de-

ductibility. Is it 100 percent deductible?

Mr. Wachtel. No, it is 80 percent since 1986.

Senator Chafee. That falls under the entertainment realm.

The Chairman. Yes, our problem in these matters is that it is

not different than the problem in health. It is what is called

Bohmo's Disease by economists. William Bohmo, is a professor of

economics at NYU, Princeton. He and his wife are opera fans.

In the 1960's he got interested, in why the Metropolitan Opera
was sJways broke and why the orchestra was always on strike. He
was curious, why, since we all love it so.

He came up with this very important proposition, which he calls

cost disease, his profession in a tribute to him calls it Bohmo's Dis-

ease, which is that at different levels, different sectors of the econ-

omy are subject to different rates of productivity growth and some

very httle.

The restaurant industry would be a wonderful example. It takes

as much time to serve a plate of oysters in a restaurant in 1893
as it does in 1993. His example would be that a Mozart quartet in

1780 required four persons, four stringed orchestras and 43 min-

utes. Two centuries ago by it still takes four persons, four stringed
orchestras and 43 minutes.

If you play the Minute Waltz in 50 seconds, it is just not the

same. And in Shakespeare's day there is a very interesting thing.
Bohmo found that real wages in England went down from the

Black Death of the 13th century—went down, down, down. Real

wages not get back to their 13th Century level until the late 19th

century; and the real bottom was in Shakespeare's day. And you
could make money out of a play that ran 10 nights in the Globe
Theatre. That is why Shsikespeare could have 37 plays produced in

his life time.
A playwright today, it takes a year to get your money back in

Broadway.
Mr. Wachtel. Much more sometimes for a musical.
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The Chairman. For a musical even more. This is something, you
know, that you could explain. It is not perversity and it is not peo-
ple misbehaving. It is just the way. A doctor looking at a well baby
today is going to take 18 minutes to do so, going to look at it, move
its fingers and check its eyes, and that is about what it took 50

years ago and it is different from what it takes to produce steel.

So we are sensitive. We know about these things. We also know
about our deficit.

We thank you very much for coming. Ms. Harrison, it was nice
of you to come down. We are very much aware of your concerns and
they are legitimate. Thank you all.

[Whereupon, at 11:50 a.m., the hearing was adjourned.]
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OPENING STATEMENT OF HON. DANIEL PATRICK MOYNIHAN,
A U.S. SENATOR FROM NEW YORK, CHAIRMAN, COMMITTEE
ON FINANCE
The Chairman. Good morning. Welcome panelists. You are here

today to give testimony on the administration's foreign tax propos-
als and other tax matters.

Senator Packwood, two of the witnesses you requested. Would

you like to welcome them?
Senator Packwood. Welcome.
The Chairman. Senator Bums, welcome and we look forward to

many such occasions.

STATEMENT OF HON. CONRAD BURNS, A U.S. SENATOR FROM
MONTANA

Senator Burns. Mr. Chairmgin and members of the committee, I

thank you very much for allowing me this privilege of appearing
before you on part of the situation we find ourselves in that is very
near and dear to all of us, especially in the business of agriculture,
and not being too parochial, but I mean the whole industry as it

is today.
The production of food and fiber, Mr. Chairman, energy is at the

very base of every level of production, level of process and, of

(105)
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course, the level of distribution in this country. Energy is the life

blood of this country. This Nation runs on the ability to be mobile.

No other country in the world can match our diversity and the
use of technology to sustain a standard of Uving that we have be-

came and we are starting to enjoy it.

According to the Congressional OfRce of Technology Assessment,
30 percent of the Nation's total energy is consumed by manufactur-

ing plants, by mines, by farms, and by construction firms.

The President has put forth an economic blueprint that he feels

will reduce the deficit as well as address the areas of need. I am
pleased that the President has focused his attention on the deficit

and is incumbent on each and every one of us in this Congress to

work with him to attain the goals that he wants to attain. I con-

gratulate him for confronting this problem.
However, in my view, the package may not help to reduce the

deficit as much as we would like, plus it would have a profound
negative impact on this business of agriculture £uid in more par-

ticular, to be more parochial, on my State of Montana.
Our top three industries are agriculture, mining and tourism.

And all would be adversely affected under the President's proposal
and specifically under the energy tax. President Clinton's energy
tax would rgiise $71.4 billion in the next 5 years.
However, this tax is not exactly fair to all Americans. I think

that is what we strive for here in this body, is a degree of fairness.

It will hit the Western States particularly hard, far more than any
other section of the country.
Not only do we in the west, and especially Montana, rely on en-

ergy to keep our homes warm during colder winters or longer
months or longer winters, we also drive longer distances just to do
our job. But our major industries rely heavily on energy.
For these reasons and others, I ask the committee to consider an

off-road motor fuel tax exemption amendment. Mr. Chairman, in

1991 farmers and others consumed 1.4 billion gallons in gasoline,
some 2.8 billion gallons in diesel fuel in off-road uses, such as our
farm machinery and operating our farms and ranches.

Mr. Chairman, nobody has to tell you, and I think you under-
stand it as well as anybody that I know in our conversation, that

farmers are price takers. They cannot pass price increases along to

the ultimate consumer of food. If the price of input goes up, they,
the farmers, absorb that cost.

And what we have to remember is, consumers in this country
dictate food prices through the food processing industry. Add this

tax to farmers and you run the risk of destroying the food chain
at its very base. I have often said that farmers and agriculture, we
sell wholesale; we buy retail; and we pay the freight both ways.
The affects on agriculture would be devastating. And I could go

on and address the proposed tax it would have on industry related

to coal production, oil production and, of course, hydroelectric

power. In States where we are energy producers and we are high
energy users, we get hit doubly hard.

I want to emphasize my concern over the affect of apply the en-

ergy tax consumed as a part of the manufacturing production proc-
ess. I am referring to the manufacturing process that utilize energy
sources one of two ways—as a raw material that is transformed
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into a product, or as a direct input to Eiffect a chemical or physical
change that turns the raw material into a finished product.

In either case, we would be taxing the basic feed stock utilized
in the production process that may not be only able to be rede-

signed at great difficulty or at great expense or even possible at all.

But one last area that has not been given enough consideration
in this debate on how this tax will affect small business, which
comprise 98 percent of my businesses in the State of Montana. As
a State, Montana has started to take hold of export opportunities
that will incur because the energy tax will increase the vulner-

abiUty of small business in foreign competition. The energy tax will

reduce American business's international competitiveness and re-

duce economic recovery and increase unemployment.
The energy tax as it is put forth in this plan is a regressive tax

to the Western States and will result in less production and, there-

fore, less economic activity. The less there is in growth, the greater
loss in future tax revenue. We lose on both ends of the formula the
President has recommended to deal with the deficit spending situa-

tion that we find ourselves in.

Mr. Chairman, on my amendment, I would seriously ask that the
committee take a look at off-road exemptions while you are dealing
with this monumentsd task that you have to deal with. I under-
stand your situation, too.

What we are asking for is fairness, just fairness. I thank you,
Mr. Chairman. And I would answer any questions or try to answer
any questions that you might have at this time.

The Chairman. Well, we thank you, sir. That was a very graphic
presentation. I have, of course, heard you before make that power-
ful point that the farmers are price takers. That issue would define
much of American poUtics in the latter part of the 19th century.
What do you do about that and the organization of the railroads
which took the farm produce in the high plains back east?
As you know, on our committee your views are well represented.

The ranking Democrat member, your colleague and ours, is Senator

Baucus, from Montana. We have a representative Senator from

your neighbors. North Dakota and South Dakota. I would not imag-
ine, apart from the Agriculture Committee itself, that you are bet-

ter represented anywhere else in the Senate than on the Finance
Committee.

I will first ask Senator Packwood.
Senator Packwood. I have a couple quick questions. Senator.

Last week a fellow named Bill Drummond appeared from the Pub-
lic Power Council in the Northwest. He was estimating increases
in the northwest zind he said that Montana had the sixth highest
burden per capita. In that 30 percent above the national average,
and he attributed much of this to the impact on the use of hydro
power in Montana. Do you agree with that assessment?
Senator Burns. I would. And especially, you know, with the situ-

ation that we have out there now, and, of course, some of that is

being encountered in the State of Oregon, we are very concerned
about our REA's and our power consumption.
We have an aluminum plant that is at Columbia Falls Montana

that employs some 700 people. And that is a very margin business
as it is right now because it is on the world market. Aluminum
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prices are not set here in the United States, but it is a world price
and that is very marginal.

I am also concerned with the treatment of hydroelectric power.
We are very high users of hydroelectric power here in the United
States but it is a world price and a very high user of hydropower
from that same grid. So I would agree with that assessment.

Senator Packwood. Second question, just comparative statistics.

Senator Conrad was talking about farm income in North Dakota
and he said his average farmer makes about $17,600 a year and
would pay $1,200 under the President's tax proposal. Is that rough-
ly equivalent to your experience in Montana?

Senator Burns. That would be, and I think that is probably the

grain farms. Of course, they are a high consumer of their machin-
ery and operation. But I would agree with that. It may cost us just
a little more in the State of Montana. But the average income of
those grain farmers and, I think, we saw a figure of around $4,000
a year when you get into the large grain farms would cost.

And yet we have to take everything and put it into perspective.
We were selling wheat in 1949 for higher prices than we are selling
wheat today. And, yes, the agriculture machine is a very efficient

machine, but we can only stand so much before it becomes very re-

gressive and we just cannot afford to produce it all.

Senator Packwood. Thank you, Mr. Chairman,
The Chairman. Thank you, sir.

Senator Baucus, you have strong views on this subject as we
know well and we respect them greatly.

OPENING STATEMENT OF HON. MAX BAUCUS, A U.S. SENATOR
FROM MONTANA

Senator Baucus. Thank you, Mr. Chairman. Mr. Chairman, first

I want to thank my colleague from Montana for joining us this

morning. He is stating a particular problem that we have in the

Rocky Mountain States, the high plain States. Namely we are nat-
ural resource States. So we are States where we have not much
manufacturing, very little manufacturing, compared with many
other States.

In fact, in the State of Montana, Mr. Chairman, about 95 percent
of our State's economy is comprised of natural resource indus-
tries—that is timber, it is mining, it is agriculture. Very little of
it is manufacturing. In fact, in our State I think only 5 percent of
the economy is manufacturing.
Tourism and recreation is becoming a growing industry. As at-

tractive as that is, it still is a very small part of our State's econ-

omy. And as a natural resource State, we find that we have certain

disadvantages.
Number one, the proposed Btu tax tends to hit us very strongly

because as a natural resource based State, certainly in agriculture
and in aluminum, those are industries that cannot pass on cost in-

creases. They have to take whatever the international market price
is.

In the case of aluminum, the London metals exchange basically
sets the price. And in addition to that, the former Soviet Union,
Russia and some other countries are dumping aluminum on the
world market with low cost to them.
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The Chairman. We have heard that.

Senator Baucus. They use it as a machine to generate hard cur-

rency for themselves and to meet other needs. American aluminum
producers face that predicament. They cannot pass on cost in-

creases.

And as the Chairman knows, power, electric power, is a very,

very high component, our largest cost component, of aluminum pro-
duction and if the Btu tax is slapped on, it obviously is disadvanta-

geous to the industry.
The same would apply for farmers. Montana farms first must

pay the Btu tax that goes into the fertilizer and raw materials that

they use. Second, the tax will increase the price of machinery that

we have to purchase. Beyond that it affects transportation. Dis-

tances are much greater for us in the Rocky Mountain west than
for other people.
So as a natural resource State, that tends to mean that our dis-

tances to markets are much greater; therefore, we pay much more

transportation costs, tax versus add-on, again to industries that are

unable to pass on cost increases.

On the other hand, obviously, I commend the President for his

efforts, very significant efforts, at deficit reduction—$500 billion

over 5 years is very significant.

Second, I commend the President for trying to promote energy
conservation as well as basic deficit reduction. The Btu tax is the
one proposal that tends to lean very much in that direction.

We only ask, Mr. Chairman—and my colleague and others made
this point—that there be geographic balance, industry balance, and
overall working in that direction. I would also note that my col-

league fi-om Montana is attempting to work in the same direction,
too. He, too, wants to work with the administration so long as the
solution is bedanced from a geographic as well as from an industry
point of view.

I thank my colleague for coming here before us.

Senator Burns. Well, I appreciate your comments, too, Senator
Baucus. I think we are at the end of the line. We originate and
work the end of the Une. So it makes for a very difficult situation

in our case.

I think as a government goes, I would footnote that we try to

make policy that one size fits all. That is pretty tough to do when
we start trying to make a farm bill work or food policy. Sometimes
one size does not fit all. There are certainly exceptions.
The Chairman. I wonder if I could, just before you leave, sir, per-

haps tell you about my role in the economic development of Mon-
tana. [Laughter.]

It is not to be laughed at. Just after the Second World War, a
bunch of fellows and I got out of the Navy and bought an old

hearse. We set out to mine gold in Alaska, but we never got any
further than Hungry Horse, Montana where they were clearing the
back water for the Hungry Horse Dam.

I got a job cutting brush on that vast area. I went to work and
I worked harder in one week than I have ever worked in my life,

before or since. And then came Saturday and it is payday and the
foreman passes out the pay. And he says, Moynihan, and I said.
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yes, sir, and he said, you are fired. I said, well, all right, but what
did I do. He said, that is just it, you did not do nothing. [Laughter.]
The Chairman. So, you know, you might remember that. That

could jaundice a fellow. But then just in the nick of time it all got
better because after awhile my best buddy and I decided we were
not going to make it out there. We just were not making it out here
in Hungry Horse. So we decided we would go back home and we
would hitch a freight car.

We went over to Kalispell and we crept down at night, down the

siding, and we found a box car and we jumped in and went right
in the back. About an hour later we heard crunch, crunch, crunch,
one of the bulldogs was coming along and he had a flashlight.

Suddenly the light flashed into our car and caught us right there.

What are you guys doing here? We are going back to New York,
sir. He says, well, you can stay here if you want, but this car is

not going to move for a month. If you want to go to New York, you
had better come with me and he put us on a car. I would still be
in Kalispell to this day if it was not for that. [Laughter.]
Senator Burns. Mr. Chairman, I appreciate that. You know, we

have all had to do hard work and your experience is most appre-
ciated here. I have always been sort of like Mark Twain about hard
work and doing. The man that picks the cat up by the tail learns
much more of the cat than one who sits and observes.

So we appreciate your experience in Montana. And I thank you,
Mr. Chairman.
The Chairman. We thank you very much, sir. You know you are

well represented on the Finance Committee.
Senator Burns. Thank you.
[The prepared statement of Senator Bums appears in the appen-

dix.]

The Chairman. Now we are going to hear the pauiel that we had
scheduled for Wednesday. It will be dealing with the questions of

the passive royalty provision, and other foreign trade aspects of the
President's proposal.
We are going to hear from Michael Boyle, who is director of taxes

with Microsoft Corp. May I say, that Bruce Hyman, who was with
Mr. Boyle on Wednesday cannot be here today, but wanted to be.

He had to be out on the west coast. He wrote me to say that.

Murray Scureman, who is vice president of government affairs

for the Amdahl Corp. Mr. Scureman, welcome. And Erik Nelson,
vice president for financial operations of Procter and Gamble. Mr.

Nelson, welcome.
Mr. Boyle, if you would proceed first. Let's see, you are going to

present Mr. Brown's testimony; is that it?

Mr. Boyle. That is correct.

The Chairman. Good. In case there is any question about your
views, this is a statement on the serious adverse impact of taxing
royalties as passive income. There are no ambiguities there.

Mr. Boyle, we welcome you.

STATEMENT OF MICHAEL P. BOYLE, DIRECTOR OF TAXES,
MICROSOFT CORP., REDMOND, WA

Mr. Boyle. Thank you, Mr. Chairman. I am Mike Boyle and I

am director of taxes and tax counsel for Microsoft Corp. I greatly
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appreciate the opportunity to testify before the committee and I

will be brief, and I will not be overly technical.

Microsoft develops markets and supports a wide range of systems
and application software for personal computers. From a start-up
company founded in 1976, we have grown to employ 10,000 people
in the United States, and another 3,000 people overseas.
Around the world we sell more than 100 products developed in

25 languages. Last year more than 55 percent of Microsoft's almost
$3 billion in revenues came from foreign sales. Moreover,
Microsoft's success at exporting is not unique. The American soft-

ware industry dominates world sales and in some segments holds
an estimated 75 percent market share.
This success is one of the reasons the software industry contrib-

utes more to the economy than all but five manufacturing indus-
tries. Indeed, today it is the fastest growing industry in the United
States.

I am here this morning to urge reconsideration of the proposal
to tax royalties as passive income for purposes of the foreign tax
credit limitation. I do so for two principal reasons.

First, the proposal is directly at odds with the way America's

computer softwzire companies do business. Second, despite Mr. Ses-
sion's assurances on Tuesday, the proposal is likely to lead to pre-

cisely the opposite result of that intended and will actually encour-

age American companies to move their software development off-

shore.
Let me explain. It is essential to understand the fundamental as-

pect of any software program is the intellectual property that it

embodies. The work of researching, writing, testing and perfecting
a software program is very labor intensive.

Moreover, practically all the software development work is done

by Microsoft in the United States. It involves precisely the type of

highly skilled, highly paid jobs that this country needs.
When we sell our programs, we are essentigilly selling the right

to use this intellectu£d property. We do not, however, sell the pro-

gram itself because with every personal computer able to make cop-
ies, we soon would be out of business. As it is, software piracy is

extremely serious. The industry estimates its revenues would dou-
ble overnight if we could end piracy.
At the wholesale level, American software companies sell their

programs overseas by licensing them to computer hardware manu-
facturers who pay a royalty for the right to load programs into

their machines. Not only is this an efficient way of distributing pro-
grams, but it also significantly reduces the piracy problem.
A computer manufacturer selling a naked machine, with no soft-

ware programs, is essentially inviting the purchaser to use copied
programs.
At the retail level, we sell our progrsmis over the counter in

shrink-wrapped boxes. Once again, however, these products contain
a license for the purchaser to use the software. Thus, some might
characterize income from even these transactions as royalties for

purposes of the Tax Code.
In short, all of Microsoft's income, whether royalty or sales, is

earned from selling software and it should not be treated dif-

ferently for tax purposes. Yet, under the administration's proposal
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a significant share of the foreign earnings of America's software

companies will be affected by this provision.

Unfortunately, the result may cause U.S. software companies to

move their software development offshore in order to avoid having
our business income characterized as passive royalties. This is the

opposite result of what we understand was intended.

This is not idle speculation. The Wall Street Journal recently re-

ported on U.S. companies moving research facilities outside the
United States. Companies can significantly reduce costs by employ-
ing professionals in other countries.

I can tell you from personal experience that a number of coun-
tries have strongly urged Microsoft to establish research centers in

their countries. To date, Microsoft has avoided moving its research
facilities outside the United States. But the royalty provision calls

into question the fundamental issue of whether Microsoft will be
forced to create jobs offshore.

Relocating research and development is not a desirable alter-

native. But Microsoft and other software companies must be able

to compete in a global economy.
Before I conclude, I would like to make just three quick addi-

tional points. First

The Chairman. Mr. Boyle, take your time. We had to put you off

for 2 days. Go ahead.
Mr. Boyle. First, the passive royalty proposal also is likely to en-

courage U.S.-based companies to invest in operations in foreign
countries because of the additional tax costs of remitting those

funds to the United States.

Second, the growth in royalty payments since 1986 is, we believe,

directly attributable to tax law changes which required companies
to pay substantial royalties, not from an increase in tax-motivated
transactions.

Finally, the proposcds adverse impact is not limited to software

companies. It similarly affects other leading American companies
who must manufacture outside the United States to service their

foreign customers.
Thank you. I would be happy to answer any questions you might

have, Mr. Chairman, or other members of the committee.
The Chairman. We thank you, sir, for very careful and very lucid

testimony. We will have questions at the end of the testimony of

the panel.
The Chairman. Now, Mr. Scureman. Good morning.

STATEMENT OF MURRAY S. SCUREMAN, VICE PRESmENT,
GOVERNMENT AFFAIRS, AMDAHL CORP., WASIIINGTON, DC
Mr. Scureman. Good morning, Mr. Chairman, members of the

committee. I am Murray Scurem£ui, vice president of government
affairs of the Amdahl Corp. I am a businessman with 25 years of

experience in the computer industry, nearly 15 of which have been

spent at Amdahl in a variety of line and staff positions.
I would like to thank the Finance Committee today for the oppor-

tunity to testify on these important international teix proposals be-

cause the computer industry is not healthy today.
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For the first time in our history, Amdahl lost money last year,
as did our main competitor, IBM. In addition, both companies had
a terrible first quarter.
Although Amdahl is affected by the royalty provision we just

heard about, I am here today primarily to discuss the deferral pro-

posal, which would place an unprecedented, retroactive tax on off-

shore passive assets which are in excess of 25 percent of the total

assets.

Since 40 percent of Amdahl's revenues are derived outside the
United States, I would like to explsdn, one, why Amdahl had to

open a European plant; two, why our business requires offshore

cash reserves; smd three, why the retroactive 25-percent test is

harmful to some high-tech companies.
By way of backgroimd, Amdahl is a $2.5 billion high technology

American company. It was founded in 1970, primarily to manufac-
ture large-scale mainframe computers. Today, Amdahl spends
nearly 15 percent of sales on development, which msJtes us one of

the Nation's most R&D intensive companies.
Why do we have a plant in Europe? We knew pretty much from

the beginning that we had to be successful in both the United
States and the European markets to be able to cover the cost of op-
erations and our large R&D costs.

Many of our customers were uncomfortable becoming dependent
on a product that was built only in earthquake-prone California. In

addition, all of Amdahl's competitors already had European plants.
So our European customers demanded local sourcing. So we had to

build a second plant, and for marketing service and logistics rea-

sons, would have to be in Europe, not in the United States.

Ireland was chosen. I would like to point out that Amdahl did

not flee the United States to seek lower wages. In fact, Irish and
American wages are comparable. And today the cost of manufac-
ture of a mamframe is essentially the same in either plant. Also,
an Irish built mainframe is imported into the United States only
to respond to an emergency customer situation.

So why is it necessary to have offshore cash reserves? Well, con-

trary to Mr. Sessions' assertions last Tuesday, it is not done to

avoid paying U.S. taxes. We need the money to run the business.

For example, between 1978 and 1991 the Irish plant was relo-

cated, expanded eind modernized at a total cost of $115 million.

Secondly, Amdahl, Ireland has reimbursed Amdahl corporate about

$400 million to date as part of an ongoing R&D cost-sharing ar-

rangement.
The final reason is business prudence. By year end 1992, 2 years

of unprofitable Irish operations had reduced our offshore reserve by
40 percent. Our plans to use that reserve to fund a European leas-

ing operation had to be shelved for two reasons. One was the weak
mainframe market in Europe, but the other was the need to devote
these reserves to working capital.
So why isn't 25 percent a sufficient cushion? Well, the problem

as we see it is, this proposal discriminates against certsiin asset

structures. For example, a company with large, active assets or

companies who choose debt financing may not have a problem with
this proposal.
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One of the chsiracteristics of a high-tech company hke Amdahl is

that we are capable of generating large revenues from very modest
tangible assets. And if in addition we use the reserve for equity fi-

UEUicing purposes we are apt to fail the test.

In addition, companies will also have the added administrative
burden of monitoring their assets quarterly to ensure that normal
business decisions do not cause passive assets to exceed the limit.

This costly process is often followed by prolonged battles with the
IRS over the value of assets. I would like to point out that none
of our foreign competitors are burdened by such activities.

In summary, I believe that tinkering with the international tax
code is a bad idea, particularly in light of the EC 1992 investment
build up by our foreign competitors. These proposals only weaken
America's competitive capabilities by increasing costs. As you just
heard, by creating a tax structure that will motivate some compa-
nies to permanently invest offshore.

As a final thought, at Amdahl, foreign investment means U.S.

jobs. Several hundred jobs were created in California to support
Amdahl's operation overseas. These are highly skilled technical, ad-
ministrative and staff jobs that represent the kind of employment
that the Clinton administration is committed to creating.

I might point out that these jobs are all in addition to Amdahl's
R&D—97 percent of which is performed in California.

Thank you very much. I would be pleased to answer any ques-
tions.

[The prepared statement of Mr. Scureman appears in the appen-
dix.]

The Chairman. Thank you, sir. This is the first time the issue
of being earthquake prone has come before this committee. I do not
know what we can do about that. But be sure not to tell them
downtown, they will think up a program.
Senator Packwood. Give them a tax incentive.

The Chairman. Yes.
Let's now hear from Mr. Nelson. We welcome you, sir.

STATEMENT OF ERIK G. NELSON, VICE PRESIDENT FOR FI-

NANCIAL OPERATIONS, PROCTER AND GAMBLE, CIN-

CINNATI, OH
Mr. Nelson. Thamk you, Mr. Chairman, members of the commit-

tee. My n£ime is Erik Nelson. I am vice president of financial oper-
ations for the Procter and Gamble Co.

I am pleased to testify on behalf of the Committee on Royalty
Taxation, referred to as CORT. The 15 U.S. multi-national compa-
nies which are CORT members are listed on our written statement.
CORT supports the administration's economic objectives for ac-

celerated economic growth, job creation and a significantly reduced
Federed budget deficit. CORT is concerned, however, about the pos-
sible negative affects on the economy of the administration's pro-

posal to treat all foreign source royalty income as passive income
for foreign tax credit purposes.
We believe this change is unwise. It is inconsistent with long-

standing tax policy. And we believe it could produce exactly the op-

posite a5fect of what the administration seeks to accomplish. Now,
specifically, it could cost high-paying U.S. jobs that will reduce cash
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flows to the United States. It will make U.S. multi-nationals less

competitive in world markets. And it will provide a disincentive to

conduct research and to own the related technology in the United
States.

As the committee knows we live in an increasingly seemless glob-
al economy. CORT members, Hke P&G, find themselves competing
directly in the United States and in many other markets through-
out the world against global and local competitors. Tax policy must
not restrict our ability to compete on an equal footing.
This proposal affects U.S. multi-nationals but not their foreign

multi-national competitors by reducing the after-tax returns U.S.

competitors can earn on their foreign investments. Accordingly,
U.S. companies will be forced to restructure their operations to

maintain adequate financial returns.

Now let me examine for a moment what this proposal will do. It

will severely impact U.S. multi-national companies who receive

both dividends and royalties from foreign operations.
These companies are critical to our economic progress, operating

globally, often in high technology fields and providing U.S. jobs and
a positive balance of payments.
By prohibiting them from using otherwise available tax credits,

active income, which has already been taxed abroad will be taxed

again in the United States, frequently resulting in taxes in excess

of 50 percent. I simply cannot imagine that that is what the admin-
istration intended.

U.S. multi-national companies are in direct competition with
multi-nationals from all parts of the world. Profit margins are

tight. Pricing flexibility is limited. We simply cannot raise prices to

recover higher taxes. That would only erode our market share.

So U.S. multi-nationals will be forced to restructure to get out

fi'om under this burden. Bear in mind, this is very important, that

no one in CORT wants to take these measures. They run counter

to what is good for the country. But these measures are steps we
will have to take in order to remain competitive.

First, companies will consider eliminating U.S. R&D jobs or relo-

cating them abroad to reduce our after-tax costs. These are high
skilled, high paying jobs. There will be a ripple affect throughout
the economy since jobs at suppliers who helped develop new tech-

nology and often supply equipment to the foreign operations will

also be affected.

Second, as technology development moves offshore, royalty flows

will be reduced and sometimes reversed. Royalty income right now
averages about $15 billion to $16 billion annually into the United
States. We would expect this to decline dramatically.

So, too, will dividend flows. Companies will not pay dividends if

they have to pay stiff additional taxes to do so. They will simply
invest these funds abroad.
And finally, over time we are going to see an erosion of the U.S.

technology base, and this is something none of us wants to see.

Some would argue, and I think you heard this from Mr. Sessions,
that the increase in royalty payments since the 1986 Tax Act is in-

dicative of tax planning that has harmed the U.S. tax base. In our

view, changes in royalty flows are responsive to many factors that
have nothing to do with tax considerations.
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Let me give you an example that is specific to my company. Since
1986 our foreign royalty income has grown almost 300 percent. I

believe that Mr. Sessions quoted a number of 300. But that is an
index, and actually his number is 200 percent. So our royalty in-

come has increased more than the government is claiming their
total royalty income has increased.
Our foreign sales to which royalties are tied, have increased by

about 225 percent over this same period. The difference is caused
by product mix, and I can explain that later, and also the lifting
of restrictions on royalty payments by some countries which did not

permit them prior to this period.
So I think you can see from this that the increase was not tax

driven. It relates directly to the growth in our international busi-
ness.

The Chairman. Mr. Nelson, take your time.
Mr. Nelson. I am just about there. I appreciate the extra couple

of minutes.
The Chairman. Take your time.
Mr. Nelson. A strong international business should be encour-

aged. I think we all agree with that, it strengthens our U.S. busi-

ness, producing the jobs and the economic growth we all so des-

perately want.
So to summarize, this change places an unwarranted tax burden

on global companies like the members of CORT. The United States
stands to lose jobs, capital inflows and technical capability. This is

a lose/lose situation. It is not what the administration wants and
it is certainly not what the Nation needs.
Thank you very much, Mr. Chairman.
The Chairman. Thank you, sir.

[The prepared statement of Mr. Nelson appears in the appendix.]
The Chairman. Now, I would like to ask the panel if they would

just help me with my own understanding of the subject, which is

anything but solid. Royalties for Microsoft, for Amdahl, royalties in
return for the use of software really are not that different in struc-

ture than just plain receipts for sales, aren't they? Is that not what
you do? You sell these things and people pay you in the form of

royalties.
I am just curious. Why do you take royalties instead of just cash?

I am sure there is a reason.
Mr. Boyle. Well, Mr. Chairman, our business has essentially two

main components. One is where we license other companies, simi-
lar to Amdahl, although we deal with personal computer manufac-
turers, where they create our product and simply pay us cash in
the form of royalties.

Additionally, what we do, Mr. Chairman, is we
The Chairman. So you license a manufacturer?
Mr. Boyle. Correct. And additionally, the other half of our busi-

ness is where we create boxtop product, where if you were to walk
into any retail chain here in the Washington, DC area you would
see boxes of software products that anyone walking in off the street

would buy.
The Chairman. Well, Mr. Boyle, I am afraid if I walked in off

the street, I would not buy. But some will, yes.
Mr. Boyle. You might window shop.
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But the transaction where we are selhng the boxtop product, we
think could be considered to be a sale transaction rather than a li-

cense for tax purposes. Although it is unclear in many tax jurisdic-
tions how that is specifically treated.

The Chairman. But it is what you make? You program and de-

velop.
Mr. Boyle. Correct. And the reason that it specifically aff"ects us,

Mr. Chairman, is because unlike other companies we really deal in

intellectual property. So our product is really intellectual in nature
rather than being something very tEuigible, such as a mainfi-ame or

a computer.
So it particularly affects us because our product is really, to a

very large extent, intellectual in nature.

Is that helpful?
The Chairman. Well, in what respect is your software program

different from an LP record?
Mr. Boyle. Well, in many instances we think that we are com-

parable to the record industry and should be treated comparably to

the record industry.
The Chairman. I see. Mr. Scureman? I am just asking for help

here.

Mr. Scureman. Yes. The way I have always looked at it is, when
you rent an Amdahl mainframe, that comes in like you thought,
which is cash. But when you have a piece of software for which the

owner is maintaining the control on intellectual property and serv-

icing of, that is considered a royalty.
In other words, the monthly payments for the use of that propri-

etary piece of software is considered a royalty; where the monthly
use of the hardware is considered rent.

The Chairman. But yet Hargrove's Dictionary would give us an
entirely different meaning for rent—in any event, the technical

economist's concept of rent.

Mr. Scureman. Right.
The Chairman. It seems Hke sales to me. You are selling some-

thing people want and they pay for it in a different manner. But
it is something you produce and sell.

Mr. Scureman. But the way I understand the accounting for

software is it is considered a royalty payment.
The Chairman. Right.
Mr. Scureman. As opposed to hardware is considered sales like

you think.

The Chairman. Mr. Boyle?
Mr. Boyle. In some sense, Mr. ChairmEui, it depends on the na-

ture of the transaction. If, essentially, it is just a limited grant of

rights, that can be viewed as a sale for tax purposes.
The Chairman. Right. Right.
Mr. Nelson, did you want to comment?
Mr. Nelson. Mr. Chairman, do you have a specific question you

would like to address to me? My royalty situation is somewhat dif-

ferent from theirs.

The Chairman. Well, explain the difference. My object is to help
us get a sense of universe with it.

Mr. Nelson. Well, in our case, we are operating internationally

through subsidiary companies—52 in all right now—who actually
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manufacture locally and sell the product to the consuming public.
So our royalty is from that subsidiary. They are paying us for the
use of the technology, which the parent company owns, as well as
trademarks and other know how.
Senator Packwood. All of these are your subsidiaries?
Mr. Nelson. That is correct.

Senator Packwood. So these are not licensed companies owned
by somebody else?

Mr. Nelson. That is correct.

The Chairman. Thsuik you.
Senator Packwood?
Senator Packwood. All of you can answer this if you want.

When the Treasury Department testified earlier this week, decided
its statistic that—and I will quote it—"Royalty pajrments have
risen more them 300 percent since the Tax Reform Act of 1986."
And Treasury indicates—they did not quote this, what I say

now—the Treasury Department indicated that this rise in royalties
connected to the tax treatment of royalties received by the U.S.

parent companies from their foreign companies.
Is it your experience that the t£ix incentives have much to do

with the increase in royalties?
Mr. Nelson. Not in my company's experience or in the experi-

ence of the members of CORT. In our view, the growth in royalties
is directly attributable to the globalization of the world economy.
The fact that so many countries are opening up, and companies
like ours are going in to take advantage of those opportunities.
Our sales, for example, international sales 10 years ago I think

were about 20 percent of the total company. They will be 50 per-
cent this year and they will likely be two-thirds by the end of the
decade. So I think you can see from that the growth of our inter-

national business. And I cited the statistics in my comment, that
our royalties have increased 300 percent since 1986.

And, in fact, they have increased, I think, eight times since the
late 1970's.

Senator Packwood. It is a lucky business. You are increasing
very well.

Mr. Nelson. We are doing very well internationally and that is

what all of us want to do.

Senator PACKWOOD. Mr. Scureman, let me ask you, you went to

Ireland in 1978.
Mr. Scureman. Correct.

Senator Packwood. Let's assume you fail the 25-percent test.

You have to go back now 15 years. Do the records even exist?

Could you go back to 1978 and on a deferral basis figure what you
owe in taxes? Are those records even around?
Mr. Scureman, I can find out for you. I am not sure.

Senator Packwood. In any event, would it cause you a signifi-
cant difficulty trying to piece together through the years of retro-

active deferral?

Mr. Scureman. Yes, it would.
Senator Packwood. Thank you, Mr. Chairman.
The Chairman. Senator Baucus?
Senator Baucus. Thank you, Mr. Chairman.
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Mr. Scureman, as I understand your point, cash reserves over-

seas are necessary for working capital and capital development. Be-
fore you mentioned your Irish operation. Could you give us a sense
of what your cash reserves are overseas compared with the cash re-

serves held domesticEdly, as a proportion of, say, net worth or some
other guide?

I am trjdng to determine, you know, whether cash reserves are,
in fact, held overseas to avoid taxes or whether they are held over-

seas to, in fact, achieve the purposes you have stated.

Mr. Scureman. I think in answer to your question, there is no

given number as my testimony points out. You are constantly using
and accruing cash, depending on how the business is doing.
We have had times when the amounts of cash were roughly the

same. But then you must understand that we do 40 to 45 percent
of our business overseas.
Senator Baucus. So you report, therefore, 40 to 45 percent of

your cash reserves overseas?
Mr. Scureman. Compeired to the cash reserves in the United

States. We have had times when they have been equivalent. Right
now, we are using cash. In fact, we just announced our financial

results on Wednesday and we lost about a quarter of a bilUon dol-

lars, just like IBM did.

Senator Baucus. What about assets?

Mr. Scureman. Pardon me?
Senator Baucus. Assets. What is the ratio of foreign/domestic?
Mr. Scureman. Well, that is the point I tried to make about a

high technology company often has the characteristic with fairly

low tangible assets being able to generate larg:e revenues. So our

tangible assets are, say, around $115-$125 million for the plant
and at the moment our passive assets are about $100 million high-
er than that, but coming down rapidly.
Senator Baucus. Mr. Nelson, just following up on the question

Senator Packwood asked, Mr. Sessions indicated this figure as 300

percent. He said it in part was because of the changes in the 1986

Act, that is due to clamping down a bit on transfer pricing and also

these baskets set up in the 1986 Tax Act, how foreign passive in-

come is treated, basically saying the reason for the 300 percent roy-

alty increase is due to changes in the Code.
The Chairman. And if I could interject, Mr. Boyle says the same

thing.
Senator Baucus. So if that is the case, could you again tell us,

you know, as persuasively as you can why the 300-percent increase

in royalties is due to foreign sales and to growth and so forth and
to the nature of business, rather than being tax driven?

Mr. Nelson. Well, I think the 1986 Tax Act did require or im-

pose some requirements on the payment of royalties. If that is

what Mr. Sessions is referring to, it may have had some affect.

But you can see from our figures that what drove the increase
in royalties was an increase in business. It was an increase in

international sales.

Plus, we had a mix affect in the sense that we bought a company
in the mid-1980's that is in the health care business and over-the-

counter drugs, in our case, carry a somewhat higher royalty than
do detergents and diapers.
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Then, thirdly, we were able to convince some countries that they
should permit us to pay royalties back. Not all countries do that.

But now we are getting royalties back from, I think, all of the coun-
tries in which we do business.
The Chairman. From India?
Mr. Nelson. I believe we £ire. Let me ask my expert. He will nod

if we do.

No?
The Chairman. I thought not.

Senator Baucus. The India question caused me to forget my next

question.
The Chairman. I am sorry.
Senator Baucus. I was so focused on special 301 and our
Mr. Nelson. If I could just make a couple of other comments. We

have been paying royalties for 30 years or so from our subsidiaries
and always trjdng to get a royalty from our subsidiaries because it

allows us a steady stream of cash from these businesses, so we are

getting some return. They do not always earn a profit. So we can-
not always pay dividends, especially in start-up situations.

So our motivations for getting royalties back are to get cash back
out of these businesses.
Senator Baucus. Could you generally address—I know this is a

very complicated subject—but just in layman's terms explain to us
as best you can, how level is the playing field internationally for

U.S. companies versus our major competitors in your industry from
a tax perspective?
How do other countries tax their multi-nationals in their indus-

try as compared to how the United States taxes multi-national in

our industry? I mean, is the playing field from that perspective
roughly level or not? Whatever light you could shed on that would
be helpful.
Mr. Nelson. It is difficult to generalize. But I think that by and

large in our experience most countries have a form of cross-credit-

ing where they allow various streams of active income and the off-

setting of excess credits in one stream of income against another.
So that is a very common practice.
Now another part of your question is how level is the playing

field, and it is difficult to get a clear picture of that. But there have
been studies that suggest that the tax that U.S. multi-nationals

pay on their foreign source income is generally above the statutory
rate. The General Accounting Office study said 37 percent versus
34 percent.
So we are not getting any kind of a break from the current tax

system.
Another study that was done by Price Waterhouse, where they

tried to compare a company operating in the United States versus
in other countries, but having the same general sales around the

world, and in that case, companies operating outside the United
States had a lower tax on their foreign income than the U.S. com-

psuiies had.
So all of this suggests that the playing field is relatively level,

but it tends to be stacked against U.S. multi-nationals.
Senator Baucus. Thank you.
The Chairman. Mr. Nelson, what is your industry?
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Mr. Nelson. We are in disposable consumer products. We make
Tide, Pampers.
The Chairman. Do you also make pharmaceuticals?
Mr. Nelson. We are small in the pharmaceutical industry now.
The Chairman. I was just saying that a large corporation such

as yours becomes diversified in its products as well as locations.

Mr. Nelson. That is correct.

The Chairman. Senator Packwood?
Senator Packwood. No fiirther questions.
The Chairman. We have a problem here and we thank you very

much. That was very lucid testimony, very thoughtfiil testimony,

very temperate testimony. It is about as complex a judgment that

we are going to have to make in terms of what the administration

has sent us. We are very much in your debt. We appreciate this.

We particularly thank you for coming back in the way that you
have done, gentlemen.
Mr. Nelson. Thank you.
Mr. Boyle. Thank you.
Mr. SCUREMAN. Thank you.
The Chairman. As you depart, gentlemen, half the former staff

directors of the Finance Committee depart with you. [Laughter.]
The Chairman. We are now going to have a concluding panel for

the morning. We have a distinguished economist and an accountant
as witnesses. They are here to just advise us more than anything
else. Dr. J.D. Foster, who is the chief economist and director of the

Tax Foimdation, and Mr. Harvey Coustan, who is the chairman of

the Tax Executive Committee of the American Institute of Certified

Public Accountants.
I think it was Senator Packwood who asked these gentlemen to

come, was it not? Would you like to welcome them?
Senator Packwood. Grentlemen, welcome.
Dr. Foster. Good morning.
Mr. Coustan. Good morning.
The Chairman. Dr. Foster, you are Usted first, so proceed.

STATEMENT OF J.D. FOSTER, PH.D., CHIEF ECONOMIST AND
DIRECTOR, TAX FOUNDATION, WASHINGTON, DC

Dr. Foster. Thank you, Mr. Chairman, and good morning to you
and the members of the committee. My name is J.D. Foster. I am
Chief Economist and Director of the Tax Foundation.
The Tax Foundation is a non-profit, non-partisan research and

education organization that has monitored fiscal policy at all levels

of government since 1937. We have approximately 600 contributors

consisting of large and smedl businesses, charitable organizations
and individuals.

The Tax Foundation does not lobby for specific tax legislation.
Our appearance here today is intended solely to promote sound, fis-

cal policy. It is an honor to appear before the committee today on
behalf of the Tax Foundation to discuss President Clinton's propos-
als, particularly those to raise the personal and corporate income
tax rates, and to discuss the history of forgotten lessons and the

lessons of forgotten history.
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There are probably no members in the Senate, except possibly
the President pro tem, who have a better appreciation of history
than the chairman of this committee and the ranking member.

It is very easy to be caught up in the moment, to believe that
each political battle is the first, the biggest, or the last of its kind.
This is not the first and it will not be the last time we debate

changing income tax rates.

To consider these proposals reasonably demands we consider the
historical context. And in this case, the history is very recent and
much of it took place in this very room. It is easy to find many
rights and wrongs in tax policy over the last 15 years or so. But
the one change about which I think there can be no debate is the
tremendous progress that was made in reducing income tax rates
on individuals and corporations.
Beginning in 1981, we made great progress in ERTA in cutting

t£ix rates, progress that was continued dramatically in 1986. The
speeches made in the Finance Committee alone during this period
in support of lower tax rates could number in the hundreds, pos-
sibly the thousands. Indeed, some of its members were at the very
leading edge of the effort to reduce tax rates.

And each of the ideas expressed here was echoed many times
over on the Senate floor. Nations around the world followed our
lead and reduced their tax rates. There was even talk at the time
of the United States reaping an unfair advantage because it was
cutting its income tax rates; and there was talk of a new kind of
trade war in which rate cuts in one country forced tax rate cuts in

others.

Unlike most trade wars, which are essentially defensive in na-

ture, promoting industries at home because they cannot compete,
the trade war in competitive tax rate cuts was essentially offensive
in nature. If the United States cut its rates, its industries would
become too competitive and they would flood foreign markets.
While concerns about tax-based trade wars proved exaggerated,

the central theme of cutting income tax rates to spur growth and
competitions was right on target.
The basic laws of economists governing how individuals respond

to incentives have not been repealed. The reasons for keeping tax
rates as low as practicable have not changed in 7 years. What has

changed is the focus of our attention.
We appear to have forgotten the lesson once well learned. High

tax rates discourage all sorts of legal economic activities. They cre-

ate a disincentive to work. At first blush, it may be hard to believe
that higher tax rates on individuals with higher incomes could sig-

nificantly affect their behavior.
To such doubters, I would point to the arguments for raising en-

ergy taxes on the basis that it would discourage energy consump-
tion; and I would point to the luxury tax on boats, which appar-
ently has done so much damage to the recreational boat industry.
There is nothing unique about boats and oil that tax disincen-

tives work their magic on these goods and yet are ineffectual with

respect to labor income. Upper income individuals are the most
able to respond to changes in tax disincentives. They face the most
freedom of all of us in choosing to work on an afternoon or to go
play golf.
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An individual's economic contribution to society is, to the first ap-

proximation at least, fairiy well measured by his income. With a

struggling economy producing slow improvements in productivity,

amazingly we have before us a proposal to increase tax rates, to

increase the disincentive to work facing the most productive indi-

viduals in the country.
I suspect the members of the committee have heard about the

NBER study done by Feldstein and Feenberg in which they found
that personal tax receipts would rise by only about a fourth of the

amounts predicted by the Treasury. Their lower estimates are due

solely, as I understand them, to the fact that the NBER model
takes changes in individual behavior into account, such as those I

just described.

Let me talk for a moment about saving and investing. I know the

members of this committee have well-placed concerns over our Na-
tional saving rate. The decision to save or consume income is one

of opportunity costs. What will I receive tomorrow if I forego con-

sumption today?
As tax rates rise and my after-tax returns on saving decline, I

have less reason to forego consumption. A great many taxpayers,

particularly low and middle income taxpayers have only limited

abihty to save. Their basic costs of daily living absorb most of their

income.
What group has the most discretion? Upper income taxpayers. By

raising tax rates on upper income taxpayers, we would be discour-

aging those who are most capable of making discretionary savings
decisions and who, in fact, do most of the saving at the individual

level. Make no mistake, private savings will decline if tax rates

rise.

We need to raise our level of investment. More investment, prop-

erly made, means more jobs, more growth and so forth. The only

question is how to go about raising investment levels. Higher tax

rates, however, will substantially reduce investment in the United

States, unless offset by appropriate and substantial investment in-

centives.

Mr. Chairman, I understand the very real need for a fair tax sys-

tem. But fairness must be balanced with a need to promote eco-

nomic growth and jobs. Lost jobs and wages due to higher tax rates

cannot advance the cause of fairness. This is the lesson we once

learned and taught the rest of the world.

It has been a great pleasure for me to address the committee this

morning. As you consider the balance between fairness and eco-

nomic growth, let me repeat a little bit of country wisdom I once

learned when I was sitting in one of the chairs behind you—you
have to grow an apple before you can cut it up.
Thank you, Mr. Chairman. I would like to request the balance

of my testimony be placed in the record.

The Chairman. Of course.

[The prepared statement of Dr. Foster appears in the appendix.]
The Chairman. Let's hear from Mr. Coustan and then let's talk

about these matters.
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STATEMENT OF HARVEY L. COUSTAN, CHAIRMAN, TAX EXECU-
TIVE COMMITTEE, AMERICAN INSTITUTE OF CERTIFIED
PUBLIC ACCOUNTANTS, WASHINGTON, DC
Mr. CouSTAN. Thank you. I am Harvey Coustan, the chairman

of the Tax Executive Committee of the Ainerican Institute of Cer-
tified Public Accountants and I am privileged to be here today in

representing our 310,000 members. I want to thank you for asking
us to appear and a special thanks to you, Senator Packwood.
The AICPA has for some years now been urging simplification of

our tax system. Year after year statistics indicate that approxi-

mately one-half of individual taxpayers feel it necessary to hire a

professional preparer to comply with their tax return obligations.

Many of our members are beneficiaries of this fact. Nonetheless,
we advocate simpUcity as an important tenet of a tax system that

aims for voluntary compliance. We acknowledge that we live in a
time of highly complex financial trsmsactions and that consider-

ations of economics and equity cannot be ignored.
We understand there will necessarily be some complex tax provi-

sions. However, Congress needs to carefully consider whether we
are approaching a point of diminishing returns—no pun intended—
concerning respect for the tax system and for voluntary compliance.
Let me emphasize here that the government's interests, as well

as those of taxpayers, are served by less complexity. Document
matching alone cannot replace the lack of IRS audit resources in

a tax world as complex as ours.

In short, complexity carries a real cost to the t£ix system through
lower levels of compliance by taxpayers, whether inadvertent or in-

tentional, combined with the inadequate resources of the IRS to

provide appropriate monitoring. Complexity and lowered respect for

the system also come fi-om back door approaches to tax policy.
We believe our government c£in and should be more open with

the American people. For example, rather than imposing a 10-per-
cent surtax on individual taxable incomes greater than $250,000,

why not just create a 40 percent or perhaps a 39.6 percent, to be

precise, bracket in Section 1 of the Code.
Instead of m£iking permanent the personal exemption phaseout

and the 3-percent limitation on itemized deductions, why not recog-
nize that this is a back door marginal tax increase on individuals

at pauiiicular levels of income and translate that into a direct rate

increase that would adfect that approximate group.
In overview, a simpler tax system is one that first defines the tax

base more directly and then raises revenue through adjustment of

the rates, something that political and other considerations seem
not to have allowed in the past several years. We believe that
should change.
Just 2 weeks ago, on April 16, my organization issued a Tax

Complexity Index to enable lawmakers to measure the degree of

complexity and, therefore, the potential for taxpayer confusion in

£iny tax proposal being considered.

Copies were sent to all members of the tax-writing committees.
We hope you will use that index in your forthcoming deliberations

on a 1993 tax bill. While space constraints on today's written state-

ment did not permit our attaching a copy to our testimony, we will
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be happy to include the index in our supplemental comments for

your hearing record.

Speaking of the need to simplify, consider the investment tax

credit, both permanent and incremental in the administration pro-

posal. The complexities inherent in that proposal, especially the in-

cremental credit, are such that a disproportionate amount of tax-

payer and IRS resources will be required to ascertain that compli-
ance levels are correct. All for what to a specific taxpayer may well

be a relatively modest benefit. Thus, we suggest a direct, rather

than an incremental credit, should be employed, if possible.

Perhaps, and more importantly, the proposal seems to promise
more than it is likely to deliver to most taxpayers. Our written
comments on page 2 give an example of what we believe will be
a fairly typical situation where the presumed 7-percent credit real-

ly amounts to approximately 2 percent.
I would like to continue with a few comments on a proposal

which is not part of the administration's submitted program, but
that also involves simplification.
As advisers and return preparers, we and our taxpayer clients

have had great difficulty in working with the individual estimated
tax changes enacted in 1991. Those changes require that some indi-

vidual taxpayers estimate the current year's tax without the tradi-

tional safe harbor which has been in the law since 1954.

The Chairman. Safe harbor, megming what?
Mr. COUSTAN. That safe harbor, Senator, involves paying 100

percent of last year's tax in order to avoid a penalty regardless of

how high this year's tax comes out to be.

Since the group affected by the 1991 provision includes selected

individuals with adjusted gross incomes above $75,000, many small
businesses conducted as S Corporations, partnerships or proprietor-

ships are finding themselves trapped by this provision. They are re-

quired either to come up with a very accurate guess as to what
their taxable incomes will be by the end of the year or compute ac-

tual taxable income for each estimated tax period, a task which has

proven impossible for many.
S. 739 introduced at the beginning of this month by Senator

Bumpers, and co-sponsored by Senator Hatch of your committee,
would make this part of the tax law workable again by requiring

truly upper income individuals, those with adjusted gross income
above $150,000 who have experienced a significant increase in in-

come, to use 110 percent of last year's tax as their safe harbor for

avoiding penalty rather than 100 percent.
But since the calculations are made by reference to last year and

the preceding year, and not the current year, taxpayers will know
at the start of the year what estimated t£ix rules apply to them—
that is 100 percent or 110 percent—something that is not the case

under current law.
We strongly support S. 739 and hope you will, too.

May I continue?
The Chairman. Please do. Yes, sir.

Mr. CousTAN. We are also concerned with the two proposals that

raise the standard for accuracy related and preparer penalties and

modify the tax shelter rules for purposes of the substantial under-
statement penalty.
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This area of the law was amended after a well thought out colle-

gial review of penalties by the Congress, Treasury, IRS and profes-
sional organizations that took almost 3 years and concluded only
in 1989. It is entirely reasonable for taxpayers to have the right to

take a position on a tax return without risk of penalty, provided
that the position is not clearly wrong and that the position is dis-

closed.

If the law were black and white, without the uncertainties in

gray areas that presently exist, our view on this might be different.

However, given the fact that the law is subject to much interpreta-
tion, taxpayers should not be precluded from taking positions they
believe have merit.

A stated reason for the change in the Treasury release is that

t£ixpayers and preparers should try to comply with the tax laws in

a reasonable manner. Given the nature and state of tax law today,
that is an alarmingly simpUstic statement.

Is it unreasonable for a taxpayer to take a position where the
law is unclear if the position is fully disclosed to the IRS? Shouldn't
the taixpayer have the right to a day in court without actually pay-
ing the tax and suing for a refund?
Courts do decide cases in favor of taxpayers, who should not have

to face a choice of giving in to an IRS interpretation or going to

court to avoid paying a penalty. Ironically, under the proposal be-

fore your committee, taxpayers will no longer have an incentive to

disclose their positions where the law is unclear.

Once again, we appreciate very much the opportunity to present
our views here today and we stand ready to assist you in any way.
We have commented specifically on various other provisions in the
administration's proposal in our written testimony.
[The prepared statement of Mr. Coustan appears in the appen-

dix.]

The Chairman. Well, sir—speaking to both of you, but perhaps
especially to Mr. Coustan—you speak to my part in these matters.
We have in the United States a self-assessed tax. And it is remark-

ably effective. But you put it at risk when things become too com-

plex to the individual. There is no longer the relationship that—
I know what my taxes are. I can figure it out and I pay them.

If others have to figure it out for you, then relations are ambigu-
ous and a measure of trust that keeps society together is lost. It

is not very common for many lawyers come before this committee
and suggest the tax laws are too complex.
For the accountants to do it is a permissible thing. The AICPA

is well respected.
Mr. Coustan. Thank you.
Dr. Foster. Thank you, sir.

The Chairman. And they should be. I must say that the 7-year
investment tetx credit example on page 2 is pretty discouraging.
Mr. Coustan. We thought so.

The Chairman. And we have problems of the earned income tax

credit, which I know was enacted when my fi^end. Senator Pack-

wood, was chairman of this committee in 1986.
But if you can fill out the forms that entitle you to an earned

income tax credit because of your poverty you are not poor. You are
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an accountant. I mean, there is a place for you at Price

Waterhouse.
The government has gotten into this pattern. Social Security be-

came like a tax when the Federal Contribution Act was enacted in

1977.

Bob, I just keep thinking of this. In 1977, the Social Security
amendments moved the system from a pay-as-you-go to a partially
funded system. That fact was kept secret. It might as well have
been kept secret.

I was a member of the conference committee at that time. I

signed the conference papers, and I did not know that. I do not

know anybody that did Imow it. I mean. Bob Myers knew it and
Bob Ball knew it; and that was enough that they knew, because

they knew best.

But we put on a revenue stream that would buy the New York
Stock Exchange. That is not a small sum. And no one knew it. No
one made any plans to deal with it. No one said, all right, now we
are going to have these surpluses coming in regularly until about

the year 2015. What will our National policy be?

Now we have these surpluses and we are just using the money
as general revenue.
The earned income tax credit was designed to offset an increase

in the FICA tax. I ask, don't we just cut the FICA tax and not take

the money away in the first place. But that is too complex a

thought. [Laughter.]
Senator Packwood, these are your witnesses.

Senator Packwood. Well, let me pursue with Mr. Coustan. We
thought the 1986 Tax Act made things somewhat simpler than

they did before and at least the evidence seemed to be that more

people now file a 1040 or a 1040 than they used to. The complexity
comes not from people making $15,000 or $20,000 so much as peo-

ple making $150,000 or $200,000.
But as somebody who has advised these people, let me ask you:

Do you ever get many complaints from your cUents about complex-

ity if the complexity favors them?
Mr. Coustan. Yes.
Senator Packwood. You do?
Mr. Coustan. Yes. In the example. Senator Packwood, that I

mentioned, I alluded to in my prepared remarks, of the estimated

tax safe harbor, I consider complexity to be not only structural

complexities, but also complexities in the ability to gather informa-

tion, have information available.

Taxpayers who are disturbed because they have to provide infor-

mation which is difficult to get their hands on, find it very com-

plicated. And even though it often results in a benefit to them, they

get annoyed about it.

Senator Packwood. Let me give you a specific example. As I re-

call, Mr. Chairman, the IRS at one time testified that almost 25

percent of their man hours went on the issue of capital gains,

studying whether these were capital versus.

The Chairman. Yes.
Senator Packwood. And they were very happy they thought

when we were going to get rid of capital gains. There is no question
that capital gains makes things more complex than if you did not
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have it. And yet almost every upper income taxpayer I talk to

wants the capital gains differential.

Now why is that if they want simplicity?
Mr. COUSTAN. Well, I heard Senator Dole say, no one turns away

a give away. But I imagine that people want it because it results

in a lower tax. But that kind of a complexity—although I agree
that it is a complexity—is not the sort of thing that Senator Moy-
nihan was referring to. Senator Packwood.

Senator Packwood. No, no. I understand. But I w£int to pursue
this a bit further.

If you want to get away from complexity altogether we will go
to a flat tax and we will tax everybody. The figures I used to

have—I do not hold many of these now; these are 7 or 8 years old—
at about a 19-percent level, we could raise what we now raise from
the personal income tax if there were no deductions and no exemp-
tions and we treated Social Security and fringe benefits as we treat

them now.
As I recall, we could get down to close to 16 percent if we taxed

fringe benefits and Social Security as a private pension. That
would be simple. It would mean, assuming you are at the 19-per-
cent level, the widow with $10,000 of income would pay $1,900 in

tax, who probably pays nothing now.
Are you suggesting that?
Mr. CouSTAN. No, I am not in favor of such dramatic

regressivity.
Senator Packwood. But it would be simple.
Mr. CousTAN. The regressive nature of that kind of a tax I think

would be impossible to deal with. Plus, I am reahstic enough to un-
derstand that things cannot all be simple. I think that we have
said that.

Senator PACKWOOD. All right. So in some cases we have to add
a bit of complexity for the sake of
Mr. CousTAN. To accommodate complex transactions and equity.
Senator Packwood. Well, no. Or for the sake of fairness.

Mr. CouSTAN. Yes, equity.
Senator Packwood. All right. Now, let me ask you the next ques-

tion because I will pose this frequently to the Lions Club or to the

Rotary, when I get the question about complexity I will say all

right, let me lay it out to you. I will go through this 19 percent.
It is a simple tax. How much did you make last year? You put it

on the first line—19 percent, put it on the second line. Send in a
check with your postcard.

I say to the audience, now you understand this means no deduc-
tions for your seven children, no deductions for your home mort-

gage, no deductions for your charitable contributions, on and on.

But it would be simple.
How many people here support that? It is consistently about four

to one against it. Now why is that if they want simplicity?
Mr. CouSTAN. I am not in the minds of the people that you talk

to at the Rotary Club, Senator Packwood. But I would suggest it

is for the very reason that I think you are leading up to, that com-
plexity has to also be balanced with equity.
Senator Packwood. Well, in this case they might not be paying

anymore taxes. As a matter of fact, my hunch is, they would be
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pa5dng less because these again are the figures from 7 or 8 years
ago. The straight flat tax, those above $30,000 paid less than they
now pay; those below $30,000 pay more. So they would be getting
both less taxes and simplicity.
Mr. COUSTAN. I know many people would probably pay less

taxes. There may also be a little bit of suspicion in something as

simple as that. We are living in a very complex
The Chairman. A.J. Whitehead once pronounced, seek simphcity

and distrust it.

Mr. CouSTAN. That is my point.
Senator Packwood. I think also part of their fear is, you take

away the deductions and then the rates will go back up and they
will not have their deduction.
Now let me ask Dr. Foster, you quoted Marty Feldstein's report

and I think it is a good report. It takes behavior into account.

I do not know if I told you, Mr. Chairman, maybe I did, in 1990
I sent to the Joint Tax Committee a letter asking them if they
would estimate for me how much money we could raise if we con-

fiscated all income above $100,000 and then above $200,000, 100-

percent rate, and it would be a perpetual 100-percent rate.

They sent me back a letter indicating how much. I am para-

phrasing, but I think in the first year over $100,000 we could raise

$127 biUion; in the second year it was $160 billion; and in the third

year it was $220 billion. They made a 5-year estimate and then it

came to about $1 trillion, $200 billion.

I called up Mr. Pearlman, who was then the director of the Joint

Tax Committee, and I said, Ron, how on earth can we get this over

5 years at a 100-percent level of taxation. He says, we presume no

cheinge in behavior.
So I said, do me a favor, at least put that in. They did not want

to attempt to do an analysis based upon change in behavior. I said,

at least then put in an asterisk and a paragraph and indicate that,

and indicate what you personally might think.

Well, it is a long, convoluted paragraph, but it says at the end
of it, if by chance the taxpayer thought there was no hope of defer-

ring income, and no hope that the 100-percent rate would ever

leave, and that they were going to pay this rate forever, then we
would expect a downturn in economic activity and a downturn in

Federal revenues.
Now the reason I ask this is this—and I want to get to your con-

cept of taxes on the rich and savings and disincentives because I

have always thought the Laffer Curve got a bum rap in terms of

its theory.
The Chairman. The Laffer Curve is no joke.
Senator Packwood. Very clearly, at a 100-percent rate of tax-

ation, we are not going to realize for any length of time, I think,

any great amount of revenue. You might catch some people the

first year, and maybe a few of them the second year, but I do not

think it would be a long stream of revenue.
Dr. Foster. I think that is right, Senator. Anyone you would

catch at that point, you would catch by accident.

Senator Packwood. That is what I mean.
Dr. Foster. Because they are in arrangements that they could

not avoid. And I thank you for bringing up that example. I confess
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to having known of that beforehand and having mentioned it prob-
ably 100 times in other occasions.
Senator Packwood. It is a wonderful letter. Do you have the let-

ter?

Dr. Foster. No, sir.

Senator Packwood. I will give you the letter.

The Chairman. Well, we can put it in the record.
Senator PACKWOOD. I will get it and put it in the record because

the explanatory paragraph is so wonderful. We might expect a
downturn in economic activity.

Dr. Foster. In somewhat of a defense, the Joint Tax Committee
and Treasury use the same methodology.
Senator Packwood. Yes, for static revenue.
Dr. Foster. For static revenue. They defend it as saying, well,

it is quasi-static because we make a few paltry adjustments. But
they assume that the general trend of the economy, the general
flow of income, is unchanged. Also, what applies in their case to a

higher confiscatory tax on labor income would apply equally to cap-
ital.

Senator Packwood. I agree. I really have no objection. If they
want to say this is a static estimate, so long as we understand
their premise, that is fine.

Conversely to the 100 percent, at a zero rate of taxation we prob-
ably would not collect very much money either.

Dr. Foster. Unless by accident again.
Senator Packwood. Unless by accident, yes.
As I understand the Laffier Curve, all he is saying is that some

place between zero and 100 percent is a level of taxation that pro-
duces the optimum amount of revenue for the government. And it

clearly is some place below 100 percent and above zero.

How do we figure out what that point is so that we do collect the
maximum amount of revenue and at the same time encourage the

greatest amount of worthwhile activity?
Dr. Foster. Well, it would require a very complicated analysis,

extending the work that Feldstein and Feenberg did, and that

Lindsey did before them. And having started with an initial point,
it would be trial and error over a long period of time and we would
never be successful in getting very close because as the economy
changes and evolves over time, whatever that tax rate is in 1993,
it will not be the same rate in 1994 or 1995.
Senator Packwood. That is true. I have no other questions. Give

me your card and I will send you the letter. I will get it.

The Chairman. Put it in the record. I would like to say we had
a very respected economist. Dr. Gravelle, testify the other day. She
would disagree with Dr. Feldstein and say that when you change
tax rates, people will do a very great deal to maintain their stand-
ard of living. If you raise tax rates, they work harder.

Dr. Foster. Mr. Chairman, if I could just take a moment. I have
Ms. Gravelle's study here and I would like to read one sentence out
of her statement.
The Chairman. Go ahead.
Dr. Foster. "While some reduction in reported income is pos-

sible"—the key word possible—"the important question is how like-

ly such an outcome might be."
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I think that sentence tells us a lot about Ms. Gravelle's analysis.
She is not convinced at 100 percent.
The Chairman. Anyone who is convinced on such matters has no

business in the profession. By that I mean, it involves probabilities
and propositions, and being able to change as events change are

likely.
Thank you very much, sir.

Dr. Foster. Thank you, sir.

The Chairman. Thank you both. With that we will close our
hearing.
[Whereupon, at 11:59 a.m., the hearing was adjourned.]
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Prepared Statement of Senator Max Baucus

As I have stated previously, I commend the President for compihng an economic

package that seriously addresses three of the most important issues facing this na-

tion: the deficit, jobs, and long-term capital investment. I am committed to working
with the President and his team to see that long-term economic growth and deficit

reduction become a reality.
I respect the Administration's decision to choose the BTU tax as a revenue-raising

proposal most likely to achieve a mixture of policy goals ranging fi^om energy con-

servation to enhanced national security. However, over the longer term, more sig-

nificant steps will be needed to encourage corporations and individuals to save and
invest more and at the same time borrow less.

Specifically,
this means that a new

tax, based on consumption, will have to be enacted along with relief from the income
tax for working class Americans and corporations.

I am encouraged by the Administration's willingness to work to see that the im-

pact of the proposed BTU tax is fair fi*om a geographic and an industry perspective.
This commitment to fairness is clearly shown oy the modified version of tne pro-

posal that shifts the collection point of the tax and repeals the supplemental tax

on home heating oil.

If the BTU tax is to become law, however, other legitimate problems must be ad-

dressed. For example, I am very concerned about the effect of the energy tax on the

international competitiveness of
energy-intensive industries, such as aluminum. The

U.S. aluminum industry will not be able to pass on the cost of the BTU tax to con-

sumers because prices are determined in the international marketplace. As a result,

imposition of the tax may result in the loss of jobs in Montana and numerous other

states.

The proposed BTU tax also
places

a heavy burden on the U.S. agriculture indus-

try. Farmers will get hit by the tax in all phases of their work. They would pay
the tax on the energy used for irrigation and operation of equipment, on the raw
materials of food production such as fertilizer and crop protection chemicals, and on

the transportation required to get products to market.
Hundreds of Montanans have called me and even stopped me on the street about

the Btu tax. Farmers and ranchers are concerned that it won't be fair and balanced,
and that it won't be sensitive to their needs. But as the senior Democrat on this

committee from a farm state, I am committed to ensuring that the Btu energy tax

is fair and balanced. And as we work on this committee in writing this tax legisla-

tion, I will work to ensure that the legitimate concerns of farmers and ranchers are

addressed.
As a result, I join other members of this Committee in emphasizing that some

relief from the BTU tax for the agriculture industry is necessary; necessary to in-

sure that Americans continue to enjoy the safest, most abundant, and most low cost

food supply in the world.

Overeill, it is incumbent on this Committee to be certain that the BTU tax satisfy
its environmental and other objectives without unfairly burdening any group of

American taxpayers. I look forward to working closely with my cofleagues on this

Committee on achieving that goal.

Prepared Statement of C. Fred Bergsten

The Competitiveness Policy Council is a twelve-member federal advisory commis-
sion established by Congress to recommend policies to improve US competitiveness.
The council includes three top business executives, three union presidents, three

(133)
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government officials (both federal and state) and three representatives of the public.
It is fully bipartisan. The group was

appointed equally by the President, the joint
leadership of the House and the joint leadership of the Senate.

In our first report to Congress and the President, issued last year, we outlined
a comprehensive strategy to restore America's competitiveness and improve the

country's standard of living. Last month, the council presented the details of this

strategy in our second report to the congress and to President Clinton.
The Council concludes that the United States continues to face major competitive-

ness problems despite recent pickups in the growth of both the economy and na-
tional productivity. Our work suggests that those problems have been growing for

over twenty years and cannot be solved overnight. We believe that the American
public wants and will support a serious attack on the problem, and that the present
period offers a rare opportunity to launch the needed reforms.
The Council recommends several key national goals for the year 2000:

—raising national productivity growth to an annual average of 2 percent from the
0.7 percent rate that prevailed from 1973 to 1991, thereby increasing family in-

comes by one third in a single generation;—achieving annual economic growth of at least 3-3'h percent, to create enough
high-wage jobs to restore full employment and a rising standard of living; and—eliminating the deficit in our external balance, halting the reliance on foreign
capital that has turned America into the world's largest debtor nation.

To achieve these goals, the Council supports many of the investment proposals
made by President Clinton. There are three specific areas where we would go con-

siderably beyond the proposals of the Administration. Two of these are education
reform and trade policy, which are not on today's agenda. One of our major empha-
ses, however, is on precisely the topic of this hearing: increasing private investment
in the United States.

PRIVATE INVESTMENT

Our recommendation to double the growth of national productivity requires a sig-
nificant increase in both the quality and quantity of private investment in the econ-

omy. All of our proposals for improving education, training, public infrastructure

spending, technology supports, improved corporate governance and the like seek a

bigger bang for every investment buck.
In addition, we must increase the share of the economy that is devoted to invest-

ment. The United States invests less than any of our major competitors and less

than half as much as Japan. In some recent years, Japan has invested more than
the United States in absolute terms though it has only half as many people.

In particular, the United States has devalued the importance of manufacturing
the sector that provides our highest wages, most of our R&D, and the bulk of our

exports. Our real investment in industrial equipment grew by barely more than one

Eercent
annually in the 1980s, down from four percent in the 19708 and 1960s and

•om more than five percent in the 1950s.
A modest part of tne needed increase in investment will come from public spend-

ing on infrastructure. The bulk, however, must be private investment in plant and
equipment. We must increase the investment share of the economy by at least five

percentage points to meet our goal of doubling national productivity growth. Many
observers would argue than a much larger shift of resources, on the order of six to

eight (or even ten) percent of GDP, will be necessauy to achieve such a boost in pro-

ductivity growth.
The cost of capital is crucial in determining the national rate of investment. The

user cost of most types of production equipment has risen sharply over the past dec-
ade due to tax increases on investment in equipment. Hence we propose three new
tax incentives for private investment that will reduce that cost as well as seek to

channel private investment in the most productive directions:

—a 10 percent Equipment Tax Credit, limited to equipment (hence we now call

it an Equipment Tax Credit) and permanent for all firms on either an incremen-
tal or "first dollar" basis;—reinstatement of a permanent research and development tax credit; and—more realistic depreciation periods.

Our proposals were formulated following careful analysis and debate both by our
fiill Council and by a twenty-nine-member subcouncil on Manufacturing composed
of experts drawn from industry, labor, federal and state governments, and public in-

terest groups from across the country. Members included Senators Bingaman,
Levin, Lott and Roth; House Members Nancy Johnson and LaFalce; and now-CPA
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Chair Laura Tyson. All of these meetings were open to the public in line with the
Council's statutory mandate to be a national "competitiveness forum."

THE EQUIPMENT TAX CREDIT

The Council recommends a permanent Equipment Tax Credit to induce companies
to invest more than they otherwise would. We analyzed all of the arguments against
this policy tool and found that most of them were aimed at a temporary credit rath-
er than the permanent credit that we endorse. We agree that a temporary credit
leads to a bunching of investment rather than a permanent modification of incen-
tives. Hence we would not support that approach.
By contrast, a permanent ETC. should permanently increase the share of invest-

ment in our economy. This is an essential component of any competitiveness strat-

egy for the country's economy and we strongly recommend it.

We know that a permanent ETC will work. During past periods when such a cred-
it was in place (1962-66, 1967-69, 1971-74 and 1975-85 at a higher rate), growth
in equipment spending rose strongly—in sharp contrast to periods when the credit
did not apply. Extensive research, some conducted by current Treasury Under Sec-

retary Larry Summers, clearly shows a high correlation—and highly probable causa-
tion—between equipment investment and economic growth. These studies suggest
a very high rate of investment bang per buck of ETC tax expenditure.
An Equipment Tax Credit of course reduces tax revenue, at least in the short

term. The Council strongly favors responsible budget policies and has in fact called
for complete elimination of the budget deficit in order to increase national saving
by enough to finance the essential rise In national investment, therefore we would
want any ETC to be fully "paid for" by cutting government spending or raising other
taxes.

Yet it is important to understand that a well-designed and effective Equipment
Tax Credit should pay for most or all of its initial costs within a few years by gener-
ating new production and employment. According to DRI, each $1 of equipment Tax
Credit could potentially pay for itself by generating $2.50 of new investment which
would in turn contribute $3.75 to national income through job creation (e.g., %
through investment plus Va trough Consumer spending) which could in turn produce
approximately $1.05 in new federal tax revenue. These feedback effects may not reg-
ister in budget scorekeep models but they are real in economic terms and must be

kept fully in mind in evaluating the proposal.
We would stress three important points in designing the ETC. First, most of our

Council members believe that it is desirable to "trade off' a slightly higher corporate
tax rate for an ETC (and the other targeted tax credits that we propose). As noted
above, the United States must get a much bigger bang for each investment buck
if we are to achieve the needed increases in national productivity An ETC, along
with a new R&D credit and faster depreciation should channel scarce national re-
sources into more productive tjrpes of investment in the future.

Second, the ETC should not be covered by the alternative Minimum Tax (AMT).
Such inclusion could sharply truncate its impact in generating new investment. This
issue has not arisen before because the AMT entered the "Tax Code only in 1986
when the previous Investment Tax Credit was eliminated.

Third, we have no firm opinion on whether the new ETC should be applied on
an incremental or "first dollar" basis (of course at a lower rate, to avoid a higher
tax expenditure cost). Our Manufacturing Subcouncil strongly urged a "first dollar"
basis (as did, similarly, our Technology Subcouncil for the R&D credit). Our full

Council, however, opted for the incremental approach. We recommend that the Com-
mittee get the best advice it can from the corporate decision-makers who will imple-
ment the program and then decide which alternative appears to be superior.

CONCLUSION

We urge the Congress to adopt an Equipment Tax Credit as proposed here. Pro-

moting new investment is one of the fastest ways to increase economic growth and
create jobs. According to DRI, enacting the credit by mid-summer would boost GDP
at the end of 1994 by an additional $40 billion or $425 per household.

I would close by re-emphasising that I speak today not as an advocate for any
industry or special interest but rather as chairman of a bipartisan quadripartite
Council created by the Congress. The support in our Council and its relevant
Subcouncils for an Equipment Tax Credit includes corporate CEOs, labor union
leaders, elected national and state officials and representatives of the public inter-
est. We support an Equipment Tax Credit because it will lead to new investment,
create jobs, and help rebuild a more competitive America.
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Competitiveness Policy Council,
Washington, DC, May 13, 1993.

Hon. Patrick Moynihan, Chairman,
Senate Finance Committee,
U.S. Senate,

Washington, DC
Dear Mr. Chairman: It was a great pleasure to testify before the Committee re-

cently on the investment tax credit. I greatly appreciate your giving me an oppor-
tunity to express the views of the Competitiveness Policy Council.

I was later informed that, during a subsequent panel at the same hearing, Mr.
Robert Mclntyre characterized my support for the investment tax credit as "his own
idea" rather than representing a broader viewpoint. Mr. Mclntyre, whose views I

deeply respect, is a valued member of the Council's Capital Formation Subcouncil.
He is correct that this particular Subcouncil does not endorse an investment tax
credit.

However, both our Manufacturing Subcouncil and Critical Technologies
Subcouncil strongly recommend such a tax incentive for equipment investment.
More to the point, the full Competitiveness Policy Council endorses the idea and em-
phasizes it in our recent Report to the President and Congress. On page 30, we indi-

cate at the top of our list of six specific proposals
"to promote new investment, espe-

cially in manufacturing": "first, we neea an incremental and permanent equipment
tax credit." In the accompanying press release (copy enclosed), we highlight this pro-
posal as the first of several where we suggest that "the Council's latest rec-

ommendations go considerably further than those of the Administration."
As noted, I have high respect for Mr. Mclntyre and have greatly valued his par-

ticipation in some aspects of the work of the Competitiveness Policy Council. How-
ever, his testimony on the Council's support for the investment tax credit was in

serious error and I believe it is essential to correct the record. I respectfully request
that you include this letter in the record of the hearing.

Sincerely,
C. Fred Bergsten, Chairman.

Prepared Statement of Chip Herman

My name is Chip Berman. I co-own and manage ITie Outta The Way Cafe in

Rockville, Maryland. We're a neighborhood restaurant that sells a little Rock & Roll
and a lot of cheeseburgers. Nothing fancy and nothing on the menu over $11 bucks.
You might be wondering why someone like me is testifying on business meal de-

ductibility. You probably expected Duke Zeibert or Mo Sussman. Well, everyday a

great many business people bring clients to my restaurant to help market their
services and close a deal.

Today I speak for thousands of middle-class restaurateurs and their employees.
Today I represent Susetta Harrison and Brenda Bishop, a Une cook and a waitress
in my restaurant and both single parents with two children each. Susetta and Bren-
da are here with me today.

I might sell Rock and Roll at night, but at lunch I serve business customers.

They're not drinking three martinis. They're working. They're getting in an extra
hour doing business by doing it over lunch.
The reduction in the business meal deduction is being billed as a last remaining

loophole for rich folks in three-piece suits dining at fancy restaurants; while writing
it off on an unsuspecting public. But the facts are that a majority of business meals
take place in low- to moderately-priced restaurants like my own.
A majority of those using the business meal deduction are small businesses. And

one quarter are self-employed. In other words, the perception that the only peo-
ple using the buBiness meal deduction are the proverbial **fat cats'* is a
myth.
According to an independent study commissioned by the National Restaurant As-

sociation, a reduction in the business meal deduction to 50% means that $3.8 billion
will be lost in business meal sales causing an estimated 165,000 people nationwide
to lose their jobs in restaurants, including 2,916 in Maryland.

I know it will hurt the kind of business lunch trade I do because it is very price-
sensitive. It will cut into my sales, and that cuts into jobs.
Why is government making it so difficult to employ people if our goal is increased

employment?
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Every restaurant person I know has cut payroll in the past year. Labor is the only
controllable cost left. I cannot change my rent or my utilities or my insurance pre-
miums. I cannot reduce food and beverage costs. I cannot increase the prices charge
my customers.
But I can cut payroll. What will Brenda Bishop, a waitress, do if her tipped in-

come is reduced? What will Susetta Harrison, who has been with me for eight years,
do if she can't work at all?

Mr. Chairman, I hear a lot of government policymakers talking about how every-
one has to "contribute" to economic recovery and pay their "fair share." I might re-

mind you that the restaurant industry has already lost 20% of business meal de-

ductibility as a result of the 1986 Tax Reform Act. I also want you to know that

when you add up the 25 fees and taxes I pay to governments at all levels, not count-

ing all the other tax measures in President Clinton's package, government gets five

times more "take home" from my company than I do . . . and I own it!

Local, state and federal governments have no clue about the actions each other

takes that dramatically affect business.

The Administration's BTU tax will increase my energy bill an estimated four and
one-half percent and cost my business about $"768 a year. But last year my local

fovemment
slapped on an energy surcharge that already costs me an additional

1200 a year.
In the last two years, government has increased my cost of doing business in so

many different ways that I have watched our earnings shrink by 46% while our

gross sales increased by 11.2%.
Those of us who have survived this recession know we cannot raise our prices.

In fact, my customers are still complaining about the 1991 price increases caused

by the increase in the federal excise tax on alcohol. The assumption that businesses

will be able to simply "pass along" tax and fee increases to our consumers doesn't

cut it in restaurants like mine. Customers are simply too price-conscious.
Let me express it in Cheeseburger Logic. My restaurant sells cheeseburgers for

five and a quarter. Of that $5.25, my net profit is twenty cents.

We are already saving as much as we can without cutting our food quality or our

labor costs. I cannot raise my prices. So if we sold only cheeseburgers and could pay
for these new government costs just by selling more of them, how many additional

cheeseburgers would I have to sell?

• The proposed BTU tax will cost me $768. So netting 20 cents on each cheese-

burger, I'll have to sell an additional 3,800 cheeseburgers to pay for it.

• An increase in the minimum wage people at the Department of labor have been

talking about will cost $20,500, so I'll have to sell an additional 102,000 cheese-

burgers to pay for it.

• The proposed federal excise tax increase on alcohol to fund health care will cost

$3,800, 80 I'll have to sell an additional 19,000 cheeseburgers to pay for it.

• 'The 1992 state unemployment surcharge increase in Maryland costs me $5,400,
so I already have to sell an additional 28,000 cheeseburgers to pay for it.

That adds up to selling 150,000 more cheeseburgers next year. People love our

cheeseburgers, but not quite that much.
I ask you to please consider the overall impact of what you are doing. I know my

business has to pay some taxes, but I can't even do that if you're going to pass laws
like reducing the business meal deductibility that will keep customers from coming
in.

So, Mr. Chairman, it all boils down to jobs. If I am left with the choice of re-

ducing labor costs or surviving as a business, which of my people am I going to fire?

And why is my own government asking me to make that choice?

Simply put, if the government is going to impose yet another set of new taxes on

restaurants, then maybe the government should also tell me who to fire—Susetta

or Brenda?
On behalf of the National Restaurant Association, I would like to mention our

support for the FICA tax on tips tax credit you passed twice last year and the per-
manent extension of the Targeted Jobs Tax Credit.

Thank you, Mr. Chairman.

BUSINESS MEAL DEDUCTION FACTS

The deduction for expenses associated with business meals and entertainment
was reduced from 100 to 80 percent as a result of the Tax Reform Act of 1986. Presi-

dent Clinton has proposed cutting the deduction to 50 percent effective January 1,

1994, as part of his economic plan. The 50 percent limit would apply to all business
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marketing meals, as well as to meals purchased by business travelers. The National
Restaurant Association opposes this limitation for the following reasons:

I. The reduction would result in job, sales and tax revenue losses

In the four years following the Tax Reform Act of 1986, real sales declined almost
6 percent in establishments with per person checks of $15. In fact, the six years
following the 1986 change were the worst years the foodservice industry had seen
in decades. Real sales in all tableservice restaurants actually dropped in 1990 and
1991, and rose only a slight .1% in 1992. Recent figures on a reduction to 50 percent
indicate that 165,000 jobs will be lost and that the industry will see an annual loss

of $3.8 billion in sales.

Consider these facts
• A majority of those employed in foodservice occupations are women. Twenty per-

cent are teens, 12 percent are African-American, and 12 percent are Hispanic—
those least likely to withstand economic dislocation.

• A majority of those purchasing business meals are small business people. A sur-

vey commissioned by the National Restaurant Association shows that seventy
percent of those purchasing business meals had income below $50,000 and 39

percent had incomes below $35,000.
• Fully one-quarter of those purchasing business meals are self-employed.
• A drop in business meal traffic affects far more than "fine dining" restaurants.
Low- to moderately-priced tableservice restaurants are the most popular type of
restaurant for business meals. Seventy-eight percent of business lunches and 50
percent of dinners occur at these establishments. The average amount spent on
a business meal, per person, is $9.39 for lunch and $19.58 for dinner.

• Over the last decade, U.S. cities have invested millions of dollars to attract peo-
ple and businesses to downtown areas. Business travelers are a significant part
of this revitalization. By reducing the deduction for business and travel meals,
the federal government is creating a disincentive for such activities. Federal
revenues might increase—but local and state economics and treasuries would
suffer.

//. Placing a limit on the deduction would take a special toll on small busi-

nesses

Many businesses, particularly small businesses, rely on restaurant meals to give
them an opportunity to sell their products and services one-on-one. For many of

these business people, other forms of advertising—such as radio, or newspaper
ads—are either too expensive or not effective. Reducing the deduction unfairly pe-
nalizes the small business people who use it and the small foodservice businesses

they frequent.

///. The business meal is a legitimate marketing tool

Like other sales-generating expenditures that are fully deductible (advertising,

promotions, free samples, etc.), the business meal is an integral part of the market-

ing plans of many firms. It is not right for the U.S. government to inject itself into

the private decisions a business makes about which marketing techniques work
best.

THE IMPORTANCE OF ADDRESSING PICA TAXES ON EMPLOYEE TIPS

What are FICA taxes on tips?
—

Current law requires both employers and employees to pay Social Security (FICA)
taxes on all tip income earned by employees. Under the Omnibus Budget Reconcili-

ation Act of 1987, employers are required to pay FICA taxes on all employee tip
income. Under the prior law, employers paid

FICA taxes on all wages they paid di-

rectly to employees. Employers paid PEA taxes only on tips used as a credit up to

the minimum wage.

Why current law is contradictory and unfair—
Federal law treats all employee tip income as employer provided wages for tax

purposes, while only treating 32.12 cents per hour as wages for purposes of meeting
the minimum wage. It is inconsistent to treat tips one way under the Internal Reve-
nue Code and another way under the Fair Labor Standards Act. This has cost res-

taurants hundreds of millions of dollars and thousands of jobs. Tipping is a private
transaction between patron and server over which the employer has no control. Tip
income is earned independent of the employer. Restaurateurs should not be forced
to pay payroll taxes on non-payroll income in excess of meeting their minimum wage
obligation.
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Why this tax was enacted—
Congress enacted the FICA tax on tips provision to raise federal revenues to meet

the FY 1988 Gramm-Rudman-Hollings deficit reduction targets. The increased reve-
nues were not needed by the Social Security Trust Fund, nor do they provide any
increase in retirement benefits for tipped workers. It is wrong to increase Social Se-

curity taxes to balance the federal budget.

The FICA tax on tips is costly to tipped businesses—
The FICA tax on

tips
has been financially devastating to the foodservice indus-

try
—

particularly small restaurants. Over 70 percent of eating and drinking places
have annual sales of less than 3500,000 per year—with an average pre-tax profit
between 3 and 5 percent of sales. The FICA tax on tips costs many small res-

taurants more than $10,000 each year
—a cost that is unpredictable and cannot be

budgeted for. It has completely eliminated any profit for many struggling enter-

prises, curbing job creation and economic growth.

The law disrupts employer-employee relations—
Whereas, U.S. labor law stipulates that all tip income belongs to the employee,

the FICA tax on tips now creates a direct financial interest for employers in the

private tip transaction between patron and server. The provision also creates a
po-

tential tax liability for employers when employees fail to report all tip income. This
has resulted in unexpected back tip assessments against employers who have been

complying with tip reporting laws in complete good faith. The law has worsened em-

ployer-employee relations while imposing additional paperwork and recordkeeping
burdens on small businesses.

The need for corrective legislation
—

This provision of the tax code has cost 39,000 jobs due to the increased cost for

employers. Legislation to modify current law has been introduced in both the House
ana Senate. Congressmen Mike Andrews and Don Sundquist introduced H.R. 1141,
and Senator John Breaux introduced S. 573. This legislation, which passed both
Houses last year as a part of the tax bill, would provide an income tax credit for

FICA taxes paid on employee tips above the minimum wage. The enactment of this

legislation would not only provide relief from an unfair burden on restaurants but
would also create thousands of jobs and improve the profitability of restaurants.

We stronffi^ urge that the tax credit for employer paid FICA taxes on tips
be included in the Budget Reconciliation Act.

TARGETED JOBS TAX CREDIT

What is the Targeted Job Tax Credit (TJTC)?
TJTC is a federal tax credit offered to employers of individuals from nine target

groups, including economically disadvantaged youth (18-22) physically or mentally
hanaicapped persons, Vietnam-era veterans, ex-felons, ODC and general assistance

recipients, and SSI recipients. The program also includes hiring of economically dis-

advantaged youth aged 16-18 years for the summer months. The credit was estab-

lished in 1979 to encourage employers to hire workers from these groups that chron-

ically experience high unemplojrment.
Employers can earn a credit of 40 percent of the first $6,000 of qualified first-year

wages paid to eligible employees.

Are employers utilizing the program?
To date, close to six million disadvantaged Americans have been hired through

TJTC, roughly 500,000 per year. Participants have come fi-om each target group and

every state.

Is permanent extension of the program important?
Yes. The uncertainty of benefit availability discourages even broader participation

in the program. Any special recruiting program such as this one has start-up costs,

and requires advance financial planning. The uncertainty of the extension process
automatically disqualifies a number of operators.

Administration's Economic Package
The Administration's economic package includes a permanent extension of the

TJTC. It does not, however, include 23- and 24-year-old8.

Position of the National Restaurant Association

The National Restaurant Association supports the inclusion of the permanent ex-

tension of the Targeted Jobs Tax Credit in the President's economic package and was
pleased that it was made retroactive to June 30 1992.
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We support this program as it is highly used by the foodservice industry to em-
ploy economically disadvantaged individuals. We would, however, recommend that
a provision be added which would expand the TJTC to apply to 23- and 24-year-
olds.

Prepared Statement of Senator Conrad Burns

Mr. Chairman, I would like to thank you and the members of the Committee for

holding this hearing. The proposed energy tax has been the focus of much attention,
and I appreciate being able to offer my comments.

In the production of food and fiber, energy is at the very base of every level of

production, process, and distribution. Energy is the lifeblood of this county. This na-
tion runs on its ability to be mobile. No other cotmtry in the world can match our

diversity and use of technology to sustain the standard of living we also enjoy. Ac-

cording to the Congressional Office of Technology Assessment, 30 percent of the na-
tion's total energy is consumed is by manufacturing plants, mines, farms, and con-
struction firms.

The president has put forth an economic blueprint that he feels will reduce the
deficit as well as address areas of need. And I am pleased that the president has
focused attention on the deficit, and it is incumbent on all of us to work with him.

However, in my view, the package may not help to reduce the deficit, plus it would
have a profound negative impact on my home state of Montana.
Our top three industries—agriculture, mining, and tourism—would be adversely

affected under the president's proposal and specifically under the energy teix.

President Clinton's energy tax would raise $71.4 billion in the next five years.
However, this tax is not fair to all Americans—it will hit Western states far more
than another section of our country. Not only do Montanans rely on energy to keep
our homes warm during the cold winter months and to drive longer distances, but
our major industries

rely heavily on the expenditure of energy.
For these reasons and others, I ask the Committee to consider an "Off-Road Motor

Fuel Tax Exemption" amendment. Mr. Chairman, in 1991, farmers and others
consumed some 1.4 billion gallons of gasoline and some 2.8 billion gallons of diesel

fuel in off road uses such as farm machinery.
Farmers are price takers—they cannot pass price increases on to the ultimate

consumer of food. If the price of input goes up, they,the farmers, absorb the cost.

And what we have to remember is consumers of this country dictate food prices

through the food processing industry. Add this tax to farmers and you run the risk
of destroying the food chain of this nation.

The effects on agriculture will be great. And I could go on and address the effects

the proposed tax will have on industries related to coal production, oil production,
and nydroelectric power.

I would also like to emphasize my concern over the effect of appljang the tax to

energy consumed as part of a manufacturing production process. I am referring to

manufacturing processes that utilize energy sources in one of two ways; (1) as a raw
material is transformed into a product; or, (2) as a direct input to effect a chemical
or physical change that turns the raw material into a finished product. In either

case, we would be taxing a basic feedstock utilized in a production process that may
only be able to be re-designed at great difficulty or expense, or possible not at all.

But one last area that has not been given enough consideration in this debate is

how this tax will affect small businesses—which comprise 98 percent of Montana's
businesses. As a state, Montana has started to take hold of export opportunities.
The costs that will occur because of the energy tax will increase the vulnerability
of small businesses in foreign competition. The energy tax will reduce American
businesses' international competitiveness and reduce economic recovery and in-

crease unemployment.
The energy tax is a regressive tax to western states and will result in less produc-

tion and therefore less economic activity. The less there is in growth, the greater
the loss of future tax revenue. We lose on both ends of the formula the president
has recommended to deal with the deficit spending situation we find ourselves in.

Mr. Chairman, thank you for the opportunity to testify this morning.
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Prepared Statement of Mortimer M. Caplin

My name is Mortimer M. Caplin of the Washington law firm of Caplin &
Drysdale. I served as Commissioner of Internal Revenue under Presidents Kennedy
and Johnson from February 1962 until July 1964.

I recommend that the Committee eliminate the proposed investment teuc credits—
both the two-year incremental ITC for large businesses and the permanent ITC for

small businesses. The $30 billion tax savings (1994-1998) could better be used to

reduce the deficit, reduce marginal rates or strengthen other aspects of the Presi-

dent's program.

ITCS AND administrative COMPLEXITIES

Dating back to the 1960*8, I participated in the development of the ITC concept—
first, as a member of President Kennedy's Taxation Task Force that proposed the

ITC and, later, as the Commissioner of Internal Revenue called on to help draft reg-
ulations for its implementation and to police its use after its enactment in October

1962. The House Ways and Means Committee had rejected the incremental credit

as too complex and erratic in its application, and the ITC finally emerged as an
across-the-board 7% tax credit for new and, to a limited extent, used tangible per-
sonal property.
Any "building and its structural components" were excluded; but what games ac-

countants and lawyers played in trring to get around this ban! Movable partitions
inside the buildings became the fad. Many other line-drawing problems arose and,

indeed, a new industry developed for making specific ITC studies so businesses

could provide support for positions they took on their tax returns. IRS agents uni-

formly disputed these studies and countless cases ended up in IRS appeals offices

and the courts.

Court calendars were crowded by ITC issues in many forms. One lengthy proceed-

ing involved the government's injunction action against a major accounting firm for

the promotion and aggressive marketing of allegedly fraudulent ITC services, and
the allegf

'

use of misleading terminology to describe items of questionable qualifica-

tion to avoid IRS detection. Mislabeling examples provided to the court were:

—Concrete block walls: Labeled "knock-out panels"—Section of roof on building: "Equipment support"—Fixed walls: "Movable partitions-gypsum"—Doors: "Movable partitions-wood"

Besides using traditional machinery and equipment as the base for ITC tax

claims, taxpayers were in court defending ITC claims for a broad range of items:

Movable ceilings, ski slopes and earthen ramps, catwalks, amusement park rides,

bath houses and fixtures, egg-processing structures, drive-up teller booths, gasoline

pump canopies, master film
strips, "reproduction masters" of original Picasso works,

Dook rights, baseball and football player contracts and, yes, even cattle. The govern-
ment won all these cases, although IRS efforts to monitor compliance with the law
became inordinately burdensome.

ECONOMISTS' VIEWPOINTS

Economists differ sharply on whether the ITC is an efficient, cost effective means
of stimulating the economy and contributing to real long-term growth. Under theo-

retical macro-economic criteria, the ITC certainly has its charm; but, on a real-world

analysis, the ITC's tax-reduction attributes are a strong brew for distorting normal

decision-making smd encouraging tax-motivated, noneconomic behavior. Tax avoid-

ance and abuse are an inevitable byproduct.
The on-again off-again history of the ITC provides little proof that, by itself, it

results in substantial increases in investment. Although the timing of expenditures

may be affected by the ITC, much of the prior ITC was wasted on investments that

would have been made in any event. Some economists have even concluded that for

each dollar spent by the Treasury on ITCs considerably less than $1 of increased

investment was in fact produced.
Beyond this, the principle of tax neutrality is sharply violated by the ITC's bias

toward capital-intensive industries—resulting in discrimination against service busi-

nesses, distributors, wholesalers, retailers and businesses obliged to finance large
inventories. If it is jobs we are after, why subsidize capital?
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In a recent survey of the ITC literature, Jane G. Gravelle of the Congressional
Research Service, Library of Congress, included the following among her conclu-

sions:

—Overall, very high marks are not given to the use of ITCs "as counter-cyclical
tax devices because of the long lags in responding to these incentives."—Little economic evidence exists "to support expectation of a large effect on cap-
ital formation."—"[T]he degree of capital formation obtained will have a modest impact on future
standards of living and growth rates over the next few years."

Ms. Gravelle finds little favorable to say about the ITCs efficiency or effectiveness

in spurring needed investment. Based upon my own experience as a lawyer, former
tax administrator and member of a number of corporate boards of directors, I have
never been impressed by the impact that the ITC had on decision-making to in-

crease investments. Most businessmen I know make acquisitions of machinery and

equipment in order to enhance production, not to receive a 7% or even a 10% ITC.
Incremental ITCs have their own severe difficulties. They are targeted at invest-

ment that would not be made absent the ITC stimulus—i.e., investment in a tax

year that is in excess of a taxpayer's average historic investment made during a pre-

ceding base period. But the questions that arise here are complex and, even when
answered, are hard to draft and administer:

1. What is a "fair" base period for a wide variety of businesses with differing his-

tories?

2. What about new, loss or fast-growing businesses?
3. Businesses that recently made large investments?
4. Or those that recently made unusually low investments?
5. How do you identify and police whether some used property was acquired dur-

ing the base period?
6. How do you treat multiple businesses controlled by the same taxpayer?
7. How do you treat lessors and lessees under leasing arrangements?
8. What about the acquisition or disposition of businesses during the base period?

During post-base periods?
9. How do you treat the proceeds of sales of old assets when new replacement as-

sets are then purchased?
10. And how do you treat bunching of investments to achieve incremental ITCs?

THE TAX SHELTER PROBLEM

In the past, ITCs became the prime bait to attract investment in numerous exotic

tax shelters that were widely marketed right up to the Tax Reform Act of 1986. Ad-
ministration of the controlling law was difficult in the extreme and the IRS was

compelled to focus major portions of its resources on tax shelter examinations, ap-

peals and fraud cases.

The wide publicity given to tax shelter fever brought public scorn, disrespect for

the tax system and inevitably a weakening of voluntary compliance with our tax

laws. With an annual tax gap approaching $120 billion—resulting from the faulty

reporting of income from legal activities—this nation cannot accept further revenue
deterioration by opening the door to the potential of a new wave of tax shelter offer-

ings. Reenacting ITCs, even for a limited time, could well sow the seeds for such
a revival.

The 1986 Revenue Act contained a number of provisions aimed at curtailing tax

shelter abuses—passive loss rules, limits on investment interest deductions, ac-

counting rules changes, lower depreciation deductions, a toughened alternative min-
imum tax and repeal of the investment tax credit. This was strong medicine and
the tax shelter industry was left reeling under a major blow. Yet, today there is still

some room left for creative packaging of tax shelters, albeit on a much more limited

basis.

Since 1986, the name of the tax game is to generate sufficient passive income so

as to offset a taxpayer's accumulated passive losses. Many recent shelter projects
have been shaped to meat this goal and have been successfully marketed on this

basis. Older investments that have turned sour can also produce sizable amounts
of passive income through the recapture rules, not to mention investments that are

actually sold at a profit. With pools of passive income thus made available to a
broad spectrum of taxpayers, tax shelter promoters continue to have a significant

constituency. If new ITCs are added to the mix, the attractiveness of these invest-

ments increases markedly.
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In sum, the President's proposals taken as a whole contain enough essential in-

gredients to whet the appetites of hungry tax shelter promoters: Higher tax rates,

tied to an already broaoened and tougher tax base; capital gains preferences, with

a 30% reduction in the top rate for high-bracket taxpayers, plus a 50% exclusion

for targeted capital gains for "qualified small business stock;" partial repeal of the

passive loss rules, for real estate professionals; introduction of new ITCs; and even

enterprise zone benefits—all available to be packaged together for the right cus-

tomers. In such a setting, adroit and ingenious tax planning should not be under-

estimated.
ITCs run completely counter to the philosophy

of the 1986 Act—aimed at broaden-

ing our tax base while coupling it witn a lower marginal rate structure; eliminating
tax preferences and avoiding micromanagement of the economy by selecting particu-
lar activities or industries for special rates or other tax benefits; and encouraging

taxpayers to make business decisions based upon sound economic criteria rather

than tax inducements.
Our nation would better be served by a tax system that continues in this direc-

tion—one that is not diverted by a temporary or permanent tax incentive heralded

as an imagined economic stimulant.
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Prepared Statement of Arturo Carrion

Good morning Mr. Chairman ajnd members of thi&HonoraUe Committee. My
name is Arturo Carridn and I am here

today
as the spokesman for the Puerto

Rico Private Sector 936 Coalition, a group of 27 organizations that have joined

together to preserve our blueprint (at economic devdopment

The organizations in this Coalition, together represent more than 30,000
businesses of all sizes and from all sectors of Puerto Rico's economy, and diese

busin«SMS in turn account for mora than 50% of total dmpIoymAnt in Puarto

Rico.

These private-sector organizations agree widi the ongoing eBort to create jobs,

tmprova US eomp«titivenest, and r«iduc« the federal budget deficit. We also

believe that Section 936 of the Internal Revenue Code is vital to the contintiing
economic development of Puerto Rico. It is In this context that I deliver this

message today on behalf of the Coalition.

For the record, I am attadiing a summary of the impact which the issue at hand,
will have on each economic sector represented in the Coalition.

As we address this hearing on the Administration's economic program, we are
conscious of President Clinton's call for sacrifice by all Americans to restore

health and vitality to the US economy. However, tMs sacrifice must be shared

equitably and fairly by all Americans. This is not the ctse with the
Administration's proposals as they pertain to Puerto Rioo.

Puerto Rico is being asked to carry a disproportionate share of the tax burden in

the President's program. We are the only Jurlsdicdon being asked to put at risk

tlie very foundation of our economic system. The proposed changes to Section

936 are not merely an inaemental adjustment in taxes, but a radical change in

our economic structure. Sound policymaking requires a full understanding of

the derivative effects of sud\ a chaivge

The objectives being pursued by the Administration do not warrant this

dangerous change in Puerto Rioo's economic system, and can be achieved in

more effective and less risky ways. Our understanding is that the
Administration has two dear-cut objectives: One Is to raise revenues. The other

is to create ]obs. Both are simple and clear goals; neither of them requiiei or

Jufltlflee the sweeping changes in Puerto Rioo's economic structure that are being

proposed.

Aside from their far-reaching nature, the dollar value of the changes being

proposed also has a dramatic impact. When differences in population and

income are taken into accotmt, we find that Puerto Rico is beii^ asked to carry a

burden six times as large as the burden on the mainland economy. Moreover,
the proposed changes in Section 936 imply enormous increases In the effective

tax burden on the economy of Puerto Rico that would cau«« Irreversible harm lo

the entire economic development program on the Island. This is too high a

saariiioe for Puerto Rico to bear.

The revenue-raising proposals in the Administration's program, totaling $246

billion, amount to sUghtiy less than $1,000 for each American on the mainland.

In contrast, the $7.5 billion being asked from Puerto Rico's economy ara more
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than $2,000 for each of Puerto Rico's 3.6 million American dtisena. If we factor

into the calculation the fact that Puerto Rico's Income per person Is about one-

third of the Income per person on the mainiancU we find that the proportionate
share of the tax-ralslng burden placed on Puerto Rico is sbc times higher than d\e

corresponding burden on tiie mainland.

Viewed from another perspective, the f7.5 billion requested from Puerto Rico in

five ycATs, which translate into $1,5 billion pv year on average. Is equivalent to a

43% increase in Puerto Rico's annual tax burden. In other words^ raising $1.5

billion per year in tax revenues out of Puerto Rioo's developing economy is like a

43% increase in local taxes, none of which will be spent on deveiopmant^oriented
activitieB in Puerto Rico. Picture such an increase in the tax burden on any state

or municipality on the mainland. Changes of such magnitude cannot take place
without causing severe disruption in eooiuxnlc activity.

Whldiever way one looks at the proposed changes in Section 936. the magnitude
of the change is staggering. We have no doubt that changes like those being

proposed would cause severe hardship to those in Puerto Rico who are least able

lo escape the negative impact of this economic dislocation.

In the four-and-a-half decades since the late 1940s, we in Puerto Rico have taken

full advantage of Secdon 936 and its predecessors to produce a dramatic

transformattot of our economy and sodety. We have Inoieased otir GNP per

person eightoen-fold. from S348 in 1950 to $6,450 today. Employment increased

more than 50%, from 596,000 in 1950 to 925,000 presently. In the process, we
traiuiformed a traditional agricultural economy into a modem and dynamic
manufacturing aiul servloee economy. We have also modernized all aspects of

Puerto Rican life, reaching world standarda in matters of education^ health, life

expectancy and other indicators of economic development Section 996 and lis

predecessors and the active mobilization of Puerto Rico's own oonstnictive

energy have been nMenHal to this procns

Yitt, after fnur-and'a-half dccaden nf ImprimilvR arhlinrrnimM we sdll faop major
shortcomings In our economic development it is because of these shortcomings
that Puerto Rico's economy is not strong enough today to cany the burden

impllad by the proposed changes in Section 936.

When Puerto Rico's modem industrial development began in the late 1940*8, we
had three major advantages to btaild upon, rirst, we had prefereniial aixeas lo

the United States market under a common currency and common customs.

Second, we had a low-cost labor force. Third, we had local and federal tax

benefits for industrial corporations. Besides these three pillars o^ our industrial

strategy, we also had lower energy costs due to exemption from oil import
quotas.

As we leveraged on these advantages, we developed our human lecouroes to the

point where cheap labor is neither a possible nor a desirable feature of the Puerto
Rican economy. Through the years, we have also lost the advantages of our

preferential access to the US market not because the market has bean closed to

our products, but because many other countries have gained almost equal access

to the US market. The two rounds of GATT negotiations, the Caxibl»an Basin

initiative, and more recently, the proposed North American Free Trade

Agreement, have given many other countries such easier entry. iotrt die Amerjran .

market that our free access is no longer ao advantageous.
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We hav« mad« a good d«al o/ progrMS towards otir goal of atiMaiiung economic

growth on the itrength oi our human reaourcea, our entreprensurioi Ingenuity^
and otir physical and technical Infraatnicturtt. However, we MiU need an
instrument to support economic development in the foreseeable future.

We must recognize that despite all the achievements of the last four decades,
Puerto Rloo must still compete without natural resources, with a population
density that is <me of the highest in the world, and a per capita income that is still

only about half that of the poorest state. We should also remember that In

contrast to many countries that compete with Puerto Rico for invcetmcnt capital,

we are bound by some of the toughest environmental standards in the world, by
us minimum wage legislation, by the cost of maritime transportation in US
ships, and by higher energy costs than the oxainland.

We have to continue this tranafonnation on the basis of the partnership

historically developed between the federal govenunent and Puerto lUoo In Otda
to compensate for the challenges that Puerto Rico faces. Section 996 is part of the

arrangements the United States offers for economic development in the

possessions.

Tliis tax-sparing arrangement has always been recognized by the US government
since the beginning of the century, is customxu-y practice in relations between
other industrial countries and many developing countries, and has proved
twneflclal to both Puerto Rico and the United Sutes.

Puerto Rico is one of the world's largest purchasers ofUS products, with imports
of more than $10 billion annually. This places us as the single largest buyer of US

products on a per capita basis and just below such a large and high-income

country as France in terms of the dollar value of purchases. These purchases of

US products, many of them raw materials and supphes purchased by 936

corporations, support about 200,000 jobs on the nminland. In addition, Puerto

Rico's heavy use of US merchant marine services is instrumental to the survival

of this strategic industry.

Creating jobs, particularly high-quality, well-paid Jobs, is ultimately the main

thrust of the President's economic program. We maintain that Section 936 is

essential if we are to continue with our economic development and our endeavor

to aeate jobs. That is what 936 means to our economy. It is the mechanism that

creates employment in Puerto Rico. Besides generating 115,000 jobs directly in

manufacturing, the activities of 936 corporations indirectly generate and support
about 200,000 additional jobs in services, trade, retailing, and many other

activities characterized by mediimtt and small-size companies led by Puerto Rican

entrepreneurs. These are the people represented by this Coalition.

In the banking industry, approximately 35% of total deposits are 936 funds and

the financial system as a whole, including broker-dealers and thrifts,

intermediates approximately $10 billion from 936 companies. This produces, due
to the operation of local financial regulations, $12 to $13 billion in economically-

productive, employnxent-generating Investments and loans. Additionally, 936

companies directly hold investments of approximately $5 billion, consisting of

PR government securities, various forms of residential mortgage obligations and
bonds of the Puerto Rico Industrial, Medical, Education and Environmental
Control Fincmcing Authority (AFICA) and of the Caribbean Industrial Financing

Authority (CARIFA). That is $18 billion employed in productive investment
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assets. These "936 funds", which have permitted the emergence of modern

capital markets In Puerto Rico, have provided low-cost financing essential to

Puerto Rico's development. The preservation of this source of funds is essential

to preserve Puerto Rico's economic growth.

In fiscal year 1992, 936 companies paid an estimated $600 million in taxes to the

Puerto Rican government and its municipalities in one form or another. This is

more than hcdf of total corporate tax payments. Unemployment is high, but

without 936 companies it would be substantially higher. While total

employment in the manufacturing sector has remained stable over th^e last ten

years, over 20,000 jobs have been lost through plant closings while an almost

equal number have been added through new openings thanks to the industrial

incentives made possible by Section 936.

Section 936 has also helped to promote economic growth and stability

throughout the Caribbean Basin. Direct investments under Puerto Rico's Twin

Plant Program and lending for development-oriented projects have been possible

thanks to «i\ agreement between Puerto Rico and tne Congnu to put 936 to work
in furtherance of our economic and political goals in the Caribbean.

In addressing the objectives of the Administration's program, the Treasury has

recognized the importance of Section 936 and, on Uiat basis, has proposed a

wage-based limitation on the 936 cTBdiL However, we must state that^ wage
credit proposal being advanced as a replacement for the 936 system Is not by
itself an adequate altexnadve. The wage credit alone is not a sufficient incentive

to maintain the mix of hIgh«technolo^ and labor-intensive industries that we
have in Puerto Rico today; a mix that is essential to our continued economic

development.

High-technology industries have t>ecome key actors in Puerto Rico's economic

development. In fact, tf\e high-technology/ capital-intensive indttftries have been

responsible far most of the manufactxirlng employment created in Puerto Rico

during the last two decades. In contrast, the labor-intensive manufacturing
industries have been losing emplojrment and have su^red a dedlxUng trend

even imder the currant system of an Inoome-based credit. In the ten years from

1982 to 1992, employment in high-technology 936 firms increased by 10^688, a

rate of more than 1,000 Jobs per year, while other industries lost 10^366 Jobs

during the same period.

Even with the prop>os«d wage credit; Puerto Rico would still And it difficult to

compete with production centers like Mexico, Ireland and Singapore m light,

labor-intensive industries. On the other hand, high-technology manufacturing is

not Ukely to benefit from a wage credit alon«, since these industries are ixot

highly sensitive to labor coets, being oapitai-intensive operatiOAS by their very
nature. Therefore, an income-based credit is essential to the preservation of our

industrial mix. Ttie government of Puerto Rico has recognized the need to keep
both elements in the 936 system.

High-technology manufacturing has given Puerto Rico the dynamic benefits that

come from being at the forefront of new pror- ictlon sjrstems and increasingly

competitive products. In addition, it has stimulated and supported the

development of world-class human resources in our economy by providing
stable employment in high-quality and well-paid Jobs. And while it doesn't
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create aa many direct )oba par million doUara of production aa ttia labor-intansiviB

industries, high-technology manufacturing has a high employment multipUer,

precisely because it pays high salaries that support Intemal demand for all sorts

of goods and services and the jobs that depend on that demaxul. We should not

think of dismAntling this hi^-technology sector that it so important to our

present «oonomic w^ being as well as to our funire economic development

This is not to say that we want to abandon Uw labor-intensive industries that still

account for a substantial portion oi total employment in Puerto Rica What we
do need is a mechanism to balance the continued development of high-

technology industries with the necessary support and strengthening of more
traditional manufacturing.

In viaw of tlie need to protect the benefits which the economic system based on
Section 936 represents for Puerto Rico, we submit that any modlAcations
considered necessary to the 936 system must adhere to certain parameters that

are indispensable to ensure Puerto Rico's omtinuous economic development in

harmony with the objectives and needs of the US economy. These parameters
are the following:

• Puerto Rico must answer President Ginton's call to sacrifice in proportian
to its capabilities as the lowest income and highest unemployment
economy within tlie United States.

• Puerto Rico's economic model must be capable of fostering a favorable

environment for creating jobS/ generating income, enhandng the cross-

linkages between all tne sectors of the Puerto Rico economy and

supplying funds for low-cost financing of public Infrastructure and

private productive acdvities.

• Modifications to improve the 936 system must provide for Hie continuous

subillty of Puerto Rico's investment climate and its attractiveness for

future investment and ]ob aeation.

Puerto Rico must retain the ability to attract hlgh-techndk>gy Industries

while strengthening labor-intensive industries.

• Modifications to the current 936 system must be implemented on a

gradual basis to give the economy time to readjust its basic

tmderpinnings.

Thank you.

ATTACHMENT 1

ECONOMIC IMPACT ON SEVERAL SECTORS OF OUR ECONOMY

Following is a summary of the estimated effects of the proposed changes in

Section 936 on each economic sector represented by the Coalition. We iiave not

included in this summary the manufacturers' position, since they will testify

separately from the Coalition owing to the direct impact that these proposals
have on liieir operations. However, the Puerto Rico Manufacturers Association

is one of the members of tills Coalition.



149

FTNANfCIAL SECTOR

Should the financial system in Puerto Rico suffer a significant reduction in the

936 funds, it would face a severe liquidity problem. This, in ttim, would have

negative repercussions on the Puerto Rican economy, to the extent that the

financial intermediaries would be forced to restrict credit to the employment-

generating sectors of our economy and reduce their purchases of government
bonds.

The reduced liquidity would impact the economy in two ways:

u a higher cost of funds as the 936 funds in the market are reduced; and

u a reduced availability of credit as the 936 ftmds are reduced and the

condition of the economy deteriorates as a consequence of a gradual

increase of the unemployment rate.

This liquidity crunch would affect the four main intermediaries of 936 funds in

similar ways. However, owing to their particular business nature and capital

structure, each of the major intermediaries would be affected to varying degrees,

as explained below.

Commercial Banking Sector

Even though liquidity would suffer, commercial banks, in general terms, could

replace the 936 fxmds from external sources, but at a higher cost and, in all

probability, with reduced availability. This, in turn, would affect the availability

of credit to most, or all of Puerto Rico's economic sectors and would raise the cost

of CTedit to levels much higher than at present. On the other hand, commercial

banks, particularly those with concentration on the retail, commercial and

mortgage markets, would probably suffer a higher delinquency and foreclosure

rate as the condition of the economy deteriorates. Needless to say, the internal

generation of capital would be negatively affected as profits would most

probably be reduced as a function of higher loan losses. This is also true of other

financial intermediaries.

Savings Banks

Savings banks, by their corporate nature, are 936 companies. As such, they do
not pay US taxes but pay taxes to the Puerto Rican government (18 million
dollars in 1991). Any change to Section 936 would force them to pay an equal
amount in federal taxes. They would claim a tax credit in Puerto Rico, thus

reducing the tax revenues for the government of Puerto Rico.

Like the commercial banking sector, but with greater severity, the savings banks
would suffer a serious liquidity limitation. Any reduction in the credit granted
to the 936 companies would have an immediate effect on the investment income
and, consequently, on the deposits intermediated through the Hnandal system.
The savings banks would be mostly affected due to the marginal nature of their

operations in this market. Without this liquidity, the mortgage origination which
has been their principal line of business would be reduced. This would have a

very negative impact on the housing construction industry.

Like the commercial banking sector, but again, with greater severity, the quality
of assets at savings banks and the availability of credit from these institutions to

the Puerto Rican borrower would be affected by the overall deterioration of the
local economy.
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Securities Industry

Any reduction in the tax credit would negatively affect the 936 funds
intermediated through the securities industry which amount to $2.5 billion. Here

again, as the tax credit is reduced, these funds would be reduced substantially
and, even in the event that the exemption on investment income would prevail,
the reduction in the funds would make it academic. The ultimate impact would
be in the reduced availability and higher cost of the capital needed to finance

projects in Puerto Rico. These fimds would have to be sought externally at a

higher cost, assuming they were available.

During 1991 and 1992, 936 companies invested, through the securities industry
institutions in Puerto Rico, $2,663 million in the following activities with
maturities of five years or more:

Activiries Amount

Puerto Rico Government Bonds $524 million

Mortgage Securities $809 million

AFICA Bonds $220 million

CARIFA $517 miUion

Bank Securities $443 million

Others $150 million

Mortgage Banking

The financing of housing and commercial property would be directly affected

with the reduced liquidity of the financial sector. Mortgage bankers accoimt for

80% of the mortgages underwritten in Puerto Rico and most of them depend on

the secondary market which is made possible by 936 fvmds. While these ftmds

can be replaced by external sources, they would not be readily available and

undoubtedly at a higher cost. This could mean that a good portion of the low

income mortgage holders that qualify for loans underwritten today, probably
would not qualify, due to a higher monthly payment.

On the other hand, federal agencies participate heavily in the Puerto Rican

housing market either through direct loans, guarantees, or insurance

underwriting. HUD, for one, has insured dwellings for $5.8 billion and the

Veterans Administration has guaranteed mortgages for 1.2 billion dollars .

The majority of these loans are placed or sold in the secondary n\arket through
the use of Mortgage Backed Securities (MBO's) either through GNMA, if they are

FHA or VA, or through FNMA or FreddieMac, if they are conventional

conforming mortgages.

Non-conforming mortgages are placed in Collateralized Mortgage Obligations

(CMO) which are sold to 936 companies. All of these investments would suffer

as it is estimated that real estate values in Puerto Rico would be reduced by
about 30% as a consequence of the recession that would follow the changes in

Section 936.

HEALTH CARE INDUSTRY

For years, 936 companies have contributed significantly to the availability and

quality of care in Puerto Rico. By providing one himdred and fifteen thousand
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direct jobs, they also provide fanuly health insurance to an equal number of

families, covering a total of more than three hundred thousand people. These

figures, important as they are, do not take into consideration the indirect jobs

sup[x>rted by the 936 companies which also generate health insurance coverage.

Any reduction in the jobs generated by 936 companies would then have an

important impact on the quality of and access to health care. Some of these

people would have to move to an already overburdened public health system
which would be unable to accommodate them.

Access to health care would also be affected in the private sector which now

depends, to a great extent, on health care plans. It is anticipated that some of

these hospitals would be forced to reduce their services substantially or close

down completely, particularly in those areas with a heavy 936 concentration.

The effects trickle down to physicians offices, ambulatory care and other related

health care services.

Consequently, the quality of care would also be negatively affected due to lesser

technological advances, instrumentation, and the like, as income generation is

reduced.

AGRICULTURE

The agricultural sector has been depressed in Puerto Rico for several years.

However, since the advent of Section 936, and more recently, by the increased

maturity of the investments made by these companies in our financial sector,

credit has been more readily available to this important sector of our economy.

Agricultural lending is a required eligible activity to receive 936 funds (as per

government Regulation 3582). This, not only has caused a more abundant

availability of credit, but also a lower interest rate. The 936 funds has also

stimulated new investment in the agricultural industry and the development of

new projects.

This industry would be severely affected by a reduction in the p)Ool of 936 funds

that would send it back a number of years in its financial and productive

capacity.

WHOLESALE AND RETAIL TRADE

The wholesale sector is maiiUy composed of distributors of US made and locally

manufactured goods which depends on the economic well-being of our citizens.

Here, again, financing is of outmost importance and the lower cost and better

availability of credit afforded by 936 funds has allowed them to better finance

their working capital and expansion needs.

The retail sector is mainly composed of individual proprietorships and small

service organizations. It employs about 125,000 people which constitute a strong
force in our economy and would suffer great hardship should the Puerto Rican

economy experiment a setback. This sector lacks the capital necessary to finance

its operations and expansions which has been supplied mainly by credit sourced

by 936 funds. As a matter of fact, 65% of the commercial loans granted by the

commercial banks in Puerto Rico are for amounts less than $25,000 and 90% are

for amoimts less than $100,000.
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Finally, the municipal license tax that both wholesalers and retailers pay to the

government, have been instrumental in the financing of government activities

throughout the island.

CONSTRUCTION

Puerto Rico is in great need of developing a master plan for the rehabilitation

and further construction of its infrastructure. The source of financing for these

projects, which include water treatment, energy generation, improvements to

transportation ways, ports and airports, relies heavily on the low cost financing
made possible by the 936 funds. Needless to say, the development of this

infrastructure is vital to our economic development.

Private construction, like new housing, commercial and industrial buildings,
would be reduced substantially should these fvmds not be available as readily as

they are now, or at the low interest rates which they now command. The
construction industry has a labor force of approximately 40,000 people, and a

high employment multiplier because of its very nature. 936 companies, with

their constant expansion program, have provided stability to this industry in the

last decade. As a matter of fact, the industry estimates that 50% of the architects

and engineers licensed in Puerto Rico depend on the 936-related construction

work. With the constant menaces to Section 936, however, this activity has

slowed down considerably as of late. Finally, housing construction, which is so

vital for a commuruty with a population dei\sity of 1,000 per square mile, would
be greatly hindered. Many of the low income families that now are able to

finance their dwellings would be driven out of the market.

The comments above reflect the importance of the 936 system to some of the

sectors of our economy which are represented in this Coalition.

ATTACHMENT 1

MEMBERS OF THE PUERTO RICO PRIVATE SECTOR 936 COALITION

AIESEC - Puerto Rico

Asociacion de Agendas de Cobro de Puerto Rico

Asociaci^n de Agricultores

A50ciaci6n de Bancos de Ahorro

Asoclacl6n de Comerciantes de Materiales de Construcddn

Asociad6n de Comerciantes del Viejo San Juan

Asodad<5n de CompafUas de Seguros
Asodaddn de Constructores de Hogares de PR
Asodadon de Contratistas Generales

Asodaci6n de Distribuidores de Autom6viles
Asodaddn de Industrlales de Puerto Rico

Asodad6n de Navieros de Puerto Rico

Asodad6n de Radiodifusores de Puerto Rico

Asodad6n Medica de Puerto Rico

Asodaddn MIDA
Asodaci6n Puertorriquefta de Agendas de Viajes
Asociad6n PuertorriquefVa de Representantes de FAbrica
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Cainara de Comerciantes Mayoristas
Clmara de Comercio de Ponce y Sur de Puerto Ricx)

C6mara de Comercio de Puerto Rico

CSmara de Comercio del Oeste de Puerto Rico

Cimara Oficial Espaftola de Comercio
Centro Unido de Detailistas

Colegio de Arquitectos de Puerto Rico

Colegio de Contadores Publicos Autorizados de Puerto Rico

Colegio de Ingenieros y Agrimensores
Mortgage Bankers Association

Puerto Rico Bankers Association

Puerto Rico Hotel and Tourism Association
Sales & Marketing Executives

Securities Industry Association

ATTACHMENT 2

PUERTO RICO'S FAIR CONTRIBUTION
TO THE PRESIDENTS REVENUE PROGRAM

GDP PER PERSON

REVENUE-SHARING BURDEN (1994-97)

T0TALIN9ILL10NI
PER PERSON IN$

PUERTO RICO FAIR SHARE (1994-97)

PUERTO RIGO FAR SHARE (1994-98)

PUERTO RICO
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PUERTO RICO*S FAIR CO^^^RIBUTION
TO THE PRESIDENrS REVENUE PROGRAM

COPPER PERSON

GNP PER PERSON

PBRSC»4AL INCOME PER PERSON

REVENUE-SHARING BURDEN

TOTAL IN BILUCN $ (1994-97)

PER PERSON IN $ (1994-97)

PUERTO RICO PAIR SHARE (1994-97)

GDP BASIS

GNP BASIS

PERSONAL INCOME BASIS

PUERTO RICO PAIR SHARE (1994-98)

GDP BASS
GNFBAS5
PERSONAL INCOME BASIS
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PUERTO RICO AT A GLANCE

PERSONAL INCONfE PER PERSON

UNITED STATES $19,720

MISSISSIPPI $13^28

PUERTO RICO $6459 |

RATIO PR/US 32.2%

RATIO PR/MTSSISSIPPI 47.7%

UNEMPLOYMENT RATE*

UNITED STATES 7.0%

I PUERTO RICO 18.0%|

»Mirch 1993

FAMILIES UNDER POVERTY LINE*

UNITED STATES 10.0%

IPUERTORICO 58.9%|

*1990 Census of Population
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PUERTO RICO AT A GLANCE

COMPOSITION OF GROSS DOMESTIC PRODUCT
1992

AGRICULTURE 1,4%

MANUFACTURING 3V.0%

mCH-TBCH 28.5%

OTHER 103%

TOURISM 5^%

TRADE AND SERVICES 38.3%

TRANSPORTATION k UnUTIES 8.4%

GOVERNMENT 11.0%

OTHER 7,7%

RATIO OF FDCED DOMESTIC INVESTMENT TO CDF
1992

CONSTRUCTION 8.1%

MACHINERY k EQUIPMENT 7.1%

TOTAL 15.2%
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PUERTO RICO AT A GLANCE

EMPLOYMENT IMPACT OF SECTION 9H

TOTAL EMPLOYMENT
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PUERTO RICO AT A GLANCE

LOCAL FISCAL IMPACT OF SECnON 9M
FUcAlYt«rl992

COMMONWEALTH NET RECURRENT REVENUES (MILLIONS) 5,900

OP WHICH, INCOME TAX REVENUES 2,34«

OPWHIOi CORPORATE INCOME TAX 1,033

OF WHICH 936CORPORATE TAXES 513 •

RATIOS:

936 CORPORATE TAXES TO TOTAL INCOME TAX REVENUES 21.9*

936 CORPORATE TAXES TO TOTAL CORPORATE INCOME TAXES 49.7%

*
Projection to 1992 btMd on 1989 data and trend growth rat«. Includea

tnoomt and loOg^te taxes.

PUERTO RICO AT A GLANCE

INVESTMENTS FINANCED WITH 936 FUNDS
1992

TOTAL 936 FUNDS IN PUERTO RICO On Billion $)

INVESTMENTS SUPPORTED BY 936 FUNDS

l&O

IN COMMERCIAL BANKS 6.1

IN FEDERAL SAVINGS BANKS 1.7

IN INVESTMENT BANKS 2.1

IN DIRECT INVESTMENTS 5.2

IS^

COMMERCIAL FINANCE 6.7

HOUSING FINANCE 44
PUBUC SECTOR FINANCE 4.1

CBI<X>UNTRIES FINANCE l.l

OTHER INVESTMENTS 2.1
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Prepared Statement of Luis P. Costas Elena

I am Luis P. Costas Elena, General Counsel and Vice President of Puerto Ricans
in Civic Action—a civic, non-partisan, grassroots movement, in Puerto Rico. We,
Puerto Ricans in Civic Action, wholeheartedly support President Clinton's Proposals
for Public Investment and Deficit Reduction, especially the reform of I.R.C. Section

936 into a wage credit. We also support Senator Pryor's Bill.

Puerto Rico should receive domestic solutions and programs, not tax gimmicks
that can only produce resentment in the States, because of Runaway businesses.

The March 1993 CBS segment by Dan Rather on 936 Runaway plants, the 1987
Kansas Business Review study, the Pulitzer Prize and 1992 best selling book "Amer-
ica: What Went Wrong?" exemplify the substantial harms caused by 936 against

your constituents.

At the very least I.R.C. Section 936 should have a sunset provision and strict re-

quirements for reauthorization. Immediate reform of 936 into a wage credit and

sunsetting could provide $3 billion in additional funds for the U.S. budget, above
and beyond what President Clinton has proposed, funds that could be used partially
to finance the uncapping of Medicaid in Puerto Rico or any future substitute Na-
tional Health Program that includes the island plus the fomenting in Puerto Rico

of programs for education, jobs and infrastructure.

Marcus Aurelius in his Meditations has stated: "The Universe is change, life is

opinion." And St. Augustine On Free Choice of the Will affirmed: "(Y)ou shall know
the truth and the truth will make you free.

"
Accordingly, we have for many years

been pointing out that the facts belie any need for gradualism in the reform of

LR.C. Sec. 936 and that I.R.C. Section 936 is a scandalous, ever-increasing federal
tax expenditure, which in effect is a wasteful, federal welfare program basically for

pharmaceutical and other Fortune 500 corporations.
You and I should wholly agree with Professor Stanley Surrey of the Harvard Law

School, former Assistant Secretary for Tax Policy of the U.S. Treasury during the

Kennedy Administration:

"(A) tax incentive does involve the expenditure of government funds."

"A dollar is a dollar—both for the person who receives it and the govern-
ment that pays it, whether the dollar comes with a tax credit label or a di-

rect expenditure label."

"(A) resort to tax incentives greatly decreases the ability of the Government
to maintain control over the management of its priorities."

"(T)ax incentives do involve expenditures—'back-door expenditures' . . . and
... a legislator concerned with expenditure levels and expenditure control

should not, while holding the front door shut, let hidden expenditures in

through the back door.
"

(Stanley S. Surrey, Tax Incentives as a Device for Implementing Government Policy:
A Comparison with Direct Government Expenditures, 83 Harvard L. Rev. 705, 717,

721-722, 732 (1970).

The Congressional Budget Office has explained:

"(A) tax expenditure is analagous to an entitlement program on the spend-
ing side of the budget; the amount expended is not subject to any legislated
limit but is dependent solely upon taxpayer response to the particular pro-
vision. In this respect, tax expenditures closely resemble spending programs
that have no ceiling." (Congressional Budget Office, Five-Year Budget Pro-

jections Fiscal Years 1978-1982, April 1977)

I.R.C. Section 936 is extremely perverse, expensive and a tremendous drain on the

federal budget. The annual federal tax expenditures of I.R.C. Sec. 936 have in-

creased to $2.8 billion in 1989 from the $80 million of antecedent I.R.C. Sec. 931
in 1972. The United States General Accounting Office has calculated that from 1993

through 1997 the United States treasury will lose $15 billion ($15,000,000,000) be-

cause of I.R.C. Section 936. According to the Puerto Rico Planning Board the esti-

mated number of employees in the entire chemical and analogous products group
in Puerto Rico (936 and non-936 corporations) which includes pharmaceuticals, was
at most 22,600 for fiscal year 1991, including temporaries; and such employees are
eu-ound 2% of the total number of employed persons (925,000) by major industrial

sectors in Puerto Rico; yet pharmaceutical corporations pocketed 49% of the Section

936 tax expenditures in 1989 or $1,385 billion of the $2.82 billion in total Section
936 tax expenditures of 1989. In other words. Section 936 is the worst type of wel-

fare, welfare for the extremely rich pharmaceutical corporations, (those that least

need federal subsidies and that employ relatively few persons in Puerto Rico), in the
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misguided and false expectation that some of those federal subsidies will indirectly
to the average Puerto Rican trickle down.

I.R.C. Section 936 is a section of the federal, Internal Revenue Code that allows

United States corporations, principally the "Fortune 500" to organize United States

subsidiary corporations to do business basically in Puerto Rico. The "Fortune 500"

parents then shift profits from their taxable operations in the United States or else-

where to the Puerto Rican business (that receives Fomento tax exemption in Puerto

Rico) and then retrieve those profits plus the tax free investment income generated

by those profits almost completely free of both federal and Puerto Rican income tax-

ation either via the 100% intercorporate dividend deduction or a tax free liquidation.
The parent companies then commence again this circle of avoidance of federal in-

come taxes by sniftine other profit to the Puerto Rican operations. The I.R.C. Sec-

tion 936 subsidisiries do not pay federal income taxes because they receive a federal

income tax credit for taxes that they have never paid. The credit device spares—
exempts—the profits covered by the credit from federal income taxation.

In 1991 Merck received $204,375 in federal tax expenditures of 936 per employee;
American Home Products $105,600 per employee; Bristol-Myers Squibb $101,904

per employee; Upjohn $133,929 per employee. Obviously, said companies did not pay
those amounts in salaries to each one of their employees and not all of those em-

ployees were even in Puerto Rico. Many employees were even temporary.
Because of I.R.C. Section 936 the people of Puerto Rico suffer the caoping or re-

striction of five very important social programs; Supplemental Security Income, Aid

to Families with Dependent Children, Nutrition Assistance, Medicaid, and Medicare

Reimbursement. The federal government cannot uncap or unrestrict these programs
in a time of budgetary constraints, when the federal treasury is already hemorrhag-

ing at the rate of around $3 billion every year because of Section 936. Accordingly,
the aged, the needy, the blind or otherwise disabled, the

dependent
children and the

nurses, doctors and hospitals of Puerto Rico are sacrificed for the sake of Section

936.
Section 936, moreover, constitutes unfair competition against the States of the

Union and injures the workingmen and workingwomen of each of the 50 States—
your constituents—by subsidizing businesses that run away to Puerto Rico. As long

ago as 1952 Senator Brewster, among other Congressmen, pointed out:

"A basic fallacy in the whole Puerto Rican industrialization program is the

fantastic cost per job. In other words, the program of luring business to

Puerto Rico costs millions of dollars in United States taxpayers' money and

produces relatively few jobs for Puerto Rican workers."

Worse still, Section 936 is a threat to democracy. Section 936 has created power-
ful, vested economic interests, ever vigilant and protective of their exemption privi-

leges, in Puerto Rico—a small island of insufficient social and political resources to

overcome such great concentrations of wealth. Those vested interests cry wolf at any
attempted reform or reduction of 936 and consist of the exempt persons—especially

the so-called Section 936 corporations; the professionals
—lawyers, accountants, con-

sultants and executives—that serve the privileged exempt persons; Fomento; finan-

cial intermediaries such as large banks or brokers; and diverse governmental per-

sonnel that seek or expect employment, political contributions or other rewards from

said exempt persons, professionals or banks.

Although the supposed justification for Section 936 is the creation of jobs in Puer-

to Rico, Section 936 has never been tied to such jobs. Section 936 provides the fed-

eral subsidy and the exemption on the basis of profits, irrespective of the creation

of any jobs or the payment of compensation.
Section 936 and its predecessors 931 and 252 have not reduced unemployment in

Puerto Rico. In 1898 unemployment was at 17%, in 1940 at 15% and the latest fig-

ures from the Puerto Rico Planning Board report that unemployment still stands

at around 17%.

Recently, the Puerto Rico Senate Labor, Veterans Affairs and Human Resources

Committee has held hearings on the expected changes to Section 936, and much of

the testimony therein, including that of the President of the Puerto Rico Govern-

ment Development Bank, supports that Puerto Rico will not only not suffer from

the proposed reforms but can expect economic progress from the totality of the

President's proposals and programs. In fact, concerning 936 funds in Puerto Rico the

said Puerto Rico Senate Committee has already concluded:

"At December of 1992, 93.5% of the funds were invested for a period of 90

days or less. The deposits at 30 days generated a return of 2.6%, while the

deposits at 5 or 6 years offered a return of 5%. This dramatic data for a

date before President Clinton's proposals arose, reflect that almost the total-
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ity of the 936 funds available at that date were not financing activities of
economic development, but were dedicated to liquid instruments for the fi-

nancing of activities at very short term." (Puerto Rico Senate Committee for

Federal Affairs, Economic Development, Tourism, Commerce, Industrial De-

velopment and Cooperativism, Report of April 5, 1993, at 50.)

The aforegoing is further evidence of the conclusion reached by Nobel Prize winning
economist James Tobin that the 936 corporations, and their antecedent 931 corpora-

tions, do not resemble manufacturing businesses, but are like cash rich, mutual
funds.

To argue that Puerto Rico and the Puerto Ricans will be hurt by the reform of

I.R.C. Sec. 936 into a wage credit is utter nonsense. Such reform for the first time

will actually tie 936 to real jobs and compensation for Puerto Ricans. Moreover,
most of the 936 companies under the President's proposals will remain untouched

and the huge profits of the capital intensive pharmaceutical corporations certainly

allow room for the proposed federal taxation of their profits. After all, why should

a dollar of profit in Puerto Rico of an American company be taxed any less than

a dollar of profit in any State of the Union? In fact. Professor Glen Jenkins, Director

of the International Tax Program at Harvard Law School has already pointed out

the falsity of the multiphers propagandized in defense of I.R.C. Sec. 936:

"When estimating the opportunity cost per job of section 936, it is mislead-

ing to use employment multipliers. To the degree that such secondary ef-

fects are created by section 936 investments, these effects will also be

present if alternative measures are taken to promote investment. Further-

more, the impact of section 936 industries on the Puerto Rican economy
through their use of intermediate inputs is minimal because most of these

items are imported. The increase in the demand for services in Puerto Rico

as a result of the purchases made by employees of section 936 companies
is also reduced because the companies are so capital intensive.

"The magnitude of the multipliers is also questionable. With an employ-
ment multiplier of about 1.5 as is implied by these studies, for every public
sector job created a further expansion of employment of 1.5 jobs would

occur. Considering only the impact of the public sector and section 936

firms on the economy, such a multiplier would have resulted in the creation

of more additional jobs than there are people available in the labor force

on the Island. Given the Island's observed high unemployment rates, obvi-

ously, such an employment multiplier is not realistic.

The President's package needs and counts on the $7 billion or $8 billion that the

reform of I.R.C. Section 936 produces for the budget, a budget that will provide good

programs for the United States and Puerto Rico. The Congress can actually advance

the President's package and programs by accelerating the reform of 936 and its sun-

set.

At present 936 does involve the expenditure of about $3 billion in federal funds

each year but is an extremely irrational subsidy.
The time to change and reform is long overdue and is now.

Prepared Statement of Harvey Coustan

introduction

Good morning. I am Harvey Coustan, Chairman of the Tax Executive Committee
of the American Institute of Certified Public Accountants. I am privileged to be here

to represent our 310,000 members. The AICPA is the national, professional organi-
zation of CPAa of whom many (if not most) advise clients on tax matters and who

prepare returns for millions of taxpayers.
We are not economists or politicians; our interests are sound tax policy and ad-

ministration. Nonetheless, our members have a substantial interest in, and strongly

support. President Clinton's stated goals of fostering public investment and achiev-

ing deficit reduction. We also urge, however, that tax policy objectives be accom-

plished, where possible, through simpler, more direct law changes. We thank the

committee for the opportunity to offer our suggestions. Please note that our com-

ments this morning are based on the Treasury Department February 25, 1993, re-

lease summarizing the Administration's revenue proposals, as supplemented by
Treasury on April 8, 1993.
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SIMPUFICATION

The AICPA has, for some years now, been urging the need for simphfication in

our tax system. Year after year, statistics indicate that approximately one-half of
individual taxpayers feel it necessary to hire a professional preparer to comply with
their tax return obligations. Many of our members are beneficiaries of this fact;

nonetheless, we are strong believers in the need for constant attention to simplicity
as an important tenet of a tax system that aims for voluntary compliance.
We recognize that we live in a time of highly complex financial transactions, and

that considerations of economics and equity are also critical. Thus, we understand
that there will continue to be a need for complex tax provisions. However, Congress
needs to consider carefully whether we are approaching a point of diminishing re-

turns (no pun intended) concerning respect for the tax system and for voluntary
compliance.
We would also suggest that, given the limited resources of the Internal Revenue

Service to audit returns, the government's interests, as well as those of taxpayers,
are served by less complexity. Document matching alone cannot replace this lack
of other audit resources in a tax world as complex as ours. In short, complexity car-

ries a real cost to the tax system through lower levels of compliance by taxpayers
(inadvertent and illegal) combined with the inability of the government (through
lack of resources) to provide adequate monitoring.
Complexity, and lowered respect for the system, also come ft*om "back door" ap-

proaches to tax policy. We beUeve our government can, and should, be more open
with the American people. For example, rather than imposing a 10 percent surtax
on individual taxable incomes greater than $250,000, why not put a 40 percent (or

39.6 percent) bracket in section 1 of the Code? Instead of making permanent the

personal exemption phaseout and the 3 percent limitation on itemized deductions,

why not recognize that this is a back door marginal tax increase on individuals at

particular levels of income, and translate that into a direct rate increase which
would affect that approximate group?

It is our view that a simpler tax system is one that first defines the tax base more
directly, and then raises revenue through adjustments of the rates—something po-
litical and other considerations seem not to have allowed in the past number of

years. We believe that should change.
Investment Tax Credit. In this regard, with respect to the Administration's propos-

als, you need to consider the investment tax credit, both permanent and incremen-
tal. The complexities inherent in the proposal, especially the incremental credit, are
such that a disproportionate amount of IRS resources will be required to ascertain

that compliance levels are cortect—and for what, to a specific taxpayer, may well

be a relatively modest benefit. Thus, our suggestion is that a direct, rather than an
incremental credit, should be employed if possible.

Further, in addition to the major definitional and computational complexities, the

proposal seems to promise more than it is likely to deliver—to most taxpayers. First,
while the nominal rate is 7 percent, the only taxpayers who will receive that rate

on qualified investment are "small" businesses investing in 10-year property
(barges, tugs, fi*uit trees, limited other items). As a practical matter, the great bulk
of purchased assets will fall in the 5-year or 7-year categories, which produce a
lower ITC.
For the incremental credit, there is a further limitation, to 50 percent of qualified

investment. Thus, the incremental ITC for larger businesses can never exceed 3.5

percent of qualified investment. The incremental credit is then scaled down to re-

flect whether property is less-than- 10-year property. Finally, the amount of the cred-

it is taken back into income (at taxpayer's highest bracket) ratably in 1995-7.
Consider the acquisition of a $10,000 asset with a 7-year life:

Nominal credit at 7% $700

Limitation: 3.5% of investment ($10,000 x 50% x 7%) $350

Less 20% for 7-year property (70)

Maximum credit $280

Additional tax payable in 1995-7 ($280 x 34%) $95

Discounted for later payment (85)

Value of ITC $195
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Thus, a presumed 7 percent credit has worked its way down to an approximate
2 percent credit—and at a cost of tremendous complexity.
We also think it worth noting for this committee that, even on an incremental

basis (and before any scaleback of the credit based upon cost recovery life), the high-
er the level of investment, the lower will be the effective rate of the ITC. In fact,
once incremental investment reaches one-half of qualified investment, the effective
rate of the credit begins to decrease from 7 percent trending toward 3.5 percent.
Note the following examples, all of which assume a "best case" scenario in which
property has a 10-year life—most property has a 5 or 7-year life which will msike
the tax results even less beneficial.
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in the Treasury release, is that 'Taxpayers and preparers should try to comply with

the tax laws in a reasonable manner." Given the nature and state of tax law today,
that is an alarmingly simplistic statement. Query—is it unreasonable for a taxpayer
to take a position where the law is unclear if the position is fully disclosed; i.e.,

shouldn't tne taxpayer have the right to "a day in court" without actually paying
the tax and suing for a refimd? Courts actually do decide cases in favor of tax-

payers, and taxpayers should not have to face a choice of giving in to an IRS inter-

pretation or going to court to avoid pajdng a penalty.
The proposal with respect to the tax shelter rules is to require a taxpayer to dem-

onstrate that the reasonably anticipated tax benefits from the shelter do not signifi-

cantly exceed the reasonablv anticipated pre-tax economic profit in the shelter. This

requirement would be in addition to the requirement that the tax shelter item has
"substantial authority" and that the taxpayer believed that the claimed treatment
was "more likely than not" the proper treatment. We are also opposed to this provi-
sion. From an economic perspective, an investor should consider the tax benefits in

determining whether or not an investment makes economic sense and whether the

investor will obtain an adequate return on the investment. However, the fact that

the Internal Revenue Code contains certain tax incentives (provided by Congress)
should not result in a penalty against a taxpayer who utilizes those incentives

where he believes that a position with respect to the shelter is more likely than not

the proper position.

INCREASE IN ESTATE AND TRUST TAX RATES

While we have deliberately stayed away from the debate as to the "right" top
rates for individuals and corporations, the AICPA believes the Administration's pro-

posed higher tax rates on estates and trusts are unfair. The proposals shairply re-

duce the current 15 percent tax bracket from taxable income of $3,750 to $1,500 and
the top of the 28 percent tax bracket from $11,250 currently to $3,500. The next

$2,000 of taxable income would be subject to the 31 percent tax rate and evervthing
above that would be taxed at the new 36

percent
rate. And, incomprehensibly, the

new 39.6 percent surtax on "high income' taxpayers would
apply

to estates and
trusts havmg taxable income in excess of only $7,500. Individual taxpayers will be

subject to this new surtax generally only when their taxable income exceeds

$250,000.
The high tax rates proposed for estates and trusts would generally force executors

and trustees to distribute income to the beneficiaries, something that may not be

desirable or even permitted under state estate administration law or allowed under
the provisions of the trust instrument.
There will be only slight (if any) additional revenue from this proposal, as execu-

tors and trustees will generally decide to pay out the income to beneficiaries who
will likely be taxed at Tower rates (certainly with respect to the surtax). In fact, it

is conceivable, even probable, that these proposed rates would actually decrease rev-

enue since most individual beneficiaries would not be subject to the 36 percent tax

bracket until their taxable income exceeds, for example, $115,000 (single) and

$140,000 (joint return). And, as already noted, most individuals would not be subject
to the 10 percent surtax until their taxable income exceeds $250,000.

"The tax law should not set traps for the unwary 50 that an inexperienced execu-

tor or trustee erroneously retains income, with a heavy tax exacted. Existing trusts

that require retention of income in certain circumstances, such as until a child

reaches a certain age, should not be penalized by a change in the law that cannot

be avoided. In cases where an executor or trustee has discretion to distribute income

and believes that the estate or trust objectives would be better served by retaining

income, the fiduciary should not have to decide between compromising on these ob-

jectives or paying higher taxes. It is wrong for our tax laws to impose tsixes at a

penalizing level where an executor or trustee is charged with a fiduciary responsibil-

ity and may well be sued for an income-retaining decision that costs substantially
more tax or for an income-distributing decision that may not be consistent with the

spirit of the will or trust instrument.
There is nothing sinister or subversive about estates and trusts. An estate is cre-

ated when an individual dies. The executor merely steps into the shoes of the dece-

dent and collects income and pays expenses until disposition of the assets and liabil-

ities of the estate. Generally, decedents do not plan the times of their deaths, and
an executor wants to wind up an estate as soon as possible but may not be able

to do so for various reasons. There is no reason for a discriminatory tax in this situ-

ation.

Trusts are set up for a variety of purposes, many of which are socially desirable,

such as care of surviving spouses, minors, orphans, incompetents, the elderly, and
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the handicapped. Again, Congress and the Administration should consider the many
worthwhile purposes served by trusts and reconsider levying a harsh income tax

against them.
We urge you to adjust the proposed rates downward to the same level as the indi-

vidual income tax rates, or at least to the current differential between the rates for

individuals and those for estates and trusts. The current rates already weigh heav-

ily in favor of distribution of income, and discourage accumulation sufficiently to

force the executor or trustee to carefully consider their fiduciary responsibilities in

relation to the additional taxes.

REDUCE DEDUCTIBLE PORTION OF BUSINESS MEALS AND ENTERTAINMENT TO SO
percent: and disallow deduction for club DUES

Businesses do not run on a 9 to 5 schedule. While eating is a necessity, and while
business entertaining certainly contains an element of personal consumption (not al-

ways pleasure—how many business people would rather be spending an evening at
home with the family rather than participating in a required function?) the arbi-

trary decision that 50 percent is the "correct" amount to attribute to business, rath-
er than the 80 percent decided upon by Congress just seven years ago; or that no

part of club dues arises from anything but pleasure, makes one wonder how these

particular standards for ordinary and necessary business expenses are being devel-

oped. We just don't agree with the stated reasons for implementing these changes.
Actually, Congress has already considered the personal element of meals, enter-

tainment, and club dues, and has put in stiff limitations on their deductibility. Sec-
tion 274 requires a direct relationship to a taxpayer's business for these types of ex-

penses to be deductible, and then only if certain hurdles are overcome with respect
to percentage of business use, documentation, etc. If the message is that section 274
is too difficult to administer and an arbitrary disallowance rate (50 percent or 100

percent) is easier, we would then ask whether such an approach is "fair" (a number
of the present proposals, including these, are presented in the name of fairness). Are
these proposals even an approximation of "rough justice," a legislative concept we
generally support? We doubt it. While we have no statistics, we believe that for

every indiviaual enjoying an expense account lunch which otherwise meets the
standards of section 274, there is at least one other individual participating in a

meeting with others in the office, eating a dry sandwich and drinking a soda, while
lunch hour is ignored in favor of continuing to work.
We also question the seemingly broad

application
of the club dues provision. The

deductibility rules under section 274 already require a more than 50 percent busi-
ness purpose use test. Should a club meet that criteria, only

that portion of the dues
that 18 "directly related to the active conduct of such trade or business" is deduct-
ible. Since the parameters of appropriate business use have been established, the
Administration's

proposal
should not be so overly broad as to deny legitimate busi-

ness deductions. A luncheon club, for example, is likely to be used tor bona fide busi-
ness purposes over 90 percent of the time; yet dues would be 100 percent disallowed
under the proposal.

disallow moving DEDUCTIONS FOR MEALS AND REAL ESTATE EXPENSES

We do not support a change to the moving expense rules with respect to meals.
The deduction for moving expenses was introduced into the law in 1964 (PL 88-
272). At that time, the definition of moving expense included meals while traveling
from the former residence to the new residence. Over the past 28 years, several

changes to section 217 have been enacted, including an expansion of the deduction
to include house hunting trips and temporary quarters. From its enactment and
through changes to the law. Congress has consistently recognized that travel from
the old to the new home, house hunting trips, and temporary lodging all require ex-

traordinary costs to the taxpayer in the form of lodging, meals, and transportation.
The administration states that "moving does not generally increase the cost of meals
because the taxpayer would have eaten meals at either location." We believe that
is an oversimplification: there is no comparing the cost of meals while traveling to

the cost of eating at home. Congress has
correctly realized, when enacting and ex-

panding the moving expense deduction, that meals are an integral part, as well as
an incremental part, of traveling expense and moving.

TARGETED SMALL BUSINESS CAPITAL GAINS PROPOSAL

As with the investment credit, the targeted nature of the capital gains incentive
seems

likely
to add new layers of substantial complexity to the law. We have res-

ervations about the definitional language in the Treasury summary, and may articu-

late them as details become available.
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One point we would bring to your attention now is that this proposal appUes only
to C corporations. However, currently 40

percent
of all filing corporations are S cor-

porations, and S corporations clearly tend to be smaller businesses. We suggest the

Administration's interest in helping small business is not aided by excluding the 40

percent of the corporations most hkely to be small in the first place.

EFFECTIVE DATES

A number of proposals have retroactive effective dates that we fear will create an

unnecessary administrative and compliance burden for the IRS, taxpayers and tax

professionals. For example, the extension of the research and experimentation credit

(and a number of the otner so-called expired provisions) applies to expenditures paid
or incurred after June 30, 1992. Implementmg this provision retroactively will re-

quire many businesses that have paid or incurred such expenses after that date to

nle amended income tax returns, and the IRS to process numerous refund claims.

This situation should cause you to ask yourselves whether the costs of compliance
with a retroactive date are an appropriate trade-off for the benefits sought; and
whether there is not a more reasonable alternative, such as requiring the taxpayer
to claim the credit on a 1993 return rather than having to amend 1992.

ALLOCATE R&E EXPENSE TO PLACE OF PERFORMANCE AND TREAT ROYALTIES AS
PASSIVE INCOME FOR PURPOSES OF FOREIGN TAX CREDIT LIMITATION

The first part of the proposal would allocate R&E expense to the place of perform-
ance of the associated K&E for foreign tax credit limitation purposes. Thus, domes-
tic research expense need not be allocated against foreign source income. This provi-

sion makes sense in that it is logical and easier to administer. We generally support
its adoption.
The second aspect of the proposal would treat all foreign source royalty income

as income in the separate foreign tax credit limitation category for passive income,
whether or not royalties are derived in the active conduct of a trade or business,

and whether or not they are received from a related party. No transition rules have

been announced.
The provision treating royalty income as passive will increase the tax burden borne

by U.S. companies and make them less competitive abroad because most foreign

competitors are in coimtries with an exemption system or a less comphcated foreign
tax credit system. This provision would discourage U.S. companies fi'om exploiting
the benefit of licensing technology where it is not commerciadly feasible to export

goods.
We do not agree with the passive treatment of foreign royalties. We believe such

treatment discourages the transfer of technology abroad. It discriminates against
those who receive royalty income firom abroad rather than sales incorne, and will

make many U.S. companies less competitive abroad because of the inability to fuUy
utilize foreign tax credits on all foreign income.

REQUIRE CURRENT TAXATION OF CERTAIN EARNINGS OF CONTROLLED FOREIGN
CORPORATIONS

The proposal would require U.S. shareholders owning 10 percent of certain CFCs
to include in income currently their pro rata share of a

specified portion of the

CFC's current and accumulated earnings. The proposal would apply to a CFC (in-

cluding a CFC that is a PFIC) holding passive assets representing 25 percent or

more of the value of the CFC's total assets. The portion of current and accumulated

earnings subject to inclusion ("includable earnings") would be the lesser of (a) total

current and accumulated earnings and profits, or (b) the amount by which the value

of the CFC's passive assets exceeds 25 percent of the value of its total assets. In-

cludable earnings would be adjusted to account for amounts previously taxed. For

this purpose, passive assets would be defined as under the PFIC rules (including
the definition of passive income thereunder.) This would be in addition to any pas-
sive income generated by the passive asset which would be taxed currently under

subpart F, or other anti-deferral regimes.
Example: If a CFC had $100 value of assets, $30 of which was passive, its income

inclusion as a result of the proposal
—when fully implemented—would be $5 (assiun-

ing that at least $5 of current and accumulated earnings and profits were available),

since $30 is $5 more than (25% x $100).
Multinationals fi'om all countries seek to do business where labor and transpor-

tation costs are lowest. By increasing the tax cost of doing business abroad, this pro-
vision makes U.S. multinationals less competitive with respect to foreign counter-

parts. Moreover, the provision discourages passive investment of funds while busi-

ness searches for the best use of those funds. The provision therefore may result
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in hasty investments which will harm U.S. multinational competitiveness. This pro-
posal is another "chip" at the deferral regime. As the deferral benefit gets smaller
and smaller, U.S. competitiveness from operating abroad is reduced.

PROVISIONS NOT YET INCLUDED IN THE CUNTON TAX PROPOSALS

Individual and Unincorporated Business Estimated Taxes

The AICPA strongly supports S. 739, introduced on April 2 which would, once

again, provide a rational framework to the individual estimated tax system (includ-

ing unincorporated business income reported on a Form 1040). In 1991, the Emer-
gency Unemployment Compensation Act amended tax law to remove the "Exception
1" safe harbor (no penalty for underestimating tax if current year's estimate at least

equals prior year's tax) for 1040s with current AGI (1) greater than $75,000 and (2)

over $40,000 higher than prior year. This group of taxpayers (which includes a sub-
stantial number of unincorporated businesses—proprietorships, partnerships and S
corporations, reporting through their individual owners) must estimate based on 90

percent of current year tax. While the old Exception 1 rule continues to apply for

the April 15 installment, affected taxpayers must shoot at a moving target for the

June, September and January payments. Further, for business taxpayers (particu-

larly general partners and more-than- 10-percent S corporation shareholders), alloca-

ble taxable income of the passthrough entity must also be appropriately estimated.
If one of those entities is on a fiscal year (for example, August 31), the entity would
have only two weeks in which to determine its taxable income for the year and allo-

cate it to its owners, so that they could make appropriate adjustments for their next

(September 15 in the example) estimated tax payment. Even for a calendar year
business, the individual owner must know allocated taxable income within 15 days
after year end, to make a proper January 15 estimated tax payment.
The provision sunsets after 1996 (unless extended). Until then, a lot of relatively

small unincorporated businesses and middle- end upper-income individuals are
faced with great complexity and uncertainty in fulfilling estimated tax require-
ments. Many of them will have absolutely no way of knowing (until close to April
15) whether they have complied with their estimated tax obligations, will have to

pay a penalty, or have substantially overestimated their taxes in an effort to avoid
a penalty. Further, this 5-year provision was enacted, not out of any concern for es-

timated tax policy but to pay for a six-month extension in unemployment compensa-
tion benefits.

An attempt to "fix" the 1991 rules failed in 1992. The proposed change became
an outright revenue raiser in last year's H.R. 11 (vetoed by President Bush), which
would have raised the Exception 1 safe harbor to 120 percent for all individuals and
unincorporated business subject to the individual estimated tax rules. The AICPA,
which had been urging a change in the 1991 rule and which acknowledged that
some taxpayers might have to be subject to a more-than-100 percent safe harbor,
withdrew its support from the proposed change once it no longer represented the
solution to a problem.
There is now a proposed solution: S. 739, recently introduced by Senator Dale

Bumpers and co-sponsored by Senator Orrin Hatch of this committee. This bill

would restore certainty to the system by reinstating an estimated tax safe harbor
based on year's tax. The safe harbor, for most, would remain at 100%, but for high-
er-income unincorporated businesses and upper-income individuals it would be 110

percent of prior year tax. If current year AGI exceeds $150,000, and is greater than
last year's AGI by over $40,000, then next year's safe harbor would be 110 percent
of this year's tax.

The above description may well sound more complicated than the reality. Con-
sider these examples, contrasting last year's H.R. 11 approach and the proposal in

S. 739:

Year
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We believe this is a fair solution to a problem that has caused tremendous dif-

ficulty
for many small, unincorporated businesses as well as for numerous

upper-
middle income individuals. We nope you will add S. 739 to your committee's bill.

Pension Simplification

We are pleased with the introduction of S. 762, the "Pension Simplification Act"

on April 2, 1993. This legislation is designed not only to increase access to pension
plans by workers, but also to simplify the rules governing the treatment of private

pension plans. We believe the issues of access and simplincation are closely related.

The complexity implicit in the rules governing the taxation of private retirement

plans is now at a point where it is: (1) discouraging the establishment of new plans
£md encouraging termination of existing plans; (2) diverting money to plan adminis-
tration and away fi-om benefits; and (3) resulting in intentional and unintentional

noncompliance with the law.

We believe that it is possible to substantially reduce the complexity of current law
while still achieving virtually all of the policy objectives of current law. We propose
that the appropriate test in analyzing a pension proposal fi-om a simplification point
of view is whether the incremental contribution to equity made by a rule outweighs
the incremental contribution to complexity of the law.

Tax Simplifixiation

We are pleased with continuing Congressional efforts on behalf of tax simplifica-
tion as exemplified by the introduction of H.R. 13 earlier this year. We hope that

package of general simplification measures, as well as the important intangible im-

[)rovement8,
will be considered by the Senate and included in this year's major tax

egislation.
Once again, we appreciate the opportunity to present our views here today and

we stand ready to assist you in any way.

Additional Comments of the Tax Division of the American Institute of
Certified Public Accountants

deny deduction for executive pay over one million dollars

The Administration proposes to deny a deduction for certain executive compensa-
tion exceeding $1 million a year, except where compensation payments are linked

to "productivity." We do not support this proposal for the following reasons.

Tax policy calls for businesses to be taxed on their net income as opposed to gross
income. On this basis, corporations are allowed to deduct their ordinary and nec-

essary business expenses. To establish an arbitrary limitation on such deductions

is contrary to this policy. The amount of compensation paid to an executive is more

appropriately a corporate governance issue to be addressed by shareholders and
boards of directors at their discretion rather than through government mandated

performance-based tests.

Under section 162(aKl) and the associated regulations, deductions are allowed for

reasonable salaries and other compensation paid for personal services actually ren-

dered. The present proposal is also inconsistent with the ability of corporations and
executives to negotiate an arm's-length reasonable compensation package to be de-

ducted under existing laws because compensation in excess of one million dollars

will be, by statute, nondeductible (unless the compensation is otherwise excludable

from the provision). Further, the suggested approach strikes us as a first step down
a slippery slope in an area that should be driven by the marketplace rather than

the government.
Additionally, if this proposal becomes law, who will really pay for the change? In

very few instances will it be the executive. "Sign-up"
bonuses and the amount of

compensation required to attract the level of qualified managers needed to deal with

decision-making m a highly complex and competitive multi-national world will, ab-

solutely,
be dictated by market forces and not the tax law. Consequently, and most

properly in our view, there will continue to be compensation packages negotiated
which exceed $1 million a year, and where whatever productivity standards are leg-

islated will not be met (thus making part of the compensation nondeductible). In

those situations, the additional tax burden on the corporation will be reflected in

lower earnings available to the shareholders, a lower valuation of net corporate as-

sets, or higher prices to customers.

Finally, we believe administrability of this provision is likely to prove difficult, be-

cause of the inevitable subjectivity and ambiguity of many of the concepts contained

in the proposal. In our view, the likelihood appears strong for both continuous dif-

ficult negotiations with examining IRS agents and for increased litigation. There-
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fore, the $360 million in increased revenues from new Code section 162(m) projected
over the next five years may pale into insignificance compared to governmental
costs of IRS, Treasury, and the judiciary in regulating, examining, and trying cases
in the area; not to mention private sector costs in complying with the new rules and
planning to minimize their impact.

WAGE CAP FOR HEALTH INSURANCE TAX

Assuming that Medicare is intended to continue as a social insurance system, we
oppose the elimination of the cap on the taxable portion of wages for the purpose
of the HI payroll tsix. Such restructuring of the tax is inconsistent with proper de-

sign of a social insurance financing mechanism.
Social insurance systems have obtained popular support because, by design, there

is a relationship between contributions and benefits. For the OASDI portion of the
social security system, the benefits explicitly depend on past wages. Individuals with

higher lifetime wages receive higher benefits than those with lower wages, so it is

appropriate that taxes are higher for the former group.
For the Medicare program, payroll tax financing is appropriate only because the

program replaces benefits typically obtained through employment. The insurance
value of the benefits does not depend on past wages, however—it is constant for all

beneficiaries. Thus, it is a departure fi-om a social insurance philosophy for contribu-
tions to vary substantially by lifetime wage level. However the cap on taxable wages
serves to prevent gross disparities between the amount contributed and the amount
of benefits which may be received under the program.
To remove the cap on HI taxable wages would make it clear that Medicare is not

a social insurance program. Individuals with high earned incomes would have HI
payroll tax liabilities amounting to many multiples of the insurance value of the

benefits they could receive. Since these increased taxes produce no additional insur-

ance benefits to the payers. Medicare will have been converted into a subsidy pro-

gram—a significant turn awav from its original purpose.
Finally, since this proposal is put forth as one to "Improve the Fairness of the

Tax System," we would ask you to review the fairness of singling out wage earners
and self-employed individuals for this increase, vis-a-vis those receive their incomes
fi-om investments rather than labor.

INCREASE RECOVERY PERIOD FOR DEPRECIATION OF NONRESIDENTIAL REAL PROPERTY

The provision would extend the recovery period for nonresidential real property
to thirty-seven years because, according to the Treasury Department summary of

the Administration's revenue proposals, current depreciation allowances "exceed the
actual decline" in property value. We do not agree that this is an appropriate stand-
ard to be applied. Since adoption of the Accelerated Cost Recovery System (ACRS)
in 1981, and continuing through today with the modified ACRS system, there has
been relatively little attempt to equate tax depreciation lives with anything but an

approximation of economic life, or with actual decline in value of the asset. It is un-
clear to us why it becomes necessary to start moving back toward an "actual decline

in value" concept, and apply the change to only one class of assets.

If, however. Congress believes it important to lengthen the life of business realty,
we believe you should consider the following. As the building life for tax deprecia-
tion approaches its economic life, tenants and landlords paying for leasehold im-

provements may become more disadvantaged. Tenants with short-term leases must
depreciate improvements for which they pay over the statutory life (which would
now be 37 years), even though a lease niay be for only 10 or 15 years.
As to landlords, improvements are usually specialized to the particular tenant's

needs and do not usually have much, if any, economic value at the conclusion of

the lease period. As a result of this, landlords who are already disadvantaged by
the present 31.5 year recovery period would be put at an even greater disadvantage
as a result of the requirement to use a 37-year life for leasehold improvements.
For example, assume a landlord agrees to invest $370,000 for tenant improve-

ments in order to entice a tenant to sign a ten-year lease. At the end of the lease

term, the landlord would have depreciated 10/37 of the cost but is not entitled to

write off the remaining $270,000 of cost even though it has little or no economic
value. Such cost is capitalized as a part of the building cost and cannot be written
off even if the associated assets are abandoned. If at that time the landlord must
make the same arrangement in order to secure a new tenant ($370,000 of additional
tenant improvements) he now has an undepreciated balance of $640,000 (the re-

maining $270,000 plus the new $370,000) for tenant improvements that are worth
$370,000.
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If the cost recovery period for business real estate is extended to 37 years, we be-

lieve Congress should legislate a separate, shorter, depreciation class for leasehold

improvements and for other known shorter-life assets, which presently are keyed to

the recovery period of the overall building.

EhfHANCE EARNINGS STRIPPING AND OTHER ANTI-AVOIDANCE RULES

The proposal would treat any loan from an unrelated lender that is guaranteed
by a related party as related party debt for purposes of the earnings stripping rules.

Except as provided in regulations, a guarantee would be defined to include any ar-

rangement under which a person directly or indirectly assures (on an unconditional

or contingent basis) the payment of another's obligation. For purposes of determin-

ing whether the interest paid on the guaranteed debt is exempt from U.S. tax, the

fact that the lender is subject to net basis U.S. taxation (as opposed to U.S. with-

holding tax) on its interest income would not be taken into accoimt. This proposal
would apply to any interest paid or accrued in taxable years commencing after De-

cember 31, 1993.
Guarantees by a parent corporation of its subsidiaries' debt are commonly re-

quired by lenders and often have no connection with eroding the U.S. tax base. By
presuming guarantees are abusive, the provision will discourage foreign investment

in the U.S. and could result in a loss of U.S. iobs. Also, by considering all guaran-
tees abusive, the proposal does not distinguish between the acceptable commercial

uses of guarantees and abusive situations. Moreover, this provision may result in

retaliation against U.S. companies operating abroad through foreign subsidiaries.

In addition, we are concerned with the summary of the proposal which states,

"... the fact that the unrelated lender is subject to net basis United States tax-

ation on its interest income would not be taken into accoimt." This statement is so

overly broad as to encompass domestic lenders (with no foreign activity) subject only
to U.S. taxation.

EARNED INCOME TAX CREDIT

The Administration initiative in the February 25 Treasury Department release is

entitled: "Expansion and Simplification of Earned Income Tax Credit." However, the

description
of the proposal (similarly

detailed in the May 4, 1993 Joint Committee

report) seems to focus on "expansion
'

of the credit.

We trust a substantial effort will be made in this proposal to simplify the credit

as well. The credit is most important to low-income taxpayers, who often ignore or

miscalculate it due to difficulty in understanding and applying it.

We would be pleased to assist any efforts to give this very difficult area a badly
needed overhaul.

TAX COMPLEXITY INDEX

In our oral testimony on April 30, we referred to our new Tax Complexity Index

and promised to include a copy with these comments. The Index and the press re-

lease describing it are attached as an appendix.

OTHER PROPOSALS CONGRESS MAY WISH TO INCLUDE IN THIS YEAR'S TAX PACKAGE

50 Percent Excise Tax on Pension Plan Reversions

IRC section 4980 imposes a 50 percent excise tax on reversions upon termination

of defined benefit pension plans.
If a replacement plan is established using 25 per-

cent of the reversion or if benefits to employees are increased, the excise tax is 20

percent instead of 50 percent.
This 50 percent excise tax produces a harsh, unintended result in the case of a

small business owner who terminates a defined benefit plan at the same time the

business is terminated, for example, when the business owner retires, dies or be-

comes disabled. When the 50 percent excise tax is added to the regular federal and
state income tax, the total tax associated with the reversion can exceed 90 percent.

"This problem for small business owners could be solved by amending section 4980

to state that the 20 percent, rather than the 50 percent, excise tax will apply where
the plan termination takes place as a result of (or within 60 days prior to) the ces-

sation of the employer's busmess. This exception could be limited to employers with

less than a specified number of employees or some other definition of small busi-

ness.

Estimated Tax Rules for Corporations Which are Not Large Corporations

Under present law, corporations that have any prior year tax liability, regardless
of the amount, either regular or alternative minimum, may utilize this liability as
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a "safe harbor" for current year estimated tax payments. However, a corporation
with a net operating loss must base its estimatea tax payments on its current year
taxable income. This requirement can create an unnecessary burden for many small
businesses.
The AICPA endorses a change in the rules to allow a corporation that is not a

"large corporation" to use the prior year safe harbor when the previous year's tax
returns snowed a zero tax liability and that taxable year was a taxable year of 12
months.

Subchapter S Improvement

Subchapter S is available only for certain corporations that can meet sharply de-

fined requirements such as a maximum number of shareholders, a single class of

stock, and certain types of shareholders. These strictures make Subchapter S more
complicated to use, foreclose certain types of financing vehicles, necessitate unneces-

sarily complex corporate structures to manage liability concerns, and create a num-
ber of "traps" into which business owners can unwittingly fall with serious results.

These problems reduce the utility of Subchapter S for small businesses.
The AICPA, together with the American Bar Association and the U.S. Chamber

of Commerce, has developed a proposal consisting of 26 separate changes to Sub-

chapter S. The proposals are designed to:

• Make small businesses in the form of S corporations more attractive investment
vehicles for venture capitalists.

• Enable owners of S corporations to more easily plan for the succession of their

businesses to younger generations of employees.
• Permit S corporations to separately incorporate different portions of their busi-

nesses to control liability exposure.
• Simplify Subchapter S to remove traps that cause small business owners to shy
away from using the S corporation business form or cause unproductive tax

planning to avoid jeopsu'dizing the S election.
• Place S corporations on a par with other forms of doing business and S cor-

porate owners on a par with small business owners using other business forms.
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Prepared Statement of J.D. Foster

Mr. Chairman and Members of the Committee, my name is J.D.
Foster and I am Chief Economist and Director of the Tax Foundation.
It is an honor for me to appear before the Committee today on
behalf of the Tax Foundation to discuss President Clinton's
proposals, particularly those to raise the personal and corporate
income tax rates.

The Tax Foundation is a non-profit, non-partisan research and
public education organization that has been monitoring fiscal
policy at all levels of government since 1937. We have
approximately 600 contributors, consisting of large and small
corporate and non-corporate businesses, charitable foundations, and
individuals. Our business membership covers every region of the
country and every industry category. The Tax Foundation does not
lobby for specific tax legislation. Our appearance today before
the Committee is intended solely to promote sound fiscal policy.

I would guess there is probably no Member in the Senate, with
the possible exception of the President Pro Tem, who has a better
appreciation of the lessons of history than the Chairman of this
Committee. I think that is important, because the proposals to
raise the income tax rates are not a sudden revelation. It is very
easy to be caught up in the moment in this town — to believe that
each political battle is the first, or the biggest, or even the
last of its kind.

This is not the first, and it won't be the last time we
seriously consider changing income tax rates. To assess these
proposals reasonably demands that they be placed in historical
context. And in this case, the history is very recent, and much
of it took place in this very room.

It is easy to debate the rights and wrongs in tax policy over
the last fifteen years or so. But the one change about which, I

think, there can be no debate is the tremendous progress that was
made in reducing income tax rates on individuals and corporations.
Beginning in 1981, whatever its other faults, we made great
progress in the Economic Recovery and Tax Act (ERTA) in cutting
rates; progress that was continued dramatically in 1986.

I would guess the speeches made in the Senate Finance
Committee alone during this period could number in the hundreds,
possibly the thousands. And each of the ideas and sentiments
expressed in each of these speeches was echoed many times over on
the Senate floor.

Nor was this an exercise isolated in the United States.
Nations around the world, particularly our major competitors,
followed the lead of the U.S. and reduced their tax rates, some
more, some less, but virtually all in the same direction. There
was even talk, if you may recall, of the U.S. reaping an unfair
advantage because it was cutting its income tax rates. And there
was talk of a new kind of trade war, in which rate cuts in one
country forced rate cuts in other countries which forced rate cuts
in still others.

Unlike most trade wars, however, which are primarily defensive
in nature, protecting industries at home because they cannot
compete for one reason or another, the trade war in competitive tax
rate cuts was essentially offensive in nature — if the U.S. cut
its rates, its industries would become too competitive and they
would flood foreign markets with their products.

While talk of tax-based trade wars was certainly overstated,
it was .exactly correct in principle.
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The basic laws of economics governing how individuals
respond to incentives have not been repealed. The reasons for
keeping tax rates as low as practicable have not changed in seven
years. I submit that what has changed is the focus of our
attention. "*"

Higher tax rates discourage all sorts of economic activities.
They create a disincentive to work, for example. At first blush,
it may seem hard to believe that higher tax rates, particularly on
individuals with higher incomes, could affect their behavior. To
such doubters I would point to the luxury tax on boats which
apparently has done so much damage to the recreational boat

industry. And I would point to the argxunents for raising energy
taxes on the basis that it would discourage energy consumption.

There is nothing so unique about boats and oil that tax
disincentives work their magic

' on these goods and yet are
ineffectual with respect to personal service income. The fact is,

upper-income individuals are the most able to respond to changes in
tax disincentives. These individuals face the most freedom of all
of us in choosing to work an afternoon or to play golf.

It may be crass and perhaps not very humanistic, but the fact
is an individual's economic contribution to society is, to a first
approximation at least, fairly well measured by his income. With
a struggling economy producing slow improvements in productivity,
we have before us a proposal to increase income tax rates, to
increase the disincentive to work facing the most productive
individuals in the country.

I suspect the Members of this Committee have read or heard
about the National Bureau of Economic Research (NBER) study done by
Martin Feldstein and Daniel Feenberg where they found after running
the President's income tax rate and Medicare tax increases through
the NBER's TAXSIM model that personal tax receipts would rise by
only about a fourth of the amounts predicted by the Treasury. The
difference in the estimates is due solely, as I understand them, to
the fact that the NBER model takes changes in individual behavior
into account in a much more comprehensive fashion. The
disincentive effect I described above is much of what the TAXSIM
model is taking into account.

Let me talk about another disincentive that would increase if
we increase tax rates, and that is the disincentive to save and
invest. No one who has spent any time with the Senate Finance
Committee can be unaware of well-placed concerns over our national
saving rate. While economists may dicker about the proper measure,
few question that our rate of saving is low and that raising that
rate is vital to our prosperity.

The decision to save or consume income is one of opportunity
costs. What will I receive tomorrow if I forego consumption today?
As my after-tax returns on saving decline, I have less reason to
forego consumption. A great many taxpayers, particularly low and
middle income taxpayers, have only limited ability to save; their
basic costs of daily living absorb most of their income. What
group has the most discretion? Upper-income taxpayers. By raising
tax rates on upper-income taxpayers, we would be discouraging those
individuals who are most capable of making discretionary saving
decisions, and who, in fact, do most of the saving at the
individual level. Make no mistake — private saving will decline
if tax rates rise.

No one questions the need to raise our level of investment.
More investment, properly made, means more jobs, more growth,
higher incomes, higher productivity, etc. The only question is how
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to go about raising investment levels. Higher income tax rates
will substantially reduce investment in the United States unless
offset by appropriate and substantial investment incentives.

Tax rates are not the only factor determining how and to what
extent a tax system distorts the way resources are allocated in an
economy. It is entirely possible to adjust the tax base to offset
or magnify the effects of any proposed change in tax rates. This
is a lesson we seem to have missed to some extent during debate on
the 1986 Tax Reform Act, for example. While statutory tax rates
came tumbling down, it is now widely accepted that effective tax
rates on investment rose because of the extensive base-broadening.

I understand the need for a fair tax system. But fairness
must be balanced with the need to promote economic growth, jobs,
and higher productivity.

It has been a great pleasure for me to have this opportunity
this morning. So, as you consider the balance between fairness and
economic growth, let me repeat a little bit of country wisdom I

learned when I was sitting in one of the chairs behind you: You
have to grow an apple before you can cut it up.

Thank you, Mr. Chairman, and I would like to request that the
balance of my testimony be placed in the record.

We really have one central economic problem in this country
today — one problem that either captures the effects of other
problems, or is itself the cause of the other problems: Low
productivity gro%irth.

Whether your main concern is wage growth, job growth,
international competitiveness, or the futures we leave to our
children, it all boils down to increasing productivity.

Productivity, measured as output per hour of all persons in
the nonfarm business sector, grew at about 2.4% between 1959 and
1969, slowed to 1.3% from 1969 to 1979, and slowed further to 0.8%
between 1979 and 1989. This general pattern has been repeated in
most of the major industrialized nations.

Some of the slow productivity growth is demographic in nature.
As the baby boomers entered the work-force it shifted the balance
of skills to relatively less-skilled workers. The same occurred as
the percentage of women entering the labor force increased. New
entrants typically have fewer skills, and lower productivity, than
more exper\,>nced workers. Eventually this surge of- less-skilled
worXars will produce a surge of highly-skilled, experienced workers
and improvements in living standards should accelerate.

There are a host of other reasons for the slower productivity
growth, however, which do not appear to be self-correcting,
including

o the shift to more service-oriented industries,

o the high costs of government regulation,

o the increase in the size of government at all levels,
draining resources from the private sector,

o the low national savings rate,

o the enormous time our businessmen and women spend
defending themselves from frivolous lawsuits.
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o and the time they spend trying to understand how the
latest changes or interpretations of the tax code are
going to affect their next investment.

We know that we need to raise our standard of living more
rapidly in the next 20 years than in the past twenty years. The
question we must ask ourselves at this juncture is: Does a deficit
reduction progreun relying on very large tax increases, defense
spending cuts, and a reshuffling of domestic spending programs
offer any hope of addressing our productivity problems?

Sadly, it does not.

Tax policy is just one of many influences on our economy.
Even a perfect tax policy on economic efficiency grounds will not
guarantee prosperity if we make enough other mistakes, any more
than an all-star short-stop can take a team to the World Series if
the team has no pitching.

Nevertheless, tax policy can contribute to higher productivity
growth in many ways, most of which can be summed up by simply
getting out of the way. Tax policy can best contribute to higher
productivity by getting the tax disincentives out of saving,
investing, business formation, and risk taking.

Take saving, for example. Tax-based deficit reduction may
increase total national saving by reducing government dissaving,
but only if the taxes raised do not reduce private saving by more
than the amount of deficit reduction.

While there is much we do not know about how the President's
tax proposals will affect the economy, there are a few things we do
know. First, we know the tax increases will slow the economy. The
only offsetting effect, a possible slight reduction in interest
rates, will almost certainly be swamped by the tax increases'
disincentive effects. A slower economy means reducing the savings
base, as well as the tax base.

We also know that most of the private saving in the U.S. is
done by upper-income individuals and corporations. If you want to
increase the rate of saving, you must either let those who are
likely to save keep more of their money, or you must reduce the
disincentive to save facing the rest of us.

Sadly, the Clinton program has passed-up the opportunity to
encourage low- and middle-income Americans to increase their
saving. There is not one provision in the President's plan to help
these families increase their saving.

By raising tax rates on the rich and corporations, the
President's plan has specifically targeted for higher taxes those
people most likely to save. The Clinton program is likely to
reduce both the rate of saving per dollar of income and the rate of
economic expansion, thereby assuring a reduction in private saving
which may exceed the amount of actual deficit reduction.

President Clinton's budget program, like its most immediate
predecessor, the 1990 Budget Deal, will further slow productivity
growth, not enhance it. It will slow saving, investment, business

formation, and job growth.

While the process by which the budget is enacted may be much
smoother in 1993, the fact is there are a great many similarities
between President Clinton's program and the 1990 Budget Deal. Both
featured enormous new taxes. Both reduced defense spending below
baseline projections. The 1990 Budget Deal allowed total non-
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defense spending^ to increase by nearly 29% in its first three
years. President Clinton's program is better in this regard, it
holds the rate of non-defense spending increases in the first three
years to only 14%. Of course, this figure for the Clinton plan
assumes all projected spending cuts are made and no new spending
programs are enacted .

Perhaps the most disheartening similarity between President
Clinton's program and the 1990 Budget Deal is that each will have
a successor of like design and size. Mr. Chairman, just as sure as
Winter follows Fall, two, maybe three years from now this committee
will be holding this same hearing again, the words spoken today
still echoing. As Yogi Berra said: It's deja vu all over again.

This is, in fact, the 7th such effort at tax-based deficit
reduction since 1982. I have always believed in the expression: If
at first you don't succeed, try, try again. But there comes a

point where even the most committed, most tireless advocate must
ask himself, what am I doing wrong?

President Clinton ran on the basic idea that it was time for
a change. He titled his February booklet "A Vision for Change For
America". In this case, at least, I wish he meant it. Because
history shows clearly that the program before us does not represent
change. It represents business-as-usual. And, as usual, it fails
to address our basic economic problems — saving, investment,
higher productivity, better international competitiveness
putting off for tomorrow what we should have done yesterday.

Deficit reduction is important for many reasons. As a matter
of tax policy, the deficit has greatly hindered efforts to reform
our tax system to prepare for the competition of the 1990s and the
next century. Every attempt at reform either dies on the vine or
is turned into an opportunity for raising taxes further. Chairman
Rostenkowski has worked hard to make a number of reforms that would
simplify the tax code. Each time, the deficit makes the climb that
much steeper.

As a matter of fiscal policy, the deficit diminishes our
prospects for long-term prosperity. In economic terms, the deficit
is a bad. And, as Federal Reserve Chairman Greenspan recently told
this Committee: Taxes are not a good in themselves. They are a
bad.

Family Tax Burden

President Clinton has proposed tax increases that will
significantly boost the tax burden of working, middle-income
families. Even without taking into account this potential
increased tax burden. Federal, state, and local taxes already
represent the largest item in the typical American family's budget.
In 1992, the average American family spent 39.7 percent of its
budget on taxes — more than on food, clothing, and housing
combined. After discharging its tax burden and purchasing the
necessities of life, the typical family had only 29 cents left out
of each dollar to pay for such items as health care,
transportation, and insurance, and to save for the future.

Notwithstanding significant Federal individual income tax
reductions in 1981 and 1986, income tax relief for the typical
family has been overwhelmed by the rising toll of Social Security
taxes. Federal excise taxes, and state and local taxes. The bulk
of the family's tax savings from income tax reductions in the 1980s
were offset by the rapid growth in Social Security taxes. Since
1980, the Social Security tax has increased six times — from 12.2
percent to 15.3 percent. Because of these tax increases, coupled
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with annual increases in the Social Security wage base, the Social
Security tax took $8,260 out of a typical family's income in 1992,
half directly and half through the employer's share of the PICA
tax.

Business taxes and numerous excise taxes on such items as
gasoline, liquor, tobacco, and telephone use also take a
significant portion of the family's earnings. Business taxes
result in lower wages and salaries for wor:..irs, higher prices for
the products and services they consume, or reduced returns on the
family's savings and investments. The median-income family paid an
estimated $1,702 in total indirect Federal taxes in 1992 — or 3.15
percent of its income.

The growth in taxes levied by state and local governments has
also accounted for part of the decline in the family's after-tax
income. Since 1990, states have added an additional $42 billion in
new taxes. Total state and local taxes, which claimed 8.9 percent
of the family's total income in 1982, take 9.8 percent (or $5,282)
of the typical family's earnings today.

Tax Fairness

President Clinton's economic plan contains a number of
proposals intended to assure that higher-income individuals bear a
heavier tax burden. The rationale for these proposals is that
higher-income taxpayers do not currently pay their fair share of
income taxes.

Several facts should be considered before concluding that the
Federal income tax burden in the United States is not distributed
fairly. For example, based on 1990 tax return data from the IRS,
the top ten percent of income earners paid 53.9 percent of all
Federal individual income taxes. in 1980, this group bore 48.6
percent of total individual income tax liability. The share of the
tax burden borne by the top five percent of income earners grew by
17 percent over the past decade, from 36.4 percent in 1980 to 42.9
percent in 1990.

At the lower end of the spectrum, the bottom 50 percent of
income earners saw their share of income taxes decline from 7.4
percent in 1980 to 6.2 percent in 1990. The average tax rate in
1990 ranged from 4.5 percent for the bottom 25 percent of income
earners to 21.1 percent for the highest five percent of income
earners.

What the numbers above demonstrate is that, notwithstanding
arguments that the benefits of the Economic Recovery Tax Act of
1981 and the Tax Reform Act of 1986 went mostly to the wealthy, tax
policies during the 1980s maintained the progressivity of the
Federal income tax system, as higher-income individuals continued
to pay an increasing share of taxes. Broadening the tax base,
reducing tax rates, and encouraging upper- income taxpayers to leave
their tax shelters raised their share of the total Federal tax
burden. — just as predicted.

The personal income tax is, of course, not the only source of
revenue to the Federal government. The Federal government also
levies various excises which are generally regressive forms of tax.
However, the importance of excise taxes as a group has declined
steadily from 8.1% of Federal receipts in 1970, to 4.7% in 1980, to
4.2% in 1992. The Federal government also imposes a highly
progressive gift and estate tax and a corporate income tax that is

probably a progressive tax. No changes in either of these taxes
have been enacted recently to change their contribution to the
progressivity of the overall Federal tax system.
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The final remaining significant source of revenue is the
payroll tax. The payroll tax, however, is part of an inter-
generational tax and transfer system — in effect, a combination of
a tax and a negative tax system. Thus, even though the tax is
regressive, the overall program is highly progressive because the
progressivity of the transfer, or negative tax, portion of the
program is greater than the regress ivity of the payroll tax.

Consequently, the overall Federal tax system is highly
progressive, due largely to the progressivity of the individual
income tax, and has become more progressive in recent years.

International Competitiveness

One of the principal tenets of the Tax Foundation is that the
U.S. tax system should provide an environment in which U.S.
businesses can compete successfully with businesses of other
industrialized nations. The Tax Code should not impede the free
flow of goods, services, and capital. Clearly, the United States
has through its tax policy frequently placed its own multinational
corporations at a disadvantage by imposing more severe restraints
and heavier tax burdens on foreign-source income than have several
of its trading partners. Moreover, the frequent changes in, and
complexity of, the tax law can be a disadvantage to our
multinationals because of the high cost of tax compliance and added
uncertainty.

The BTU Tax and Corporate Rate Increase

Both the proposed corporate income tax rate increase and the
BTU tax as it applies to businesses are direct assaults on our
international competitiveness.

It is often claimed by advocates of these taxes that
businesses will simply pass them along to their customers in the
form of higher prices. These claims are dubious, at best. Whether
the business is domestic or foreign, competition in the global
marketplace is fierce and getting more so. The economies of our
major international competitors are struggling and their companies
are working hard to expand market share and profit margins,
particularly on export sales.

If a U.S. company were to try to raise its prices to pass
along a BTU tax, for example, it would very quickly lose market
share to foreign companies happy to receive the windfall. Raising
prices in this environment is simply not an option for most
companies .

Nor can or will most businesses reduce their payments to the
owners. A funny thing about business owners, if they have an
alternative to reducing their own income they will usually take it.
Business owners, in fact, often have two alternatives. They can
reduce capital investment and they can reduce employment and wage
growth. Neither of these results advance the goal of improving our
international competitiveness.

International Provisions

Over the past several years, while expressing support for the
integrity of legal foreign corporate entities, the U.S. has driven
the tax code further and further into the foreign operations of its
multinational businesses. This ongoing effort to bring more
revenues into the net of current taxation and to restrict the
usefulness of the foreign tax credit represents an incremental
abandonment of the fundamental principle of international taxation:
avoiding double taxation.
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Uncertainty is the nemesis of investment. Investors, whether
private or corporate, whether investing at home or abroad, take
great pains to eliminate all unnecessary risks from their
investments and to gauge the remaining risks accurately to ensure
that the projected return is commensurate with the degree of the
project's risk.

A significant disadvantage for U.S. multinational companies
has been the instability of the U.S. international taxation system.
Every year or two for the past twenty years, the system has been
changed in some way or changes have been threatened.

This continuous change in the tax code confounds tax
professionals trying to guide business planners through the tax
code both because the existing tax code and regulations are poorly
understood, and because future changes, presently unpredictable,
can dramatically change the financial condition of a proposed
investment .

Thus, not only are U.S. multinationals effectively subjected
to heavier tax burdens on foreign income than many of their
competitors, but their ability to do long-term business planning
also has been hampered severely, thereby raising the uncertainty
surrounding their investments.

In the end, many investments simply are not made, even though
they would otherwise yield a satisfactory return, because they
cannot produce enough income to cover all their costs plus the
premium that must be charged to tax uncertainty.

There are several proposals in President Clinton's economic
plan that would affect our system of international taxation. These
proposals would affect the working capital exception for foreign
oil and gas shipping income, transfer pricing, research and

experimentation expenditures, royalty income, earnings stripping,
and deferral of income.

The repeal of deferral of tax for so-called excessive
acctimulated foreign earnings could have a significant impact upon
the international activities of U.S. multinational firms. Many
companies utilize a foreign holding company as the base for their
international operations. Under present law, active income earned
abroad through a subsidiary generally is not taxed until it is

repatriated.

President Clinton's proposal would tax a company on so-called
excessive accumulations of capital regardless of dividend payments.
The definition of excessive accumulated foreign earnings would be
based on a percentage of assets calculation. If more than 25

percent of a controlled foreign corporation's total assets were
passive, then the amount of excessive accumulated foreign earnings
would be the lesser of the amount of current year and accumulated
earnings or the passive assets over the threshold of 25 percent of
total assets.

For example, if a company had $100 of assets, $45 of which
represented passive assets, and $15 of accumulated earnings, the
excessive accumulated earnings that would be subject to current
taxation would be $15. This proposal would add an additional layer
of complexity to an already extremely complex area of the tax law

and reduce the ability of U.S. multinationals to compete abroad.
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Under present law, royalty income can be placed into the
active income basket if the royalties relate to an active trade or
business. Another proposal in the Clinton program that would be
disadvantageous to U.S. multinationals would place all royalty
income in the passive income basket for purposes of the foreign tax
credit computation. This proposal could significantly affect U.S.
companies that are required to establish royalty agreements with
their controlled foreign corporations, under Code Section 367, for
the transfer of intangible assets. While these assets normally are
used to generate active earnings, the royalty income would be
classified as passive. The increased taxation of earnings from
licensing would adversely affect the competitiveness of U.S.
multinationals. It could also result in increased imports of
technology and, thus, exports of associated jobs.

The enactment of these proposals most likely would result in
the increase of the overall effective tax rate for U.S.
multinationals at a time when most U.S. companies are already
struggling to compete globally. Accordingly, any additional
revenue generated for the Federal government through these
provisions could well be offset by a loss of global revenues for
U.S. companies.

In contrast to the proposals discussed above. President
Clinton's proposal to allocate 100 percent of research and
experimentation expenses to the place of performance of the
research and experimentation would simplify current law
significantly and would reduce the compliance costs associated with
this constantly changing area of the law. As the Treasury
Department points out, enactment of this proposal also likely would
encourage firms to conduct research and experimentation in the
United States.

One of the most pro-competitive actions the Congress could
take would be to preserve the corporate income tax rates enacted by
the Tax Reform Act of 1986. Since 1986, most of our trading
partners have followed the lead -of the United States and have
reduced their own corporate tax rates. To raise U.S. rates now
would increase the tax burden of U.S. exports and the tax advantage
of imports.

Conclusion

The new Administration is to be complimented for quickly
producing a plan to reduce the Federal budget deficit. The economy
is growing albeit slowly, inflation is low, and the ongoing
adjustments to the reductions in defense spending and the deep
recessions in the economies of many of our major trading partners
seem to be the only significant disruptions to the normal flow of
economic activity. Therefore, any disruption to the economy from
reducing the deficit, per se, is not likely to disrupt the economy
sufficiently to cause a recession.

Whether deficit reduction ultimately serves to improve long-
run economic performance or not depends entirely on how we proceed.
Yet another major tax increase, with numerous specific tax
proposals that will directly inhibit the forces that could
otherwise lead to higher productivity growth and improved
international competitiveness, will not advance the cause of

prosperity in the United States.
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Prepared Statement of Senator Charles E. Grassley

Thank your Mr. Chairman: I would like to begin my remarks by stating that I

do not believe fast track procedures rob Congress of the power to "regulate com-
merce with foreign nations" as mandated by Article I in the constitution.

I have heard comments in this body and had an opponent of mine in the last elec-

tion who has indicated that fast track authority relinquished to much of the

Congress's authority to the executive branch. The fact of the matter is, Mr. Chair-

man, Congress's role is safeguarded by provisions embodied in the 1988 Omnibus
Trade and Competitiveness Act.

Among them are the following:

1. Congress spells out in the act specific objectives that the President must fulfill

when he negotiates trade agreements.
2. The President must obtain special permission fi-om Congress to negotiate any

non-GATT agreement, such as the planned U.S./Mexico FTA, even if Congress has

already given the President general fast track authority.
3. The President must consult constantly with Congress during trade negotiations,

or the House and Senate can rescind fast track authority by a majority vote under

what is known as "reverse fast track."

4. Congress ensured a public debate of trade agreements by creating private sec-

tor advisory groups made up of
representatives

fi"om labor, business, agriculture,

and government tnat consult with tne President and report to Congress on the eco-

nomic effect of every trade agreement that the President will negotiate under fast

track, and,
5. A simple rule change in either House of Congress can cancel the President's

fast track authority before, during, or after he negotiates an agreement.
Mr. Chairman, fast track authority has worked well over the course of the last

two decades. I believe it is imperative that we grant President Clinton an extension

of fast track authority that is about to expire to complete the negotiations in the

Uruguay round. In fact, the reality is that the U.S. cannot effectively promote free

trade unless the President has the authority and the credibility he needs to nego-
tiate trade agreements.
Mr. Chairman, our goal should be to retain U.S. leadership in the international

economic arena. Whether it be in the GATT, the NAFTA, or a possible Chile FTA,
the expiration of fast track means losing economic opportunities for this country.

Opportunities to build a better life for all of our citizens do not come often. Shake-

speare once wrote, "There is a tide in the affairs of men which, taken at the flood,

leads on to fortune." We are riding such a tide, and in fact, it was President John

Kennedy that said, "A rising tide lifts all boats."

We are riding such a tide today with both the Uruguay Round of GATT and the

North American Free Trade Agreement. 1993 is an important year for international

trade .... one that will test the cooperation of our trading partners and our execu-

tive and legislative branches of government at home.

Coming from a State like Iowa . . . where AG exports are so important ... I know
the potential that trade has to maintain aprosperous economy, our best opportuni-
ties will come fi-om a comprehensive GATT round and the successful completion of

the North America Free Trade Agreement. I will conclude by stating a significant
element to this debate that should be of concern to all AG State senators. This ele-

ment deals with a Uttle known provision which protects farmers fi-om undue trade

risks. The provision states that certain agriculture spending reductions enacted in

the FY 1990 budget will be nullified if the Uruguay Round Agreement is not in ef-

fect by June 30, 1993. However, this safeguard will be revoked if Congress does not

permit the extension of "fast track." In other words, marketing loans for wheat and
feed grains will not be triggered if fast track is denied.

Mr. Chairman, the President has asked for a "fast track extension" without any
amendments. I believe this President, or for that matter any President in the fu-

ture, should be granted the authority in the manner in which he requested it. I

know there are several of our colleagues who plan to offer amendments, some of

which I support and have co-sponsored, but I cannot
support

them being offered on
the extension of the President's fast track request. I feel strongly that the potential
of amendments to this extension may drown the extension request and deny the

President the authority to pursue avenues of opportunity.
We are all aware that the world trading system today is vastly more

complex
than

it was when the GATT was vmtten in 1947. The negotiating agenda runs tne gamut
of U.S. interest, both in opening world markets and in establishing rules of fair play
in areas vital to U.S. competitiveness. Yet, an open multilateral system is the best

guarantee that U.S. export opportunities will continue to expand into the next cen-
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tury and the Uruguay Round is one of the most important initiatives to expand
these opportunities.
Thank you Mr. Chairman.

Prepared Statement of Jane G. Gravelle

Mr. Chairman and Members of the Committee, I am Jane G. Gravelle, a Senior

Specialist in Economic Policy in the Congressional Research Service of the Library
of Congress. I would like to thank you for the invitation to appear before you today
to discuss the President's investment tax credit proposals.
The President's proposal includes a temporary, mcremental tax credit for equip-

ment purchases oi large businesses, and a permanent, non-incremental credit for
small businesses (with gross sales of less than $5 million). The temporary credit ex-

pires after 1994.
Over the fiscal year period 1993-1998, the estimated cost of both credits is $28

billion, according to the Administration. The permanent credit for small business,

>yhile not separated out in the latest estimates, appears to be in excess of $2.5 bil-

lion a year. This small-firm credit is the single largest permanent subsidy for busi-
ness provided in the tax package.

Like pre-existing investment credits (which were repealed as part of the 1986 Tax
Reform Act), the credits would apply to tangible personal property. Examples in-

clude computers, cars, trucks, aircraft, furniture and fixtures, tractors, construction

equipment, and machinery used in factories.

The large-firm credit is allowed for investment in equipment in excess of a base
period, reflecting the historical experience of the firm. For 1993 (and including in-

vestment made after December 3, 1992), the base is 70 percent of average invest-
ment over 1989-1991 (or, if elected, average investment in 1987-1991), indexed for

growth in Gross Domestic Product (GDP). For 1994, the base is 80 percent of these

averages. The base must be a minimum of 50 percent of investment.
The credit is allowed at a 7 percent rate. "The full rates apply, however, only to

equipnrient that is depreciated over periods longer than seven years. One-third of the
credit is allowed for equipment depreciated over three years, two-thirds is allowed
for equipment depreciatea over five years, and eighty percent is allowed for equip-
ment depreciated over seven years. The amount of the investment that can be de-

preciated is reduced by the amount of the credit.

The credit for small firms is determined in the same fashion, except that no base
is applied (the credit is not incremental) and the credit is made permanent in the
third and following years at a lower, 5-percent, level.

The temporary, large-business credit must be viewed as a short-term stimulus

program; the small-business credit is presumably related to long-term growth issues
as well as current stimulus. One should not, perhaps, draw these distinctions too

strongly, since temporary provisions, history teaches us, have a way of becoming
permanent.

I would like to discuss the temporary, incremental credit and the permanent
small-business credit in order.

temporary credit

The implications of a temporary credit are quite different from those of a perma-
nent one. Since a temporary credit does not change the relative attractiveness of

purchasing equipment relative to purchasing other capital or hiring workers, in-

creases in spending are likely to be borrowed from the future. The credit increases

spending in the short run, but since there is no permanent effect, spending in the
future tends to be reduced an equal amount.
A temporary incremental credit should have more effect on increasing spending

per dollar of revenue loss than a regular credit. Given the slow recovery and contin-
ued gap between actual and potential GNP, there may be a case for such a fiscal

stimulus, although some economists may feel that such a stimulus is not needed
this late in the cycle.
Some reservations can, however, be voiced about the temporary credit. First, will

it be successful in stimulating increased spending? Second, is the stimulus worth
the administrative complications? Finally, what are the implications for fairness of

large differentials in benefits across firms that will occur in part because of their

past investment histories? Despite many attempts to study the influence of tax cred-
its on spending, evidence that the investment tax credit operates effectively as an
investment stimulus is hard to come by. Indeed, many studies fail to identify any



183

relationship between investment and the cost of capital.^ Thus, the power of an in-

vestment credit to stimulate investment in the short run is subject to some question.
One of the reasons typically advanced for this weak short-run relationship be-

tween investment and the price of capital is the long planning lag that firms experi-

ence. Plans for capital expenditure programs tend to be made well in advance of

purchases and may not be easy to alter.

Because of these planning lags, and because the credit would be retroactive to in-

vestments made after December 3, 1992, much of the credit would inevitably accrue

to investments that would have been made in any case. To the extent that this ef-

fect occurs, the credit will act largely as a windfall, and will not provide the invest-

ment stimulus intended.
While the precise magnitude of the response to the temporary credit is not easy

to determine, it will clearly be modest relative to a $6 trillion economy and will not

appreciably affect the course of the business cycle.

The second reservation about the temporary incremental credit is the administra-

tive complexity that will accompany the credit. The credit has all of the complica-
tions of a regular investment credit, plus additional comphcations brought about

through the temporary and the incremental aspects of the provision.

Among the difficulties of the old investment credit was the defining of eligible as-

sets. The distinction between structures and equipment turns out to be sornewhat

fluid, as illustrated by the interest that developed in previous years in substituting
movable partitions (which could arguably be classified as furniture and fixtures) for

walls. Also, equipment only qualified if placed into service in the United States,

which requirea recapture rules for property that is first used in the United States

and then moved abroad, as well as complex regulations to deal with transportation

property that moves between the United States and other countries. There are also

complications arising firom the possibility of leasing property, since some firms do

not nave adequate tax liability to use the credit.

The credit was presumably made incremental in order to limit the revenue cost.

Making the credit incremental greatly complicates the administration of the credit,

however, because the base is defined with respect to the firm's past behavior. And,
firms have an incentive to get around the base. The administration of an incremen-

tal credit, even a temporary one, thus leads to some serious problems. How should

the base be established for new firms, or for those involved in merger or divestiture?

Should the base be applied to a partnership or to each individual partner? Each ap-

{

(roach has its difficulties. Or, to phrase this as a more general issue, how can the

aw deal with ownership of multiple businesses? The stakes over whether the lessee

or lessor gets the credit become higher, since some firms won't qualify or fully qual-

ify for the credit because their base is too high or because they fall under the alter-

native minimum tax.

During 1992, there was discussion of a permanent incremental investment tEix

credit. A permanent incremental credit is very difficult—perhaps even impossible
—

to design, and would have certain economic drawbacks, including a built-in tendency
to exacerbate business cycles and increase industry concentration.^ Making the

credit temporary avoids these problems and lessens the general administrative prob-
lems associated with an incremental credit since firms nave less of an incentive to

try to manipulate the base if the credit is only temporary. At the same time, how-

ever, a temporary credit adds its own set of complications. In order to prevent firms

from bunching investments, and then reducing them dramatically in the years im-

mediately after the coverage of the credit, a recapture rule applies if investment

falls below the base in 1995-1997. In addition, there is a tension between limiting
the credit and allowing some benefit for investments that take a very long time to

construct. The proposal would allow certain "progress payments" to be eligible, fur-

ther complicating the computation of the credit.

A final issue is the differential impact of the credit on different firms. Of course,

an equipment credit, by its very nature, favors those firms and industries that are

intensive in equipment capital. And, any tax provision that is not refundable will

not benefit firms with no current tax liability, although this effect is
partially

allevi-

ated for some firms by carryforward provisions. In addition, firms that are subject

' Most studies find negligible relationships between investment and the cost of capital. The
most recent of these statistical studies is Peter K. Clark, Tax Incentives for Equipment Invest-

ment in the United States: Lessons from the Past and Considerations for the Future, Presented

to the Brookings Panel on Economic Activity, April 1-2, 1993. The existing studies are reviewed

in Tax Subsidies for Investment: Issues and Proposals, Congressional Research Service Report
92-205, by Jane G. Gravelle. February 21, 1992.

2 These problems are discussed in Jane G. Gravelle, Incremental Investment Credits, Congres-
sional Research Service Report 93-209 S, February 10, 1993.
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to the alternative minimum tax or that are pushed into the alternative minimum
tax as a result of the credit may be able to make less use of the credit.

The incremental credit feature adds another dimension to this differential treat-

ment. Firms that had larger than average investment programs in the past will

have a higher base, and therefore a smaller tax benefit. Some firms might have no
benefit at all, if their previous capital expenditures were large relative to planned
expenditures, while others whose prior investments were quite low will obtain large
benefits. These differences can occur for firms that are generally very similar and
that are competitors in a given industry.
While these differences may have little impact on behavior, the perceived fairness

of the tax system is an issue which might be considered in designing and evaluating
the desirability of the tax credit.

PERMANENT SUBSIDIES TO SMALL-BUSINESS EQUIPMENT INVESTMENT

In assessing the economic issues surrounding the permanent small-business tax

credit, there are two issues that are both separate and related. The first issue is

why a subsidy should be directed to equipment investment. The second is why an

equipment credit should be targeted to small business.

Turning to the first issue: conventional analysis of capital income taxation usually

suggests that providing subsidies for particular types of investment is inefficient.

Economic analysis suggests that capital is allocated efficiently and the economy is

most productive, absent some market failure or other existing distortion, if all cap-
ital income is taxed at the same rate.^ The notion that tax neutrality across invest-

ments contributes to economic efficiency was a fundamental philosophy behind the

design of the Tax Reform Act of 1986, which repealed the investment credit in favor

of lower tax rates.

Current law tends to provide fairly even treatment across different kinds of busi-

ness assets within a firm, although at current inflation rates, equipment tends to

be already somewhat favored relative to other forms of business investments (in

structures and inventories). Several arguments have been advanced, however, for

providing a special subsidy to equipment investment. Some such arguments, such
as those that equipment is more "productive" or more technically advanced do not

stand up well to economic scrutiny on conceptual grounds.
*

In general, in order to make the case on economic efficiency grounds that a cer-

tain type of investment should be subsidized, one needs to identify some additional

benefit to society from that investment. There are cases where this spillover effect

undoubtedly occurs, as in the case of investments in certain types of research and

development.
One recent claim that has attracted some attention is the argument that equip-

ment investment contributes especially to economic growth. This argument does not

propose a precise type of benefit, but is largely based on a statistical study across

countries tnat showed a strong positive relationship between investment in equip-
ment and growth rates.^ This relationship was found to be true when all countries

were combined, and was especially pronounced with a sub-category of "high-produc-

tivity" countries. After finding this statistical relationship, the authors subsequently
argued that there were spillover effects from investment in equipment, particularly
with investment that is technically advanced.
While such research is intriguing, experience suggests that one should be cautious

about new statistical findings until they have been subject to scrutiny by others and

replicated. The statistical relationship found, in particular, appeared to be heavily
influenced by behavior of only a few countries. A recent study, using the same data,

found, in fact, that the relationship disappeared when the "high-productivity" coun-

tries were restricted to OECD countries." Moreover, the relationship among the non-

OECD countries became statistically insignificant if one country, Botswana, was
eliminated fi'om the sample.

^"Market failure" is a term of art that refers to the violation of competitive market conditions,

and usually refers the failure of prices to reflect true economic costs.
* For example, although a new generation of equipment might be more efficient than existing

capital, new technology does not mean that the existing capital stock should be discarded. Rath-

er, it is efficient to replace older capital only if such a replacement will increase profitability.

These economic decisions are made efficiently only if the return to this investment is taxed at

the same rate at other investments.
*See J. Bradford DeLong and Lawrence Summers, Equipment Investment and Economic

Growth, Quarterly Journal of Economics, v. 106, May 1991, pp. 445-502.
*Alan J. Auerbach, Kevin Hassett, and Stephen D. Oliner, Reassessing the Social Returns to

Equipment Investment, Board of Governors of the Federal Reserve Working Paper 129, Decem-
ber 1992.
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Another argument that has been made in favor of an investment credit is that

it benefits new investment and not the returns to existing capital, and is thus more

Ukely to increase overall investment and savings. Note that this argument does not

constitute an argument for favoring equipment, per se. More importantly, there is

little evidence that private savings rates are affected by changes in taxes; the reve-

nue devoted to subsidizing investment would probably be more likely to contribute

to savings if used to reduce the deficit.

The second issue is why such a subsidy should be directed to small businesses.

Small-business credits would certainly not be consistent with the argument of favor-

ing "high tech" investment. Small-business credits tend to be concentrated in indus-

tries that don't use such investment—only 5 percent of the credits would go to man-

ufacturing, over 60 percent would go to trade and services.'

Moreover, small businesses, which are largely unincorporated, are generally sub-

ject to lower taxes than are large businesses that operate in corporate form, and
the credit will simply increase an existing favorable treatment. The most heavily
taxed capital investment in the United States is investment in corporate equity.

In his address to the Congress on the economic program (February 17), the Presi-

dent indicated that small business was targeted because it had created such a high

percentage of new jobs.
The perception that small businesses create most of the new jobs dates fi-om a

study done in 1981 that claimed that firms with less than 100 employees, which

represented about 35 percent of the labor force, created 8 out of 10 jobs over the

period 1969-1976.^ But subsequent analysis of that issue (reviewed in Brown, Ham-
ilton, and Medoff) found this number to be incorrect and more on the order of 50

percent.^
Brown and his co-authors also had some other interesting insights into the figures

on job creation by small firms. Although the data suggest that small businesses in

general created new jobs in excess of their share of the labor force, there were two

important qualifications to this observation. First, part of the growth reflected the

fact that industries that tended to be dominated by small firms had been growing.
The increased jobs by new firms may not have been so much because small firms

were doing better than larger ones, but rather because the industries in which small

firms operated were growing, perhaps for unrelated reasons.

Secondly, these authors point out that most of the jobs were created by new firms,
which tend, of course, to be small. (Firms are not usually "born" large.) The data
reflect a blending of old and new small firms. According to Brown, et al., the major-

ity of these jobs will not persist because many new firms will fail—fi-om 60 to 80

percent of new firms fail within the first few years.
On the whole. Brown and his colleagues suggest that there is little evidence that

small firms disproportionately create jobs, especially if one is concerned with perma-
nent jobs. They also point out that jobs in small firms tend to pay lower wages, have
fewer fi^nge benefits, have poorer working conditions, and tend to be less secure

than jobs in larger firms.

In addition to the question of the factual basis for the job creation argument, two

important points should be made about this argument.
First, if increasing the number of jobs created by small firms were the objective

of the investment credit, the subsidy is questionable. It subsidizes not wages, but
rather a competing factor—investment in equipment. It favors those firms that are

capital intensive. Such a subsidy might even reduce emplo)Tnent in small businesses
because it encourages the substitution of capital for labor.

More importantly, however, if more job growth has, in fact, accrued te small

firms, this does not necessarily mean that subsidizing them will create more new
jobs or even that such firms are more productive in some way than large firms. Eco-

nomic theory suggests that there is no reason to view job creation as a long-run ob-

jective of government policies. The economy generates jobs by the natural process
of growth and market adjustment. In 1961 and in 1991 the unemplojTnent rate was
the same—6.7 percent. Employment, however, rose fi-om 66 million to 117 million.

Employment tends to grow steadily; the unemployment rate fluctuates. Federal poli-

cies may, of course, be needed to smooth out short term cycles, but even in these

'These calculations are presented in Jane G. Gravelle, Small Business Tax Subsidy Proposals,

Congressional Research Service Report 93-316, March 15, 1993.
* David Birch. Who Creates Jobs? Public Interest, V. 65, Fall 1981, pp. 3-14.
^This and the following discussion is based on Charles Brown, James Hamilton, and James

Medoff, Employers Large and Small, Cambridge: Harvard University Press, 1990.
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cases it is generally the aggregate stance of fiscal policy that affects employment,
and not a specific program""

In sum, the validity of the job creation argument for the small-business invest-
ment credit can be questioned on three grounds: the factual basis of the argument,
the association between the form of the incentive and its effect on employment, and
the general use of the job creation justification for such a government program.
Some distributional issues might be raised. Despite our image of small Dusinesses

as struggling "Mom and Pop" enterprises, as a statistical average owners of small
businesses are much wealthier and have higher incomes that most Americans. Own-
ers of small businesses, according to Brown, Hamilton, and Medoff, have five times
the wealth and almost twice the income of the average American.

Indeed, the smallest of small businesses will not benefit from the investment cred-

it because current law enables them to expense up to $10,000 in equipment invest-

ment; such investment will not be eligible for the credit because it is already subject
to an effective zero tax rate. The comer grocery or comer gas station is not Ukely
to receive much, if any, benefit from the proposal.
This discussion is not meant to imply that there may not be legitimate concerns

about small businesses and their role in the economy. For example, there are argu-
ments that small businesses, and particularly new businesses, might not have ap-
propriate access to credit markets. Providing a tax subsidy is unlikely to address
this issue, however, since new businesses so frequently experience losses in their

initial years and cannot use tax benefits. And, ii this problem exists, there is no
reason to expect that it would be confined to firms that invest largely in equipment.
Small businesses may also experience a particular burden in coping with paper-

work and regulatory requirements. An investment credit is not likely to relieve that

burden; indeed, it woula complicate compliance with the tax law.

There are two final observations that might be made about the small-business
credit. The first is that, as currently designed, there is a notch problem, since firms
lose all credits when their receipts rise above the dollar limit, which will discourage
growth beyond this point.

Second, there are also some administrative issues that might need attention. The
small-business credit does not suffer from the problems associated with being tem-

porfiry or incremental, although many generic complications of the investment credit

remain.
Whenever a tax provision for business is limited by size, however, it tends to cre-

ate some administrative problems. One such problem is the treatment of multiple
ownership of firms. If an individual or firm can split up business interests among
different entities (partnerships or corporations) then he could qualify for the small
business benefit. Such qualification might also be obtained by setting up leasing
firms. To prevent these types of tax sheltering activities, it is necessary to set up
a series oi attribution and tracing rules that will place a burden on the Internal

Revenue Service, and which are unlikely to work perfectly. These provisions are

particularly difficult when considering minority interests in partnerships and cor-

porations.
Another problem associated with the investment credit, which is based on size of

receipts,
is that taxpayers will have an incentive to arrange the timing of receipts

and investments in order to qualify. For example, a firm would try to arrange to

have large purchases occur in years when receipts are lower, or to delay or speed
up receipts when a large purchase is planned.

Prepared Statement of Congressman Luis V. Gutierrez

Mister Chairman; Members of the Senate Finance Committee: Thank you for this

opportunity to testify before you today.
I come before you as the Congressman of a heavily Puerto Rican district in Chi-

cago, and as a Puerto Rican myself
Since the beginning of the current "Hurricane 936," I have urged all interested

parties in Puerto Rico to unite and speak with a single voice. I have refrained from

commenting specifically on any of tne different counter-proposals that have come
out of Puerto Rico to President Clinton's proposals to eliminate Section 936.

I have studied, and will study all such proposals, and, as much as possible in con-

sultation with the Governor of Puerto Rico, and with other Puerto Rican leadership.

'^These issues are discussed in more detail in Jane G. Gravelle, Donald W. Kiefer, and Den-
nis Zimmerman, Is Job Creation a Meaningful Policy Justification? Congressional Research
Service Report 92-697 E, September 8, 1992. This study also suggests that the government
might wish to intervene to help disadvantaged workers.
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I will in the end, support that proposal or set of proposals which help Puerto Rico
the most.

I know Governor Rosello has been working hard to develop such a proposal. So
have other Puerto Rican leaders. I look forward, as I know you do also, to hear from
them, and to be able to study their proposals.

I would like, however, to comment on some general principles that, in my opinion,
should be considered seriously during this discussion.
Puerto Rico is a United States' "possession." Technically, Puerto Rico is an "unin-

corporated
United States' territory." In reality, this meems Puerto Rico is a colony

of the United States.
Since Congress assumed sovereignty over the island and its inhabitants. Congress

has controlled the economy of Puerto Rico. Every single important aspect of the
economy, from minimum-wage laws, to foreign trade, to the extension of coastwise
shipping laws to Puerto Rico; currency, immigration, they are all under the jurisdic-
tion of Congress. The application of Section 936 to Puerto Rico is but another exam-
ple of this.

It is my view that the Puerto Rican people have a right to self-determination. We,
as a people have yet to exercise this inalienable right.

Perhaps the best example of the need for Puerto Rico to have self-determination
is the current debate over Section 936.

Lacking from the official discussion of this issue is consideration of the Puerto
Rican point of view: What impact will it have on the island economy, and, more im-
portantly, on the future of Puerto Ricans. Did anyone consider the impact something
of this magnitude will have on the lives of six million Puerto Ricans, both in the
island and on every single Puerto Rican Community on the mainland, including my
own in Chicago? The elimination, or substantial modification of Section 936, without
an adequate substitute, or safeguards will result, no doubt, in an unprecedented eco-
nomic crisis in the island, ^eatly increased unemplojmient, and heavy migration to
our already overburdened cities, and communities on the mainland.
To be sure, Mr. Chairman, much may be said, and much has been said, in criti-

cism of the way the Puerto Rican economy operates under Section 936. As you may
know, Mr. Chairman, I favor Independence for Puerto Rico. And, while I agree there
is much to be improved with Section 936, as it relates to the environment, to labor
relations, to the use of Section 936 bank deposits, to the lack of involvement of Sec-
tion 936 companies with the development oi Puerto Rican communities on the main-
land, and other aspects of the section, and, while not only the demise of the Section,
but the way this whole affair has been handled may seem on the surface to be good
for the cause of Independence; the truth is that it would be totally irresponsible

for

anyone to advance a cause, be it independence, commonwealth or statehood at the
cost of the livelihood of tens of thousands of Puerto Rican workers and their fami-
lies.

The way the current debate is unfolding is unfortunate. If there are concerns
about the pharmaceutical companies, and the prices they charge for medicines, let

us deal with that issue, as such. If there are problems with the so-called "runaway
plants," let us deal with that issue, as such. If some companies may be abusing Sec-
tion 936 by transferring, and therefore sheltering profits from continental operations
which should otherwise be federally taxable, let us then work to close such loop-
holes.

But what I strongly object to, respectfully, Mr. Chairman, is to proceed in such
a fashion as to drastically alter the current basis of the Puerto Rican economy with-
out considering the impact this will have, not only on the economy of the island,
and subsequently, on aistricts like mine, but just as

importantly, the impact this
would have on the whole status question debate on the island. And this, Mr. Chair-
man, would be done, really in the absence of meaningful participation by the people
of Puerto Rico in the process.
Mr. Chairman, Puerto Rico is not a state of the union. Puerto Rico does not have

voting representation in Congress. The only participation Puerto Ricans had in the
Vietnam War situation, for example, which started our big deficit problem, was to
have our young men die on the battlefield in disproportionate numbers.
Puerto Ricans did not vote to elect the President, nor the Congress which ran the

huge bills for that war, and for many other matters. Puerto Rico has always re-
ceived a fraction of the Federal funds it would receive if it were a state. Our Viet-
nam veterans, and this is a shame, do not receive in Puerto Rico, the same benefits
veterans receive on the mainland.

Puerto Rican communities on the mainland, Mr. Chairman, and I know you have
studied this in

depth,
are some of the poorest in the country.

So, I respectfully ask, how come Puerto Ricans who benefited the least from the

"Spending Bonanza" that led to our huge deficit, who were not represented on the

"Jn—T/IQ r\
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decision-making bodies that created the deficit, who have a per-capita income of
about half that of Mississippi, and a third of the national average, who last year
received about half of federal outlays per person than that of the national average,
and who suffer from at least twice the national unemployment rate, how, Mr. Chair-
man, is the economy of Puerto Rico expected to contribute more than twice per in-

habitant to the President's deficit reduction initiative than those of us on the meiin-
land are being asked to do? If you consider all of the factors cited above, you are

asking the fragile Puerto Rican economy to contribute at least 12 times as much
per person to the reduction of the deficit than what is being asked of the United
States economy as a whole.
Mr. Chairman, I wholeheartedly agree with the March 24 Washington Post edi-

torial that there is no "Puerto Rican Policy" behind this proposal to eliminate Sec-
tion 936. In fact, Mr. Chairman, I am informed there is currently, not even a presi-
dential adNisor on Puerto Rican matters in the White House.
Mr. Chairman, I respectfully submit to you, and to this committee that to con-

tinue down this path will prove to be disastrous both for Puerto Rico and the United
States. I, again respectfully, submit to you that the time has come to review indepth
and comprehensively the relationship between the United States and Puerto Rico
and to proceed decisively and constructively along a dignified path of self-determina-
tion for the people of Puerto Rico. For only in such a context does it make sense
to study any proposal to significantly alter the very basis Congress itself laid out
for the current economy of Puerto Rico to grow and develop. I can't think of a better
investment of our taxpayer dollars than to provide for the healthy economic develop-
ment of the island of Puerto Rico, regardless of the final outcome of the status ques-
tion in Puerto Rico.

In closing, Mr. Chairman, I can assure you not only of my support for the Presi-
dent's overall plan for deficit reduction, but also, that of all Puerto Ricans. Let us,

however, remain cognizant about the history and reality of Puerto Rico and Puerto
Ricans so as not to create a worse problem than that we are trying to address.
Thank you.

Prepared Statement of Senator Orrin G. Hatch

Thank you, Mr. Chairman. As we begin to move along speedily in examining the
President's tax provisions, I am pleased that we are paying special attention to

those that affect multinational corporations.
I sigree with the President that we need to promote economic growth and create

jobs for Americans. It is ironic, though, that the Administration is seeking to dras-

tically cut back a provision that promotes those very objectives—^the Section 936
credit. I believe that there are three basic concerns that need to be examined re-

garding this proposal. First, we must consider the impact of the cutback of Section
936 on Puerto Rico's economy.

I remember your outstanding support, Mr. Chairman, last year when we debated
an amendment limiting the Section 936 credit for the pharmaceutical industry. At
that time you provided us with an eloquent reminder that the 936 credit is essential

to Puerto Rico's continued economic growth and development.
Second, we need to examine what will happen to U.S. companies currently operat-

ing in Puerto Rico. Do we want to force these businesses to relocate or expand into

foreign countries because we have driven up the relative cost of doing business in

Puerto Rico?

Finally, we must ask why this proposal is being advanced. Is it simply another

way to raise revenue, or a penalty of the perceived abuse by one of the last healthy
industries in our country?
Mr. Chairman, I have serious concerns about making any changes in this tax pro-

vision. I am particularly interested to hear what those who represent the people of
Puerto Rico have to say about the impact of the proposal.
The area of taxation of multinational corporations is one fraught with complex-

ities and misconceptions. Yet, the importance of setting solid emd effective tax policy
in this area cannot be overstated. The 19908, more than any previous decade, will

be one where we must effectively compete internationally to survive as a world eco-

nomic power. No longer can we think of U.S. business simply in terms of the domes-
tic market. In today's business world, practically all large American corporations,
most medium sized ones, and more and more small companies are involved inter-

nationally.
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We must ensure that our tax code does not impede the ability of our businesses

to effectively compete overseas. Not only that, but our tax code must not discourage

foreign corporations from investing and creating jobs in the United States. Unfair

and poorly thought out tax laws will discourage trade, invite retaliation, and result

in lost opportunities for Utahns and all Americans.
President Clinton's revenue proposal contains a number of provisions that would

raise significant revenues by changing the way we tax multinational corporations.

The Administration has stated that these changes will close loopholes in the current

tax code and are needed to prevent abuse.

I want to urge my colleagues to take a close look at these provisions. Let us make
sure that we are not, for the sake of what appears to be easy revenue, making it

even more difficult for our nation to compete in an ever more competitive world.

I look forward to hearing from our witnesses.

Prepared Statement of Robert E. Juliano

On behalf of Edward T. Hanley, general president of the Hotel Employees and

Restaurant Employees International Union and all the HEREIU members we are

privileged to represent, it is once again a pleasure to appear before this distin-

guished committee as it deUberates on President Clinton's economic package.
Over the years, we have had the privilege of working with Congress, most espe-

cially with this distinguished committee, on a myriad of issues. Therefore, we know
the committee will appreciate the spirit and intent of our testimony. Even though
this union and its members worked tirelessly across the country on behalf of the

Clinton-Gore ticket, we cannot support the Presidential package as one unit, be-

cause the package includes a proposal to reduce the deductibility of legitimate busi-

ness and entertainment expenses from 80 percent to 50 percent that would create

a significant loss of membership. Also it will create a disproportionate negative im-

pact on urban America because the majority of businesses affected by this proposal
are located in msyor urban areas.

Secretary of the Treasury Lloyd Bentsen testified recently before this committee

that there will not be one single job lost or one less penny spent by consumers if

this proposal is adopted. The implication was clear that there was no effect in reduc-

ing the deductibility from 100% to 80%, and that therefore there would be no effect

if you reduce it from 80% to 50%. This testimony was very troubling to me because

I have the utmost respect for the secretary and i have had the privilege of working
with him for many years.
A study we commissioned in 1977 by federated consultants prepared by Ed Unger,

its late president, was predicated on the Carter administration's proposal to reduce

the deductibility of legitimate business meal expenses from 100 per cent to 50 per-
cent. Using an elasticity curve of 2-5 percent for spending patterns, as well as

sound economic principles, the experts predicted a significant loss in business ex-

penditures should such a policy change occur. That reduction in expenditures, in

turn, would lead directly to a substantial loss of jobs
—anjrwhere from 55,000-

175,000 jobs throughout the country, a significant portion being members of our

union. That study is as valid today as it was 15 years ago.
I believe that there has already been economic dislocation within the industry. In

total candor, some loss can be attributed to the reduction from 100% to 80%, but

also there is no question that the sluggish economy which created some recessionary

cycles between 1987 to 1993 is also responsible. As it relates to treasury's assertion

that not one job was lost by reducing the deductibility from 100 percent to 80%, I

have to tell you sadly, without blaming any single factor, that our union, from Janu-

ary 1987 to February 1993, has suffered a loss of 30,000 to 35,000 members. This

loss is predicated on an average membership throughout the country of between

300,000 and 325,000 members.
To our dismay, the fact that the deductibility issue has risen once again points

out the total lack of understanding of the tourism industry and the contribution it

makes to the national economy or to the labor-intensiveness of the industry.
These then are the facts which you should be aware of before tinkering with what

is probably the most successful domestic industry this country now has.

In 1992, $369 billion was spent on travel services across the country, of which
85 percent represented domestic expenditures, 15 percent international. That spend-

ing generated nearly $44 billion in tax revenues for Federal, State, and local govern-
ments, of which $24 billion goes to the Federal Government. In other words, for

every dollar spent, 13 cents goes to support Federal, State and local programs.
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The one billion dollars a day that travelers spend pays the salaries of nearly 6
million Americans, making the travel industry the second largest employer in the

country (exceeded only by the health services industry). Moreover, the travel indus-

try provides a disproportionate number of jobs for the traditionally disadvantaged
in this country: African-Americans (11.5 percent of total 1989 travel industry em-

ployment, compared to 10.2 percent nationally); Hispanic-Americans (10.5 percent
versus 7.3 percent nationwide); and women (51.5 percent versus 45.2 percent of total

U.S. employment).
When you have an industry such as tourism that generates by itself six percent

of the nation's GNP without any significant government expenditure, you encourage
growth, not discourage it. The travel and tourism industry is, after all, the third

largest retail industry in terms of business receipts, following only automotive deal-

ers and food stores.

Even international tourism is a plus in that it represents the only export account
that shows a surplus. International tourism is the largest U.S. business services ex-

port and accounts for 11 percent of total U.S. exports of goods and services ($73 bil-

lion in 1992 and 1.3 million U.S. jobs).
Since most objective analysts agree that the drastic cut from 80% to 50% would

lead to a considerable drop in consumer spending, if we put it in today's terms, we
would be talking about three-and-a-half billion dollars in lost business revenue. A
reduction of expenditures of this magnitude would directly translate to a job loss

of between 50,000-160,000.
Our union members are extremely frustrated that somehow the perception has de-

veloped that this is an "inside-the-beltway" or "fat-cat" issue. It is not. It is strictly

a jobs issue. When revenue goes down, jobs disappear. Its that simple.
In the last few months, I have talked to a number of your colleagues who are

gravely concerned about base closings as prescribed by the base-closing commission
and the resultant job loss that these closings would create. They were all able to

enumerate immediately how many boilermakers, steelworkers, steamfitters,

pipefiters and sheetmetal workers would lose their jobs because of the proposed base

closings in their states. Yet, many expressed disbelief that the jobs of those who
work in their State's hotels, restaurants, and tourist attractions are very much on
the endangered list as well to be honest, many were not interested in our issue be-

cause of the perception that it simply deprives "fat-cats" of a fancy meal or business

entertainment function.

Clearly, in the minds of many Members of Congress and the administration, it

is perfectly ok for the country to pay billions of dollars to defense contractors as long
as it provides jobs and it can be done under the political cover of national defense.

But if you are a waiter, waitress, busboy, bartender, bellhop, reservations clerk,

etc. in this country your job is expendable. Your contribution to the nation's econ-

omy is just not as valuable. Your family and future is not as important.
However, it is apparent how this perception of tourism industry workers as an

expendable commodity arises. One need only listen to the speeches of President Wil-

liam Jefferson Clinton or Secretary of Labor Robert Reich to find out that the goal
of this administration is to be able to provide 250,000 new jobs. If that is done at

the expense of those currently holding jobs, well that's tough. We'll retrain them for

a position to be named later.

Try telling that to workers in the real world who need jobs to provide for their

livelihood and that of their families. Before the Sheraton Chicago opened last year
there were approximately 5,000 people waiting in line in freezing temperatures to

be interviewed for jobs that numbered only between 500 to 1,000 jobs. This response
touched a national nerve and was widely reported by most of the major media
across the country. So apparently there are still a large number of people who desire

to work in our industry despite the administration's contention that these are "dead
end" career jobs.
The President claims that that price is not too high to pay because these new jobs

will be "good" jobs. That is, they will be high-paying, high-tech, computer-related

jobs.
In numerous speeches they have consistently referred to a four-year college edu-

cation as everyone's goal. There is never a mention of technical or vocational

schools, apparently this omission is by design—not by accident. Also, it is my under-

standing that the administration has told members of the black and Hispanic cau-

cuses, among others, that the loss of these tourism jobs is not important because

they are not "good" jobs. The administration believes they are jobs that "subjugate"

people to "dead-end careers."
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The Jesuits and the folks on the west side of Chicago where I am from would ei-
ther refer to this attitude as elitism or intellectual arrogance. By whatever term,
it is an attitude of incredible ignorance and condescension toward generations of
Americans who have made their way up-through-the-ranks.
On behalf of general president Hanley, I want to let this committee and all the

Members of Congress know how terribly proud we are to have the privilege of rep-
resenting these hard-working, dedicated professionals, many of whom have raised
kids that did indeed go on to attend a four-year college. I doubt that their children
accord their own "good' iobs and more respect than their parents' jobs—the jobs that
put them through school.

But, then again, we do not represent policy wonks, so that might explain the in-
difference towards those who are members of our industry and of our union.
While standing on the floor of Madison Square Garden last July, I was especially

struck by the words of then candidate, William Jefferson Clinton, who said: I accept
this nomination on behalf of the average American, the good decent, hardworking
people

who raise their families and pay their taxes and whose voices have not been
heard. Candidate Clinton told the country then he was running so that these people
would share in the American dream.

So, Mr. President, we say with the utmost sincerity tat we have heeded your clar-
ion call. This union does represent such Americans, and we speak for their interests,
and their voices will be heard. But when exactly did you decide that the millions
of

people employed in the tourism industry where excluded from that dream?
With the greatest of respect, I urge this committee to reject this proposal and drop

it from the economic package just as you are likely to do with the investment tax
credit. We hope that an amelioration can be reached on this issue with an enlight-
ened Congress, and then we can roll up our sleeves and help get the necessary votes
needed to pass an economic package tnat will truly help a nation which is in much
disrepair and truly in need of a legitimate morale boost. You can do nothing that
is more important for the tourism industry and its workers that to provide a health

economy for our country.
Thank you for your time, attention, and consideration.
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Prepared Statement of Richard W. Leonard

My name is Richard Leonard. I am the Special Projects Director for
the Oil, Chemical and Atomic Workers Union (OCAW) , The OCAW is a

labor union which is affiliated with the AFL-CIO and represents
over 100,000 workers in the energy and chemical industries,
including about 10,000 workers in the pharmaceutical industry.

OCAW appreciates this opportunity to express its views on the
President's proposal for capping Section 936 tax credits by the
equivalent of a 60 percent credit on wages paid in U.S.
territories.

Let me begin by stating that we are in complete support of
President Clinton's program for reforming Section 936. This
program will raise between $7.0 and $8.3 billion over the next five

years that can be employed to reduce the deficit, or strengthen
desperately-needed social programs. The best news is that these
new revenues will not come at the expense of important social
programs or of the poor, the disadvantaged, our nation's children
or others who lack the strength to exercise the levers of power.
Instead, this new revenue will come from the simple act of asking
a narrow group of immensely wealthy special interests to turn in
their keys to the Federal Treasury.

Section 936, otherwise known as the Possessions Tax Credit, was
originally designed to encourage economic development and job
creation in the Philippines. Today, virtually all of the total
Possessions Tax Credit is claimed by companies doing business in
Puerto Rico.

Of the 105,500 manufacturing jobs directly promoted by Section 936
in Puerto Rico, 50,500 of these jobs are subsidized at an annual
cost of about $384 million. "While this amounts to an average
annual federal subsidy of about $6,564 per job per year, this may
not be unreasonable considering the economic conditions that have
existed there. Section 936 companies in this category are
typically involved in the manufacture of apparel, food products,
plastics, leather, and other labor-intensive industries.

However, a few industries, including pharmaceuticals, electronics
and instruments, along with two beverage companies, have mangled
the intent of Section 936 by extracting for themselves an enormous
federal subsidy while providing relatively few jobs. In

particular, 57 pharmaceutical companies employing no more than 17

percent of the entire Section 936 manufacturing workforce in Puerto
Rico, have captured nearly 55 percent of the Section 936 tax
credit. These 57 companies take 936 tax credits equivalent to
$85,316 per year for each worker employed in Puerto Rico at an
annual cost to the U.S. Treasury of $66,140 per worker.

These companies have reshaped the Possessions Tax Credit to allow
businesses to transfer valuable intellectual property rights and
other intangibles into Puerto Rico shelters without an arm's length
transfer of value. In this way, high profits normally earned on
such intangibles become super profits beneath a territorial tax
shelter. And because these super-profitable rights and patents are
largely owned by the pharmaceutical industry, it is this industry
that has been the largest beneficiary of Section 936 tax credits.
Thus, a tax law that was originally designed to reward job creation
has been distorted by a few special interests to reward profit
creation.

Section 936 proponents reverently refer to the "high technology"
industries that have been established in Puerto Rico. Terms are
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used that would have one believe that these plants were temples to
the gods of science and medicine. Accepting such as an article of
faith would be difficult for the staunchest Branch Davidian. In
the first place, the "high tech" end of this industry is all on the
mainland. We know of no pharmaceutical company that has located
its research and development operations in Puerto Rico in spite of
the enormously favorable tax consequences of doing so. Furthermore,
most of the operations that this industry has located on the
Island, are at the low-tech end of the business. The typical
pharmaceutical company ships in drums of ready-made powders which
are mixed, compressed into pills and packaged. The only alchemy in
this process is that performed by accountants who try to minimize
the amount of this work that is performed on the Island while
maximizing 936 benefits.

One of the largest 936 welfare clients is Coca-Cola that produces
much of its world-wide supply of secret formula in Cidra. In 1991,
Coke enjoyed a $137 million 936 subsidy while employing just 371
workers—a staggering $371,350 per employee. (1) For the 371
workers at Cidra, this represents a wage credit of approximately
1,100 percent. Brewing up the. proprietary Coke formula does not
evoke an image of 21st century technology, but one of imaginative
accounting that has divined a means of sheltering an enormously
valuable intangible asset at the expense of middle class taxpayers.
Pepsico, has a similar facility in Cidra and, according to a study
commissioned by Barron's in 1990, saved $52 million in federal
taxes while employing only 151 workers. (2)

Companies like Coke and Pepsi, and many of the pharmaceuticals are
neither "high tech" nor "capital intensive", but are more properly
characterized as "intangible intensive".

Not to overlook the pharmaceutical industry, the Merck & Co.

reported 1992 Section 936 tax savings of $181 million while
employing 1200 on the island. For Merck, their artful use of 936

produced tax savings of $151,000 per Puerto Rico employee; the

equivalent of a 480 percent wage credit. In the case of Merck, the

implications of a $181 million tax savings are enormous. Merck, is
a "profit splitter". This means that the $181 million (after
Puerto Rico taxes, but before federal income taxes) is equivalent
to about 34 percent of one-half of the Puerto Rico subsidiary's
income before taxes. This computes to about $1.2 BILLION in
before-tax income. After subtracting for federal taxes, we
estimate after tax profits attributable to Puerto Rico at about
$970 million; or about 40 percent of the company's 1992 worldwide
net income. Thus, in the case of Merck, the company has managed to
rig itself so that 40 percent of their net income producing
activity is carried out by about 3 percent of the company's
employees.

Merck, like the 35 or so other 936 companies that soak up around 90

percent of the 936 tax savings, has basically bundled those
products that embody the most valuable intangibles and the lowest
costs of production and have centered components of this production
in 936-sheltered plants. As a tax policy, or as an economic
development policy, the whole process is indefensible.

Is it any wonder why Senator Pryor has termed the Possessions Tax
Credit, the "Mother of All Tax Shelters"?

From a revenue standpoint, the President's 60 percent wage cap on
Section 936 benefits would recapture approximately 40 percent of
the $18.7 billion that would be lost to the U.S. Treasury over the
1994-1998 time period. It is targeted directly at those relatively
few companies which have acquired enormous wealth at the expense of
mainland taxpayers, while contributing comparatively little to the
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economy of Puerto Rico. At the same time, it effectively exempts
the bulk of 936 companies who have contributed the most to Puerto
Rico's economy. Clearly, the Administration's 60 percent wage
credit does not do away with Section 936, but seeks to reestablish
this tax incentive in the spirit in which it was originally
created.

It is important to note that even in the complete absence of any
wage or tax credit, the cost of wages paid is deductible against
earnings. At the current statutory rate, most Section 936

companies already receive the equivalent of a 34 percent wage
credit. Thus, the Administration's proposal, in this sense, comes
close to creating a 100 percent subsidy for wages paid by 936

companies.

Under these, or any other circximstances, the President's proposal
for Section 936 is extremely generous. With the growing federal
deficit and pressing social matters throughout society, it would
seem foolhardy, if not extraordinarily dangerous, to expect
mainland taxpayers to pick up more than 100 percent of a Section
936 company's payroll costs.

The Administration's program recaptures enormous lost revenues
while at the same time giving generous consideration to the special
circumstances in Puerto Rico, which, for years, has experienced
unemployment in excess of 15 percent and a standard of living that
is less than one-half of that enjoyed by citizens on the mainland.

For these reasons, we strongly encourage Congress to resist any
attempt to dilute the President's wage credit formula. To ask the
American taxpayer to subsidize more than 60 percent of the wage
bill for these companies would be unconscionable. Given the
enormous economic and political resources of the few but very
muscular special interests vested in the status quo. President
Clinton's proposal is courageous and gutsy. And it is the right
thing to do. It is our hope that the members of this Committee and
this Congress will follow the President's example and his
leadership.

President Clinton is also to be commended for his recognition that
Section 936 has had a destructive effect on jobs and the welfare of

working people on the mainland. While campaigning last Fall,
President Clinton and Vice President Gore were quick in their
expressions of outrage and in their promises to end the practice of
using tax dollars to subsidize the destruction of jobs belonging to
taxpayers .

During his State of the Union message. President Clinton directly
addressed this issue. He declared on February 17, 1993: "Our plan
seeks to attack tax subsidies that actually reward companies more
for shutting their operations down here and moving them overseas
than for staying here and reinvesting in America. • .the tax code
should not express a preference to American companies for moving
somewhere else, and it does in particular cases today." The
President followed up this statement with a proposal to sharply
curtail Section 936.

President Clinton's remarks illuminate the cruel irony involved in
Section 936. The very group of • middle Americans who are financing
Section 936 with their tax dollars are unwittingly buying into a

lottery where the winning entries are pink slips.

At this very moment, 480 workers at the Acme Boot plant in
Clarksville, Tennessee, are being thrown into area unemployment
lines, while their employer transfers machinery, raw materials and
jobs to Section 936 facilities in Toa Alta, Puerto Rico.
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At this very moment, the Syntex Corporation is undertaking the
closure of its only mainland pharmaceutical plant in Palo Alto,
California. The company has announced that it intends to transfer
all pharmaceutical operations to facilities in Puerto Rico, thereby
displacing 281 Bay Area workers.

At this very moment, the Sundstrand Corporation is laying off 200
workers as it transfers jobs from its Brea, California facility to
a location in Santa Isabel, Puerto Rico.

And, at this very moment, the Colgate-Palmolive Corporation has
issued notice that it intends to dislocate nearly 200 workers at
its Kansas City, Kansas plant. This plant has manufactured Colgate
toothpaste, as well as various liquid cleansers, which are now
manufactured in a new plant staffed by 150 workers in Guayama,
Puerto Rico.

The inducement created by Section 936 to destroy mainland factories
and jobs is best illustrated by citing the example of the American
Home Products Corporation. (3)

American Home Products (AHP) , is one of the nation's leading
pharmaceutical manufacturers earning $1.4 billion in profits on
sales of $7.1 billion in 1991. In 1985, AHP commenced production
of pharmaceuticals in Puerto Rico. Seven years later, AHP had
established the largest single pharmaceutical operation in Puerto
Rico and had racked up over $550 million in 936 tax savings. AHP
saw its effective tax rate fall from 44 percent in 1984 to 34

percent after tax reform in 1986; then to 27 percent after its
acquisition of the A.H. Robins Company (and $2 billion in net
operating losses) , and, finally, to 22 percent as a result of 936
tax credits on its earnings in Puerto Rico.

In 1991, AHP earned $580 million in after-tax profits in Puerto
Rico, including $106 million in 936 tax savings. It had, in the
short span of seven years, relocated 42 percent of its worldwide
income-producing capacity beneath this tax shelter . With
approximately 1400 employees in Guayama, Puerto Rico, and 120
employees in a 936-subsidized complementary plant in the Dominican
Republic, the 936 tax credit represents a tax-financed subsidy of
$68,387 per job. During this seven-year period, U.S. employment at
AHP fell from 27,000 to 25,300. Pharmaceutical manufacturing
plants in Elkhart, Indiana, and Great Valley, Pennsylvania, were
closed or phased down, and over 1,300 mainland workers displaced.

In 1991, OCAW asked the Midwest Labor Center for Labor Research
(MCLR) to examine the possibility that the situation with American
Home Products was not an isolated case. This inquiry revealed 25

examples where Section 936 tax credits were a motivating factor in
mainland plant closures or mass layoffs. (4) These 25 cases
involved a total of 11,008 jobs. Of the 11,008 jobs identified in
these 25 cases, 7,306 were directly shifted to Puerto Rico; 995
were transferred to other locations, and 2,707 were transferred to
various locations, but where Puerto Rico was listed as receiving an
unspecified number of these jobs. Sixteen of the 25 cases involved
the pharmaceutical or medical products industry, and most of the
cases dated from 1985 or later.

This report by no means resembles an exhaustive search for all such
runaways but simply catalogues those situations where relocation to
Puerto Rico was noted by corporate officials, the media or the
labor union involved. In the vast majority of cases, it is our
impression that companies have taken some care to conceal the
magnitude of their relocation plans. Most relocations are not
difficult to conceal. In large part, the companies taking
advantage of Section 936 are Fortune 500 companies, with many
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mainland facilities. Typically, when establishing itself in Puerto
Rico, or in any other tax shelter for that matter, a large company
will cream off those products from its various mainland locations
that offer the highest rate of return. In this way, many mainland
facilities may only be slightly impacted. Once the Puerto Rico
facility is well-established, the company will undertake a "review"
of its mainland facilities and issue a finding that it has "excess
capacity" on the mainland, and, in order to remain competitive, the
company must "consolidate." A mainland plant is targeted for
closure and its work is farmed out to other mainland facilities.
In this way, workers and communities who are impacted are often
completely unaware of the underlying causal effect of Section 936.

The majority of companies mentioned in the HCLR report have taken
the position that mainland plant closures and layoffs were a result
of necessary "restructuring and consolidation," without noting that
such restructuring always results in an enlargement of Puerto Rico
operations and diminished operations on the mainland.

It is our belief that many more examples of this complex process of
relocation exist and that the locations represented in the MCLR
study represent but the tip of the iceberg.

PRUSA has, on a number of occasions, represented that Section 936
has created tens of thousands of direct and indirect jobs in Puerto
Rico. These assertions, however, overlook and ignore the economic
impact of direct and indirect job losses on the mainland that have
resulted from the tax-driven export of mainland jobs to Puerto
Rico.

In the study referenced above, MCLR estimated that the ripple
effects of 7,306 direct job losses account for at least 14,600 to
21,900 indirect jobs lost, as well. When the figures for direct
job losses and estimated indirect job losses are added together, we
derive a conservative figure for total job loss due to transfers of
work to Puerto Rico of between 21,900 and 29,200 jobs. (5)

Additional evidence of job shifting in the pharmaceutical industry
is provided in the table (appended to this statement) which
compares the growth in production worker employment on the mainland
with that of Puerto Rico. As the table demonstrates, production
employment in the Puerto Rico pharmaceutical industry has increased
by 88 percent during the past decade, rising by 6,600 workers
between 1980 and 1991. During the seune time period, mainland
production employment declined by 6.9 percent or 6,100 jobs.

The pharmaceutical industry, as well as responsible Commonwealth
officials, have turned a deaf ear to our concerns over the export
of mainland jobs. At the present time, these parties are in a

complete state of denial. They refuse to admit that there is any
problem whatsoever, and, in fact, continue to maintain that 936 has
had the opposite effect of actually creating new jobs on the
mainland.

In a March 1993 study, PRUSA maintains that Section 93 6 companies
in Puerto Rico have actually created 46,000 indirect jobs on the
mainland as a result of their purchases of goods and services.
This logic is spurious for a number of reasons. Clearly, 936
companies would have had an even greater impact on mainland
employment had they stayed on the mainland, or at least a similar
effect if they had gone to Mexico or Ireland or Canada.

The pharmaceutical industry and its friends have not yet admitted
to the tax-driven dislocation of a single mainland worker. This is
a monument to their arrogance, if not their fear of yet another
lawsuit. This total and complete state of denial is utterly
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contradicted by their predictions that the imposition of the
Clinton wage credit would cause them to bolt Puerto Rico for
sunnier tax climes, summarily dumping "tens of thousands" of Puerto
Ricans into the unemployment line.

The very companies that said that they have never dislocated a

single mainland worker to take advantage of what amounts to a 246

percent wage credit presently offered in Puerto Rico, are now
saying that they would dump "tens of thousands" Puerto Rican
workers in a heartbeat to find something better than the 60 percent
wage credit.

Because of the special tax status of Puerto Rico, an anti-runaway
policy has been reflected within the Puerto Rico tax code for
approximately 40 years. Understanding that Section 936-type
credits would be without value in the absence of corresponding
exemptions provided by Puerto Rico within its own tax jurisdiction,
it was recognized that similar non-relocation declarations would be
necessary to blunt the threat of "runaways" and preserve this
special status as well as the underpinnings of Operation Bootstrap.
And, it has since been recognized that such restrictions on 936-
type corporations are necessary to bring Puerto Rico policy into
line with Federal policy on tax-financed industrial incentives.

For example, where federal tax receipts are used by states to offer
direct incentives to a company, it has been the policy of the
federal government to require the recipient to certify under oath
that the subsidized project will not adversely affect employment in
other regions of the country. This is true of Job Training
Partnership Act grants offered by the Labor Department, Economic
Development Administration grants offered by the Commerce
Department, and Urban Development Action grants of the Department
of Housing and Urban Development.

Sadly, in its zeal to expand the package of promotions and
giveaways to business, the past administration in Puerto Rico
discarded this history and its expression in policy. In our
opinion, they encouraged companies to falsify non-relocation
declarations required under the Puerto Rico Tax Incentives Act, as
well as by the U.S. statutes governing Labor and Commerce
Department training and development grants. In this way,
"Operation Bootstrap" evolved into "Operation Booted Out." The
fact is, a uniform federal tax policy, coupled with non-relocation
restrictions, are presently the law of the land for everyone but
Puerto Rico when it comes to the collection and expenditure of
federal tax dollars.

Puerto Rico has also been the subject of so much attention because
of the sheer enormity of the subsidy. Whereas a mainland
corporation faces a 34 percent U.S. corporate income tax on
earnings in any state, it is offered a free ride in the
Commonwealth of Puerto Rico. Tt^e size of this break is so enormous
that it dwarfs any that could be conceivably be provided by state-
level tax breaks on corporate income.

We, along with the entire AFL-CIO, support the cause of Puerto Rico
workers seeking more jobs and better wages. It is obscene that the
astronomically high unemployment rate, and other mean levels of
economic desperation are tolerated in any region, be it a state qe
a territory of the United States. As long as Puerto Rico is tied
to the U.S., either as a territory or a state, residents on the
mainland have, in our view, an enormous responsibility to see that
the people of Puerto Rico enjoy to the fullest measure the fruits
of U.S. citizenship.
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In a January 14, 1993, San Juan Star editorial, Mr. A.W. Maldonado,
a public relations consultant to Fomento, characterized Puerto
Rico's non-relocation policy as "adopted for essentially public
relations reasons'* and "impossible to enforce." We agree. This is

why the AFL-CIO has supported legislative action to amend Section
936 to allow the Treasury Department or the Courts to police the
936 companies.

All of these facts and figures don't begin to tell the real story.
The real story here is told by the workers at Acme Boot and
thousands like them who have been abandoned in this corporate
migration to 936 tax shelters. In all too many cases, the tax code
has allowed employers the added advantage of ridding themselves of
older workers and replacing them with a workforce of 20-year olds.
In the case of American Home Products, the average age of the
workforce was 45. In the case of Acme Boot, the average age was
48. In our economy, factory workers at this age are almost
unemployable. And the high cost of private health insurance is

prohibitive.

In view of the generosity of the Administration proposal, we are
concerned that Section 936 will continue to attract mainland
businesses and, unfortunately, continue to finance the export of
mainland plants and the destruction of mainland jobs. Clearly,
such an outcome is not intended by this Administration, nor by
anyone concerned about the use of public monies to destroy the jobs
of the very taxpayers who are paying for this tax break.

For all of these reasons, our iinion, along with the entire AFL-CIO,
continues to advocate the passage of law to prevent these
substantial subsidies from causing mainland unemployment. At this
time, examples of legislative approaches to the problem of 936-
inspired plant closures are before several committees in the House
of Representatives. I refer the members of this panel to H.R.

1207, H.R. 1210 and H.R. 1630. These legislative approaches, would
by various means, have the effect of withholding or revoking
Section 936 tax credits from runaway plants.

Because Section 936, even with the imposition of the 60 percent
wage credit, represents a continuing threat to mainland jobs,
workers in towns like Clarksville, Tennessee, Elkhart, Indiana, and
Brea and Palo Alto, California, are looking to this Committee to
stop the destruction of jobs and communities caused by the
Possessions Tax Credit.

The members of this Committee have the opportunity to perform a

great service to workers and communities by holding firm on the
President's program to place a 60 percent cap on the Section 936
tax credit, and by drafting legislation to withhold the tax credits
from companies who would use this tax-financed subsidy to destroy
mainland jobs.

PBASmCBOXICJU. PRODUCTION WORKERS U.S. Mainland and Puarto Rico
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(1) Caribb«an Bu«ine«« . April S, 1993; pp. 34-S.

(2) Barron' S«pt:amb«r 3, 1990.

(3) In 1991, OCAW brought a cItII rackataarlng suit against AHP, allaginq fraud in
connaction with tha cloaura of an Indiana pharaacauticai plant and tha opening of a aimilar
facility in Puerto Rico. Tha suit allagsd that AHP dafraudad OCAM by falsifying applications
for Puerto Rico local tax aassiprions. Applicants ara required to certify that their tax-
exempted projects are not intended to have an adverse effect on mainland employnent. The
suit also named Puerto Rico officials for conspiring in this fraud. In 1992, a related
action was filed on behalf of a class of over 1,000 former AHP workers in Indiana, New York,
Pennsylvania and New Jersey who had been displaced under similar circumstances. On July 29,
five days before trial in Federal Court, the parties agreed to a $24 million out-of-court
settlement. The court action enabled OCAN to review discovery documents, including the
firm's tax returns for the last ten years, and was useful to OCAM in gaining valuable insight
on the practical application of Section 936.

(4) Impact of Internal Revenue Code Section 936 on Manufacturing Jobs in the O.S.. Midwest
Canter for Labor Raaearch, June 1991. It must be noted that these 25 cases cited in the MCLR
study were assembled using trade press, cnmpany statements, and other easily acquired
material. MCLR believes that a more in-depth inveatigation of buainess records and local
press sources would significantly enlarge the list of Section 936 iMinland-O.S. closures.

(5) In reviewing dozens of plant closings during the past decade, MCLR has developed a
method for estimating the social costs associated with the loss of manufacturing joba in the
form of increaaed coats to tha local, state and federal governments.

These social costs account for the decreaeed taxes that workers pay after they lose
their jobs, and for the increased social welfare benefits that they receive, in the form of
unaoployment compensation, welfare and food stamps.

While it is not possible to arrive at precise estimates of social coats for the 25 cases
in the study, MCLR has found that for each manufacturing job lost, the combined costs to all
levels of government can range from $30,000 to $40,000 per worker in the first two years
following a layoff or plant closing.

Prepared Statement of Robert S. McIntyre

I appreciate the opportunity to testify before the Committee on behalf of Citizens
for Tax Justice. Our coalition of labor, public interest and grassroots citizens groups
represents tens of millions of middle- and low-income Americans, who have a vitial

stake in fair, economically sound tax and budget policies.
The issue before the Committee today is not a difficult one from the point of view

of sound tax and budget policy. The threshold question is whether the current 80%
write-off" for business meals and entertainment is a legitimate deduction in comput-
ing net business income. If so, that would end the discussion. But the answer rather

clearly is no. The second question is whether a $10 billion a year government sub-

sidy for business people's meals and entertainment makes sense. Here the answer
is even more obvious: No.

Therefore, we strongly recommend that the current tax deduction for meals and
entertainment be eliminated entirely. We support President Clinton's proposal to re-

duce the write-off" to 500% as a modest step in the right direction.

1. CAN A write-off FOR MEALS AND ENTERTAINMENT BE JUSTIFIED AS A LEGITIMATE
DEDUCTION IN COMPUTING NET BUSINESS TAXABLE INCOME? (NO.)

It's a fundamental (and usually honored) income tax principle that personal out-

lays, whether for a family car, a house, food or entertainment, should not be deduct-
ible in computing net income.^ On the contrary, these are precisely the things that
net income is used to buy. If the income tax laws generally allowed people to deduct
their personal expenses, there would be little or nothing left to tax (except savings).^

' Section 262 of the Internal Revenue Code states this principle explicitly. See appendix.
^A few personal outlays, most notably mortgage interest, are allowed as itemized deductions

in computing individual taxable income. But the mortgage interest deduction is not defended
on tax policy grounds as a

proper
deduction in computing net income (or ability to pay taxes),

but rather as a government subsidv for housing. (The case for this subsidy is generally consid-
ered to be weakhy most analysts, but the transitional, regional and political problems of elimi-

nating this subsidy are large.) A quite reasonable case on ability-to-pay grounds can be made
for most other itemized deductions, such as those for state and local taxes, cash charitable con-
tributions and extraordinary medical expenses.
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To be sure, when taxpayers assert that some of their apparently personal outlays
also have a business purpose, the issues are not always clear cut. Although the tax
code ostensibly allows deductions only for "necessary" business expenses, this rule

is liberally interpreted when a business purpose clearly predominates. The law does
not limit deductions for office furnishings, for example, to the cheapest available.

But when the personal element of an outlay dominates, the tax code should not

(and usually does not) allow a deduction. For example, p.lthough someone could rea-

sonably say that he or she needs a place to live in order to survive (and be able

to work), normal housing costs have no particular linkage to earning income, and
are thus not deductible as business expenses. Likewise, commuting costs may make
it possible to get to work, but they are properly treated as stemming from personal
decisions about where to live, rather than being primarily business-related, and are

thus not deductible.

It's hard to imagine any outlays that are more quintessentially personal than
those for meals and entertainment. Everyone has to eat, no matter what their pro-
fession or trade (if any). Entertainment, by definition, is designed to provide per-
sonal satisfaction and enjoyment.
Current law recognizes that meals and entertainment expenses are primarily per-

sonal when a taxpayer makes such outlays solely on his or her own behalf. The fact

that someone may read a business journal over lunch or think about marketing
strategies during a football game does not transform those meals and entertainment

outlays into deductible business expenses. Strangely, however, when a meal or rec-

reational activity is shared with a business associate or a potential client or cus-

tomer, the tax law generally allows 80% of the amounts spent to be written off.

Specifically, meals that bear a "reasonable and proximate relationship to a trade

or business" are 80% deductible if they occur under circumstances that are "condu-

cive to a business discussion." There is no requirement that business actually be dis-

cussed, either before, during or after the meal (nor would there be any way for the

IRS to drove that such a discussion actually did not take place). Entertainment out-

lays are 80% deductible if the taxpayer has more than a general expectation of de-

riving income or a specific trade or business benefit (other than goodwill) from the

activity, or more liberally, if the entertainment is directly preceded or followed by
a substantial and bona nde business discussion (such as a business meal). Such a
discussion does not have to occur on the same day as the entertainment, nor does

it have to last as long.
The problem is not merely that these rules are hopelessly open to abuse, although

of course they are. For example, as an occasional freelance writer, I discuss virtually

everything I write with my wife (and editor), often over dinner. Indeed, most of our
meals together are "conducive to a business discussion" about my writing projects.
Should we be deducting the cost of those meals? If we go to a play or a sporting
event after one of our "business meals," should our entertainment costs also be de-

ductible? Would we be on firmer ground if we talked at an expensive restaurant

about my wife's small-business projects (art), on which I often give constructive and
useful advice?^

"The taxpayer is permitted to deduct the whole price [of a 'business meal'],

provided the expense is 'different from or in excess of that which would
have been made for the taxpayer's personal purposes.' . . . [T]he Internal

Revenue Service has every right to insist that the meal be shown to be a
real business necessity. This condition is most easily satisfied when a client

or customer or supplier or other outsider to the business is a

guest .... But it is different when all the participants in the meal are

coworkers .... "They know each other well already; they don't need the

social lubrication that a meal with an outsider provides-at least don't need
it daily .... It is all a matter of degree and circumstance • • • • Daily-
for a fiiU year-is too oft«n, perhaps even for entertainment of

clients .... The case might be different if the location of the courts re-

quired the firm's members to eat each day either in a disagreeable res-

taurant, so that they derived less value from the meal than it cost them

^My personal view is that none of these "business meals" and related entertainment should

be deductible even under existing law, but the current rules are sufficiently vague that the an-

swer is not certain. Ironically, our case would improve if we ate at more expensive restaurants

than we would normally frequent. Our chances also would improve if we kept our excursions

to a "reasonable" number per year. It might also help if we were willing to claim that we didn't

really like the meals we ate. And it would clearly assist our claim if we brought a
potential

art purchaser (albeit a friend) to dinner with us. As the Court of Appeals for the Seventh Circuit

put it in Moss v. Commissioner (7th Circuit, 1985):
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to buy it or in a restaurant too expensive for their personal taste .... But
80 far as appears, they picked the restaurant they liked most."

The fundamental problem is that no matter what the technical rules, the deduc-
tion for meals and entertainment is itself an abuse of good tax policy. Personal out-

lays of this sort simply should not be deductible in computing net income.

Who should be taxable?

Analytically, the proper taxpayer in the case of meals and entertainment benefits
should be the person who is fed or entertained. Thus, the theoretically correct treat-
ment of such benefits would be to tax the recipients on the value of the benefits

they receive. Denying deductions to payers, however, would produce roughly the
same result, and would be considerably easier to administer.
Of course, in the case of self-employed people, denying a deduction for meals and

entertainment personally enjoyed gives exactly the same answer as taxing the bene-
fits. For employees, the issue is only slightly more complicated. Businesses can, of

course, deduct the wages they pay their employees, whether paid in cash or in non-
cash compensation. But the employees are supposed to report those wages, cash or

in-kind, as income on their personal tax returns. Thus, theoretically, employer pay-
ments to employees in the form of meals and entertainment could be deductible by
employers and taxable to the employees. But a more workable solution is simply to

deny the deductions to the employer. Because the relevant marginal tax rates on
individuals and businesses are roughly the same, this approach gives about the
same result as taxing the benefits to the employees.*
Customers of a business who receive meals and entertainment are in a similar

position to employees. That is, the customers also receive in-kind income. Denying
business deductions to the payer for those in-kind payments is a good, workable
alter native to taxing those benefits directly to the recipients.

Valuation issues

A perusal of recent testimony on the Clinton tax program before the House Ways
and Means Committee shows little effort by the proponents of the business meals
and entertainment deduction to defend it on tax policy grounds. (Instead, they pri-

marily talked about the need of their industries for government subsidies, a topic
discussed below). But when a tax policy defense is raised for meals and entertain-
ment write-offs, it usually comes down to arguing about the proper valuation of the
benefits to the recipients.

In particular, defenders of the write-offs have asserted that the value of meals
and entertainment received by self-employed people, employees, customers, spouses,
etc. in a business context is often much less than the dollars spent. A salesman
might not like fancy meals very much. Or a customer might not really be a hockey
fan. Or a businessman might actually detest golf. They engage in these allegedly
somewhat disagreeable activities, it is argued, only because of business necessity.°

This argument is terribly weak. After all, the point of feeding and entertaining
customers is to make them happy. Dragging customers to restaurants or stadiums
that they abhor would hardly be a sound business practice. Likewise, the providers
of the meals and entertainment (or their employees) have substantial discretion in

choosing where they eat or play.
In our view, the current 80% write-off for business meals and entertainment over-

whelmingly fails the test of sound tax policy. While a case might be made for allow-

ing a small portion of such outlays to be deducted on valuation grounds, we believe
that the soundest policy would be to d,isallow such write-offs entirely. The Clinton

plan, to limit the deductions to 50% of their cost, is at least a step in the right direc-
tion.

*The lowest marginal federal income and payroll tax rate on wages is 30.3 percent (15% in-
come tax; 15.3% Social Security payroll tax). Because the cross-over points for hitting the 28%
bracket and exceeding the weige cap on the OASDI tax are about the same (for one-earner mar-
ried couples), the marginal rate generally remains just over 30% at higher income levels. On
the highest earners, the rate on wages is currently 31.9% (31% plus the effects of the itemized
deductions disallowance). Under the Clinton program, the top individual rate on wages would
be 43.7% (the 36% top rate, the 10% surtax, the itemized deauction disallowance and the 2.9%
HI tax). The corporate marginal tax rate is generally 34%, and would be 36% under the Clinton
plan. Thus, tax rates for payers and recipients are roughly the same.

^See, e.g., "Statement of Marvin LefTler, Chairman of the Board, Nat'l Council of Salesmen's
Organizations," before the Wavs and Means Comm., March 31, 1993 ("When [a salesman] enter-
tains a customer, he naturally eats a more expensive meal, but not for self-gratification

—he
would rather be home.")
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2. DOES A $10 BILLION A YEAR GOVERNMENT SUBSIDY FOR BUSINESS PEOPLE'S MEALS
AND ENTERTAINMENT MAKE ANY SENSE AT ALL? (NO.)

As noted above, defenders of the current 80% write-off for business meals and en-
tertainment generally do not focus on tax policy issues. Instead, they attempt to de-
fend the $10 Dillion annual cost of these deductions as a needed government subsidy
to the restaurant, resort and entertainment industries.
Now if one were to make a list of government spending priorities, a subsidy for

business men and women's eating, drinking and entertainment would seem to be

very near, if not at, the bottom of the list. (Perhaps buying business people jewelry
or nirs would rank even lower.) How can we possibly justify higher taxes on the gen-
eral public or bigger budget deficits to fund such a peculiar entitlement program?

Therefore, as already stated, we believe that the current tax subsidy for meals
and entertainment should be eliminated entirely.

The bogus "jobs" issue

Proponents of a federal subsidy for meals and entertainment maintain that it is

a "jobs issue."® But from a national perspective, the argument that cutting the gov-
ernment subsidy for meals and entertamment would cost jobs is wholly without
merit.'

Essentially, there are two possible economic results that could occur if the subsidy
for meals and entertainment is reduced or eliminated. Either:

a. Not much will change. Business people will continue to eat, attend sporting
events, and so forth at about the same rate as they do now. This may seem the most
likely outcome, particularly in the case of meals, since eating will remain a human
necessity and eating well, a pleasure. The historical record since 1986 confirms that

curbing write-offs is likely to have little impact on dining and recreation.^
b. Or alternatively, some of the money that now goes to buy meals and entertain-

ment will be shifted to other purchases.

The important point from a national jobs perspective is that it doesn't matter
which of these two results occurs. If less money is spent on meals and entertain-

ment, then more money will be spent on other things, creating jobs in other areas.^

Thus, there is no reason to expect any net effect on total American jobs from reduc-
tion or elimination of the subsidy for business meals and entertainment.

Transition considerations

To be sure, whenever the government shifts or reduces spending—whether on de-

fense, meals and entertainment subsidies or whatever—policymakers should be sen-
sitive to important transition issues and their impact on real human beings. Jobs
lost in one area may not be instantly recreated in another. That's why, for example.
President Clinton has emphasized retraining as a key part of his deficit reduction

program. But if the government can never end an ill-considered or outmoded sub-

sidy program because of transition issues, then it has lost its ability to govern.
Should the Committee accept our recommendation that the meals and entertain-

ment subsidy be eliminated entirely, it might be prudent to phase it out gradually,
say by 20% a year over the next four years. On the other hand, the modest reduc-
tion proposed by the President (less in total than the 1986 change ^°) probably needs
no transition period.

*See, e.g., "Statement of George A. Wachtel, Director, Research and Government Relations,
The League of American Theatres and Producers," before the House Ways and Means Commit-
tee, March 31, 1993 (Theatre and performing arts budgets are extremely labor

intensive .... We should be promoting policies that ensure the further development of the
arts in America ..."); "Statement of Darryl Hartley-Leonard on behalf of the American Hotel
& Motel Association," before the House Ways and Means Committee, March 31, 1993 ("In the
final analysis, what really matters is how many working Americans you will displace from their

jobs . . . ."); "Statement of Chip Berman on behalf of the National Restaurant Association," be-

fore the House Ways and Means Committee, March 31, 1993 ("it all boils down to jobs.").
^One could, of course, in some circumstances argue against deficit reduction itself on the

ground that it can cost jobs, but defenders of the business meals deduction profess to favor cut-

tingthe deficit.

^he 1986 Tax Reform Act cut the meals and entertainment write-off by 20%, the corporate
tax rate by 26% and the top personal tax rate by 44%. Yet despite this combined 40% reduction
in the meals and entertainment subsidy, there was no noticeable reduction in business eating
or entertaining. (Nor, by the way, did sports stars see a decline in their earnings as a result
of the withdrawal of a substantial portion of the government subsidy for entertainment.)

® There is one other possible outcome: that people would actually save more. Since the goal
of deficit reduction is to increase national savings, however, that rather unlikely result is not
to be greatly feared.

^''Sie note 8 above.
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CONCLUSION

The current 80% tax write-off for business meals and entertainment fails the test

of sound tax policy, and cannot be justified as a prudent or fair government spend-
ing program. We strongly recommend that the meals and entertainment write-off
be eliminated entirely. We support President Clinton's proposal to reduce the write-
off to 50% as a useful step in the right direction.

Appendix: current law (in general) on meals and entertainment:

IRC §162:

(a) In general.—^There shall be allowed as a deduction all the ordinary and necessary expenses paid

or incurred during the taxable year in carrying on any trade or business ....

IRC §274:

(a) Entertainment. Amusement, or Recreation.—
(1) In general.—No deduction . . . shall be allowed for any item—

(A) Activity.—With respect to an activity which is of a type generally considered to constitute

entertainment, amusement, or recreation, unless the taxpayer established that the item was directly relat-

ed to, or, in the case of an item directly preceding or following a substantial and bona fide business

discussion (including business meetings at a convention or otherwise), that such item was associated

with, the active conduct of the taxpayer's trade or business ....

Gloss: Entertainment activities are considered to be "directly related" ifthe taxpayer has more than a gener-

al expectation ofderiving income or a specific trade or business benefit (other than goodwill)from the activi-

ty. The alternative, more liberal rule, "directly associated with," is satisfied if the entertainment is directly

preceded orfollowed by a substantial and bonafide business discussion. Such a discussion does not have to

occur on the same day as the entertainment, nor does it have to take as long as the entertainment.

(k) Business Meals.—
( 1 ) In general.—No deduction shall be allowed ... for the expense of any food or beverages unless-

(A) such expense is not lavish or extravagant under the circumstances. . . .

Gloss: Besides the above rule, any meals that bear a "reasonable and proximate relationship to a trade or

business
"

are deductible if they occur under circumstances that are "conducive to a business discussion."

There is no requirement that business actually be discussed, either before, during or after the meal (nor

would there be any wayfor the IRS to prove that such a discussion actually did not take place).

(n) Only 80 Percent of Meal and Entertainment Expenses Allowed as Deduction.—

(1) In general.—The amount allowable as a deduction . . . for—
(A) any expense for food or beverages, and

(B) any item with respect to an activity which is of a type generally considered to constitute enter-

tainment, amusement, or recreation . . . ,

shall not exceed 80 percent of the amount of such expense or item ....

IRC §262:

(a) General rule.—Except as otherwise expressly provided in this chapter, no deduction shall be

allowed for personal, living, or family expenses.

Prepared Statement of Peter McNeish

On behalf of the Small Business Legislative Council (SBLC), I wish to thank you
for the opportunity to testify today on the subject of the President's proposal to rein-

state an investment tax credit (ITC).
As you know, the SBLC is a permanent, independent coalition of nearly one hun-

dred trade and professional associations that snare a common commitment to the
future of small business. Our members represent the interests of small businesses
in such diverse economic sectors as manufacturing, retailing, distribution, profes-
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sional and technical services, construction, transportation, and agriculture. Our poli-
cies are developed through a consensus among our membership. Individual associa-
tions may express their own views. For your information, a list of our members is

attached.
To set the stage for our observations and recommendations, let me begin by not-

ing that the Chairman of our Board of Directors, H. Ted Olson, issued this state-
ment on February 19, 1993, following the President's State of the Union: "We com-
mend President Clinton for offering the nation and small business a vision, and dis-

playing a willingness to make the hard decisions to 'unmortgage' our children's fu-

ture. As one might expect, there are items in the package we like, and others we
do not like. We are confident that the legislative process can refine and smooth out
these rough spots. The central point is we are willing to work within the concept
defined by the President."
The second noteworthy, stage-setting fact is the SBLC, since 1991, has been vigor-

ously and vmrelentingly pursuing a four point strategy for economic recovery. We
were among the first to sound the alarm regarding the recession and remain among
those who oelieve action is still

necessary
to ensure we do not slip back into the

economic trough. Our four point plan includes incentives to restore consumer con-

fidence, to restore business confidence, to increase affordable credit to business, and
to eliminate unnecessary regulations. A copy is attached to this testimony.
For our purposes today, the most important aspect of our economic recovery plan

is our call for incentives to restore business confidence.

Throughout our history (SBLC was founded in 1976), one of our guiding principles
has been that the tax code should be used to direct economic activity to encourage
the growth of small businesses. This principle has led us to participate in debates

ranging from restoration of a
capital gains rate differential to the establishment of

a direct expensing provision ana it most certainly has included any debate on the
merits of an ITC, an incentive which we have consistently supported.

In fact, among several reasons, the elimination of the ITC was the most promi-
nent for our opposition to the Tax Reform Act of 1986. We believed then, and still

believe now, small corporations paid a high price for someone else's rate relief in

1986, with little to show in return.
One SBLC member, the National Tooling and Machining Association (NTMA),

sums up the need for an ITC in these terms:

'The rate at which tooling and machining companies have been able to

invest since the 1986 repeal of the ITC has dropped sharply. A study by
the John F. Kennedy Scnool of Government at Harvard concluded that a
mere '11 percent of smaller manufacturers are using advanced technology
at this time.' Reducing capital costs is most important to small tooling and
machining industry business owners, most oi whose profit margins are
under 5 percent of sales. An ITC would represent a down payment on a ma-
chine tool. A permanent ITC is considerably less burdensome in terms of
administration than the incremental credit for big business, and would help
the majority (67 percent) of NTMA member companies to increase their in-

vestment regularly, thereby maintaining a steady pace with advances in

technology."

Moving specifically to the President's ITC proposal, I would like to offer a series

of observations.

First, we have no position on the temporary, incremental ITC for firms with more
than $5 million in receipts. Like everyone in this room, we can offer plenty of sug-

gestions for what to do with the money "saved" by not enacting it. More than a few
of our members believe not spending it and toting it up as another contribution to

deficit reduction would be a boost to the economy, but we will defer to those at risk

for its loss to make their case.

Second, the permanent credit for firms under $5 million appears to us to be close

to hitting the mark in terms of potential constituency. If you use IRS statistics,

there are around 19 million business returns in the tax-reporting universe. It is our

understanding that almost 98 percent of those businesses would be eligible for the
credit based on receipt size of the business. However, for these purposes, a more
conservative estimate of the actual active business universe based on the number
of businesses with employees may be more appropriate. Based on that definition,
the small business community is somewhat smaller, probably numbering in the 5-
6 million range. Finally, utilizing statistics for corporate filers provides a more accu-

rate picture of the small businesses likely to use the credit. While this is not to say
sole proprietors and partners do not operate thriving businesses, we think choosing
corporate status is a better measure for the purposes of measuring the value of an

capital asset investment stimulus. Among the universe of the more than three and
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half million corporate entities, we believe 95.5 percent of them would be eligible for

the credit.

These two points lead us to our first recommendation. As the temporary credit

might be lost to companies with more than $5 million in receipts, and as the statis-

tics suggest we do have some firms that might be considered small businesses but

that sit on the margin of the President's size definition, it may be appropriate to

consider raising the $5 million cap. If there is one thing that can be said about a

company doing slightly more than million, it probably is that the company is one

of the job creators we speak of most fi-equently. It would be a shame to lose the

opportunity to help this productive job creator.

Given the fact most of the small business universe would be eligible for the credit,

based on size, the logical question is: "Why isn't the small business community
jimiping for joy?" I must confirm the enthusiasm is not overwhelming, and keep in

mind this is coming from a group that has said it will work with the President on

his overall proposal, not torpedo it, and an organization that has been a long-time

supporter of the ITC.
We do believe an ITC will help restore business confidence, but the proposed cred-

it must be modified to achieve this goal. We see three reasons why the small busi-

ness ITC needs to be modified. One relates to the structure of the proposed small

business ITC; the second relates to the economic state of most small businesses; and
the third relates to the impact of the President's entire proposal.

First, the small business ITC, while structured as a nominal rate of 7 percent for

the first two years and 5 percent thereafter, in fact yields a much lower effective

rate. The proposed ITC simply has too many restrictions attached to it. The two

principal restrictions are the graduated ITC rate structure based on the recovery
class life of the asset and the required basis adjustment.
As you know, for example, the ITC would be applied at a 1/3 rate for three-year

property (such as tractors and special tools), 2/3 for five-year property (other vehi-

cles, computers), and 4/5 for seven-year property (fixtures, furniture, office equip-

ment). Some previous versions of the ITC have also had restrictions, but, in our

opinion, tl yse requirements were not as stringent as the restrictions in this pro-

posal.
When it is all said and done, and the permanent nominal 5 percent rate is imple-

mented, depending on the assets involved and the taxable income bracket of the tax-

payer, we are loolung at effective rates for small corporations ranging fi-om slightly

more than 1 percent up to just under 4 percent in 1995 and thereafter. The ITC
should apply to both new and used equipment.

Second, depending on the assets involved and the tax status of the business, ex-

pansion of the direct expensing provision of the tax code. Section 179, may provide
more opportunities for small business to invest in capital purchases. Currently, Sec-

tion 179 allows small businesses to write off the first $10,000 of such purchases in

the first year. SBLC was among the most prominent private sector advocates of Sec-

tion 179 when it was considered and enacted bv Congress in 1981. At the current

time, in the absence of an ITC, it allows small businesses to weather the strains

of most capital asset acquisitions by allowing immediate write-offs.

In 1980, the 1,800 small business delegates to the White House Conference on
Small Business made enactment of a direct expensing provision their second prior-

ity. In 1986, the delegates to the second White House Conference on Small Business

called for its expansion and reinstatement of the ITC.
For some small businesses, increasing the Section 179 deduction to $25,000 may

be a preferable option to an ITC, particularly an ITC with as many restrictions as

the one on the table now. We would imagine that it would have to be structured

as a choice between the ITC or the direct expensing provision. In the absence of an

ITC, we would be rather fanatical supporters of a direct expensing provision. How-
ever, we do believe the wisest course is to have a direct expensing provision that

augments the ITC. Both serve a valuable purpose, but in sHghtly different ways. It

win increase the number of small businesses able to avail themselves of some imme-
diate capital cost recovery.

If one looks at the body of literature produced after the enactment of the 1981
Economic Recovery Tax Act and the 1982 Tax Equity and Fiscal Responsibility Act,

you will find many articles illustrating the need for careful tax planning when a tax-

payer is faced with a choice between expensing and an ITC. Such factors as the in-

come bracket of the taxpayer and recovery class of the asset can determine the ben-

efits of one over the other.

Finally, the enthusiasm of the small business community is tempered by the rest

of the President's package. It almost goes without saying small business would
much rather we achieve deficit reduction through spending cuts than through reve-
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nue increases. Any revenue raising provision, even those that do not directly affect

us, are more likely to have a negative impact on the economy than a spending cut.

Of critical concern, however, is the balance between small business incentives and
those revenue raising provisions which hit closer to home. As a practical matter, for

the vast majority of small businesses, the ITC is the principal item in the "plus"
column. On the negative side, the vast majority of small business owners, whether
they are sole proprietors, partners, or S Corporation shareholders, are most directly
affected by personal rate changes. The President's

proposal, through the personal
rate increase, surtax, and limitations on a number of deductions such as the meal
deduction or the lobbying deduction will affect many small businesses. While, as a

percentage of all taxpayers, those likely to be affected by his personal tax proposals
are few in number, the reality is a disproportionate number of them are likely to

be business owners.
The problem is both personal wealth and business earnings are taxed through the

personal rate structure. Only two million corporate taxpayers pay taxes based on

corporate rates; all other businesses use the personal rate structure. Although it

may appear on the personal return, income or a small business owner is also the
retainea earnings of a company poised to create jobs and make capital investments.

In this regard, we are particularly concerned about the impact on family-owned
businesses operating as S Corporations. With the proposed personal rate increase
and the 10 percent surtax on incomes over $250,000, many of these S Corporation
shareholders will be paying taxes based on a marginal tax rate of 39.6 percent. For
a successful small business S Corporation, with say, receipts of $5 million, it is quite

plausible this will be the tax rate on the profits
of this company. On the other hand,

the proposed marginal rate for corporations with taxable income in excess of $10
million will be only 36

percent. Certainly, a competitive advantage. While one might
argue this is not a likely scenario, there is a situation that is likely to be more com-
mon and is a cause for concern.
There are

approximately
1.4 million S Corporations; most, we believe, are what

anyone would describe as a family-owned business. We believe you will find more
than a few closely held, family-owned companies, faced with a marginal tax rate of

39.6 percent on income of an amount above $250,000 (not an outrageously profitable
or big company by any means) competing against a C Corporation with income up
to $10 million that has a marginal rate of 34 percent. The marginal rate of 34 per-
cent for C Corporations begins at $75,000.
While it may be true that fewer than one percent of all taxpayers report income

in excess of $250,000, we would submit to you a significant number of these approxi-
mately 800,000 taxpayers are S Corporation shareholders, partners, or sole propri-
etors. Over 3 million partners and S Corporation shareholders reported net income
in 1990, in addition to the 11 million taxpayers who reported net business or profes-
sional income.
The point is, you can help small business on one hand with an ITC, and take it

away on the other with personal income tax rate increases or limitations on specific
business related deductions.

In the end, SBLC believes something must be done to help the economy. We be-

lieve the President has struck a positive note and placed small business at the cen-

ter of a forward-looking vision for America. We want to help get us there. We hope
these comments have provided some basis for working with Congress and the Presi-

dent to achieve our shared goals. Thank you.

Attachment.
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The Economy - A Small Business Perspective

The American public has spoken and clearly change is

the order of the day. As early arxl outspoken advocates of

an economic recovery iiutiative. SBLC welcomes Che

opportunity for aggressively pursing an ecoiwmic recovery

package. To be a small business owner is to be optimistic

by nature. Pessimists do not become successful

entrepreneurs. Therefore, wewishtoofferthispeispective
on how we should prtxeed from here. We are convinced

that with proper direction from government, small business

caa and will, lead us back to the high road of growth,

innovation, and job creation.

At this juncture, we believe there is no need for us to

continue to fill the page with why an investment in small

business is critical to the economy. We are persuaded the

new Administration's coounitment to such a course is

self-evident

As to what must be done, we recall the words of an SBLC
Board member, icpresenting home builders, who over a

year ago expressed a common view among many 6f

SBLC's diverse industries. He stated:

"It's obvious that some special fiscal stimulus is

needed to ensure an economic upswing next year. The

economy needs a quick and temporary stimulus to a

component of private demand that will generate
domestic spending and domestic employment.*

Our greatest concern is the pereeption of a recession has

become an ingrained reality. Said an SBLC Board member
representing campground owners:

The low level of consumer confideiKe is causing

people to stay at home. Either they are afiTud for their

own future, or don't 'feel ri^' traveling when so

many of their friends and relatives are out of work or

on the brink."

Unfortunately, we are all too familiar with the stages of

a recession. Individualsfearfiilof losing their jobs do not

spend; businesses k>sing sales become reluctant to take

risks: and, as money is not spent, jobs are cut That

self-perpetuating cycle remains in place today. While

recent economic signs are promising, unless the cyde is

fiimly broken through targeted government acdon, the

economy will lapse back into the doldrxims. One SBLC
Board member observed about the impact of the

recessionary cycle in his industry:

'A substantial number of the anall films in the video,

computer, audio-visual. multimedia,

teleccnfeiencing, and high definition businesses filed

for bankruptcy or closed their doors this year.

Reverberations from these evenu affect every

company in the assodadan suppliers have become

extremely cautious about offering credit, making
shipments, and providing dealer support Dealen
have quit carrying invenioiy, relying on suppliers to

ship immediately after a sale has occurred. By now,

most suppUen have been stung with losses because of

a failure by one or more of their dealen and they are

taking every precaution to avoid being caught in

aitoiher. For the next few months, some of the top

supplier executives win spend more time on creditor

committees than they will spend out 'in the field'

selling their pioducts. Some supfdiers have merged.
Others have quit manufacturing and are just selling off

inventory at major discouixs.*

Continued on Page 2
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In our view, the cycle can be broken in several pUcec

R»<ir>;g Confidence Must Re Resmred Businea mua

^ rnnrrrlintn n^k-mUnf jnh rrrntirm ttrui eXBaiaioil

We were among a very small group that did not find the

1986 Tax Refonn Acu at thai time, to be an attractive

aliemaiive. Our feeling was the tax axle should be utilized

to encourage certain kirids of economic activity. We

believed then, and do now, small business paid too high a

phce in the loss of items such as the investment tax credit

(ITC), for reductions in somebody else's tax rates.

Parenthetically, we might note, in the mid 1970b we were

in the foiefrom of the fight to establish a graduated,

progressive corporate rate structure.

We support the le-establishment of an ITC. We do.

however, offertte observation that a targeted ITC will have

ofJy limited appeal to the small business community, and

if we truly want to pull ttv small business sector t>adc into

the job creating mode, we need to augmeiu the ITC in two

ways. We need to provide direa eCToits to encourage the

oeatioa of jobs and we need to encourage capital asset

investment by aU small businesses. We believe you can

fashion a program thai offeis small businesses a choice

based on their needs.

Taiing the loner concern first, we can augment the

targeted ITC by increasing another capital asset

^investment incentive which already exists in the code and

is spec^catly targeted to small business. Current law

allows small business to 'direa expf^'' capital assets.

This provisioa enacted in 1981, allows businesses under a

certain size to write off up to $ 1 OXXX) of the cost of assets

in the year in which the assets aic purchased.

We might observe, the champions of the provision in

198 1 were a number of leading Congressional Democrats

including the cunrnt Chaiiman ofthe CommiHee on Ways

and Means, Represenialive Dan Rostenkowsld. (SBLQ

led the fight for it in the pnvaie sector.) In 1981. the

original proposal would have permitted a first year

write-off of up to $25,000. Given the yean that have

passed, we suggest making it SSaOOO. but continue to limit

it to businesses under a certain size to limit revenue losses.

The small business would choose either the ITC or the

direct expensing provision. In 1981. the Democrats listed

these reasons for the small business direa expensing

provision:

nt is simple because it eliminates the need for

complicated accounting procedures and depredation

fbrnHilas:

"It is fair because it treats aU facets of the business

oomrounity equally; aivl.

It is unaffected by inflation because, when it is fuUy

opettfive. the fiill deduction is taken in the year in

which the investment is made."

While we find the argument for an ITC compelling as we

need to continue to push the edge of the etrvelope on

technology, the faa is. small business remains a sector built

on huoun capital While we must invest in the long-term

job growth potential within small business, if the election

is ammdate. it is a signal that vt« need to address the 'here

and now." Offering a New Jobs Tax Credit (SJTC) as an

alternative choice to the ITC can help tip the scales infavor

ofnew hiring. Payroll is the link between risk-taking and

rtaliry. It is also the conunon borvl of successful anall

businesses. The ITC and other risk-taking incentives can

open up the door to the future, but payroll responsibilities

come with the step through that doot

As part of the Tkx Reduction and Simplification Aa of

1977. Congress enacted a luw jobs tax credit equivalent

to SO petcetu of the increase in each employer 's wage base.

Create a job. get a credit After only one year. Congress

killed the credit and replaced it with the more familiar

targeted jobs tax credit which was and is limited to the

hiring of individuals from certain target groups. In troth,

the NJTC was enacted by Congress over the objection of

the Tteasury Depamnert and was never given a fair shoe

In fact most ofthe post-mortems conducted on the NJTC

do agree oo two crucial points. First, they agree the

primary reason the NJTC did not vrotk was that most

employers did not kjww about the crediL Virtually nothing

was done to promote the credit Ironically, the little

statistical data on the NJTC does suggest a trend was in

place, the credit was assisting the job creation process. iMt

tlK NJTC was snuffed out before the trend could become

a reality. Sn- fftf """r'' The NffW Jnfri
t»» rrrdit: An

Fv«liiarinn pf rtw. 10T7.197« W«w <!iih«!i(1v Prtigram. 69

American Economy Assodadon. 173.

Tlie other fact which the post-mortems reveal is the credit

was misplaced as an 'income' tax credit A new jobs tax

ciedit should be a payrofl tax credit After aU. this is why

we need more than an ITC Scratch almost any snail

business and «rhai do you find underneath? Payroll taxes.

The NJTC is a good way to make contact with a touchstone

for all small busirtess' -
payroll taxes. For most small

businesses, labor is the name of the game. Funhermore,

like it or not. the service sector is aitd win remain m
importai* part of our overall economy. The service sector

is small business and the service sector means jobs. The

Continued on page 3
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important message here is. economic recovery must

address human capital concerns of small business as well.

And. in every day terms that ttanslaies into payioll burdens.

Indeed, the history of the 1977 economic debate can offer

clues as how to combine the ITC with a new jobs tax credit,

the direct expensing and a fourth component, woiter

training, to provide business with choices within the

framework, that woric best for them. The overall incentive

would be limited to a specific amount, but the anall

business could choose the specific alternative that allows

the small business to grow and create Jobs.

Finally, we do believe an injection of government

spending on restoring the nation's infrastructure will

produce short-term job creation benefits and long-term

productivity dividends.

While our focus today is on what we can do. we do offer

one observation about what we should not do. Tb
understand the heart and soul of the small business

community today, it is necessary to understand the

significance of the words "family owned.' If there is one

issue that can galvanize and unite the small business

community, it is any attempt to change estate tax laws. The

91 St Congress learned that lesson the hard way with respect
to Intenal Revenue Code Section 2036(c). The subject

transcends the statistics, it is a matierofemotion. Formany
small business owners, the business is everything. It is

their legacy, it is their retiremeni. it is their way of life. As
an SBLC Board member who represents retail grocers,

observed:

Tamily owned business are not shon-term concerns.

A real family sees itself as a closely bound, dyiumic

entity yesterday, today and tomoirow. The realistic

potential of meaningful passage of business from one

generation to another is often the prirtcipal motivation

for the ongoing prosperity. For the present

generation, the prospect of future appreciation,

represents a great legacy to his or her children. It also

frequently represents a personal guarantee of

retirement security. In both instances, again and

again, we must acknowledge that it often partially or

totally sustains the actual day to day business

operation."

Con^mer Cnnfirirrvff Mu« Be RMtnmd Th, rnnmmer
must be convinced to make an investment in new omduca

In our opinion, across-ihe-boaid cuts in individual tax

rates will not restore consumer confidence. While the

numbers in aggregate souitd impiessrve. to the individual

it is not suflicieni to encourage the consumer to leeiverttie

market Many polls indicate the consuher will reduce

debL In normal times, ervmuraging saving is a worthwhile

goal: in a recession built on a foundation of pessimistic

percepbcns, it is of little or no help.

Rather, we believe the tax code can be utilized to

encourage ecoiwmic activity. In truth, our economy is still

driven by "big ticket' items such as homes aixl can. While

we are ixM recommending a specific agenda, it is a housing

purchase tax credit, consumer interest deductibility, a tax

credit for oviing in an old car for a new one, a tax credit

for the purchase of certain significant consumer goods or

services which can rtot only save the taxpayer money, but

also stimulate the economy.

Ariwpiate Credit Must Be Readilv Available Banks.

other finanrial institutions and investors must he ready and

willinr to lendand/or invest in the potential ofour economy

Finally, we remain convinced our credit and financing

systems remain skewed against small business. Whether

it is venture capital or working capital, we continue io hear

a steady drum beat from small business that credit is tx>t

available.

What are the problems? Is it a too cautious banking

community? Is there still too much regulation? Why is it

so difficult for mature, stable businesses to maintain a line

of credit?

We believe we can put our banking and small business

financing systems back on track and we can begin the

process by appointing bank regulators that have evidenced

an understanding and appreciationfor the credit concerns

of small business. We need to examine bank capital

itquirements and lending guidelines. Fmally, we support

community development banks developed in such a

fashion that there would be access for small business in

urban areas.

Do we have a national policy to piomote a steady flow of

risk capital for eturepreneurial activity? The tax code,

through appropriate treatment of capital gains, can

stimulate activity. SiiKe 1986. we have put serious holes

in the venoire capital pipeline. An SBLC Board member,

representing the venture capital iivlustry. observed:

The venture capital industry is undergoing the

toughest ecommic time since 1974. Money raised by
venture funds is down IS percent since the high-water

mark in 1987. There has been a corresponding falloff

of invesunenis in new and emeiging small businesses

by the venture industry.*

SBLC supports a small business targeted capital gairts

exclusion as proposed by Senator Bumpers.

Continued on Page 4
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Atbitrary. Govemment-imposed Additions to the Cost of

Doing Business Must Be Controlled Fnfrnal factors.

turh /Tt the rumularive impart nf^nvrrnmrnt rrvulatioia.

<;^nuld nnt cnnmhutf in the innation of the nrice of roods

anditryKei

Paramount among our concerns is the unending u;>ward

spiral of health care costs and its impact on small

employeis and employees. In that legaid. SBLC has been

a long-lime supponer of compiehensive health care

lefomi.

Throughout this debate we must be mindful not to impose

counterproductive burdens on the small business

community. In that regard, we believe the economic

package must remain narrow in focus anprovidingpositive
incentives to the economy. The government has added an

extraordinary amount to the cost of goods and services.

When a printing firm must cope with 40 different

environmental laws, or a tooling and machining shop with

800 Defense Department procurement-related laws,

common sense suggests there is something wrong with the

equation.

One of the fundamental problems with the way Congress

develops public policy which produces regulatory costs for

small business is it fails to assess the cumulative impact of

all related regulatory initiatives. Perhaps an increase in the

minimum wage in and of itself is modest, the cost of

mandated parental leave does not appearoverwhelming, or

the cost of health care, while significanu is not

back-breaking, but add them together and the costs are

indeed counterproductive. Likewise, take an undergrcHind

storage tank law, a hazatrlous waste disposal program,

clean air rules, and a dozen more environmental rules and

it is no wronder that the small petroleum marketer is caught

in a spiral of increasing costs. Said an SBLC Boaid

member who represents that industry:

'Extensive enviroimiental requirements being

imposed by Federal, state, and local officials have

added enormous new costs to notonly the constnictian

ofnew service stations, but also to the maintenance of

existing ones. The costs are so substantial thai sotne

matkeiets have had to close numerous outlets."

The government should not be in the business of pricing

goods and services out of the range of alTcrdability for

consumers. The regulatory burden today is greater than it

was during the late 1970s. The implications are quite

apparent

5aTMMARY

In conclusion, we are not so naive as to believe we can

wave a magic wand. To accomplish some of these tasks

involves trade-offs. How we pay for these efforts must be

resolved. Adjustments in our spending priorities and

adjustments in our progressive tax rate structure are two

opocns.

We do &vor linking the short-tenn economic stimulus

package with a long-term deficit reduction measure. In this

paper we have focused on the short-term but. in '<' way

should this be interpreted as a signal of change u> our

opinians regarding the Federal deficit We simply cannot

hope to sustain an ecocxnnic recovery without substantial

reducdoos in the deficit Although the task will be painful

for alL we cannot shrug off the task. In that regard, we do

apjriaud two receru initiatives for their candor. While we

have not had an opportunity to work through all of the

specifics of their recommendations, we are favorably

inclined to agree with the basic approaches of the

"Strengthening America Commission" and the "Concord

Coalilian' to addressing the deflcit piDblem.

We understand the trade-ofEs in both the short-term for

the an economic recovery package and in the kmg-tenn for

defidi reduction and are prepared to help make the hard

choices.

We see this momoit as an opportunity for small business

growth. We are prepared to make it wort as a partnership

for the benefit of the nation and snaD business.

Hiudly. some say nothing we do today can help before

the recession ends of its own accord. We disagree.

itniTiMiiaty targeted government action is necessary, or it

will QQI end. The consumer and busiitess owner will

respond to economic encouragement. The

perception/reality cycle must be firmly broken.

We look forward to working with the Administration and

the Congress in the months ahead. We stand ready to assist

during the transition period and beyottd.

The SBLC is a permanent, independent coalition of

nearly one hundred trade atvl professicrul associations that

share a common commitment to the fumre of small

tmgni>rt Our mcmbeis icpresent the interests of small

businesses in such diverse economic sectors as

manufacturing, retailing, distribution, professional and

technical serviceis, construction, transportation, aitd

agriculture. While our policies are developed through

consensus among our membership, we respect the right of

individual associations to express their own views. For

yow information, a list ofour members follows.
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Prepared Statement of Victoria Munoz

puerto rico: a strategy for investment and employment

Only half a century ago Puerto Rico remained one of the poorest countries of the
Western Hemisphere, described as the "Stricken Land of the Caribbean," with a per
capital income of $140 per year, life expectancy at birth of 45 years, and about 56%
of school-age children had no schooling. Starting in the late 1940'8, under the lead-

ership of Luis Munoz-Marin and the Popular Democratic Party, Puerto Rico pursued
an economic development strategy based on attracting private offshore investment
in manufacturing to generate thousands of jobs for one of the most overpopulated
areas of the world, with scant natural resources. Combining free access to the U.S.
market, U.S. constitutional protections and low effective tax rates, our industrial

glan,
led by former U.S. Ambassador Teodoro Moscoso and known as Operation

ootstrap, transformed Puerto Rico. Employment increased more than 50%, from
596,000 in 1950 to more than 900,000; GNP escalated from $3.7 billion to over $34
billion presently; exports today exceed $21 billion, more than the rest of the Carib-
bean combined. A rural, agricultural backward society was transformed into an in-

dustrial, urban and modem society.
This export-oriented strategy of economic development based on free markets, pri-

vate investment, and increasing labor productivity is today the model of develop-
ment pursued worldwide, from Ireland to Singapore, from Poland to Chile. With lim-
ited arable land, ample competition in tourism throughout the Caribbean Basin, the

manufacturing sector has become the principal component of Puerto Rico's economy.
Manufacturing generates 40% of the Puerto Rico's Gross Domestic Product. With a
population density of over 1,000 persons per square mile, higher than India, Peiki-

stan, Japan and China, an official unemplojrment rate of 18%, and more than half
the population living under the U.S. poverty line, Puerto Rico remains a developing
economy, critically dependent on outside investment for its growth and employment.
In competing for investment worldwide, Puerto Rico's comprehensive tax incentives

program plays a key and fundamental role.

Manufacturing employment in Puerto Rico has evolved over the years toward
higher value added, more technology and capital intensive industries, as the more
labor intensive employment has migrated to areas offering lower paying jobs
throughout the Caribbean Basin and the Far East. In the last twenty years, high-
tech industries employing better educated, skilled workers for the manufacture of

pharmaceutical, precision instruments, computers, medical devices, and electrical/
electronic components have proliferated in Puerto Rico. Year after year, Puerto
Rico's world class industrial work force maintains exceptional quality standards in
the manufacture of products shipped worldwide.
Our future growth will necessarily come from accelerating the development of the

more technology and capital-intensive sectors, focusing on emerging inaustries with
leadership in technological development. This strategy will permit us to continue to

upgrade our Island's human capital, achieve stability in employment and assure
Puerto Rico's participation as an important location for global production in the 21st

century. This outward-looking strategy is the only policy choice available to us if we
want to continue our economic development. As American citizens, Puerto Ricans
expect to narrow the gap between the average per capita income in the U.S. and
that in Puerto Rico. This can be accomplished over time by implementing economic
policies for growth and employment, rather than greater dependence in federal
transfer funds.
Puerto Rico's development story evidences the fruits of effort, initiative, invest-

ment—the same prescription President Clinton has eloquently proposed to the
American people. His vision is ours. As U.S. citizens, Puerto Ricans wish to share
in the collective effort to move America forward. Even though it is the poorest juris-
diction in the United States, Puerto Rico should and can contribute, but in ways
consistent with our development strategy. Such contribution must be based on what
is fair for our economy relative to the sacrifice that the U.S. as a whole is being
asked to make. President Clinton's proposal represents annual revenue increases of

approximately 1.3% of U.S. GNP. In contrast, the $2.2 billion which the U.S. Treas-

ury proposes be taken out of Puerto Rico's economic system in 1998 represents 6.4%
of Puerto Rico's GNP, a burden five times greater. "This disproportionate contribu-
tion is not fair.

Fh*esident Clinton's objective to reduce the deficit can be achieved in ways that
avoid adverse effects on Puerto Rico while maintaining the effectiveness of incen-
tives for economic growth. With appropriate adjustments to Section 936 provisions
allocating intangible income between Puerto Rico and the United States, additional
revenues would be generated for the U.S. Treasury, while Puerto Rico protects its
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investment climate with a predictable and stable pattern of policies that will result
in incremental employment for our people. It is important to provide stability to this

program, so that all who participate in the 936 system, from investors to employees,
from local municipal governments to Caribbean nations, can rely on its continuity.

Section 936: An Essential Economic Development Tool

Section 936 of the Internal Revenue Code, and its predecessors dating from 1921,
complemented by the industrial tax incentives laws of the Commonwealth of Puerto
Rico, has been the critical element in the modernization of the Island. Section 936
has effectively implemented the long-standing federal tax exemption on income lo-

cally generated in the Commonwealth of Puerto Rico.
Section 936 works. It permits the Government of the Commonwealth of Puerto

Rico to forego some tax on income earned in Puerto Rico so as to successfully com-
pete for manufacturing investment with other developing economies, offering effec-

tive tax rates ranging from 7 to 12%. This investment means jobs, increased produc-
tivity and a higher degree of self-sufficiency for all Puerto Ricans. Section 936 ac-
counts directly and indirectly for over 300,000 jobs, more than one third of all jobs,
and generates over 35% of the funds on deposit in banks in Puerto Rico. These de-

posits provide the liquidity so that banks can support investments in the commer-
cial, industrial and tourism sectors. In fact, 936 is a system that connects all the
components of our economy to make it viable.

Once the poorhouse of the Caribbean, Puerto Rico today enjoys the highest stand-
ard of living in Latin America. Our annual per capita

GNP of $6,753, although still

only a third that of the United States, is nevertheless seventeen times greater than
it >vas in 1950, and more than twice that of countries such as Brazil and Venezuela,
which are rich in natural resources and not as densely populated as Puerto Rico.

Section 936 is not a mere tax provision; it is a system that provides the basis and
foundation of the transformation of Puerto Rico from extreme poverty to a develop-
ing economy, from hopelessness to increasing self-sufficiency.

Curtailing Section 936 Will Destroy Growth
The Treasury Department has proposed a cap to the Section 936 credit equal to

60 percent of the total wages paid to employees (as defined by the Federal Unem-
ployment Tax Act (FUTA)). Those Section 936 labor intensive industries whose labor
costs are high, relative to total output, will continue to enjoy exemption from federal
tax. Due to increased competition from low wage Caribbean and Pacific Rim nations,
Puerto Rico has lost 11,000 jobs during the past decade. With Section 936 we have
replaced these jobs with high-skilled, better paying employment in capital intensive
industries. But for each labor-intensive plant we lose to a low-wage area we have
to establish 10 to 15 new capital intensive plants, with fewer jobs per plant, but
with higher wages. Unfortunately, these highly productive manufacturers would, in

effect, become subject to federal taxation on income derived from Puerto Rico under
the proposed wage-based cap, at a rate proportional to the productivity of labor em-
ployed—the higher the value added per unit of labor, the higher the effective federal
tax. In general, manufacturing income generated in Puerto Rico would become sub-

ject to an effective federal tax rate of approximately 24%,^ ranging from a zero rate
for apparel, textiles and leather products, to a 16% effective rate for electronics, 17%
effective rate for instruments and related products, and 28% effective rate for chemi-
cals and related products.

Investment decisions are made, however, on marginal, not average returns. For
corporations subject to the wage cap, incremental decisions, whether to expand or
contract operations at the margin, will likely face the effective tax rate applicable
on its U.S. operations.^ Clearly, imposing federal taxes of this magnitude will have
devastating effects on the viability of Puerto Rico as a production location. When
combined with our own local taxes of 7 to 12%, which are only deductible but not
creditable against U.S. tax liability, the combined federal and Puerto Rico tax bur-
den at the margin will exceed the tax imposed in the United States, and, more sig-

nificantly, far exceed the effective tax rates of Puerto Rico's manufacturing competi-
tors, such as Ireland, Singapore and Taiwan. The industrial sectors most adversely
affected will paradoxically be those the United States most desires to promote—
those generating skilled jobs, at high wages, but requiring substantial capital in-
vestment and a world class work force.

^Estimate based on IRS, U.S. Possessions Corporation Return. 1989 (assuming a 36% cor-

porate tax rate).

^To the extent labor is not a fully variable input, the marginal tax rate approaches the statu-

tory rate.
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Increasing taxes on returns to capital will necessarily result in reduced invest-
ment in new plants, machinery and equipment in Puerto Rico, slow the pace of eco-
nomic growth, estimated at 16 to 26 percent,^ and stymie job creation. A study con-
ducted for the Associated General Contractors of America on the proposed 65% way-
based cap concluded that the growth of the Puerto Rican economy would decline
from 3% to—.03% per year, with the manufacturing sector contracting 7% in real
terms annually, resulting in a total job loss of between 85,803 and 101,237. This
is equivalent to a loss of 10 million lobs in the U.S. economy. How is Puerto Rico

expected to offset these dramatic adverse effects on investment and employment
growth? Significant increases in federal social spending would be necessary. The
Congressional Budget Office conducted the most comprehensive and objective study
on the consequences to Puerto Rico of eliminating the tax incentives under Section

936, substituting it with the full range of social programs not now available and
with additional federal outlays exceeding $2 billion per year."* CBO generated a
macro-economic model of the Puerto Rican economy to simulate the effects of such
fiscal changes. CBO found that investment would be reduced by 62 to 73%, exports
drop 33 to 43%, with a loss of 50,000 to 100,000 jobs, nearly one out of six private
sector jobs, a drop of 25% in wages and a reduction of 10 to 15% in GNP.

Curtailing Section 936 as proposed by the U.S. Treasury Department will impose
comparable costs to Puerto Rico. While the proposed curtailment only approximates
outright elimination for some firms, the CBO analysis illustrates the likely con-

sequences for affected firms.

Higher taxes in a developing economy, particularly where, as here, the taxes col-

lected would not be reinvested in Puerto Rico is no economic strategy. The inevitable
result of this unprecedented taxation of Puerto Rico operations will be a severe con-
traction of the Puerto Rican economy. The resulting job loss and economic decline

will hit the poorest jurisdiction in the United States. While Puerto Rico is prepared
to contribute, it is being asked to withstand a severe blow to its long-term economic

viability, because it will be forced to abandon a development strategy for investment
and employment that has served it well and is today the only hope for economic

growth.

Curtailing Section 936 Will Limit Investment in Puerto Rico and Throughout the

Caribbean Region
In addition to providing tax incentives for Puerto Rico business operations. Sec-

tion 936 operates to exempt from federal tax investment income earned in Puerto
Rico from re-investing profits in local financial institutions and designated activi-

ties. This feature of Section 936, adopted in 1976 to encourage investment in Puerto
Rico and facilitate repatriation to the United States, was amended in 1986 to en-

courage investment projects throughout the Caribbean Basin.
Section 936 funds amount to nearly $18 billion, invested in productive activity in

Puerto Rico and the Caribbean Basin. Section 936 funds account for nearly 35% of
our local bank deposits. The proposed curtailment of Section 936 fiinds to 80% of

active assets would cut back available investment capital by nearly two-thirds. The
effect of the curtailment of the 936 credit will be to substantially cut back the 936
market and cap its future growth resulting in immediate repatriation of a substan-
tial amount of funds. Neither result is beneficial to the economic development of

Puerto Rico or the Caribbean Basin. Since 1986, Puerto Rico's Caribbean Develop-
ment Program has achieved impressive results complementing U.S. policy toward
the region. To date, 101 projects have been promoted in 12 Caribbean countries.

These projects have created more than 29,000 direct jobs in the Caribbean. Over
$950 million of this investment is being funded by Section 936 funds. These funds
are today the largest source of concessionary financing for the region, exceeding the
amounts invested in eligible CBI countries by multilateral international institutions.

During the 1992 Miami Conference on the Caribbean, President Clinton said: "Im-

proved economic growth in the Caribbean Basin is in the direct interest of the Unit-
ed States. It helps to create jobs and exports for the U.S. It helps to promote the
ideals of democracy, which are important for us not only in our own nation, but

throughout this Hemisphere." Curtailment of 936 jeopardizes this proposal for the
Caribbean. Many countries in the region have entered into to Tax Information Ex-

change Agreements with the U.S. in order to qualify for the use of 936 funds. These

agreements are valuable to the United States in its war against drugs and tax eva-
sion. Many Caribbean and Central American countries took painful measures to

^The Impact of Section 936 on Puerto Rico's Economy and Construction Sector, Associated
General Contractors of America (April 1993).

* Potential Economic Impacts of Changes in Puerto Rico's Status Under S. 712, Congressional
Budget Office (April, 1990).
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enact and ratify these agreements, expecting the U.S. to uphold its regional commit-
ment. A significant reduction of 936 tax credits, and the additional limitation on ex-

empt passive income, as proposed, will significantly limit the amount of funds avail-
able for development projects in the Caribbean.

Proper Allocation of Intangible Income Achievable Without Curtailing Section 936
The rationale underlying the proposed ciirtailment of Section 936 is the alleged

disproportion between tax exemption and wage compensation. This disproportion is

also found in other exemptions and exclusions, including the foreign tax credit and
deferral provisions. To some extent this variance responds to the nigh profitability
of capital intensive production. The proper inter-company allocation of intangible in-

come is a world-wide concern that can oe properly addressed in an integrated fash-
ion without singling out Puerto Rico. The current allocation of intangible income be-
tween the U.S. and other jurisdictions should be re-examined as part of the Presi-
dent's recovery package so as to more correctly reflect the origin of the income. With
respect to Section 936 the current profit-split formula could he revised for U.S. tax

purposes only in order to achieve revenues commensurate with Puerto Rico's fair

contribution to the President's economic plan. This can be achieved in a manner
consistent with the unique and special relationship between Puerto Rico and the
United States.

Summary and Conclusion

By adjusting the formula for the allocation of intangible income, the U.S. Treas-

ury will raise its fair share of revenues without causing significant damage to Puer-
to Rico's economic system and its development strategy for investment and employ-
ment.
Puerto Rico finds itself at perhaps the most critical stage for industrial growth,

as it seeks to chart the course of future economic development to improve the stand-
ard of living of the 3.6 million American citizens on this Island. Already twice as

poor as the poorest state of the Union, Puerto Rico must spur economic growth. It

no longer enjoys a comparative advantage in labor-intensive industries. As the world
moves toward the elimination of restrictions on trade and investment, like NAFTA
proposes to do with Canada and Mexico, Puerto Rico must find niches that will per-
mit it to stay competitive in today's global markets. In manufacturing, Puerto Rico

emphasizes capital intensive, high technology industries that produce higher value-
added products that can best utilize our abundant skilled work force. Puerto Rico
is breaking into the field of scientific research, engineering design, and computer
soflware. It is the direction that the high-technology manufacturing strategy has
taken, supported by highly sophisticated services, such Puerto Rico having become
the financial center of Central America and the Caribbean.
The proposed wage cap is inconsistent with this strategy. It is detrimental to

Puerto Rico and will set back the implementation of our development strategy. It

is in the best interest of both the United States and Puerto Rico that an agreement
be reached on this matter without curtailing the capacity of the people of Puerto
Rico to be a productive society that makes a real contribution to the well-being of
the Island, the Caribbean Basin and the United States of America. President Clin-
ton has said that for the U.S., his proposal "should result in a higher rate of eco-
nomic growth, improved productivity, higher wages, more high quality jobs and an
improved economic competitive position in the Global Economy." Ironically, for Puer-
to Rico this proposal means stagnation, diminished productivity, lower wages, lower

quality jobs, and a greatly deteriorated competitive position.

Attachment.*******
The Realities

On the one hand is the apparent reality that the economic activity generated by
the 936 companies provides jobs for 109,000 workers in Puerto Rico, who enjoy com-
paratively high salaries within the fi-amework of the high level of unemplojnment in

Puerto Rico. We say apparently, because the testimony heard in the Senate from
the mayor and former mayor of Comerio indicates that despite the fact that the

Planning Board certified that there were more than 500 manufacturing jobs in that
town as of December 31, 1992, the reality is that there are only 77 jobs, 8 of them
derived from 936 companies. If this situation is repeated in other towns, contrary
to all the official statistics, there is a real

possibility
that the 936 companies cur-

rently generate less than 100,000 direct joos. Furthermore, the employment of a
minimum of another 100,000 Puerto Ricans is derived indirectly from the economic
activity generated by the 936 companies. While the estimates of indirect jobs gen-
erated by the 936 companies vary according to the source providing the data, there
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is a consensus that the total stated above represents the minimum number of indi-

rect jobs. Consequently, the economic welfare of some 200,000 Puerto Ricans is inti-

mately tied to the 936 companies.
From Puerto Rico's perspective, the 936 companies contain elements that are both

positive and negative for our aspirations for progress. On the negative side, they
represent a fragile economic model that depends on a variable we do not control and
that can be eliminated at any time. They also represent a dangerous dependency
on a single instrument of development. In the past, the fact that Puerto Rico does
not pay federal taxes has been used as an excuse by many members of Congress
to deny Puerto Rico parity in certain federal social welfare and economic develop-
ment programs, such as Medicaid and Supplementary Social Security (SSI).

But on the positive side of the equation, from the federal perspective the 936 com-

panies contribute to the economies of the States and help further U.S. foreign policy

objectives in the Caribbean.

The Myths
The unconditional defenders of the current scheme of federal tax benefits enjoyed

by the 936 companies have had to exaggerate the magnitude of the repercussions

any change in the existing scheme would have on our economy, in order to justify
and magnify its importance to the Puerto Rican economy. Those who oppose to the

death the existing system of benefits of the 936 companies tend to obviate the re-

eJity of the impact that the immediate elimination or substantial modification of

those benefits would have on Puerto Rico's economy. Both factions, the uncondi-

tional defenders and opponents, structure their arguments with slanted focuses on
selected information that supports their respective positions.

Fortunately for the island, the proposals of Senator David Pryor and President

Bill Clinton do not call for the immediate elimination or substantial modification of

the tax benefits, but rather a redefinition to be implemented gradually, that should

not occasion economic dislocation.

The Purpose of this Report
The evaluation contained in this report is an effort to go beyond the partisan

schemes or special interests, with an indestructible faith that we can transform the

tone of a lack of solidarity now prevailing in Puerto Rico. We have focused on this

subject with frankness, impartiality, scientific analysis and in a creative spirit.

"The 936 companies have been an instrument that in their day were beneficial to

the economic growth of Puerto Rico and that can continue to provide such benefits

even if the existing form of the tax code is altered. In the past, the 936 corporations
have reacted with complacency and inaction to petitions for reform made by the IRS
and other public policy sectors. In many cases, they have confused constructive criti-

cism for censure. The Federal Affairs and Socioeconomic Development, Tourism,

Commerce, Industrial Development and Cooperativism conmiittees wanted to take

advantage of the current juncture to carry out a carefully considered exercise of

broad reexamination of the whole matter of the 936 corporations.
In this report, we defend those aspects of the 936 corporations that can be de-

fended. We suggest amendment of that which fair and impartial analysis shows to

be obstructive of the Puerto Rican people's legitimate aspirations for economic and
social progress. We recognize that the current situation represents an opportvmity
to test our creative ability in finding solutions and mobilizing our force of spirit to

overcome obstacles to economic and social progress. The leaders of our people must

prepare themselves now to draft alternative strategies to the 936 tax benefits to face

the coming century; this has already begun to be seen in the proposals of the Gov-
ernor of Puerto Rico and other officials.

Facing the 21st Century
The new century will be filled with new challenges and opportunities that will re-

quire an evaluation of traditional patterns. We are on the threshold of an era of the

formation of economic blocs, transformations in systems of production, where tech-

nology and information will predominate. This trend toward the globalization of the

economy has an impact on all systems and is a source of uncertainty. There is great-
er competition within the United States and elsewhere to attract and hold manufac-

turing enterprises. Puerto Rico must be in the vanguard in the search for a new
pattern of economic development. This report is an effort to estabbsh the bases for

the search for that pattern, as well as to offer short-term alternatives that take into

consideration the interests of Puerto Rico and those of the federal government, at

a time when the United States is facing one of the worst budgetary deficits in its

history.
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II. SUMMARY OF THE PROBLEM

What is Section 936?

It is a provision of the U.S. Internal Revenue Code that estabHshes the rules
under which U.S. corporations operating outside the 50 states, in U.S. territories
and possessions, will be exempt from federal taxes on earnings from operations in
those territories and possessions. Under these rules, they also are exempt from
taxes on passive income generated by passive investments in the territories, such
as bonds, mortgages and other investment in the development of the territories.

It has been estimated that tax benefits under Section 936 represent an annual
cost of more than $2.3 billion to the U.S. Treasury in revenue that is not received.

How does a Corporation Qualify?

A corporation must meet two criteria. First, that 80 percent of the corporation's
gross income must be from sources with the territory. Second, that 75 percent of
all income must result from active participation in trade or a business in the terri-

tory. . . .

IV. CURRENT FRAME OF REFERENCE TO DEAL WITH THE PROBLEM

Employment History

During recent years, emplojonent in manufacturing has remained relatively sta-

ble. The maximum level of employment in the 1970s was 147,000 jobs in 1974, in-

creasing to some 150,000 in 1991. Puerto Rico's unemployment rate has always been

high. There is data that puts unemployment in 1898 at 17 percent, and nearly 100

years later, in 1992, it is still at 17 percent. The unemployment rate has never

dropped below 10 percent in the past century.
In 1969, in the administration of Gov-

ernor Luis A. Ferre, unemployment dropped to 10.2 percent. In 1940, it stood at 15

percent, which means that today we are at the same place we were in 1940 when
our industrial development pattern was put into place.
As can be seen, the increase in jobs has not been significant, although it should

be recognized that today's jobs not only are better paid, but more stable than those
initially created under Operation Bootstrap. Today's jobs are better because of the

technology and massive investment made by the 936 corporations in their industrial

complexes in Puerto Rico. Total investment of 936 corporations in physical facilities

in Puerto Rico is estimated at around $6 billion. Furthermore, these corporations
have made investments in the development of our human resources, complemented
by federal wage incentive programs for the training of their employees, in order to

carry our highly complex manufacturing processes using sophisticated equipment.

The Boom in Corporate Earnings
The earnings of these high-technology, capital-intensive industries increased enor-

mously to the point where the cost of the tax exemption under Section 936 was no-
table. It is more notable, particularly when the IRS compeu-es the cost versus benefit
of the program on the basis of the federal tax credit for each job created by these

companies that, because they are capital- and technology-intensive, do not create a
high ratio ofjobs to earnings.

The Situation from the Perspective of the Treasury
The U.S. Treasury Department views the situation of jobs created versus tax in-

centives in the 936 corporations somewhat differently from the picture presented in

the paragraph above. In the most recent report available, 1989, the net earnings
that year for 936 corporations operating in Puerto Rico totalled $7,730 billion. Ac-

cording to the IRS, these companies s&ved $2,274 billion. This tax saving rep-
resented $22,373 per employee while the average salary was $20,550 per employee.
When the situation is analyzed specifically for the pharmaceutical industry, the av-

erage tax saving was more than $66,000 per employee while the average salary was
$30,000 per employee. Currently, earnings are estimated at around $10 billion and
the tax saving at about $3 billion.

After analyzing these figures, the federal government's concern about Section 936
is understandable. While the earnings of these corporations have increased signifi-

cantly in recent years, there has not been a significant increase in the number of

jobs.

The Question of the Intangibles

Another area of complaint and discontent for the IRS and the Congress is the

handling by 936 corporations of patent rights and other intangibles. These compa-
nies spend millions of dollars on research and development.
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The research and development for these products takes place in the States. The

parent company makes deductions for this research and development in its federal

tax returns and saves taxes with these deductions. In some cases, the federal gov-
ernment has incurred the development expenses because the research was con-

ducted in government laboratories.

The parent company obtains patents on the products, which gives it exclusive

rights to produce the product for periods of up to 17 years. The parent company
transfers these patents to 936 subsidiaries in Puerto Rico, exempt from local taxes

in Puerto Rico and exempt from federal taxes. This transfer makes a company's re-

search and development aspect a highly lucrative business, since the monopoly
granted for the sale of new products allows the subsidiary to set extremely high

prices.

The Situation of the Pharmaceuticals

IRS statistics show that in 1989, the pharmaceuticals received 49 percent ($1.4

billion) of the tax credits while employing only 17 percent (18,000) of the total em-

ployees in 936 corporations in Puerto Rico. The remainder of the 936 corporations
received only 51 percent ($1.4 billion) of the tax credits while employing 83 percent

(87,500) of the total employees in 936 corporations.
The following are some dramatic cases. According to IRS figures, in 1991 a phar-

maceutical company reported $204,375 in tax credits for every job created, which

represented an increase of 200 percent over the tax credits in 1989.

According to 1987-1989 IRS statistics, the Section 936 pharmaceutical companies
showed a reduction of 383 jobs. Employment in the pharmaceuticals dropped from

18,384 in 1987 to 18,001 in 1989.

The Situation of the Other 936 Corporations

The hypothesis could be put forward that for most of the 936 corporations in Puer-

to Rico, a change in the riiles to a wage-based tax credit would not represent great

changes in the payment of federal taxes. According to IRS figures for 1989, 57 phar-
maceutical companies received $837 million in tax credits in excess of the wages

paid to their workers, while another 460 companies received $184 miUion less in tax

credits than wages paid. For those 460 companies, the changes would not have a

substantial impact.

What's Different This Time?

The only difference from the challenges of the past to the tax incentives under
Section 936 is that this time, at the federal level, the same party controls the White
House and the Congress, and President Clinton's economic plan includes tax in-

creases and a level of national sacrifice for all sectors of the economy. Furthermore,
President Clinton's priorities have placed the cost of health services in first place,

and, as a result, put the tax-free eeimings of the pharmaceutical companies pursu-
ant to Section 936 under Congressional scrutiny.

The Impact of the QPSII Provisions (Qualified Possessions Source Investment In-

come)

Passive income in the form of interest from 936 corporation earnings deposited
in Puerto Rican financial institutions is known as QPSII (qualified possessions
source investment income).
The funds of 936 corporations deposited in local financial institutions as of Decem-

ber 1992 totalled $9.9 billion. Of that total, 42.3 percent was deposited in domestic

banks, 25.6 percent with stock brokerages, 23.9 percent in foreign banks and the

remainder in savings and loan institutions.

As a percentage of the total funds deposited in Puerto Rican domestic banks, the

936 funds represented only 17.4 percent. For U.S. banks, the total was 48.8 percent,
for Canadian banks 47.5 percent and for Spanish banks, 31.3 percent.

If the QPSII deposits of the Section 936 corporations were eliminated, Puerto

Rican domestic banks would be the least affected.

According to data supplied
to the committees by the Government Development

Bank, activities eligible for 936 financing have decreased during the period 1988 to

1992, which indicates that the local economy has not generated much additional ca-

pacity to absorb 936 funds as a means of financing projects under existing regula-
tions. It may be that sufficient emphasis has not been given to the use of these re-

sources in the financing of projects or that sufficient emphasis has not been given
to the promotion of projects.
As of December 1992, 93.5 percent

of the funds were invested for periods of 90

days or less. The yield for 30-aay deposits was 2.6 percent, while the yield for 5 or

6 years was 5 percent.
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This dramatic data for a date prior to the proposals of President Clinton shows
that nearly all of the 936 funds available as of that date were not invested in eco-

nomic development but rather in liquid instruments for the financing of very short-

term activities.

Will the 936 Corporations Leave Puerto Rico?

The 936 corporations have facilities in Puerto Rico that have cost them more than
$6 billion and that are their most modem and efficient factories in the world. They
have astronomical tax-free earnings and enjoy high productivity

and all the competi-
tive advantages that Puerto Rico offers vis-a-vis otner parts of the world and that
we have described above.
Puerto Rico offers them the "Made in USA" label along with direct, free access

to the U.S. market, political stability, a skilled work force, state and federal indus-
trial incentives, a democratic tradition, infrastructure, communications, water sup-
ply and many other tangible and intangible benefits not easily matched by other
areas. These companies are not in a position to pull out nor do they have a need
to dismantle such successful factories. Changes in the viewpoint of the 936 corpora-
tions themselves in recent weeks confirm this conclusion.

Alternatives at the Local Level

The Puerto Rican government should not depend exclusively on what it can attain

at the federal level for a healthy climate for industrial development. It should begin
to consider Puerto Rican initiatives, such as the following:

Repeal the law that levies a withholding tax of 29 percent on interest earned

from external capital financial resources that provide financing for

projects in Puerto Rico

In 1976, a law was enacted to impose a withholding tax on the interest earned
on external capital sources used in Puerto Rico's economic development.

In order to attract capital from the large financial centers to Puerto Rico as an
alternative to 936 funds, it will be necessary to repeal the law that imposes this

withholding tax on external capital sources used in Puerto Rico's economic develop-
ment.
The economic reasoning behind this tax, which puts an imnecessary brake on the

import of capital for economic development, is highly questionable. It can onlv be

justified in terms of protecting the local capital market. But our economy needs to

import capital, precisely because there is insufficient local capital for economic de-

velopment. The other reason to establish this tax could have been to eliminate com-

petition from investment funds in national and world markets with the incipient
936 capital market expected to arise. Nevertheless, 936 funds are kept on 30- and

90-day deposit, and are not invested in sufficient amount in economic development
projects.

Deregulation of Permits and Incorporation on the Fast-Track Concept in Construc-

tion Projects

The move toward new alternatives complementary to the 936 corporations for eco-

nomic development requires affirmative action on the part of the government as a
facilitator of private enterprise. The Puerto Rican government has become an obsta-

cle to economic development. Puerto Rico cries out for reform of the system of rega-
lations and permits for the development of projects. Development of a project in

Puerto Rico needs the endorsement of about twenty-five (25) local agencies, includ-

ing the Institute of Puerto Rican Culture in cases of approval of the names of the

projects.
The delays caused by this process set back the development of projects by several

years, involving additional costs that affect the feasibility of many projects. A new
Regulations and Permits Act is needed that would facilitate economic development
without affecting public policy of preserving the environment. This reform should
consider inclusion of the fast-track process of permit approval to accelerate project

development. The Legislature should act quickly to enact legislation to implement
this reform, including time limits for granting endorsements or permits.

Establish a Tax Moratorium for Repatriation of Puerto Rican Capital Abroad

According to information provided to these committees, it is estimated that a large
amount of Puerto Rican capital is invested outside Puerto Rico as a means of avoid-

ing the prevailing high tax rates. Part of this capital has not been taxed. It is nec-

essary to incorporate these capital resources into the productive stream of our econ-

omy. To that end, it would be useful to evaluate what possible mechanisms of legis-
lation could be used to provide incentives for Puerto Rican capital that left the coun-
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try during the past eight years to return and by used in the financing of economic

development projects.
It is estimated that from 1981 to 1990, taxes were evaded on approximately $25

bilhon in income generated in Puerto Rico. Of that total, $445 million, or 1.8 per-
cent, was uncovered in the most recent tax amnesty, which produced $134.8 million,

including $53.8 million in cases already handled and subject to payment plans,
$50.0 mulion in cases under audit at the time the amnesty began, $16.8 million in

unaudited cases where voluntary payment was made and $14.2 million in the pay-
ment by employers of withholding taxes that had been deducted and not sent in to

the Treasury Department.
This amnesty, which produced only $16.8 million in voluntary payments, dem-

onstrated the ineffectiveness of this mechanism as an instrument to reduce the un-

derground economy.
The proposed moratorium, unlike the amnesties of the past, would not generate

immediate income for the treasury
but would generate fiiture annual revenues of

more than $25 million for every billion dollars in native capital repatriated.

Create a Special Joint Legislative Committee for the Economic Development of Puerto

Rico

Governmental stimulus of long-term economic development based on models other

than 936 corporations requires a deeper and more complete analysis than the one
conducted by these committees in the time period granted to submit this report and
the one conducted by the U.S. Treasury Department in the drafting of President

Clinton's proposal.
New trends toward the globalization of financial markets and the production of

foods
require a new vision on the part of those forging public policy for the economic

evelopment of Puerto Rico; a vision of a broad-based economic development poUcy
to face the challenge of the globalization of markets and the new changes in the

beneHts provided under Section 936 of the U.S. Internal Revenue Code.
The Special Committee we propose should submit a report with recommendations

for legislative action within one (1) year of its creation.

The report
to be submitted by the committee should depart from the following es-

sential elements for an economic development poUcy for the next decade (1995-
2005):

—ClearW establish the objectives of the new policy—
Specify the factors that could limit that

policy—List
specific

measures to be implemented. The objectives of the economic policy
to be drafted should include, among other things, the following:—Diversification of the contribution of manufacturing within the growing frame-

work of competition at the world level Intensify the inter- and mtra-industrial

ties of the various sectors within manufacturing—Promote the nest use of our trained human resources stimulating better pay
and higher quality jobs—^Attain a development that is compatible with improving the quality of the envi-

ronment

Among the elements of strategy that could be evaluated in the drafting of a new

policy for economic development, the committee should consider the foUowmg:

—^Promoting the development of personnel trained in new manufacturing con-

cepts, such as "Just in Time," among others, considering that in Puerto Rico the

human resource must be a key factor in economic development, both as worker

and as entrepreneur—Promoting the development of micro-enterprises in the areas of services, trade,

artisanry for export and light manufacturing of intermediate processes under
subcontract with larger enterprises. This tvpe of promotion would propitiate a

g-eenhouse
of future entrepreneurs with the purpose of stimulating a Puerto

ican entrepreneurial class.—Reduce the current geographic imbalance in the economic development of Puer-

to Rico.—Preservation of the physical investment, the investment in technology and the

investment in human resources already made, as a base for future development—^Preservation of the existing high-technology industry in Puerto Rico and the use

of the
highly trained human resources as a source for the export of goods and

services to the global economy—Expansion of the communications base in Puerto Rico—Systematic promotion of the expansion of the inter-industrial ties of manufac-

turing with other economic sectors as a source of solid economic development
that is not dependent on a single development pole.
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-Transformation of the Economic Development Administration's promotional ef-

forts into a broader vision where emphasis is given to inter-industrial blocs with

strong ties inside and outside of manufacturing, as Japan has done.
-Modification of the Economic Development Administration's duties to include

promotion of enterprises financed by Puerto Rican capital, with emphasis on a
selective promotion that integrates the various incentives currently provided
through different means, such as federally funded training programs, tax incen-

tives, physical plant, financing, infrastructure and the other miscellaneous in-

centives currently offered.

-Establishment of a university-level managerial development curriculum for

Puerto Ricans interested in starting small businesses in the areas of manufac-

turing, tourism and highly technicjil services such as computerized information

systems, accounting and managerial consulting services, industrial processes
and quality control systems, among others.

-Promotion of research and analysis groups that would keep up to date on the
course of world events having an impact on Puerto Rico's economic develop-
ment.
-Establishment of liaison groups between managers and high ranking officers in

the various industrial sectors and government officials in cnarge of economic de-

velopment matters so that the government is kept informed of the decision-

malung processes of the established enterprises with regard to plans for the ex-

pansion or reduction of their operations in Puerto Rico.

-Promotion of greater research and development efforts for processes and tech-

nology among enterprises financed by Puerto Rican capital.
-Provide greater emphasis to the question of promoting the retention, expansion
and modification of operations of 936 corporations already established in Puerto
Rico with the objective of keeping their operations at a

competitive
level even

in the absence of existing benefits under Section 936, should this be modified.

-Promote diversification of the geographic destination of industrial exports, di-

recting them toward international economic blocs such as the European Com-
munity and others closer to home.
-Establishment of a research and analysis consortium that includes the govern-
ment, universities, industry and labor unions to explore solutions to the prob-
lems limiting the industrial competitiveness of enterprises in Puerto Rico, in-

cluding: the sense of responsibility in the enterprise, tetter public services, oc-

cupational improvement and retraining of workers, purchases on the local mar-
ket of the materials needed by companies operating

in Puerto Rico and stimula-

tion of the subcontracting of
operations by large companies to small companies.

-Revision of a series of labor laws that currently do not allow employers and
workers to benefit from such concepts as "flexitime." For exjimple. Act 379 of

May 15, 1948, as amended, makes it impossible for an employee to opt for a

four-day week, working 10 hours a day, which would give tnem a 3-day week-
end rather than a 2-day weekend. This and other laws, enacted 3 or 4 decades

ago with the laudable intention of protecting workers, should be reviewed in

order to amend those that limit workers' options of choosing a working schedule
more beneficial than the traditional one.

-Revise Act 17 of
April 17, 1931, in order to allow payment by check or electronic

fund transfer (EFT), and clarify existing provisions regarding deductions, salary
advances and other things. Revise safety and health laws to reduce conflicts

that currently exist between federal
provisions

and those of Puerto Rican law.

-Evaluate the feasibility of creating a Local Capital Investment Trust of the mu-
tual fund type for aggressive growth investment that would stimulate participa-
tion by the Puerto Rican middle class in the development of local sources of cap-
ital.
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Prepared Statement of Erik G. Nelson

Mr. Chairman and Members of the Committee:

My name is Erik G. Nelson. I am Vice President of Financial
Operations for The Procter & Gamble Company ("Procter & Gamble").
I am pleased to testify on behalf of the Committee on Royalty
Taxation ( "CORT" ) regarding the Administration's proposal to
treat all foreign source royalty income as passive income for
foreign tax credit purposes.

Background .

The Committee on Royalty Taxation ("CORT") is a broad-
based coalition of 15 U.S. multinational companies engaged in
various businesses including the industrial gas, information
technology and services, consumer products, food, electronics,
chemical, construction and building products, restaurants and
aerospace industries. See list of CORT members on pg. 10. The
members of CORT each derive significant revenues from foreign
source royalty income earned in the conduct of their active
businesses. The members of CORT would be adversely affected by
the proposal. In fact, two members of CORT have estimated that,
had the Administration's proposal been in effect for 1992, it
would have increased their effective tax rates on foreign source
income by as much as 20 percentage points. Obviously, a rate
increase of this magnitude goes well beyond prudent action and
could seriously hurt U.S. companies in their efforts to compete
on a worldwide basis. CORT believes that the proposal embodies
unsound tax policy and potentially would reduce U.S. based R&D,
domestic jobs and investment.

Economic Impact of the Administration's Proposal .

1. The Administration's proposal would represent a sharp
reversal of longstanding U.S. tax policy

Existing law has encouraged U.S. multinational
companies to increase their royalty income from their affiliates
without reducing their U.S. rtesearch and experimentation efforts.
These companies have planned the structure of their businesses on
a long term basis on the legitimate assumption as to the
continuance of the existing law treatment of royalty income both
from affiliates and unrelated parties. The Administration's
proposal represents an unwarranted and short-sighted reversal of

this policy.

Indeed, in connection with the Tax Reform Act of 1986
it was determined that the payment of royalties actually may
enhance the U.S. tax base. Royalties, unlike dividends,
generally are deductible in computing foreign tax liability and,
thus, may "reserve for the United States more of the pre-credit
U.S. tax on these U.S. -owned corporations' foreign earnings than
the payment of dividends." H.R. Rep. No. 426, 99th Cong., 1st

Sess. 341 (1985) (hereinafter "House Report"); see also Staff of

the Joint Committee on Taxation, General Explanation of the Tax
Reform Act of 1986 . 866 (1987) (hereinafter "1986 Act Bluebook").

In a briefing paper dated April 14, 1993, the Treasury
staff points to dramatic increases in royalty payments since the

1986 Tax Act as indicative of tax planning that has worked to the

detriment of the United States. As discussed above, tax savings
from royalty payments more likely come at the expense of foreign

governments than of the United States. Thus, to the extent
increases in royalties are attributed to tax planning, it should

be of concern largely to foreign governments, not to the United

States .
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More importantly, increases in royalties after 1986 are
attributable to many factors that are unrelated to any tax
considerations. For example, Procter & Gamble's foreign royalty
income has grown almost 300% since 1986. Foreign sales, to which
royalties are tied, have increased by about 225% over the same
period. A weaker dollar and the lifting of restrictions on
royalty payments by some countries are other major factors in the
increase. Obviously, this increase was not driven by tax
planning. It relates directly to the growth in our international
business. A strong international business should be encouraged.
It strengthens our U.S. business, producing jobs and economic
growth.

Evidence from other members of CORT indicates that
franchise fees and the like have increased dramatically. It is
well recognized that there has been a substantial Americanization
of service industries in the international arena. This source of
royalties from service businesses is an important export of the
United States and should not be subjected to adverse tax
treatment without careful consideration.

I urge the Committee to examine the attached article
which explains this growth in service exports and the concomitant
growth in royalties. Wall Street Journal . April 21, 1993 at 1,
col. 6.

Software royalties also have experienced tremendous
growth since 1986. In addition, anecdotal evidence from CORT
members suggests that international cooperation agreements
involving technology transfers have become much more widespread
over the last seven or eight years. This also has generated
increased royalties.-''

Finally, U.S. companies cannot arbitrarily increase
foreign royalty payments to secure a U.S. tax benefit. Foreign
governments actively police and limit the amount of royalties
that companies may pay.

2. The Administration's proposal singles out a narrow group of
U.S. multinational companies for a substantial income tax
increase and would have an adverse impact on U.S. based R&D
and domestic jobs.

If enacted, the Administration's proposal would single
out U.S. multinational companies that use licensing arrangements
in the conduct of their active businesses for harsh tax
treatment. The Administration's revenue estimate fails to
disclose the heavy burden which would be placed on U.S.
multinational companies since it combines increased revenues from
the royalty proposal with decreased revenues from the
Administration's proposal to allocate 100 percent of all U.S.
research and experimentation ("R&E) to the U.S.. CORT believes
that the tax increase resulting from the royalty proposal may be
as great as ten times the benefit resulting from the R&E
allocation rule. Moreover, many taxpayers that will be adversely
affected by the royalty proposal will receive little or no
benefit from the 100 percent R&E allocation rule. For example,
companies which license trademarks abroad would be subjected to a

tax increase as a result of the royalty proposal while receiving
a de minimis benefit from the proposed R&E allocation rule.

-' Another area where there may have been growth in

royalties is the entertainment industry — films, recordings.
etc.
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U.S. multinational companies affected by the proposal
are an important source of high-wage, high-skill domestic jobs.
See Department of Commerce, U.S. Direct Investment Abroad.
Preliminary 1990 Estimates at Table II.K.l. (In 1990, U.S.
multinationals paid their 18.5 million employees an average wage
of over $37,000.) These companies also are an important source
of U.S. based research and development ("R&D") activity and the
high-quality jobs this activity supports. Moreover, royalties
and license fees provide a significant revenue offset to the U.S.
trade deficit. E.g. . Department of Commerce, Survey of Current
Business 46 (December 1992). (With royalties and license fees,
the 1991 U.S. trade deficit was $11.7 billion. Without royalties
and license fees, the 1991 U.S. trade deficit would have been
$25.5 billion.) It seems inconsistent with the Administration's
stated goals of reducing the deficit, promoting high quality
domestic jobs and promoting U.S. based R&D to single out for a
massive tax increase those corporations that provide such jobs
and conduct significant levels of R&D in the United States. For
example, according to Business Week , three members of CORT -- The
Dow Chemical Company, Eastman Kodak Company and International
Business Machines Corporation — were among the top ten biggest
research and development spenders for 1990. See Robert Buderi,
et. al.. The Brakes Go On In R&D . Bus. Wk., July 1, 1991 at 24,
26. The royalty tax proposal would make the United States less
competitive in keeping and attracting such R&D activity.

Moreover, U.S. multinational companies could not pass
on the royalty tax through higher prices because the tax does not
apply to foreign competitors. U.S. multinational companies could
lose market share if they increased their prices but their
foreign competitors did not. U.S. multinationals operating in

foreign jurisdictions also could be subject to higher effective
tax rates than subsidiaries of companies headquartered in other
jurisdictions .

3. The Administration's proposal would force U.S.
multinationals to reexamine their business practices.

The Administration's proposal would raise revenue by
arbitrarily forcing U.S. multinational companies into an excess
foreign tax credit position. U.S. companies would be compelled
to ameliorate the harsh tax consequences of the new regime, where
practicable, through rearrangements of their business affairs.
For example, to the extent the proposal reduces the worldwide
after-tax rate of return on U.S. R&D investment, it could lead to
a reduction in the level of U.S. R&D activity. U.S. parent
companies also may tend to allow foreign subsidiaries to retain
ownership of intangibles which they develop. Over time, these
types of decisions would lead to an erosion of the U.S.

technology base. Moreover, the proposal would raise the
effective tax rate on repatriated dividends, thereby encouraging
the retention of earnings and foreign reinvestment by foreign
affiliates .

U.S. companies in economically significant excess
credit positions also may seek other ways to generate low-taxed,
active income, such as establishing a manufacturing facility in a

low- tax jurisdiction. Thus, ironically, the royalty proposal
actually may create incentives for moving manufacturing
facilities offshore. This is not to suggest, however, that the
decision to establish overseas operations is largely tax driven.
Some U.S. companies also may choose to conduct overseas
operations through branches or enter into joint venture
arrangements with their foreign subsidiaries.
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After U.S. companies restructure their businesses to
mitigate the effects of the proposal, it is likely that these
companies will pay relatively less U.S. tax and more foreign tax.
At best, achieving this result will absorb resources and time of
U.S. companies better spent in active business operations. At
worst, the proposal will potentially reduce U.S. based R&D,
domestic jobs and investment.

Tax Policy Considerations .

1. The Administration's proposal would create an artificial
distinction between earnings of an integrated enterprise
repatriated as royalties and earnings repatriated as
dividends .

The look-through rule of Section 904(d)(3) recognizes
that earnings of a corporate group should retain the same
character when repatriated to the United States, regardless of
whether the earnings are repatriated as royalties, interest,
dividends or otherwise. This represents sound tax policy; the
character of income moving through an affiliated group should not
change based on the form in which it is repatriated to the United
States. As concluded by the American Law Institute:

"[ijnterest, rents, and royalties passing from one member of
an affiliated group to another have the same character; they
fundamentally represent earnings and income moving through
the constituent parts of an integrated enterprise."
American Law Institute, International Aspects of United
States Income Taxation 247 (May 14, 1986) (hereinafter "ALI
Report" ) .

Recently proposed regulations under Section 482 take the view
that royalties should be considered as another way of
repatriating foreign earnings from an integrated business. See
Prop. Treas. Reg. S 1 . 482-lT( f ) (

2 ) ( v) Examples 1 and 2 (royalties
will not be considered blocked income if, effectively, they can
be paid out in the form of dividends).

In expanding the look-through rules under Section
904(d)(3) in connection with the Tax Reform Act of 1986, it was
recognized that interest, rents and royalties represent
alternatives to dividends as a means of removing earnings from a

foreign affiliate. House Report at 341; 1986 Act Bluebook at
866. As discussed above, a measured effort also was made to
treat royalties at least as favorably as dividends so that
royalty payments (which tend to preserve the U.S. tax base) would
not be discouraged. Id.

The different treatment that would be afforded income
repatriated by branches and subsidiaries of U.S. multinational
companies aptly illustrates the inappropriateness of trying to
split active income from a foreign subsidiary into passive and
active income baskets based on the form in which it is

repatriated. Branches of U.S. companies can acquire intangibles
as tax-free capital contributions. Any income generated by the

intangibles would constitute general limitation income. There is
no policy reason to change this result merely because the branch
is incorporated in a foreign Jurisdiction and a royalty is paid
to the U.S. parent.

2. Existing law appropriately classifies royalties from
unrelated parties as active or passive depending on whether
they are an integral part of an active business.
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Existing law recognizes that royalties received from
unrelated persons may be active or passive, depending on the
facts and circumstances. See Treas. Reg. SS 1. 954-2T(b) (5) ,

1.954-2T(d) and former Treas. Reg. S 1.954A-2(d) ( 1) ( i) and (iii).
Thus, if an affiliated group develops or actively markets an

intangible, the royalty income from that intangible generally
will be active. The Administifation' s proposal would characterize
all foreign source royalty income as passive without regard to
the efforts of the taxpayer to generate that income as an

integral part of its business.

3. The Administration's proposal attempts artificially and

unrealistically to separate the active income of an

integrated business into different foreign tax credit
baskets .

U.S. multinationals, like the members of CORT, develop
and license intangibles as part of their worldwide businesses.
The income received from the licensing of intangibles is

integrally tied to income from other operations. Active royalty
Income is simply a part of the income stream generated from the
conduct of an active business. Active royalty income earned by
the members of CORT is no more or less active than other business
income.

The foreign tax credit has not been applied by
examining the foreign tax rate on each dollar of income of an

integrated business on a transactional or even on a high-tax/low-
tax basis. Rather, an overall limitation generally has been
deemed appropriate. In connection with the Tax Reform Act of
1986, the Joint Committee Staff reported that Congress believed,
in general, that "the overall limitation was consistent with the

integrated nature of U.S. multinational operations abroad." 1986
Act Bluebook at 862.

Active royalty income does not possess the
characteristics which compel separate application of the foreign
tax credit limitation to passive income. Separate basketing of

passive income is required because taxpayers can readily choose
to invest liquid funds overseas in passive investments, thereby
eroding the U.S. income tax base. See House Report at 333; see
also 1986 Act Bluebook at 862. Active royalty income cannot be

easily generated through investment nor have its source

manipulated like passive income.

Under the look-through rule for royalties from related

parties, the active character of royalty earnings follows income
to which it relates as it moves from a controlled foreign
corporation to the U.S. parent. Thus, any royalty income that is

active under the look-through rules arises out of foreign
business operations that are not readily moveable or liquid.
Similarly, active royalty income from third party royalties
cannot be acquired through passive investments. It can only be

acquired by actively developing or marketing an intangible as

part of an active business. Moreover, royalty income is sourced
where the underlying intangible asset is used. See Rev. Rul . 80-

362, 1980-2 C.B. 208. Thus, once a U.S. company decides to
market an intangible or a product incorporating an intangible in
a given country, the source of the royalty income cannot be

manipulated. See ALI Study at 342.

Certain Reported Rationales for the Administration's Proposal .

1. The Administration's proposal is not justifiable as a means
to prevent "cross-crediting".

Cross-crediting occurs when foreign taxes on one item
of foreign income offset U.S. taxes on another item of foreign
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Incomel Cross-crediting of taxes on active business Income Is an
Inherent part of the U.S. foreign tax credit system. Even if It
were possible to break the income of an integrated business into
various baskets so that each item of Income could be considered
on a transactional basis, a system that did so would exacerbate
the double tax problems inherent in the mismatch between U.S. and

foreign tax accounting rules. Moreover, the near Infinite number
of baskets and the huge number of calculations and expense
allocations that would result from a transactional approach would
be impossible to administer.

Thus, cross-crediting of taxes on active income is the
rule -- not the exception. Active income from high tax
jurisdictions is averaged with active income from low tax
jurisdictions and with active income subject to lower rates as a
result of foreign tax incentives. The pejorative use of the term
"cross-crediting" merely ducks the true policy issue -- namely,
is there some reason why active royalty income should be treated
differently from other active income and therefore excluded from
the overall basket that admittedly is a hodgepodge of high-tax
and low-tax bits of income.

Further, it has not been explained why cross-crediting
involving active royalties is bad, yet other cross crediting is

acceptable. This raises substantial issues of horizontal
fairness among multinational companies that each are subject to
the same effective tax rate on their foreign source income. Some
of the companies may have royalty Income subject to low foreign
tax rates from subsidiaries. Others may receive other payments
that are subject to a low rate of tax. There is no grounds to
treat these companies differently.

2. The Administration's proposal is not justifiable as a
response to "run-away" plants .

U.S. multinationals with royalty arrangements invest
overseas to expand into and service new foreign markets, not to
replace U.S. jobs. U.S. multinationals that provide certain
products or services often must choose between producing products
or providing services locally, or foregoing that market and its
associated revenues entirely. With few exceptions, sales by
foreign affiliates come at the expense of foreign competitors
rather than U.S. exporters. Moreover, CORT members establish
overseas operations mostly in high-tax jurisdictions (Germany,
France, Japan, etc.).

Procter & Gamble, for example, produces certain
consumer products which are impractical to ship long distances
and must be produced locally. Two such products -- disposable
diapers and synthetic detergents -- illustrate this. If these
products were manufactured in the United States and exported to
markets in Europe and the Far East, the total delivered cost for
these low-margin goods would increase an average of 20 percent.
The company could not competitively price its products to recover
these increased costs.

Foreign direct investment also is an important strategy
to promote U.S. exports and U.S. jobs. For example, Dow Chemical
Company ("Dow"), another CORT member, has found that after it has
entered a foreign market by setting up a manufacturing facility,
its exports to that foreign country go up. This is because the
foreign facility purchases some of its raw materials from Dow in
the United States. Also, the foreign facility enables Dow to
more effectively market its entire product line to the foreign
market .
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3. The Administration's proposal cannot be justified as an
offset to improperly allocated research and experimentation
deductions .

It has been suggested that the change to the treatment
of active royalties is required to "recapture" deductions
allocated to domestic income. This suggestion is flawed. In
1988, the Treasury, Congress and the business community concerned
about the proper allocation of domestic research and
experimentation (R&E) expenses reached a solution which generally
allocated 64 percent of U.S. based R&E to the United States. The
64 percent allocation rule already represents the best efforts of
many people over numerous years and after lengthy debate to
formulate the extent that U.S. based R&E gives rise to foreign
source income. Accordingly, no compensatory "recapture" of R&E
deductions is required. Moreover, if the Treasury wishes to
reopen the R&E allocation debate, it should do so independently
of the characterization of royalty income for foreign tax credit
purposes .

If it is the proposed increase from a 64 percent
domestic allocation of R&E to an 100 percent domestic allocation
of R&E that is cited as the justification to change the treatment
of active royalties, as discussed above, the remedy is out of
proportion to the incentive purportedly given.

4. The Administration's proposal fails to address the proper
sourcing of royalty income.

Some Treasury officials reportedly believe that
royalties should be sourced where the underlying intangibles are
created, not where they are used. Such a change would represent
a radical shift in U.S. international tax policy and would create
havoc with our treaty partners . Rather than confronting the
place-of-use rule directly, and engaging in a debate on the
merits, the Treasury may have chosen to ask Congress to enact the
royalty proposal to achieve this result indirectly. If Treasury
truly believes that royalties should be sourced where the
intangibles are developed, it should repeal the 30 percent
withholding tax for the use of intangibles developed in other
taxing jurisdictions. Since it has not proposed to do so, this
rationale sounds more like an afterthought than a consistently
applied view of proper tax policy.

It is antithetical to the Administration's stated
economic goals to single out U.S. multinational companies with
royalty arrangements for a substantial tax increase. U.S.
multinational companies, like the members of CORT, are an
important source of high-wage, high-skill domestic jobs

— the
kinds of jobs the Administration wants to create. U.S.
multinational companies also conduct significant levels of
research and development in the United States — the kind of
business activity the Administration wants to encourage.
Further, royalties and license fees derived from U.S. technology
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and intangible assets licensed abroad provide a significant and
positive revenue offset to the U.S. trade deficit.

Conclusion .

Mr. Chairman, the royalty tax proposal represents an
unwarranted and short-sighted reversal of existing law. Thank
you for giving me this opportunity to present the view of the
Committee on Royalty Taxation. At this time, I would be pleased
to answer any questions that you may have.

The Committee's counsel is Covington & Burling.
Representatives of that firm also are available to consult with
your staffs. In this regard, please do not hesitate to contact
Ronald A. Pearlman at (202) 662-5577 or Roderick A. DeArment at
(202) 662-5900.

COMMITTEE ON ROYALTY TAXATION

Member Companies

AIR PRODUCTS AND CHEMICALS, INCORPORATED

ALLIED-SIGNAL, INC.

CPC INTERNATIONAL INC.

THE DOW CHEMICAL COMPANY

EASTMAN KODAK COMPANY

ELECTRONIC DATA SYSTEMS CORPORATION

INTEL CORPORATION

INTERNATIONAL BUSINESS MACHINES CORPORATION

KELLOGG COMPANY

MC DONAI^D'S CORPORATION

PHILIP MORRIS COMPANIES INC.

THE PROCTER & GAMBLE COMPANY

TEXAS INSTRUMENTS, INCORPORATED

UNITED TECHNOLOGIES CORPORATION

WM. WRIQLEY JR. COMPANY
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Quiet Boom

U.S. Service Exports

Are Growing Rapidly,

But Almost Unnoticed

They Rack Up Big Surpluses,

Partly Offsetting Deficits

In Merchandise Trading

Information Is a Key Product

By Ralph T. King Jl
Staff Rfponrr of Thb Wau. Stvekt JouaMAi.

American companies that don't make a

thing an turning tbe U.S. into an export

powcibouBS*
Tba coiBlry'i mtrrtimdlwi deflett. at

m bUUoa lilt ytvud toppinff SlOO UUton

In seren of the paat mne yean, pravokes

tepeated outtHints against Amertca's

trading partners. But almost unnoticed.

U.S. companies that sell servicea. rather

ttuin nrn materials or manufactured

goods, racked up a 09 bOUon trade surplus

last year, a nearly flrefOld Increase fron

19M. II goods and services trade data are

tumped togetiier
-

they aren't beeai«e

oC an ouuUted Comnene OepartOMOt
eonvenUon- it becomes dear that the U.S.

has an ace-in-the-hoie tn world trade.

U.S. companiesare sparking "a bidden

boom in serrtcet exports." says Allen

Slnal. a Boaton Oo. eoonomtit That boom
not only cnrktaa the aonpuiea and tMr
ahareteiders but also cmlea »aignlfleint

miiMdr «f hlgthpnyinc lotia lA ite U.8:-

Unolft fkwwjotattan a boom in mamiiac-

tmd CTporti vooM brthf.

AVartetyai fliiWihn
Wortd-daas sigipiew of serrioet In-

clude brand-namt glantt sttch u Ameri-

can Bxpt«n'CD:. IfdXRMM's Corp. and

Wait Oisaay Oii Um aaooc them are

thousands a( snnlir ooapaaiea sudt u
Monitor Co.. a iiiiiMgiiniiii 1 1 Iting

firm in CanMdge. Maa.. that gets half of

its $80 million in annual revenue from

abroad. What all these companies are

exporting so suceessfuUy Is information.

know-lKiv. creatlTlty and technology,

things the rest of the world badly wanta.

"Informatloo is as much a product as

an aottmobilc But this is not the way
people look at it We are conditioned by the

(Dodi eeoMomy of ywierycar.
"

Mr. Slnal

says.
The mlacooceptlon arises in part tiom

the 0MUu«ht of consumer imports such aa

Japanese can and stereoa. which don't

blend into the wuudwwk the way intangi-

ble U.S. services do abroad. Few people

know that last year the U.S. ran a surplus

in services with Japan totaling S14 bilUon.

equal u> 28% of America's SSO bUlkm roer

diandlae defklt with that country.

The Wall Street Journal

April 21 , 1993
MMfBoai rTDmeoB

Moreover, the Commerce Department
reports merchandise-trade data monclUy-
prompting gloomy headlines every time-
and releases services-trade figures quar-

terly with a three-month lag. The reasoR:

Widgets are more easily tracked and
counted than services such as waste man-

agement or dau processmg. The govern-
ment doesn't include moat financial serv-

ices because electronic money f1ow5 are so

hard to categonxe. Some experts believe

that the recently reported S167 billion in

services exports for 1992 may be unde^
suted by at least 20%.

But as the nation's private services

sector has eellpaed manufactunng ut out-

put, its Importance in foreign trade has

surged, to 2S% of total exports fromm m

ISMl And as the wealth of U.S^ trading

parmsrs pgm-uii If trada bairien con-

tlniK to fan -
fofVlgB demand lisr U.S.

serrices is bound to increase. Mr. Slnal

says It Is "very easy to see" the services

trade surplun "douMiaff or tripling by the

end of the dwatfs." to nearly S200 billion.

Some of dirsantainspooslble for the

"hidden boom" doni seem Uke exports at

alL POr example, spending by foreign

vtsUnt to the U.S. - on hotel rooms, res-

tairat mwli. air faraa. vacation attrac-

ttou and the like-generated about one-

thM of tut ai bIBIaa prtrate aervtoes

surplus last year. Poreign enrollment In

U.S. umverHttaa. tottUng more than 400.-

000 students, addeda billion or so.

All the rait Is gcnented by business

and trlr*^' swtees such u engineer-

tiy.aceauntlng. computing and legal serv-

Icas and by antirtslninint and new teefa-

nokigles that earn royalties and Ueense

fees. Oompanlaa offering services vt these

types have achieved the fastest growth

abroad. At Disney, Chairman Michael

Eisner uys foreign sales, which already

account ttr 1>% of total sales up from 10%

In 1987. should continue to grow faster than

Its domestic business. At liexu Instru-

ments Inc. royalties paid by forelgnen for

use of Its oomputer-chlp-maklng patents

have quadn^iled since 1987 to nnrly S400

Please Turn to Pope A6. Oolwm 5
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Quiet Boom: U.S. Service Exports
Grow Rapidly, Almost Unnoticed

Continued FYom Firzt Page
million. And at Waste Management Inc..

foreign sales surged more than 15-fold in
the past Six yean, to $1.5 billion In 1992.

In addition to profits from exports. U.S.
companies earned atxMJt S20 bUUon last

year on sales by their foreign-based serv-
ice operations, such as travel offices

operated by American Express in New
Delhi and Cairo. That figure is also ex-

pected to nse sharply. U.S. capital invest-
ment in such operations doubted between
1986 and 1991 to a cumulative S216 billion,

exceeding that of U.S. manufacturen
abroad.

Services exports have been aided by the
plunge in the dollar since 1985. In addition.
U.S. service companies, helped by supe-
rior umversitles and boned by an intensely
competitive economy, are far more produc-
tive than tbelr foreign rivals. McKinsey &
Co. catculata that AjBolcan companies
are about 50% more eflldent than Japa*
nese retailen and Goman telecommuni-
cations coocenis. These and other nations
limit U.S. companies' access to key service
markets, party in liap« of catditair up.

Nevertheless, the wider U.S. economy,
and espedaily its wvt fbrca. won't reap
all or evn most of tte^saaflts tnm this
boom because senrlees are veiy different
from manufactured goods. Altbougti U.S.
goods sold abroad create mostly U.S. Jobs,
the sale of U.S.-geaerated sorlces often
involves lots of foreign employees bectuse
many services are. by necessity, provided
locally. At American International Group
Inc. most of Q» huge insunnoe oooh
pany* potteta ai« d^tasd bf opens at
its New. XMl nUiiiiiiilfii BK AiG has
UiW ftiRlgB cnlowi, •MWMiHiiy to
Iialf tsmt wott^ns; MO^ aid proc
easing poadsB to 01 c—irt«. .

pthattyeambe eMflytrsMplMlsiLOnscf
the world's iarpB tmt wttt aitfueed

alrcrafl-flialnaensaeete^ltttaitssipsctsd
^

to slpbod plcBty oC joM and wort away
tntm U.S.-tantf shops wbsvtt open at
year end to Tijuana, Meileo. Tbe owner.
Matrix Aeronaudca, says tiat AhwtIcsm
will provide training and "^wftthin but
that the majority of employees wiU be
lowerwage Mexleu tectaHdanSb

GP% Job Mofct
Similarly. Genarsl Bsetrle Go. ettml-

nated hundreds of esscntlaUy semee Jobs
at pUnts to tbe Midwest by sbtfttof tecbnl-
cal drafdnr to oonpuier-alded destgnsn
to indU and Eastern Burape. says James
Sommertiauaer of the totarnatkaal FMer>
atloo of Professkmal and Technical Bngl-

neers. To head off such developments at
Americu TeleplM»e k Telegraph Co.. tbe
Communications Workers of America un-
ion is waiting dosely wltb tbe company to

strategic plamtlng. "We want to make sure
service Jobs aren't exported tbeway manu-
facturing Jobs have been.' says Jeff

MUler. a CWA ipokwman
some American companies dominate

service maritets abroad because they treat

customer? better than foreign nvals do.

Thus. American Express, which first made
it easier for Americans to go abroad,
now also caters to foreignen in their own
countries. Withto Germany. 80% of all

American Express card usage is by Ger-
mans, up from 50% five yean ago. Ger-
mans, and cardholden to 30 countnes,
now get their bills denominated to the local

currency. Tbe com|«ny's foreign revenue
ha- nearly tripled since 1982 to an esti-

mated SS.5 billion last year, some 20% of its

total revenue.
Even when technology transfer is tbe

primary objective, customer focus comes
Into play. In 1989. a consortium including a
unitof Pacific Telesis Group, tbe San Fran-
dsoo Baby BeU. won tbe right to build and

partly own a S billion cellular-phone net-

wort to Germany. Otber bidders had the

technical expertise, but tbe Pactd unit

offered support systems critical to bulldtog
tbe business and making it user-friendly,

things such as accounting software, man-

agement information systems and cus-

toner service procedures.
"to tbe U.S.. we expect good service.

'

says Jan Neels. president of the unit.

Padfte Telesis IntanatlonaL "That hu
ftsnd.U.S. rninpintfs to cater to it. and
ttittit wbyve brtaf value" to projects to

limp» wiMra until recently tbe attitude

wan, ''Sbni up. you sboukl be gtod you have

(pbonsl ssmoe." After Just four years,

tedfnsnr account fbr 1S% of tbe unit'sMM oellultf customers world-wide.

Sane opportunttlss arise tnnk Amert-
osns* loof experienes wttb pnbtans that

odtof muuuiea are Just beginning to toce.
' UJLsovlnnBsntal regutotloa. for exam-

pto. spnwDsd a gjant wiste-bsndMng to-

dnstry, an todustry that to prlmlttve or

noncxlstiat to much of tbe world, toto tbls

void wsdad Wasto Management It collects

trash, cleans streett and constructs sanl-

tsiy landfUs to 20 countries, todudtog

Argentina and New Zealand. It also hu a

15-year cooiract to tun a baxardous-waste

treatment plant that will process all of

Hsog Bong's todiBtrial^
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Complicated legal and tax systems in

the U.S. have provided a similar advan-

ta^ to law and accounnng firms. At

C2uca«o-hased Baker & McKenzie. the

worlds largest law finn. won than half its

1,651 attorneys work outside the U.S. Its

chairman. John McGuigan. is Australian,
and many partners are eligible to pracuce
law in several countries. Like American
Express, it expanded with the aim of

serving U.S. multinationals wherever they
operated, and now it advises many foreign
clients at home and abroad. Besides the

major capitals, the firm has offlces in

cities such as Valencia. Venezuela.
As big and vibrant as it is. the U.S.

economy is a breeding ground for state-of-

theart thinking on many fronts. Monitor
Co.. for example, provides a pipeline for

management ideas from the best U.S.
business schools through seven overseas
offices, including ones in Madrid. Milan
and Seoul. Co-founded in 1984 by Michael
Porter, a Harvard professor, the firm con-
ceives business strategies to help clients

exploit their competitive strengths.
Big companies such as Texas Instru-

ments aren't the only ones tapping de-
mand for U.S. technology. Visual Software
Inc.. of Woodland Hills. Calif., employs
about a doien software engineers who
customize graphics and animation code for

clients in places such as Cyprus. Austria

and Mexico. One foreign government re-

tained the company to make voter-identifi-

cation cards using unforgible 3-D photo

images. Founded just three years ago.
Visual says 40% of its S3.5 million of

revenue comes from abroad.

Douglas Richard, Visual Software's

chief executive, doubts that the U.S. wiU
lose its dominance in software program-
ming anytime soon. "People say India has

hundreds of programmen lining up soft-

ware code at low cost That's fine as long
as the code is like assembling a toaster."

he says. "But if you intnxluce a creative

etemcDt into the process, which inevitably

you do. ttwn [software writing! is much
more a craft, doscr to writing a novel than

buikUng a touter.
'

EnterUlniof NoBibers
Ditto for the entertainment industry,

the nation's second-largest exporter after

aerospace. Disney accounted for a big slice

of the industry's estimated 1992 surplus of

$6 billion. The company produces the most

popular TV shows in Russia and Germany,
publishes Italy's bestselllng weekly maga-
zine and lures more Japanese visitors to

Tokyo Disneyland than alnxxt any other
attraction in Japan. Foreign box-office

revenue for Beauty and the Beast" alone
hit S200 million.

Mr. Eisner. Disney's chairman, attri-

butes the success of his company and
others in Hollywood partly to the size
and affhience of the world's English-speak-
ing population. But also, he says, for-

eigners "sense that what ends up on the
screen is freely created. We are making
movies about and in a system of freedom
. . . that (many fbreignersi revere. Our
political system creates intellectual prod-
ucts that are hungered for around the
workL"

Besides entertainment, the world

yearns for nuts-and-bolts ideas that lift

living standards. Enter U.S. franchisen.
some 450 strong with 40.000 ouUets world-

wide, which are tapping into a rich entre-

preoMTlai vein in many cultures. This is

especially true in places such as Eastern

Europe and South Africa, where small
business has been hobbled for yean.

The global expansion of McDonald's is

well known, but ham about that of I Can't
Bettere It's Yogurt Ltd.? Dunns its 15

years in the U.S., the Dallas-based franchi-

ser has created a step-by-step procedure
for opening and running a ftozen-yogurt
store anywhere in the world, says James
Amos Jr., its chief operatlnr officer. It

works ck»eiy with local contacts familiar
with the requirements and idiosyncrasies
of each country, and it promotes fran-

chisees' kmg-terra success by getting most
of its profit from product sales rattier than

up-ftont franchise fees. In the past three

yean, the company has opened 127 outlets

In 20 countries: it expects to have 1^
within two years.

"The world is oo< paotlnr A»' fi^°*"i

yogurt because tliey don't know what it

b.
"

&Ir. Anus sajrs. "Bnttliejr are desper
ate for ways to start a I
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Prepared Statement of Luis Nunez

Mr. Chairman, and members of the Senate Finance Committee, I wish to thank
you for allowing me the opportunity to provide you with the National Puerto Rican
Coalition's view of President Clinton's economic proposal and the possible impact of
the package on the Puerto Rican community. The National Puerto Rican Coalition
is a membership association composed of over five hundred Puerto Rican commu-
nity-based organizations and leaders. NPRC's goal is to further the social, economic
and political well-being of the more than six million Puerto Ricans throughout the
United States and Puerto Rico.

To begin, I would like to make six brief comments about the Puerto Rican commu-
nity:

1. Puerto Ricans, both in the mainland and on the Island, are United States citi-

zens. Puerto Rican jobs are American jobs;
2. As United States citizens, Puerto Ricans migrate freely between the mainland

and the Island—maintaining close familial and economic ties to each;
3. There is a strong interdependence between the Island and the mainland. The

viability of the Puerto Rican economy strongly affects the US mainland economy;
4. Puerto Ricans, as loyal and patriotic citizens, have served in every war since

World War II, with disproportionate representation when compared to the US gen-
eral population in the Vietnam and Persian Gulf wars;

5. Ninety five percent of all mainland Puerto Ricans live in urban areas and 75%
live in central cities, representing the most urbanized ethnic group in the US; and

6. Puerto Ricans are nearly three times as likely to live in poverty, drop out of

high school at a rate exceeding 50% in some major cities such as New York and
Boston, have home ownership rates that £ire one-third the national average, and suf-

fer fi-om AIPS and substance abuse in extremely high numbers when compeured to

the general population.

While the situation confronting the Puerto Rican economy and Puerto Rican peo-

ple is truly unique, Puerto Ricans, like the rest of Americans, support the adminis-
tration's efforts to solve the problems of our nation. Puerto Ricans are prepared to

share and contribute to the national effort to help the economy because we believe

that the entire nation will benefit from the implementation of the President's pro-

posal. The Puerto Rican community is indeed willing to sacrifice along with the rest

of the country, but not if a disproportionate share of the burden is given to the Puer-
to Rican people.
While we endorse the President's economic package as a whole, we are deeply con-

cerned about the provision that would reduce the t«ix credit granted to Puerto Rico
under Section 936 of the Internal Revenue Code without offering any viable eco-

nomic alternatives to the Island. To quote a recent Washington Post editorial, we
are concerned by his "half a Puerto Rican policy."

Section 936, and the previous provision in Section 931, have clearly moved Puerto
Rico from its status as "the poor house of the Caribbean" to the most prosperous
economy in Latin America, despite the fact that per capita income on the Island is

still half that of the poorest state. Any attempt to repeal or curtail Section 936 bene-
fits without offering comparable economic incentives will adversely affect Puerto
Rico's economy.

THE president's PROPOSAL AND ITS EFFECT ON PUERTO RICO'S WORKFORCE

The administration's proposal would change Section 936 from an income-based to

a wage-based tax credit for companies over a three year period and would cap the

credit at 60% of wages paid to employees. The tax credit would only extend to wages
paid by employers of up to $60,000.
As it stands, the President's proposal will have a deleterious effect on Puerto

Rico's workforce. According to recent studies. Section 936 companies directly gen-
erate about 115,000 jobs on the Island while indirectly promoting another 200,000
jobs. These 300,000+ jobs represent a third of all the jobs in Puerto Rico. The eco-

nomic development strategy of Puerto Rico based on tax incentives such as Section

936 has created a significant middle class comprised of managers, engineers, bank-

ers, accountants and entrepreneurs operating small and medium size businesses
which serve the needs of 936 corporations. Despite such benefits, Puerto Rico's cur-

rent unemployment rate is estimated at 18.1%, up 3.3% from December of 1992, a

figure which is more than double the stateside level. Coupled with an increased
level of investment risk, any attempt to reduce incentives to the companies that pro-
vide these jobs in Puerto Rico without offering a viable economic alternative would
further cause a surge in unemployment.
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In particular, since the 19808, the overall gain in jobs in Puerto Rico has come
from nigh-skill, capital-intensive, low labor industries such as instruments and re-

lated products, and chemicals and allied products, which has overcompensated for

the downturn in employment that has come from labor intensive industries such as

apparel and other textile products. However, the Administration's tax change provi-
sion would hurt these very same Section 936 corporations that have provided
growth in the labor force during the last decade.
A wage-baaed tax credit, such as the one proposed, is earmarked for manufactur-

ing industries that provide many jobs at low wages. Essentially, those companies
that have total nominal wages at levels close or equal to the companies' annual in-

come will not be affected by the proposed change. However, those low wage compa-
nies are gradually becoming a small portion of 936 corporations. In fact, in the past
decade, Puerto Rico has been moving away from a low-wage manufacturing base to

more capital-intensive industries in order to remain competitive against low-wage
countries. Thus, the President's proposal seeks to promote low-wage industry devel-

opment in Puerto Rico without taking into account that many low-wage industries

have already left Puerto Rico due to some competitive shortcomings, such as high
transportation and energy costs, and increased global competition. These are factors

that cannot be offset by a wage credit.

THE DISPROPORTIONATE EFFECT OF THE PRESIDENT'S PROPOSAL IN PUERTO RICO

Contrary to President Clinton's commitment to present a tax plan which will have
a minimal impact on American families with less than average incomes of $30,000,
the 936 provision of his plan will have a major impact on a society where the vast

majority of families have incomes significantly below this level (median household
income in Puerto Rico is $8,895 compared to $30,126 in US mainland). Further,
President Clinton is committed to reducing the high unemployment level facing
Americans today. We must continue to reinforce the fact that Puerto Ricans on the

Island and the mainland are Americans and deserve the same consideration as ev-

eryone else.

In this vein, we consider the Administration's proposal as being disproportionate
and unfair to the Island given the socioeconomic reality of Puerto Rico relative to

the United States mainland. According to recent estimates made by the economic

consulting firm Estudios Tecnicos, Inc. in Puerto Rico, Puerto Rico's revenue-sharing
burden as part of President Clinton's economic plan would be $4.9 billion over 3

years (1997), while the US mainland would be $213.8 billion. On a per capita basis,
that translates into $1,374 per person in Puerto Rico and $834 per person in the
mainland for a PR/US revenue-burden ratio of 164.7%. If we take into account that

Puerto Rico's per capita income ($6,359) is less than half that of the poorest main-
land state (Mississippi—$13,328), and that 58.9% of families in Puerto Rico live

below the poverty line compared to 11.5% of families in the US, it is starkly clear

that Puerto Rico is being asked to contribute so much when, relatively, it has so

little. (See annexed table 1)

Section 936 is of vital importance to Puerto Rico and the Caribbean because its

effects ripple throughout all sectors of Puerto Rico's economy and the Caribbean re-

gion as a whole. There are stipulations in the law which enable profits earned by
U.S. subsidiaries in Puerto Rico to be deposited in the Island's banks in order to

keep the cost of credit in the region low. The so-called "936 funds," which are esti-

mated to be over $12 billion, are a vital source of capital for projects in Puerto Rico

and elsewhere in the Caribbean. Funds from both Section 936 and the Caribbean
Basin Initiative (CBI) have promoted economic growth and stability in the Carib-

bean, and have resulted in an increased flow of trade and investment between the
US and the Caribbean Basin. Any increases in credit costs will lead to downsizing
in certain sectors of these economy.

THE EFFECT OF THE PRESIDENT'S PROPOSAL IN THE US MAINLAND

We also feel that the proposed change in Section 936, and its impact on the em-
ployment of Puerto Ricans on the Island, might trigger a new exodus of Puerto
Ricans seeking jobs in the United States. Since the 19408, it has been estimated
that at least one-third of Puerto Rican Islanders have left Puerto Rico in search of
better economic opportunities in the mainland. A future mass exodus of Puerto
Ricans from the Island may further strain the already depressed local economies of
the mainland's northeastern inner cities where Puerto Ricans reside, cities that offer

little with respect to job opportunities for their underserved populations. There will

also be an increased need tor federal transfer pajnnents to compensate for jobless-
ness in Puerto Rico.
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Moreover, the suggested change in Section 936 might hurt rather than help the
U.S. mainland economy. According to a recent survey of 50 Section 936 corporations
with operations on the Island, a total of $2.3 billion in materials and services in
1991 were purchased from mainland suppliers, generating an estimated 46,000 jobs
on the mainland. These companies have a heavy trade relationship with states with
large Puerto Rican populations. For example, in 1991, Section 936 companies in
Puerto Rico purchased $332 million worth of goods and services from the state of

Illinois; $222 million from New Jersey; $204 million from Pennsylvania; and $195
million from New York.
There are more than 700 Section 936 companies in Puerto Rico which have helped

the Island become the tenth largest purchaser of goods and services from the main-
land with $11 billion in purchases in 1991. These purchases are estimated to sup-

port
some 220,000 mainland jobs. If the President's proposal is enacted, the main-

land U.S. economy will suffer from a decrease in trade with Puerto Rico and eventu-

ally a loss of mainland jobs. The US Merchant Marine might be most affected since

they rely heavily on trade with the Island. In FY 1991, trade carried by US vessels
to and from the Island accounted for 33% of all domestic shipments.

A 936 LENDING PROGRAM FOR US MAINLAND COMMUNITIES

Given the CBI-936 lending program's success, NPRC recommends that an ar-

rangement similar to the present one in which Section 936 funds are used for

projects in the Caribbean nations be implemented here in the United States to aid

impoverished communities on the mainland. Such a program, which has also been
proposed by the Government of Puerto Rico, would have objectives consonant with
the President's national economic plan, namely projects fostering community devel-

opment and job-creation. The 936 lending program could focus its efforts on Con-
gressional districts with 5% or more Puerto Rican/Hispanic population. According to
a recent report based on 1990 Census data, there are at least 43 districts that meet
this criteria in states such as Connecticut, Florida, Illinois, Massachusetts, New Jer-

sey, New York, and Pennsylvania. (See annexed table 2)

CONCLUSION

In our opinion, Section 936 has accomplished what its authors intended: creation
of a modem, technological economy for Puerto Rico and significant improvement of
the socio-economic status of the Puerto Rican community on the Island to bring it

closer to levels in the US mainland.
We at NPRC believe that President Clinton's economic plan will help this country

move forward by controlling the deficit while at the same time investing in our na-
tion's human capital. However, to place Puerto Rico at a disadvantage at a time
when its economic future is already threatened by disinvestment and a free trade

agreement that encompasses all of North America, without offering any viable alter-

natives to the
development

of an advanced economy, is unfair.
We ask you, Mr. Chairman, and members of the committee, to keep in mind that

any changes in Section 936 tax credits must consider the unique status and fragility
of the Puerto Rican economy as well as the need for a phase-in period to reduce
the economic damage to the Island and the United States mainland. Thank you.
Attachment.
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Table 1,

PUERTO RICO'S FAIR CONTRIBUTION
TO THE PRESIDENTS REVENUE PROGRAM

GDP PER PERSON

PUERTO RICO UNITED STATES

9^28 23^00

Rxno
PR/us

41.1%

REVBNUE^HARINC BURDEN (1994-97)

TOTAL IN BILUON S

PER PERSC^ IN $

PUERTO RICX) FAIR SHARE (1994-97)

PUERTO RICO FAIR SHARE (1994 98)

Memorandum Item: Puerto Rico 1992
populatiun 3.565 nrullioit.

Source: EsCudios Tecnicos, Inc.

4.9
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Table 2.

REPRESENTATIVES OF THE DISTRICTS WITH THE LARGEST
PUERTO RICAN/ HISPANIC CONCENTRATIONS (5% & OVER)

APRIL I. 1993

STATE
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[Submitted by Senator Packwood]

America's Leadership

in the

Multilateral

Trade NegoHationt May 19, 1993

WMliani t Brock

The Honorable Bob Packwood
United States Senate

Washington, D.C 20510

Horry I. frecmon DcaT SenatOH
(iKvii** Oi'vcsr

Borbora w Noiih

C«ec<ar

The MTN Coalition is a broad-based alliance of American

private sector interests firmly committed to a strengthened and
more effective multilateral trading system. Ovir 14,000 members
include U.S. corporations of all sizes from a broad spectrum of

industries, consumer groups, and agricultural interests. We
advocate a comprehensive and strong conclusion to the

Uruguay Round of multilateral trade negotiadons under the

auspices of the GATT.

The Coalition supports the President's request for a "clean"

renewal of fast track negotiating authority for the Uruguay
Round of multilateral trade negotiations at the earliest

practicable time.

Many of MTN's members have expressed concern about the

direction some of the current negotiadoiu appear to be taking.
These concerns have been conveyed directly to the

Administration by MTN's individual members. At this time,

however, MTN's members would prefer to see a "dean"

renewal of negotiating authority^ rather than seek amendments
to the legislation granting the Administration fast track

negotiating authority for the Uruguay Round.

Sincerely,

1627 Eye Street. NW
Suite 1100

Wojhington. DC

20006

V!02/463-8l61

FAX

202/463-8167

William E. Brock
Chairman
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[Submitted by Senator David Pryor]

SENATE AGING COMMITTEE MAJORITY STAFF ANALYSIS OF
GENERAL ACCOUNTING OFFICE REPORT

"PHARMACEUTICAL INDDSTRY: "EAX BENEFITS OF OPERATING IN PDKRTO RICO"
May, 1992

BACKGKOUNU

In November, 1991, Senate Aging Committee Chairman David Pryor
(D-Ark) asked the U.S. General Accounting Office (GAO) to determine
the nature and extent of the tax subsidies received by the

pharmaceutical industry under the section 935 tax credit. This tax
credit provides a tax exemption for business income earned by U.S.

corporations that manufacture products in Puerto Rico and other
territorial possessions of the United States. The stated purpose of
the credit is to stimulate the development of jobs in these
territorial possessions.

In short, the GAO report concludes that the section 936 tax
credit has been significantly more efficient at producing billions
of dollars in tax savings for the pharmaceutical industry rather
than creating jobs in Puerto Rico. In doing so, the GAO report
confirms the similar, findings of a September, 1991 Senate Aging
Committee staff report, "The Drug Manufacturing Industry: A
Prescription for Profit."

The GAO report was requested to provide an independent
analysis to the Congress on the tax subsidies that the

pharmaceutical industry is realizing from this generous tax credit.
The information provided in the report should help Congress
restructure the credit so that it meets its stated purpose — job
creation, not profit padding — and makes it more fair to the
Puerto Rican people and the taxpayers of the United States.

SUMMARY AND ANALYSIS OF REPORT FINDINGS

POINT l ! The pharmaceutical industry was responsible for

producing only 18 percent of all the section 936 manufacturing
jobs in Puerto Rico in 1987 (18,176 of 100,916 section 936

jobs), while in the same year it received about 56 percent of
all tax benefits from the section 936 tax credit (about $1.3
billion of the $2.3 billion in total section 936 benefits).

POINT 2 ; During the period between 1980 and 1990, the drug
industry received a total section 936 tax savings of $8.5
billion, and had total tax exempt income of $21.1 billion. GAO
states that, for one year that was studied, the section 936

drug manufacturer tax savings identified in this Report, which
are based on company financial statements, represented only
about two-thirds of actual total section 936 tax benefits

reported by drug manufacturers in confidential tax returns.
Therefore, GAO says that its own Report significantly
UNDERSTATES the amount of the drug industry's section 936 tax
benefits .

POINT 3 ; The annual section 936 tax benefits received per
employee by each pharmaceutical manufacturer in 1987 —
$70,788 — is far in excess of the average wages paid per
employee — $26,512.
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POIWT 4 ; The pharmaceutical industry receives the highest per-
employee tax break of any section 936 manufacturing industry
in Puerto Rico. The Report found that, on average, for each
dollar that a drug company paid in wages, it received $2.67 in
section 936 tax benefits. The section 936 tax benefits to
other industries in Puerto Rico were much smaller. For
example, the electronics industry received only 98 cents in
tax benefits for each dollar paid in wages; the average
section 936 manufacturing company in Puerto Rico received only
68 cents for every dollar paid in wages.

POINT 5 ; The stark inefficiency of the section 936 tax credit
in creating jobs in Puerto Rico is demonstrated by the fact
that the electronics industry — which employs 23 percent of
all section 936 employees — only receives 16 percent of the
section 936 tax benefits. In contrast, the drug industry,
which has fewer section 936 employees than the electronics
industry — 18 percent — receives three and a half times MORE
benefits than the electronics industry — 56 percent.

POIMT 6 ; Although a drug company's average section 936 tax
savings per emoloyee are about $71,000, the Report found that
actual tax sav:Lngs per employee are substantially higher for
many individual pharmaceutical manufacturers in Puerto Rico.
The leading drug companies in per-employee tax savings in 1989
were :

RANK/ TAX SAVINGS TAX SAVINGS TOTAL % TOTAL
COMPANY PER EMPLOYEE AS % SALARY EMPLYS 936 EMPLYS

1. Pfizer $156,400 636% 500 0.5%
2. Merck $110,495

' 450% 953 0.8%
3. AmHome $80,600 328% 1,000 0.8%

POIWT 7 ; During the period between 1980 and 1990, about 52
percent of all tax savings received by the pharmaceutical
industry under the section 936 credit went to just six
pharmaceutical manufacturers. In fact, just two manufacturers— Johnson and Johnson and SmithKline Beecham — received 21
percent of all pharmaceutical manufacturer section 936 tax
savings during this period — $2.1 billion dollars. The tax
savings for these 6 companies over the 1980-90 period were:

COMPANY TOTAL 1980-90 SECTION 936
TAX SAVINGS

1 . Johnson and Johnson
2 . SmithKline Beecham
3. Abbott Labs
4 . Pfizer
5.. Upjohn
6 . Merck

TOTAI. 1980-90 T&Z SAVIHGS $5,222 billion
FOR TOP SIX CQMPAHIBS

$1
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POmrr 8 ; The amount of the section 936 tax credit received by
a company has little relationship to the level of employment
in Puerto Rico. While Pfizer receives a per-employee tax
credit of $156,400, it employs only 500 individuals in Puerto
Rico or, only 0.5% of all section 936 employees in Puerto
Rico. In contrast, while Baxter receives a per-employee tax
credit of $10,521, it employs almost 6,000 individuals in
Puerto Rico.

POIHT 9 ; Seventeen of the top twenty-one selling drugs in the
United States are approved by FDA to be made in Puerto Rico.
As the attached chart shows , in addition to avoiding paying
millions of dollars in taxes by making these drugs in Puerto
Rico, and in addition to receiving a tax credit far in excess
of wages paid for the employees that make these drugs in
Puerto Rico, the drug manufacturers of this nation have forced
the American public to swallow staggering double-digit price
increases on these drug products .

CONCLUSIOH

Today, American taxpayers are underwriting the costs of new
drug research, providing tax write-offs for drug manufacturer
marketing and advertising expenses, subsidizing billions of
dollars in new drug research at the NIH, and paying drug
prices that consistently triple the general inflation rate. To
ask the American taxpayer to also continue to siibsidize the
most profitable industry in the country through the section
936 tax credit is not only unfair, it is a disgrace.

Congress has a responsibility to the American taxpayer to make
sure that a program that was developed many decades ago is

still meeting its objective today. Given the data and analysis
included in this report, and the growing number of unmet,
urgent social needs that we have in this country today, it is

time for the Congress to re-evaluate the nature and structure
of the section 936 tax credit.

For more information contact Ann Trinca, Press Secretary, John
Coster, or Chris Jennings of the staff of the U.S. Senate Special
Committee on Aging, 202-224-5364; or Steve Glaze of Senator Pryor's
Office, 202-224-2353.

•f.
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PRICES FOR PRKSCRIPTIOH DRDGS M>nR TW FQKRTO RICO SKTROCKET

DRUG/MANUFACTURER AVERAGE ANNUAL %

CHANGE IN PRICE
1986-91

TOTAL ESTIMATED SECTION
936 TAX SAVINGS RECEIVED
BY MFGR, 1986-91 *

Premarin 0.625mg. 17.0%
American Home Products
(estrogen replacement)

Tylenol & Cod #3 17.0%
Johnson and Johnson
(pain killer)

Halcion 0.25mg. 15.0%
Upjohn
(tranquilizer)

Xanax . 5mg . 14.6%
Upjohn
( tranqui lizer )

Dilantin lOOmg. 14.4%
Parke-Davis
(epilepsy)

Capoten 25mg. 13.2%
Bristol-Myers Squibb
( hypertension )

Tagamet 300mg. 12.0%
SmithKline
(ulcers )

Procardia lOmg. 12.0%
Pfizer
( hypertension )

Ceclor 250mg. 9.5%
Eli Lilly
(antibiotic)

Provera 5mg. 9.4%
Upjohn
(hormone replacement)

Vasotec lOmg 8.9%
Merck
( hypertension )

$375 million

$510 million

$340 million

$340 million

$155 million

$285 million

$450 million

$345 million

$295 million

$340 million

$340 million

SOURCE ;

»
PRIME Institute, Minneapolis, Minnesota and GAO Report,
1992.

* - Estimate based on average anniial section 935 tax savings
reported in Table 1.6 of GAO Report.
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For Each

($1)

Paid in Wages . . .

Section 936 Tax Benefits Received Are:

Pfizer
!|S -^ ^. ^ ^

mm $6.36

ipss$ pRi';:?

Merck
if!

$4.50

American
Home Products $3.28

Sterling
M

$3.14

Bristol-Myers
Squibb

m
$3.02
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Prescription Drug
Price Inflation
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Prescription Drug
Price Inflation
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Pharmaceutical Industry's
Return on Sales Far Outpaces

Fortune 500 Median
1980-1991

10
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6

5
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Fortune 500 Medan

J I I I I I I I I I

808182838485868788890091
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Pharmaceutical Industry's
Return on Equity Leads All

Fortune 500 Industries
1980-1991

26
24
22
20
18

16

14

12

10

8
6
4
2

Fortune 500 Median

J I I I I I I L J L J

808182838485868788899091
Source: Fortune Magazine 1981 - 1992 (^T\MH2 0ISK Ad 4/V2
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Table III-3

Cost of Section 936 per Dollar of Capital, 1987

Number of Years for Subsidy Rate as a

Revenue Cost to Equal Percentage of the

Net Assets Annual Cost of Capital

(1) (2)

Pharnnaceutical
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[Letters Submitted by Senator Riegle]

Michigan Manufacturers Association

JOHNO. THOOIS
PRESIOENT ANO
CHIEF EXECUTIVE OFFICER

March 11, 1993

The Honorable Donald Riegle, Jr.

105 Dirksen Senate Office Building
United States Senate

Washington, D.C. 20510-2201

Dear Senator Riegle:

It is my understanding that many of our members will be adversely affected by the

royalty provision of President Clinton's tax proposal and we would appreciate your
effort in having this provision eliminated.

Under the Administration's royalty proposal, foreign dividends and royalties would
be treated as separate types of income for purposes of calculation of a company's
allowed foreign tax credits. The effect of separating royalties from dividend income
will be to greatly increase U.S. taxes on income earned outside the U.S. and brought
home. The net effect would be to discourage U.S. companies from bringing

earnings back, resulting in a loss of jobs since we would be, in effect, encouraging
them to invest in new plants and facilities outside the U.S.

Needless to say, Michigan and, for that matter, the entire country can ill afford tax

policy which punishes successful American companies attempting to repatriate
hard-earned income from outside the U.S. We all agree that job creation should be

the number one priority and we would appreciate your assistance in making sure

that the tax proposals now uVider consideration are not counter productive to this

objective.

Thank you in advance.

Sincerely,

1S4 EAST KAI-AMAZOO STREET. LANSING. MICHIGAN '48933
TELEPHONE: 317 373-5900
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Maiy Ann Diizis

Director

Government Affairs

A •' (J 1 1 Avon Products. Inc.

2 12-546-7602 Mine West Fifty Seventti Street

212-546-661 1 (Fax) Mew York. NY I00I9-Z683

March 30, 1993

The Honorable Donald W. Riegle, Jr.

Committee on Finance

United States Senate

105 Dirksen Senate Office Building

Washington, D.C. 20510

Dear Senator Riegle:

We, at Avon, strongly support your determined efforts to both energize our flagging

economy and make substantial reductions to the deficit.

But Avon is very seriously concerned about one provision in the Administration's revenue

proposals. This is the rule which would treat all royalty income as passive for purposes
of the foreign tax credit limitation. Avon strongly opposes this proposal as one which is

both unfair and counterproductive.

Some of Avon's manufacturing operations are located in foreign countries. It is not

possible to manufacture all our products in the United States since we must be responsive

to local markets, avoid prohibitive foreign tariffs on imports of the finished products, and

comply with certain foreign laws (which require a substantial portion of products to be

manufactured locally). Importantly, none of these products are manufactured abroad for

import to the United States.

For many years, Avon has received royalties on trademarks, trade names, marketing and

distribution systems, manufacturing know-how and other business systems from its

foreign affiliates. These royalties are not an effort to manipulate the foreign tax credit;

rather they reflect business reality. In fact, the IRS insists that Avon charge its foreign

affiliates adequate royalties. If these royalties were treated as passive income, Avon's tax

burden would be greatly increased as a result of double taxation of Avon's foreign

income.

I understand that the purpose of the Administration proposal is to encourage companies to

bring foreign manufacturing jobs back to the United States. The fact is that Avon would
not be able to save one more U.S. job as a result of the enactment of this proposal. All of
our foreign facilities exist for economic, tariff, and regulatory concerns which cannot be
overcome.

On the other hand, the additional tax burden which would result from the proposal would
put Avon at a competitive disadvantage with foreign-based corporations. The cosmetics
and fragrance industry is under attack by Japanese, French and German companies. This

proposal would play right into tiieir hands. If this change occurs, there could be a loss of

many jobs for Avon's U.S. employees including those supporting the foreign operations.
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I also understand that there may be a link between the passive royalty proposal and
another proposal which would provide favorable treatment for research undertaken in the

United States. In Avon's case, it would be very unfair to link these two proposals. The
bulk of our royalties relate to trademarks and marketing and distribution know-how,
which do not benefit from research deductions.

Enclosed is a detailed memorandum, explaining the problems with the passive royalty

proposal. This memorandum also includes alternative approaches to the issues raised

which we feel are fairer and more effective. I would be very grateful for an opportunity
to discuss this matter with you or with your staff.

Very truly yours.

MAD/ms
Enclosure

y}Liu>U* /c^'VUM.y
°(jOVT-fi^

March 8, 1993
AVON PRODDCTS, INC.

Re: Passive Royalty Proposal

One of the Administration's tax proposals would treat all
royalties as passive income for foreign tax credit purposes. Avon
believes that this proposal will not accomplisn its intended
purposes and is counterproductive. Avon strongly opposes this
proposal .

The apparent rationale for the proposal is that, by imposing
greater U.S. tax costs on foreign operations, multinational U.S.
companies would be encouraged to return manufacturing jobs to the
United States . The proposal also appears to be linked to a

separate proposal which would provide more favorable foreign tax
credit treatment of research and experimentation ("R&E") expenses.

Arguments Against the Proposal

J.. CFC royalties should be treated as active income .
—

Congress deliberately treated CFC royalties as "active" under the
1986 tax legislation because it recognized that the royalties were
a substitute for dividends and in addition could reduce foreign
tax. These reasons remain just as valid today.

2. Interest and rents are not treated consistently .
—The

proposal singles out royalties but does not change the active
treatment of CFC interest or rents. This indicates that the
proposal is linked to R&E benefits. Such a linkage is unfair,
however, where royalties are paid on intangibles which never
benefited from R&E deductions , such as trademarks .

3. Present law merely prevents double taxation .—Overall, no
taxpayer may claim a foreign tax credit higher than U.S. tax
imposed on foreign income. The proposal is another effort to
create two artificial foreign tax credit baskets, one for high-tax
income and one for low-tax income. Taxpayers will always be the
losers under such a regime, which is patently unfair doxible
taxation.
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04122.012
March 17, 1993

AVON PRODUCTS, INC.

Re: Passive Royalty Proposal

One of the Administration's revenue proposals would treat all
royalties as passive income for purposes of determining the
foreign tax credit limitation. This proposal would have a major
impact on Avon Products, Inc. ("Avon") and numerous other
taxpayers . Avon believes that the proposal will not accomplish
its intended purposes and will have a detrimental impact on
employment in the United States . Avon strongly opposes the
proposal.

Avon makes decisions to locate facilities outside the United
States primarily for business and regulatory, not tax, reasons.
However, the additional burden imposed by the Administration
proposal may force Avon to curtail its activities abroad. This
would not create more U.S. jobs, but could eliminate the jobs of
U.S. support workers including those providing services to the
foreign operations .

The Administration proposal appears to be linked to another
proposal providing favorable foreign tax credit treatment for
research and experimentation ("RiE") costs. Avon believes that
the proposed royalty rule, which would treat royalties unfavorably
regardless of whether the intangible property with respect to
which they are paid benefited from the R&E rules, is grossly
unfair.

Background

Avon is a United States multinational business primarily
engaged in the manufacture and sale of cosmetics through
independent sales Representatives to customers in their homes .

For many years, Avon has actively sought to sell products outside,
as well as within, the United States. For business reasons,
operations outside the United States are accomplished through in-
country subsidiaries of Avon which are controlled foreign
corporations ( "CFCs

"
) .

Avon is required to operate through in-country manufacturing
subsidiaries for a nximber of reasons. Firstly, Avon sells
consumer products door-to-door. Avon must have an actual in-
country presence to generate consumer demand for these products
and to be responsive as rapidly as possible to that demand.
Secondly, Avon's experience has been that cosmetics are generally
subject to very substantial tariffs worldwide. Total costs to
Avon are much lower where the cosmetics are manufactured within
the country of sale, rather than being imported into that country.
Thirdly, in some countries Avon is required by local law to
manufacture a substantial portion of the products sold through an
in-country manufacturing corporation, in some cases involving
partial ownership by local nationals.

Avon receives royalties from these foreign subsidiaries
except where prohibited by law. The royalties are paid for use of
Avon trademarks, trade names, marketing and distribution systems,
manufacturing know-how and other business systems. These
royalties are not an effort to manipulate the foreign tax credit
rules but represent the economic reality of the relationships
between Avon and its foreign subsidiaries. Indeed, the Inteimal
Revenue Service, when auditing Avon, consistently examines these
royalty arrangements to assure that the royalty rates imposed are
adequate .
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Foreign Tax Credit Implications

The royalties received by Avon from its CFCs are, under
present law, included in the general limitation, or "active,"
basket for foreign tax credit purposes. In those situations where
the royalties are not subject to foreign withholding taxes at
least equal to U.S. tax on the royalties, Avon is permitted to
credit excess foreign income taxes which Avon has paid on other
foreign income against the U.S. tax payable on receipt of the
royalties .

The royalties also have the effect in general of reducing the
foreign income taxes which are imposed on the CFCs . To the extent
that the foreign governments involved recognize the validity of
the royalties, they generally are allowed as deductions for

purposes of computing the base on which the foreign income tax is

imposed. Under the current lookthrough rules, these royalty
deductions are alloceible to the active basket since the income
generated by the royalties is sales and operating income.

Administration Proposal

As part of the revenue portion of its economic program, the
Administration has proposed treatment of all royalties as passive
income for purposes of the foreign tax credit limitation, even if
the royalties are derived from a CFC or from an active licensing
business. The effect of this proposal would be that royalties
received by Avon from its CFCs would be included in the passive,
rather than the active, foreign tax credit basket. It would no

longer be possible for Avon to offset U.S. tax on the royalties
with excess foreign income taxes paid on other foreign active
income generated by Avon. Rather, the royalties would be included
in the passive basket with other types of foreign income, such as
interest, which generally bear little foreign tax. This would
significantly increase Avon's current teuc burden.

Perceived Rationale frir arfministration Proposal

The rationale for the inclusion of this particular provision
in the Administration proposals is not entirely clear, but it

appears to be intended to make foreign operations generally less
attractive in an effort to divert employment from cibroad back to
the United States. If this is the case, Avon believes that the
effort is misguided and will likely reduce, rather than increase,
U.S. employment .

The stated rationale for the proposal, as set forth in
Summary of the Administration's Revenue Proposals 58, is as
follows:

The treatment of substantial portions of foreign
source royalty income as general limitation income for
foreign tax credit limitation purposes (under either the
"active royalty" exception or the "lookthrough" rule)
can result in a tax preference for licensing of
intangible property to a foreign person for use in
production activities abroad . ... In contrast,
royalties or other income received from the use of
intangible property in domestic production activities
are subject to full United States taxation. (Emphasis
added . )

Compare A Vision of Change for America 105:

Another set of provisions will reduce the tax
incentives for U.S. corporations to operate abroad.
These include encouraging research and development to be
performed in the United States and the related products
to be manufactured here as well .... (Emphasis added.)
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The theory appears to be that taxpayers with excess foreign
tax credits have an incentive to locate manufacturing facilities
in foreign affiliates. Royalties from intangibles licensed to
these affiliates may then be repatriated with relatively low tax
by utilization of excess credits from other foreign income.
Elimination of this incentive would encourage companies to locate
more facilities in the U.S. (Reduced deferral, another
Administration proposal, also apparently follows this rationale.)

There may be other, unstated, rationales for the proposal.
For unexplained reasons, the proposal is paired with another
proposal to provide favorable foreign tax credit treatment of R&E
expenditures. It is possible that the R&E and royalty proposals
are linked in the minds of the individuals who developed the
Administration program. For example, they may have believed that
if the cost of developing an intangible asset was deducted against
U.S. source income under the R&E rule, then royalties generated by
the licensing of that intemgible should not produce favorable
foreign teix credit treatment.

Arguments Against the Proposal

1. CFC Rovalties Should Be Treated as Active Income

The rationale for treating CFC royalties as active income is

clearly and articulately set forth in Joint Committee on Taxation,
General Explanation of the Tax Reform Act of 1986 . 100th Cong.,
1st Sess. 866 (1987) :

Congress decided to subject interest, rents, and
royalties, in particular, to look-through rules because
such payments often serve as alternatives to dividends
as a means of removing earnings from a controlled
foreign corporation or other related person. In

addition. Congress believed that interest, rents, and

royalties from controlled foreign corporations generally
should be treated for look-through purposes like
dividends from controlled foreign corporations so that
payment of the former would not be discouraged.
Interest, rents, and royalties generally are deductible
in computing tax liability under foreign countries ' tax
laws while dividend payments generally are not; thus, in
the aggregate, interest, rent, and royalty payments
reduce foreign taxes of controlled foreign corporations
more than dividend payments do. Under the foreign tax
credit system, the payment of interest, rents, and
royalties by controlled foreign corporations may,
therefore, reserve for the United States more of the
pre-credit U.S. tax on these corporations' foreign
earnings than the payment of dividends. (Footnote
omitted .

)

This rationale makes as much sense today as it did then. There is
no good reason to treat royalties from a CFC as passive if the
CFC's income from which the royalty is paid is active.

Royalties for the use of intangible property in domestic
production activities are not> subject to taxation in foreign
jurisdictions nor do they reduce foreign taxes paid for foreign
tax credit purposes. It, therefore, seems inappropriate for the
Administration to consider foreign-source royalties a tax
preference item as compared to U.S. source royalties.

2 . Interest and Rents Are Not Treated Consistently

The scune "foreign preference" arguments which are advanced to
change the treatment of royalty income could be put forward with
respect to interest and rents received from foreign affiliates .

Interest and rents , like royalties , generally are treated as
active business income in these situations to the extent that they
are paid from active income of the CFC. Like royalties, the
interest and rent payments may be allowed as a deduction by the
foreign government in computing the CFC's tax liability. However,
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there is no suggestion in the Administration proposal that
interest or rent payments be subject to the same treatment as

royalties .

This failure to treat royalties, interest and rents
consistently is an indication that a significant rationale for the
royalty proposal is its linkage with the proposed treatment of R&E
expenditures. However, any such linkage would be grossly unfair.
In Avon's situation, royalties are paid for trademarks, trade
names, and various other intangibles which do not benefit from R&E
deductions, as well as some other intangibles which do benefit.
It is clearly not appropriate to liimp all intangibles together
when most plainly do not benefit from R&E.

3. Present Law Merely Prevents Double Taxation

Amidst the discussion of supposed incentives to locate plants
eibroad, one must not lose sight of the fact that the purpose of
the foreign tax credit is to prevent double taxation of income
earned abroad. Fairness and prevention of double taxation require
the present law rules to be retained.

The foreign tax credit limitation prevents the foreign tax
credit from exceeding the U.S. tax which is otherwise payable on
the foreign income. Congress has long recognized that, in view of
this limitation and out of considerations of fundeunental fairness,
it is important as a general matter to consider all foreign income
and foreign taxes paid in the aggregate. This permits foreign
taxes in excess of the allowable limitation on one item of income
to offset U.S. tax on another item of income which was not taxed
as heavily. On the average, however, the foreign tax credit may
not exceed the U.S. tax imposed on the overall foreign income.

Of course. Congress has also recognized that there are some
anomalous situations in which the cross-crediting described above
could result in distortions . Thus , sepeurate limitations have been
provided for certain types of highly mobile portfolio passive
income, for financial income^ and for oil and shipping income.
Nevertheless, these are limited exceptions to the general rule of
cross-crediting .

Avon is concerned that the Administration proposal is just
another step, albeit a well disguised one, toward a regime in
which there are in effect two foreign tax credit baskets, one for
high-taxed income, and one for low-taxed income. The effect of
such a system would be to put taxpayers in a chronic excess
foreign tax credit situation. Taxpayers with foreign operations
would be subjected to persistent double taxation. This would
distort economic neutrality as much as any other possible regime,
and would actively discourage U.S. taxpayers from pursuing foreign
opportunities .

The "high tax basket/low tax basket" approach already has a
foothold in current law in the form of the high-tax kick-out from
the passive basket. The passive basket is intended to include
only income which has attracted low foreign tax and on which
significant U.S. tax will be payable even after allowemce of the
foreign tax credit. If however, passive income on which high
foreign taxes (in excess of U.S. tax rates) have been paid somehow
finds it way into the passive basket, the taxpayer is not
permitted to use those high foreign taxes to offset its U.S. tax
liability on the other passive income. Rather, the high-taxed
income is removed from the passive basket and placed in the active
basket, where it is more likely merely to generate additional
excess foreign tax credits, rather than to reduce the extent of
the taxpayer's double taxation. The concept of placing all
royalties in the passive basket merely because they may attract
low foreign tax is but another example of this "heads I win, tails
you lose" approach to the foreign t£uc credit limitation-
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The Treasury Department's distaste for cross-crediting is
illustrated in the Administration's proposals leading to the
enactment of the Tax Reform Act of 1986. There, the
Administration called for the foreign tax credit limitation to be
computed on a per-country, rather than a worldwide, basis. This
would prevent high taxes paid to one country from offsetting U.S.
tax liability on income from another country where lower taxes
were paid. The President's Tax Proposals to the Congress for
Fairness. Growth, and Simplicity 389 (May 1985). Fortunately, the
Congress refused to enact a per-country limitation. The current
Administration's proposal on the taxation of royalty income would
have no less an adverse effect on Avon.

4. The Proposal Will Not Create More U.S. Jobs

The proposal appears to contemplate that U.S. multinational
companies will carefully weigh the effects of the foreign tax
credit in making decisions as to whether to locate additional
manufacturing facilities in the United States or abroad. Avon
believes that if this rule affects decisions to transfer
facilities abroad, it is at the margin and the effect is far
overstated.

In Avon's situation, the necessity of placing some
manufacturing facilities abroad is driven by economic and
regulatory factors, including the need to establish a presence in
the foreign market, high tariffs on cosmetic products imported
into that market, and local laws on organization and ownership of
entities doing business in the foreign country involved. None of
these factors would change in the least if the Administration
proposal were adopted; the only effect would be a significant
increased tax burden on Avon.

5. Any Incentive To Locate Abroad Is Diluted
bv the Withholding Tax on Dividends

As noted eibove, in Avon's situation decisions to locate
plants abroad are made for non-tax reasons . There may be some
other taxpayers who are influenced in some degree by foreign tax
credit considerations. Avon believes, however, that the effect of
the proposal even on these other teucpayers has likely been greatly
exaggerated.

It would not be sound business planning to base fundamental
capital investments on a series of foreign tax credit rules which
are changed in important ways every few years. However, even if
the royalty rules of current law would provide an incentive to
some taxpayers to locate plants abroad, that incentive is greatly
diminished because location of a plant abroad results in
imposition of withholding tcixes on dividends, an additional
expense not incurred within a U.S. affiliated group, which at
least partially offsets the tax advantages associated with the
royalties .

In a case where a U.S. multinational company decides to build
a plant in the United States, the^ operations of that plant will be
included within the U.S. company's consolidated federal income tax
return. If the plant is owned by a subsidiary, dividends paid by
the subsidiary to the parent corporation will be eliminated in the
consolidated return and will not be subject to U.S. income tax.

If, however, the U.S. multinational locates the plant abroad,
dividends paid by the foreign subsidieury will be subject to
withholding tax by the foreign government in whose country the
foreign subsidiary is located. This tax will typically be at
least 5 percent of the amount of the dividends if a tax treaty
applies . This is an additional tax which would not have been
incurred had operations been located in the United States. The
dividend withholding tax may considercibly reduce the tax
incentive, if any, to locate the plant abroad.
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6. The Administration Proposal Will Reduce U.S. Jobs

Certainly in Avon's situation, there is not one U.S. job that
would be saved by enactment of the Administration proposal. Some
of Avon's manufacturing operations are located in foreign
countries. It is not possible to manufacture all our products in
the United States since we must be responsive to local markets,
avoid prohibitive foreign tariffs on imports of the finished
products, and comply with certain foreign laws (which require a
substantial pozrtion of products to be manufactured locally) .

Importantly, none of these products are manufactured abroad for

import to the United States .

If the Administration proposal is enacted, it will add a

significant cost to Avon. In some cases, this additional cost
will make the risks of the foreign operation unjustifiable. Avon
would then be required, not to move the operations back to the
United States, but to close them down. This would create no U.S.

jobs and, in fact, could eliminate significant support jobs in the
United States including those related to the foreign operations.

Possible Alternatives

Avon recognizes that there is a concern over jobs in the
Administration proposal which the Administration is anxious to
address . Avon suggests that that concern is more properly
addressed by a "runaway plant" concept. That is, where a CFC
manufactures products abroad which are imported into the United
States, it might be appropriate to curtail the benefits of

royalties paid by that CFC. This concept has been proposed for
some time in connection with restrictions on deferral .

(
See , for

example, S. 26, introduced by Senator Dorgan, which would end
deferral for runaway plant income and put such income in a

separate foreign tax credit basket.)

However, even in this situation, care would have to be taken
where multinationals are, for reasons of economic efficiency, not
trying to export U.S. jobs but are simply manufacturing some
products in the U.S. for worldwide distribution and other products
abroad for worldwide distribution. Rules recognizing exceptions
where such arrangements are economically justified, or at least
allowing U.S. exports to be netted against any U.S. imports before
determining that goods are being manufactured abroad for import
into the United States under this rule, would be essential.

A second alternative, to the extent that the rationale for
the Administration proposal is a linkage with the R&E proposal,
would be to apply the Administration proposal only to royalties
generated by intangibles which benefited from the deduction of R&E
expenses in the United States . This would prevent the application
of the rule to royalties for the use of trademarks and trade
names , as well as most non-manufacturing intangibles . That would
be a much fairer rule than the crude categorization of all
royalties as passive as proposed by the Administration.

A third alternative, if the royalty rule is viewed as some
type of unjustified double benefit when combined with the R&E
sourcing rule, would be to permit taixpayers to elect to forgo the
benefit of the R&E sourcing rule and retain the benefit of present
law with regard to royalty characterization.
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sJB PitneyBowes
Chairman of the Board

and President

April 1, 1993

The Honorable Donald W. Riegle

United States Senate

105 Dirksen Senate OfiBce Building

Washington, DC. 20510

Dear Senator Riegle:

As an employer of nearly 350 people in the state ofMichigan and 24,000 in the United

States, Pitney Bowes would like to express its concerns regarding President Clinton's deficit

reduction package, which includes various proposals to increase corporate taxes. Several

of these proposals are counter-productive to their desired outcomes of economic

stimulation and job creation.

Corporate Tax Rate Increase

The President's proposed two-percent increase in the corporate tax rate will severely

penalize U.S.-based publicly held companies. The performance of such companies,

evaluated based on earnings per share (EPS), must be continually improved in order to meet

shareholder expectations. Even a small reduction in EPS can significantly depress a

company's stock price and ability to compete globally.

Because a two-percent tax increase would result in a significantly higher tax charged against

current-year earnings, it would result in an immediate and substantial decrease in EPS

performance. To mitigate the impact of the higher corporate tax rate, publicly held

companies will be forced to reduce all controllable expenditures including employee

headcount, workforce training, research and development, and investment in new

equipment.

Instead of increasing corporate tax rates, one option would be to not enact into law the

proposed temporary investment tax incentive for large business. From Pitney Bowes'

perspective, in light of a corporate tax rate increase, the proposed investment tax credit

would not provide sufiBcient economic incentive to increase spending on equipment. In

fact, to offset the negative impact on earnings of a corporate rate increase, Pitney Bowes

would be forced to reduce its investment in new equipment.

Royalties Sourced as Passive Income

President Clinton's deficit reduction package contains a proposal which includes royalties in

a separate passive basket for foreign tax credit purposes. We urge the President and

Congress to not make piecemeal changes to U.S. international tax policy. Instead, the

foreign tax credit system should be reviewed comprehensively in the context of

World Headquarters Stamford. CT 06926-0700 203 351-6486
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p Pitney Bowes

April 1, 1993

Page two.

international tax reform. In order for the United States to regain its economic strength and

viability, it must be able to compete in a global economy. Our current tax system places

American companies at a disadvantage compared to their foreign competitors, and

comprehensive changes to the system should be made to eliminate these competitive

disadvantages.

The current U.S. foreign tax credit system exposes U.S.-based multi-nationals to double

taxation oftheir foreign earnings by requiring companies to allocate and apportion U.S.-

incurred expenses to foreign source income. As a result, U.S. companies receive a smaller

foreign tax credit, and are thereby in effect denied a portion of their deductions for interest,

salaries, taxes, accounting and other expenses. This restricts the ability ofU.S. businesses to

compete globally with foreign-based multi-nationals, and discourages U.S.-based companies
from repatriating foreign-source income to the U.S.

The current treatment of royalty income is one ofthe few adjustments in the foreign tax

credit system which helps U.S. companies offset these harsh and unfair expense allocation

rules. This treatment enables U.S. companies to bring foreign-source income back to the

U.S. while minimizing double-taxation of these funds.

The President's proposal, if implemented, will make it more difficult for companies to

repatriate foreign-source income without double taxation. This will even further discourage

companies from repatriating funds which are currently invested outside of the U.S.

The government should instead make it easier for companies to repatriate these funds, which

would be used to invest in jobs, training and technology here in the U.S. We feel that

companies should be permitted to place all foreign dividends in a separate basket to which no

expenses would be allocated. This would permit U.S.-based companies to repatriate foreign

earnings without exposing them to double taxation.

Other Proposals

We strongly support proposals which would permanently extend theR&D tax credit and

which would allocate 100 percent ofU.S. R&D expenditures to U.S. -source income. Both

of these proposals will help provide increased incentives for conducting R&D in the United

States.

Thank you for your consideration of our concerns.

Sincyely.

^6Mig». Harvey f
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\Nm. WRIGLEY Jr. Company
Offict Of THf raiiiotNi

w»iGifr aunoiNG • <io n. Michigan AvfNuf • Chicago. aiiNOis 6O611 • iikphoni ttt ?i2i

April 2, 1993

The Honorable Daniel Patrick Moynlhan, Chairman

Senate Finance Committee

United States Senate

464 Russell Senate Office Building
Constitution Ave. between Delaware Ave.

and 1st N.E.

Washington, D.C. 20510

Dear Mr. Chairman:

This letter is to express objection to the Treasury Department

proposal to effectively increase the taxation of foreign royalty income by

treating it as "passive" income. I hope that you, as Chairman of the

Senate Rnance Committee, will consider my views and those of other

businesses and reject this ill-conceived aspect of the Treasury tax

package.

The effect of the Treasury proposal on the Wm. Wrigley Jr.

Company and many other businesses will be detrimental, and I would

urge you and the other members of Congress to consider the following

points:

• The Treasury proposal has been defended on the grounds that

it will encourage U.S. companies to export goods rather than

to produce abroad. Unfortunately, for many food companies
our products cannot be exported from the U.S. and still

compete effectively in foreign markets. Barriers like freight and

duty costs, product spoilage, and local import restrictions make
it mandatory either to produce in foreign markets or not

compete. In a business like ours, we can maximize U.S.

income by licensing trademarks and know-how to wholly-owned

foreign manufacturing subsidiaries and repatriating royalties to

the parent company in the U.S.

• Royalties received by companies like ours contribute

significantly to reduce the U.S. balance of trade deficit. Last

year in our company, we generated a net positive U.S. balance

of payments totaling $121 million, including a contribution of

$21 million in royalties from our foreign subsidiaries. Increasing
the tax cost of repatriating these royalties will only lead

companies to shelter that income.



268

• The flow of income to the U.S from foreign subsidiaries creates

many U.S jobs that would not otherwise exist. In the food

industry this is especially true in areas like research,

engineering, and in the exporting of production equipment and

ingredients to foreign subsidiaries.

• Increasing the U.S. taxation of foreign royalties is a disincentive

to U.S. companies to compete abroad. In 1992, our company
paid 38.4% in taxes on foreign earnings, a rate that would
increase to 43.8% under the Treasury proposal. Increasing the

tax burden on foreign earnings, whidi in our case is already

higher than the U.S. corporate rate, makes it less likely that

U.S. companies will continue to expand into new foreign
markets. It would also reduce our competitiveness in existing

foreign markets.

• The full effect of the Treasury proposal on many companies
apparently has either been misunderstood or underestimated.

iOur projections show.that the cost to our company of the

royalty taxation proposal will be twice as great as the cost of

increasing the corporate tax rate from 34% to 36%. An
earnings reduction of that magnitude will have an extremely
detrimental effect on the individuals and institutions that rely on
the dividends and value created by the ownership of stock in

U.S. firms. That in turn will be harmful to the U.S. economy.

In summary, I urge you to oppose the Treasury proposal on
royalties when it is considered by your committee. And thank you for

considering our views.

Sincerely yours.

d: L^
William Wrigley

WW/ch
cc - Members of the Senate Rnance Committee:

Hon. Max Baucus Hon. Bob Packwood
Hon. David L Boren Hon. Bob Dole
Hon. Bill Bradley Hon. William V. Roth Jr.

Hon. George J. Mitchell Hon. John C. Danforth
Hon. David Pryor Hon. John H. Chafee
Hon. Donald W. Riegle Jr. Hon. Dave Durenberger
Hon. John D. Rockefeller IV Hon. Charies E. Grassley
Hon. Tom Daschle Hon. Orrin G. Hatch
Hon. Kent Conrad Hon. Malcolm Wallop
Hon. John Breaux
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M. AVERY
,' DENNISON

Charies 0. Millef 150 North Orange Grove Boulevard

Chairman and Pasadena. Calitorma 91103

Chief Executive Officer Phone 818 304 2000

FAX 818 568 0588

April 28, 1993

The Honorable Donald W. Riegle, Jr.

United States Senate

Dirksen Senate Office Building
Room 105

Washington, D.C. 20510

Dear Senator Riegle:

I am writing to you to express my deep concern over the tax treatment accorded

royalty income under the Clinton Administration's Economic and Deficit

Reduction plan. There is little question that the provision to place royalty

income in a separate passive basket for foreign tax credit purposes will have the

effect of jeopardizing investment in the United States. A corollary to this is

likely to be an expansion of investment abroad with job creation outside of this

country. That is contrary to what I understand is the avowed purpose of the

Administration's plan. I would like to explain how this provision would affect

Avery Dennison's operations.

Avery Dennison has no choice but to manufacture where its markets are

located. Being customer focused with speed in delivery a competitive necessity,

Avery Dennison could not compete globally unless it manufactures where its

customers are based.

Since our customers are primarilyin developed countries, our manufacturing
facilities principally are also located in developed countries. The tax rate that

Avery Dennison's foreign subsidiaries incur offshore are generally equal to or

greater than the U.S. tax rate.

If the provision to treat royalty income as separate passive basket income were

adopted, Avery Dennison would not be able to repatriate earnings from foreign

subsidiaries without severe incremental tax cost. Any dividend payments would
be taxed in the United States without the benefit of offsetting the U.S. tax cost

by crediting foreign taxes paid in earning the income. Thus, the dividends

would be subject to double taxation.

Given this, Avery Dennison, which has repatriated substantial sums to the

United States these past few years, would be forced to accumulate these

earnings offshore rather than suffer the cost of double taxation through

repatriation. Avery Dennison would seek to employ the funds in its operations.

The funds would be located outside the United States. Avery Dennison would

have to consider transferring functions offshore in order to utilize these trapped

funds.
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All of the alternatives which come to mind have the effect of increasing

employment outside the United States at the expense of domestic employment

opportunities. We believe that this is contrary to the Clinton Administration's

objectives.

Thank you for your thoughtful consideration of this matter which seriously

affects Avery Dennison, its shareholders, and employees.

Sincerely,

(2SMlSi^^^
Charles D. Miller

CDMrpvs

Lester M. (Les) Alberthal, Jr.

Chairman of the Board

President and Chief Executive Officer

EDS

April 27, 1993

The Honorable Donald W. Riegle, Jr.

United States Senate

105 Dirksen Senate Office Building

Washington, DC 20510

Dear Senator Riegle:

I would like to express my concern that the royalties provision of the President's eco-

nomic package coidd have a serious negative effect on companies in the information tech-

nology services industry. The provision would classify royalty income associated with

foreign operations as passive income for tax piuposes. This would penalize companies
that must license software to their subsidiaries in order to provide information technol-

ogy services to customers located outside the United States.

I believe that this provision may have been driven by a misunderstanding of the way in

which many multinational companies do business. The software that EDS licenses for

use by our subsidiaries is central to our active business operations. A large majority of

this software is developed and owned by EDS in the United States. We cannot, however,

provide service to customers in other countries without the ability [t use our software

where our customers are located.

If EDS' royalty income is classified as passive income, the effective tax rate on our foreign
income will increase substantially. This will make it more difficult for EDS to compete in

a global economy. It will provide an incentive for U5. companies to develop software

outside the United States and wiU lead to a reduction in US. jobs and royalty income.
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I realize that the devdopment of tax legislation is not easy. 1 applaud the efforts of the

Administration to reduce the deficit and promote increased economic development.

However, I believe that this particular provision is contrary to good tax policy and that it

will undermine the economic goals that theAdministration hopes to achieve. I hope that

you will be willing to work with EDS and other multinational companies to resolve the

problems that this proposal would create.

Sincerely,

Q^>
LMAJr/mkl

Praxair, Inc.

39 Old Ridgeburv Road
Danburv.CT 06810-5113
Tel (203) 794-4820

John A. Clerico

Vice Presideni, Treasurer and

Chief Financial OITicer

May 19, 1993

Sharon B. Heaton
c/o U. S. Senator Donald W. Riegle, Jr.

U. S. Senate

Washington, D. C. 20510

Dear Ms. Heaton:

In his February address before Congress, President Clinton correctly stated

that the private sector is the engine of economic grovy^h in America. He added
that "our immediate priority is to create jobs." The President's economic proposal
contains some worthwhile recommendations. However, the change in taxing

earnings of our foreign subsidiaries is particularly punitive. If enacted, this would
stifle growth and sacrifice American jobs. I want to bring this to your attention,

given your expertise with tax legislation.

I am John Clerico, the Chief Financial Officer of Praxair, Inc. Praxair is a

leading producer of industrial gass in the North and in South America. We employ
over 4,000 in the United States and have, facilities in your state.

We are particularly concerned with the international tax provision cutting

back on the deferral on foreign earnings. I oppose the proposal to accelerate the

U.S. tax on foreign earnings generated by a foreign subsidiary in the conduct of an

active trade or business before such earnings are received by the U.S. entity. It is

my understanding that this provision was included in the package to prevent the

movement of U.S. plants offshore. However, this provision targets more than

companies moving plants abroad. The provision adversely impacts all U.S. based

companies that do business overseas. This result is particularly damaging since

the proposal has no impact on our foreign-based competition.
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A general premise of this tax proposal is that companies locate their

operations overseas for tax reasons. However, in virtually all cases, companies
locate operations abroad for business reasons and not for tax reasons. In my
industry, the Industrial Gas business, we make products overseas because that is

where our customers are. Our products (oxygen, nitrogen and argon) cannot be
exported economically. We must source overseas to remain viable. To now tax
these foreign earnings before they are returned home to the U.S. would deprive us
of badly needed capital to grow our business both here and abroad. This tax

change would handicap our ability to compete with foreign-based companies who
are also making product in the U.S. By being a worldwide company we create jobs
for Americans because much of the design and manufacture of our overseas plants
occur in the United States. High quality supervisory, administrative and

engineering jobs supporting our foreign expansion are usually located in the United

States. Any cutback in deferral will reduce the profitability and market share of

U.S. based firms, which will impede exports from the United States.

In addition, this proposal is contrary to the tax principle applied to U.S.

shareholders of U.S. corporations. It is prejudicial in that it levies the U.S. tax on

foreign income of a foreign entity without giving U.S. recognition to foreign losses

of such foreign entities. It imposes a U.S. competitive tax burden on foreign

operations when there is a capital need for retained earnings in countries which
have a lower effective income tax rate than the U.S. On the other hand, existing
law does provide adequate protection of the U.S. revenue through Subpart F as to

passive income generated abroad, which might not be repatriated to the U.S. so as

to avoid U.S. taxes.

in assessing the effects that a cut-back in deferral on U.S. businesses

operating abroad might have, the experience of the financial service industry
should be heeded. The 1986 Tax Reform Act repealed deferral for financial

services companies. A study engaged in the financial services industry abroad
indicate that the effect of repealing deferral has been to cause a sharp reduction in

retained earnings to pay the U.S. tax, thereby placing those companies at a

competitive disadvantage relative to foreign-owned companies in the same market.

Finally, this proposal applies to prior year accumulated earnings and assets.

For example, a company can have losses in ail years after enactment and still be

subject to the tax. It can have no new investments in passive assets in all years
after enactment and still trigger the tax. In this respect, the proposal constitutes

an unprecedented departure from any existing provision of the Internal Revenue
Code. Never in the history of the income tax law has the Congress imposed such
a tax upon pre-enactment year earnings.

in conclusion, as you can see tb'S proposal will not discourage runaway
plants. It will have a negative impact on U.S. competitiveness. As a result, if this

proposal is enacted U.S. jobs will be lost not created. I hope you see this as an
anti-business tax proposal.

I would be happy to answer any questions you may have in regard to this

matter.

Sincerely,
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The Dow Chemical Company
Midland. Michigan 48674

The Honorable Donald W. Riegle, Jr.

105 Dirksen Senate Office Building

Washington, D. C. 20510

Dear Senator Riegle:

I would like to express the concerns we at The Dow Chemical Company have

regarding the Administration's proposal to treat royalty payments as passive
income for foreign tax credit purposes. We believe the proposal would levy a

significant penalty on the foreign operations of U.S. chemiccil companies.

Overall, the royalty proposal penalizes U.S. firms practicing U.S.-developed

technologies overseas to compete in global markets. The chemical industry is a

worldwide market. Of the world's largest chemical companies, for instance, the

largest U.S. companies rank fifth and sixth. Chemical manufacturers must locate

plants in local markets in order to expand their presence and broaden the mix of

products offered to customer. Many of the products we manufacture cannot be

transported long distances in a cost effective maimer. Often, if a chenucal

company does not have a plant near the foreign customer, it will not be able to

sell its products in that market. Our data proves this foreign production
increases exports in support of U.S. production and jobs.

The chemical industry exports over $44 billion with a favorable balance of trade

of $16 billion. Dow's comparable numbers are $1.3 billion and $0.7 billion,

respectively. Changing the current treatment of royalties penalizes Dow and
similar compaiues in this activity. It will therefore impede the growth of high-

qucdity U.S. jobs. The enclosed paper discusses this issue in further detail with

the use of Dow-spedfic data.

We encourage Congress to eliminate the royalty proposal from the budget
reconciliation legislation. We believe the effect of this provision runs counter to

the President's stated objective of creating jobs emd making the U.S. more

competitive in high-technology industries. Th«mk you for considering our

concerns.

Sincerely,

aJ.iwf^r
Frank P. Popoff
Chairman and Chief Executive Officer

FPPrfer

Enclosure
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BENEFITS TO THE DMITED STATES FROM NOM-U.S. CHEMICAL

MANUFACTURING

The chemical industry is one of the most global of all

industries. It is highly competitive and made up of large,

well financed companies. Of the ten largest chemical

companies, only two are domiciled in the United States,

ranking fifth and sixth in size. The U.S. chemical industry

has historically been a major exporter, and it was the

largest U.S. exporter in 1992.

The chemical industry produces through a highly integrated

network combining world scale plants with other, smaller

facilities. Plants are built where the cost of supplying

customers is lowest. In most cases, this means plants are

located in manufacturing complexes either close to the

source of raw materials or close to the customers. The key

factors of production that have the most influence on

location of chemical plants include transportation costs,

tariff and nontariff barriers, the ability to provide

service (including "just in time" delivery and technical

support) , and the need to reap economies of scale. Since

these factors of production are equally available to all

competitors, companies have little choice as to where they

will build their plants. Not locating in a particular

market often means abandoning that market.

For example, STYROFOAM*! used for insulation is very light

but bulky. Transportation costs are high in relation to the

1*Trademark of The Dow Chemical Company
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value of the product, and it therefore must be manufactured

close to where it will be used. S/B latex is another

example. This product is used in a wide variety of

industrial applications, from carpet backing to paper

production. The finished product contains a significant

amount of water, and therefore the product cannot be

economically transported very far. In addition, the product

requires continuous technical support and individual

customer design and manufacturing. As a result the product

must be produced close to the customer. A substantial

percentage of Dow products face similar economic factors.

Chemical industry investment in foreign manufacturing plants

is beneficial to the U.S. economy in several respects.

First, exports are increased. This relationship is clearly

shown by individual company data and that of the industry as

a whole. For example, as is shown by the attached graph,

Dow's exports from the U.S. increased as it opened non-U. S.

manufacturing facilities. That increase is fastest when a

company first opens foreign plants, but continues even as

its foreign manufacturing sites mature. For the industry,

in 1989 exports by U.S. parents to foreign affiliates

exceeded imports by $7.1 billion.

The increased exports resulting from investment in foreign

manufacturing sites is due to" a variety of factors

including: (1) production specialization: the most

sophisticated products are produced first in the United

States where the research base is, and exported to foreign

affiliates and their customers; without the foreign

manufacturing sites and the relationships formed because of

them, those exports would not be possible; and (2)
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intermediate materials are produced at world scale plants in

the United States and exported to foreign affiliates for

further processing.

Second, U.S. research and administrative jobs are increased.

A world-wide manufacturing and sales base increases the rate

of return on investments in "headquarters" intangibles such

as research and development, marketing, and administrative

infrastructure. Absent the world-wide manufacturing and

sales bases, rates of return on these intangibles would be

lower as would companies' investment in them. For U.S.

multinationals that investment takes place primarily in the

United States, and a reduction in the amount invested would

translate directly into a reduction in the amount of high

quality jobs located in the U.S.

For these reasons, foreign manufacturing is extremely

beneficial and necessary to the creation of jobs in the

United States and to a favorable U.S. balance of trade.

Increasing the tax rate on royalties will increase the tax

rate on foreign manufacturing operations by 5 percentage

points. U.S. companies already pay tax on non-U. S. income

at a rate 4 to 10 percentage points higher than that paid by

our foreign competitors. This competitive disadvantage can

be expected to reduce the amount of such operations, with

the direct result of lower exports and fewer jobs in the

U.S.
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PREMARK
IN11ERNAIIONAL

lL.1

Miy3, 1993 70»40MJOO

The Honor^e Vayd M. Benticn

SecnUiy of tfas TicHuy
Mjun TrcMUiy - Rcon 3300

1 SCO Pennsylvtnia Avenue, NW
Wuhaigton,D.C. 20220

DearMr. Seontiiy:

We would like 10 jota the many other muldiutktnal c<»ipiniet «rf»

Adanniitntian's |Hupoul to treat tctive bnaneii reyiltles fiwa our foidgB memiftcturing

•obiidiiriea as peuive ftnr purpoiet of ealculeting our U.S. fbreign tn credit.

We believe thee thU pfopoMl not onfy repieients UBiound tix poliqr« init would be

oouitterproducthretotheAdministnttion^deiiretoexeattitiUe,higIwpqdngU.& Thit

prevuMo w91 diMounge our rapatriuloo offbraigB dMdend* and main U.& GOBip^^
Gonqcdtive b the ^obal markeqdace where they eompete wkh compaaiei lUtt rind^
bytUipropoieL

Pranaik^ Ttippcrwaie and Food Equi|mMm iBBmiftetureii, idU or dlatiftutee pfodoola foo^
SO coantrtee throughout the world. ThedecUk>ntoloG8taftcilideaautBdetheU.S.i8done

esaeatiaUybecttueofrequiradprDidiidtytoourniatfceis. Inflwt.noneofPreniark'ifbraigD

aonuftctuiingtakea place in tax haven ^idictkni.

Aa you are aware, the Intenial Revenue Code^ Tfoawiy resoJalioni and IRS cnfiiiGBOient of

these proviidona haM togdfaer lorvad to bring iJMut a algi^eatt iaercaae In rayaUea eondiig

faito the United States. We view this uveiy positive for the U.S. The ftct that reyaltlee have

htcreaaed should not be viewed as ah oppottuoity to impose higher taxes oa dividend Ineome.

In summaiy, ifenacted, this proposal would enoounge companies to signifleaotly raduoe

repatriadon oftheir oveneas eandnp which it cicaiiy contrvy to this Admfaiistiitioo's oIj^^
on U.S. jobs and technological leadenUp. Aoeordingly.wercspectinllyufBeyoutOfeeQnsider

your aipport thr tiM royalty propoaaL

Venf truly yours,
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Prepared Statement of Carlos Romero-Barcelo

Mr. Chairman and Committee Members, good morning.
I appear before you today as Puerto Rico's sole elected
representative to Congress and on behalf of 3.6 million American
citizens who reside in my district, Puerto Rico. Mr. Chairman, I

represent 6 times more Americans than any other Congressman and
more Americans than a majority of your fellow Senators. But,
unfortunately, they are all disenfranchised Americans.

I have already testified before the House's Ways and Means
Committee concerning President Clinton's proposed changes to the
tax credits provided by section 936 of the Internal Revenue Code.
I fully supported the President's efforts to reduce the deficit
and his proposed Economic Stimulus Program. Nevertheless, I
think that the issue raised by the changes to the 936 credits
require careful analysis and certain modifications for the
following reasons:

1) For the first time in history, federal taxes will be
collected from income generated in Puerto Rico,

2) Puerto Rico has traditionally been excluded from or
underfinanced in many federal programs because Congress and the
Executive Branch have pointed out that the island does not pay
income taxes to the Federal Government from income derived in
Puerto Rico, and that income taxes were the source of financing
for the different programs. For example, Puerto Rico has only
token participation in the Medicaid program. We receive only 79
million dollars, whereas we would receive over one billion
dollars if we were treated as a state.

3) Section 936 has been very inefficient in creating jobs, and
its benefits, although entrenched and intertwined in Puerto
Rico's economy, do not provide a firm basis for sound economic
growth, and may actually be inhibiting our economic progress.

And beyond those reasons, there is a very serious policy issue
that must be addressed: Is it fair and healthy for a society to
exempt the wealthiest corporate citizens from payment of income
taxes and thereby create an undue tax burden upon the less
affluent middle and working classes?

Allow me to explain the factual basis for the reasons I just
enunciated.

Puerto Ricans, as you known, do not pay federal income taxes
because the President and Congress have seen fit to forego
collection of taxes on income in Puerto Rico, probably based on
the fact we are disenfranchised and deprived of voting
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representation in Congress. Consequently, corporations engaged
in business in Puerto Rico, which are subsidiaries of mainland
corporations, are also exempted from federal taxation. However,
other federal taxes do apply to Puerto Rico, including, among
others: excise taxes, social security and unemployment taxes. In
1990, the IRS collected almost 1.9 billion dollars in federal
revenue from Puerto Rico.

Because of the 100% tax-credit, Puerto Rico, throughout the
years, has been classified and conceived of as a "Foreign
Investment Area" by the U.S. Treasury and by investors. This
designation, maintained because of section 936, has actually hurt
the Puerto Rican economy since the island is excluded from
considerations involving domestic investment and future
expansions.

As a result of being identified as a foreign investment are,
mainland corporations do not consider Puerto Rico in their
domestic investment strategy and thereby overlook the island at
the moment when critical investment and financial decisions are
made.

Similarly, federal government decisions often overlook the
island. For exeunple, the President's economic recovery plan
excludes Puerto Rico in certain areas by virtue of Puerto Rico's
different fiscal relationship to the federal government. This is
so in the case of increased 'income tax credits, since these
benefits to wage earners in the 50 states are inapplicable in
Puerto Rico, just as increased SSI allocations will be irrelevant
to my constituents, because this program has not been extended to
apply in Puerto Rico. The reason — we do not pay federal income
taxes. The workers and the poor are punished as the wealthiest
are rewarded.

Therefore, when considering that the Administration is seeking to
collect revenue from Puerto Rican sources, applicability of
federal programs to Puerto Rico cannot be overlooked, and this is
the time to make those decisions. Particularly in view of the
fact that the Administration's proposed changes to section 936
would give the Treasury an estimated 7.2 billion dollars in a 5-
year period. $7.2 billion it would not otherwise receive. The
Congressional Budget Office estimates are even higher, predicting
$8.3 billion in tax revenues collected from up-to-now tax exempt
corporations in Puerto Rico.

Thus, given the unprecedented fact that the federal government
will, in all probability, collect significant income tax revenues
from Puerto Rico, it follows that the island should receive
adequate compensation for the new tax burden that is being
imposed on it. We are asking for equal treatment, at least, in
all health services related programs like Medicaid, specifically
in Medicaid and the President's new health care reform proposal.
This decision must be made now.

This Committee has jurisdiction over the 936 tax-credit issue and
the funding of Medicaid and the new health care plan to be
presented to Congress by the President next month. On the 936
tax-credit issue there are at least three proposals on the table:
1) the President's recommendations which could raise $7.2 billion
during the next 5 years, 2) my proposal to increase the wage tax-
credit to 100% of payroll, which with certain modifications could
raise an amount less than but not too far from the President's
goal, and 3) the proposal which is being made today by the
Governor of Puerto Rico, reportedly proposed and sponsored also
by the 936 tax-exempt corporations, which according to press
reports, would raise about half or less than the President's
goal.
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I have been asked to support the proposal to be presented by the
Governor, which I have not yet seen or discussed with him. In
analyzing any proposal, I must consider that I was elected to
represent the people of Puerto Rico, not the interests of tax-
exempt corporations.

If their interests coincide with those of my people, then I

support then, otherwise no. If the Governor's proposal can get
more benefits for the 936 tax-exempt corporations, than from
those proposed by me, I would support the Governor's proposal
subject to the following:

First , that the White House and the leadership in the Senate and
the House meUce the policy decision to treat Puerto Rico as a
state in the Medicaid program and the new health care plan to be
approved .

We must recognize that we cannot "have our cake and eat it too".
The economic benefits to Puerto Rico in terms of health care jobs
created and economic stimulus generated by the extension of full
health care benefits to the American citizens in the island would
be very significant.

We would be doing a poor service to the people of Puerto Rico and
the Nation if our people were to be denied equal benefits and
services in health care, based on the argument that the Federal
Government gave up too large an amount of tax revenues in order
to appease the demands of tax-exempt corporations.

Second . I would support the alternate tax-credit option to reduce
the existing 936 tax-credit by 10% per year, only if the
alternate tax-credit option is extended to continue at a 10%
annual reduction until it is eliminated. In other words,
establish a complete phase-out of the existing 936 tax credit
which has been proven to be inefficient and too expensive as an
incentive to creation of new jobs.

Let me tiirn now to a discussion of the impact of section 936 in
Puerto Rico's economy and try to separate reality from fiction.
Individuals and institutions which have vested interests in the
corporations who benefit from the 100% tax credits provided by
section 936 have created a hysteria on the island by predicting a
total collapse of the Puerto Rican economy, multiple shut-downs,
mass exodus of manufacturing plants and tens of thousands of
unemployed if the changes proposed by President Clinton are
adopted.

I understand, to some extent, their zealousness in protecting
their special tax breaks, which amount to over 1.3 billion
dollars per year. Any sector in the community which was asked to
pay over one billion dollars a year would certainly put up a

fight.

However, what this Committee, this Senate and the Administration
must understand is that most of the assertions and the hysteria
created by the so-called 936 corporations, the banks which handle
their deposits at lower rates because of the tax credits, their
lobbyists and the multi-million dollar propaganda, are gross
speculations and exaggerations not supported by facts. All you
have heard and will hear from them is that if their tax credits
are reduced as proposed they will shut-down and leave Puerto
Rico, relocate to a foreign country and stop buying goods from
your states.
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You will hear conclusions based on assumption which are not

proven. AsJc then for specific facts, not at the industry level,
but on a coopany-by-company basis. Ask each company - What was
their net income in Puerto Rico during last year? Multiply that
income by 36% and you will have the amount of taxes each
corporation would pay in any of the 50 states. Then ask them
what their payroll was during last year and multiply that amount
by 65% or by 100% (as I have proposed) , and you will have the
amount of the tax-credit to be deducted from their tax. When you
do this exercise, you will find that a majority of the now tax-
exempt corporations will not pay any federal income taxes, many
others will pay only 25% or less of what they would pay in any
state. The irony of the existing 100% tax-credit is that the
ore money they meUce, the lower is the proportion of the dollar
expenditure in wages to net income and the lower the tax credit
would be under the President's proposal. See Exhibit One.

However, a 25% tax-credit is still a substantive incentive to
invest. Particularly if wages, as happens in the case of Puerto
Rico, are lower than in the other states of the Union and the
workers are more productive, as is the case in Puerto Rico.
Section 936 has been portrayed by its beneficiaries as the
foundation of the Puerto Rican economy, even though jobs
generated by companies which benefit from 936 credits have
remained at a virtual standstill for the last ten years. As a
matter of fact, the percentage of manufacturing jobs in Puerto
Rico, in relation to all jobs, has been steadily decreasing for
the past decades. It has decreased from 19.3% in 1972 to 16.8%
in 1992 (See Chart /4, Exhibit One).

The companies that generate about 15% of the jobs created by the
936 tax beneficiary companies enjoy about 60% of the total tax
breedcs under this section. The more revenues they make, the
lower their payroll in relation to their benefits. Therefore,
they will criticize and fight against wage tax credits in lieu of
the 100% income tax credits they now enjoy because they will have
to pay some taxes they do not pay under present law. However,
the fact that they will have to pay some taxes does not
translates into closing-up or reducing operations in Puerto Rico.

In addition, it is repeatedly asserted that earnings generated by
section 936 companies, the so-called "936 funds", are an
indispensable money supply for loan demands on the island. This
assertion cannot be further from the truth. What about the 50
states of the Union? Do they have 936 funds? Where does the

money come from? Cannot money come from the same place in Puerto
Rico as in the 50 states of the Union?

Do the 936 funds provide lower credit rates to the people of
Puerto Rico? NO — the cost of credit to the average citizen in
Puerto Rico is higher than in the mainland. This is evidenced by
interest rates in conventional mortgage loans, auto loans and
credit-card rates. Exhibit Two shows indexes obtained just last
week from local and national newspapers which compare mainland
and insular rates.

As we can see, in the states of the Union, where there are no 936
funds, interest rates to the average citizens are lower than in
Puerto Rico, which has 936 funds. An explanation for this
apparent contradiction may be found in the way that 936
investments, from qualified passive income, impact the local
financial scene. Many 936 companies concentrate exclusively in
short-term investments that do not have a long-lasting effect
that would benefit the island's economy.
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In certain circumstances, 936 investments actually hurt average
citizens by depriving them of certain investment tools. Such is

the case of the Ginnie-Maes, where the 936 lower interest funds
are used to buy, in block, the higher interest paying Ginnie-Mae
bonds which then become unavailable to middle-class citizens,
such as elderly retirees and widows who seek safe investment
instrviments with good tax-exempted returns.

From the consumer's perspective, the vast amount of low-cost 936
funds available to the banks has affected the available banking
services. Section 936 may be directly linked to the recent
reduction of bank competition wherein two major national banks.
Citibank and Chase, decided to close all their retail branches in

Puerto Rico. They still retain a strong presence on the island,
but concentrate in commercial wholesale banking activities. Why
did they close their branches? Probably because it is a lot

easier to operate with 936 funds than by seeking deposits from
the people and servicing their accounts.

However, the consumer in Puerto Rico has suffered the

consequences of reduced competition among banks, as evidenced by
the higher credit rates. The impact of 936 to local banking
activities has been constantly mentioned by the banks and

brokerage houses as a reason why section 936 should be kept as it

is. As indicated above, the opposite is true.

Although Puerto Rico's Commissioner of Financial Institutions
estimates that about 7.5 billion dollars account for local bank

deposits, the smaller domestic native Puerto Rican banks trace
about 17% percent of their total deposits to 936 funds. If you
exclude the largest local bank. Banco Popular, the percentage of

936 deposits in local banks is even lower.

In contrast, foreign and domestic Canadian and Spanish-owned
banks, which are the largest banks with the exception of Banco

Popular, trace about 42* of their deposits to 936 funds. The
local banks aure competing at, a great disadvantage. With a

possible reduction of funds available from 936 sources, banks
will have to look at other sources of money supply, such as the
Eurodollar market and other markets. The rates paid to
individual depositors with savings accounts and certificates will

probably increase as the availability of 936 funds is reduced.

Impassioned advocates of 936 constantly mention the contributions
of 936 companies to the local communities and to the island's

treasury.

What these companies contribute to the local communities and in

local taxes is ridiculously low in relation to their revenues.

Caribbean Business, a highly regarded business weekly, published
in its April 8th edition the results of an investigative report.
It reveals that 38 of the most profitable 936 corporations
entered into a deal with the fonper administration in Puerto
Rico, whereby tollgate taxes were waived in exchange for certain
diminimis concessions. Between 1987 and 1992 then-governor
Rafael Hern&ndez Col6n encouraged them to increase repatriation
of earnings back to the mainland in order to hike tollgate tax
income in those years. In return the companies obtained
reductions or waivers on tollgate taxes in future years. Puerto
Ricans are now paying the consequences for such outrageous deals,
since the probably illegal concessions made by former governor
Herndndez-Col6n will cost the island $500 million in forgone tax
revenue during the next five years.

As stated in Caribbean Business, "a legacy and a financial crunch
that will be felt until 1997". The same leaders who were elected
or held appointed offices during the HernSndez-Col6n
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administration, the same leaders that gave the tax-exempt
corporations $500 million in additional local tax breaks, are the
same ones that will be here today defending those companies which
subsidized their political campaigns.

One of the companies that benefitted the most from this deal was
the Coca-Cola Co., who in 1991, with profits of 375 million
dollars from its Puerto Rico operations, did not have any
tollgate tax liability. The tax credits provided by section 936
saved the company 137 million dollars in federal taxes which

placed Coca Cola, with 371 employees, on top in terms of 936 tax
benefits per employee. A ratio of $371,350 per employee.
Outrageous even when compared to the already outrageously high
ratio of pharmaceuticals, $70,788 per employee.

Coca-Cola's total tax liability (loqal income, property and

municipal permits) during that year was 31 million (an effective
local total tax rate of 11%) . Not much considering $375 million
in profits. Thus, it is very hard to embrace the argximent of

significant local contributions to Puerto Rico by 936 companies.
When compared to their incomes, their tax contributions are very
low indeed.

Many 936 tax-exempt corporations, their lobbying associations and

lobbyists, as well as other individuals who have financial
interests in the 936 tax credits and those with political
agendas, have stated that many 936 tax-exempt companies would
leave Puerto Rico in the event the cxirrent tax scheme is altered
or significantly changed. The pro-Commonwealth status leaders,
which were part of the Hernandez-Col6n administration, have gone
so far as alleging that 300,000 jobs will be lost in Puerto Rico
if the tax-credit, as it exists, is tampered with.

However, Mr. Marcos Rodriguez-Emma. President of Puerto Rico's
Government Development Bank (hereinafter, GDB) , has recognized
that, and I quote, "the Clinton economic proposal is a concerted
effort to reduce the federal budget deficit through the
elimination of tax loopholes that may allow American corporations
to transfer operations somewhere else in search of tax savings.
Therefore, it follows that Section 936 corporations that choose
to abandon Puerto Rico will probably have to move to the
{mainland} and not to foreign jurisdictions".

If tax incentives in a U.S. Territory (Puerto Rico) are reduced,
it is also important that tax incentives in foreign countries
also be reduced. If such measures are adopted, as proposed by
the President, then other countries, even Mexico with NAFTA
approved, could not lure investments away from Puerto Rico.

Section 936 notwithstanding, Puerto Rico offers very good reasons
for businesses to settle or expand operations on the island.
These include:

1) availability of a large highly trained and easily
trainable workforce,

2) a higher productivity index than the national average,

3) lower wages, which average approximately 50% of
comparable mainland jobs,

4) the island's strategic geographical location at the
center of North and South America, with easy access to most vital
commercial sea lanes and air routes to all countries in America,

5) it's infrastructure, which compares to and/or supersedes
those found in many states.
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6) it's political stability,

7) the U.S. dollar, which is the only currency used in
Puerto Rico, which eliminates money exchange problems; and,

8) it is the only jurisdiction in the U.S. (in America as a
matter of fact) , where both English and Spanish are official
languages.

Not only can Puerto Rico offer all of the above enumerated
Incentives, but also the 936 companies have already invested over
6 billion dollars in plant and equipment which makes relocation

quite expensive.

The ones that could relocate inexpensively are the ones that will
receive 100% or a very substantial tax-credit. As stated in a

Congressional Budget Office Report in April 1990, "Beyond their
fixed capital investments, going concern operations in Puerto
Rico have substantial investments in the training of their staff
to carry out their operations. They have already organized
supply and distribution networks, developed relations with local
unions and government organizations and other institutions, and

acquired an understanding of the local culture. These efforts
were all made at a substantial cost, a cost that would need to be
incurred again if these firms moved to a new location. In
addition, moving assets to a foreign location would entail paying
tax on any capital gains that had accrued to the assets while in
Puerto Rico".

I welcome and encourage the presence and establishment of new and
more manufacturing firms in Puerto Rico. I believe strongly we
should encourage growth and development of "high-tech" industry.
However, they must recognize that they too, like everyone else,
must contribute to the costs of infrastructure, health services,
education and public safety in our society.

Let us turn now to the alleged negative impact that 936 companies
would endure under the President's plan, that is, the 65% wage-
credit proposed in lieu of the current income credit. According
to GDB estimates (See Exhibit One) , under the 65% wage-credit
proposal, the ratio of profit to total receipts remains healthy
and exceeds average profit margins of these companies in the
mainland. To illustrate this point, consider that the effective
tax rate of the pharmaceutical industry would be 20%, still much
lower than the proposed federal corporate tax rate of 36%.

The GDB has concluded that under the President's proposal,
corporations that employ 36% of all 936 tax-exempt company
employees would not be affected at all under the Administration's
proposal. It also concluded that 20% of all tax-exempt company
employees work for corporations whose current tax benefits would
be affected by less than 25%. Thus, almost 60,000, or 55%, of
all employees in 936 tax-exempt companies work in corporations
that would be impacted very little or not at all by the wage-
credit plan.

In my proposal (See Exhibit Three) , 80% of all employees work in
tax-exempt corporations whose current tax benefits would not be
affected at all or would only be affected by less than 25%.

Under either proposal, only 20% work for companies that would
lose 50 to 75% of their tax benefits. Quoting from GDB's report,
"the changes being suggested regarding section 936 would maintain
Puerto Rico's ability to retain manufacturing corporations
already operating under section 936 and continue the island's
industrial promotion ceunpaign". As was established earlier, even
a tax-credit of 25% of current tax liability is quite an
incentive. Particularly if it is perceived as being available in
a domestic (U.S.A.) investment area and not in a foreign
investment area.
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Having said this, let us concentrate on realisticly reforming
section 936 making sure that the Nation's interests are protected
as well as our goal of encouraging economic and manufacturing
expansion in Puerto Rico.

Most important, I urge you, Mr. Chairman, I urge this Committee,
the Senate, the House and the Administration, to treat Puerto
Rico fairly in the decision-making process concerning
applicability of federal programs in Puerto Rico. Critical at
this juncture, as I have stated, is the inclusion of the island
in the nation's health care system. The current Medicaid cap in
Puerto Rico deprives hundreds of thousands, more than a million
United States citizens of adequate health care.

Considering the fact that this Committee and the U.S. Treasury
will be taking an unprecedented step by recommending that
corporate taxes from income generated on the island be collected,
then it is only fair that Puerto Rico be included as a full
partner in health care. This Congress and the President can no
longer allow the orphans and widows of men who died defending
their Nation to be denied access to quality health care that is
provided to foreigners who live in the 50 states of the Union,
based on a geographic discrimination which has prevailed against
American citizens who reside in Puerto Rico.

Prepared Statement of Pedro Rossello

Mr. Chairman, distinguished members of the Committee on Finance: My name is

Pedro Rossello. I am the Governor of Puerto Rico. I welcome this opportunity to tes-

tify regarding changes, proposed by the Administration, to Section 936 of the Inter-
nal Revenue Code.
A letter from President Clinton was read aloud at my inauguration ceremony, this

past January 2nd. The following is a direct quotation from that letter:

"... As President, I will try to ensure that the federal government does
its part to help Puerto Ricans with the issues that they face . . . The Ad-
ministration will consider the circumstances and needs of Puerto Rico as it

develops and implements policies that would substantially affect the
island . . ."

To date, I am sorry to report, the recommendations of the Executive Bremch—with
respect to Section 936—have contradicted that promise. They also contradict the in-

tended purpose of President Clinton's policy of providing opportunity for all Ameri-
cans.

We in Puerto Rico support the President's objectives, and are fully prepared to
assume our proportionate share of the burden. Indeed, we strongly endorse many
of the Administration's specific proposals . . . among them, the rebuilding of our
nation's infrastructure, and reform of the health-care system.

In one key area, however. Executive Branch policy-planners seem to have lost

sight of President Clinton's bottom line: that, of course, is jobs . . . jobs for Amer-
ican citizens.

Nowhere is the need for jobs greater than in Puerto Rico, where unemployment
exceeds 18 percent—two-and-one-half times the national level . . . where per-cap-
ita income is less than 30 percent of the national average . . . and where the

pro-
portion of families subsisting on poverty-level incomes approaches 60 percent

—wnile
the mainland figure stands at about ten percent.

Despite these data, the Administration is advocating Section 936 amendments
that would actually cripple our island's capacity to attract—and even to retain—job-
creating private-sector investment.

Currently, more than 105,000 Puerto Rico residents are employed directly by
firms operating under Section 936. These companies also create a Significant num-
ber of indirect additional jobs, elsewhere in our economy.

Section 936 employees account for almost 70 percent of the manufacturing jobs
in Puerto Rico . . . and approximately 1 1 percent of the island's total emplojrment.
Accordingly, whenever the Federal government contemplates changing Section 936,
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it is of vital importance to Puerto Rico's government that such changes imperil nei-
ther the island a current employment, nor its future economic development. What
is in essence a marginal decision for the Federal government is a vital and central
issue of economic survival to Puerto Rico.

However, peril is pervasive in the Administration's latest Section 936 modification

plan.
We estimate that these proposals:

• Would reduce the annual tax-benefits of Section 936 companies by more than
60 percent;

• Would increase the effective tax rates of such enterprises to a level that, when
Puerto Rico tax levies are factored in, would leave the island non-competitive;

• Would drain the pool of Section 936 funds by 75 percent;
• And would slash, by amounts ranging from 25 percent up to 75 percent, the tax

benefits pertaining to companies tnat employ over 66-thousand persons ... or

just about two-thirds of all the men ana women now working at Section 936
enterprises.

That is what I mean by pervasive peril.
None of this is intended to imply that the status quo is ideal. Section 936 can

be rendered more effective. I am not here to insist that this incentive program be
treated as a sacred cow. As I have already said, Puerto Rico is fiilly prepared to

accept its proportionate share of sacrifice, in the national interest.

Nevertheless, using whatever parameters you may choose, the sacrifice being pro-
posed by the Executive Branch is disproportionate . . . and is crippling to our objec-
tive of building a competitive economy.
The inequity, to which I refer, can easily and dramatically be quantified. The Ad-

ministration's national economic blueprint envisions sacrifice, in the form of tax in-

creases, that total about twelve-hundred
doUars-per-person

in the average state.
Puerto Rico, by contrast, would be expected—solely through changes in Section
936—to generate new federal revenue at a level equivalent to two-thousand dollars-

per-person.
In the context of relative income differentials, this is six times more than the con-

tribution per capita being sought from mainland citizens.

By any yardstick, that is unfair.

Moreover, we must also keep in mind the extraordinary economic chaUenges that
Puerto Rico confronts:

• Although the island's population density is 15 times the national average, Puer-
to Rico s current territorial political status has left our people without ftiU ac-
cess to many basic services—just last week, the Census Bureau revealed that
Puerto Rico trailed all 50 states in Fiscal 1992 Federal spending per person, re-

ceiving barely half the amount spent in an average state . . . obviously, that

helps explain why our economy is less robust;
• The provisions oi the North American Free "Trade Agreement would reduce our

ability to compete with foreign countries, for several types of labor-intensive en-

terprise;
• And I respectfully submit that, in any of your states, 18 percent unemployment
would constitute a dangerously explosive situation.

Yet it is against this backdrop, on the premise that it can yield $73-billion in reve-
nue over the next five years, that the Executive Branch of the Federsd Government
today advocates the virtual destruction of Puerto Rico's principal economic develop-
ment tool.

This cannot be decided merely as a numbers game. The President has asked us
to "put people first." That is precisely our plea to the Senate, the House of Rep-
resentatives, and the White House.

President Clinton has stated that he wants to create more jobs, better jobs, and

higher-paying jobs for the American
people.

Where Puerto Rico is concerned, the Ad-
ministration's current proposal would do just the opposite.

All rational analysis shows that the Administration's current proposal will result
in a weakened, more-dependent economy ... a significant loss of American
jobs . . . greatly diminished local tax revenues . . . and higher capital costs.

The price tag on that projected $73-billion in new revenue is simply too high. It

sadly reminds me of the Vietnaun war story, about the village that supposedly had
to be "destroyed in order to save it": the Federal Government cannot foster renewed
economic growth by taking jobs away from a community of 3. 6-million American citi-

zens that needs new jobs perhaps more than any other!
As an alternative to the Administration's plan, we propose the enactment of an

incentive comprised of two options . . .
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Under the first option, a 936 firm would receive a tax credit, equal to the sum
of:

• The total compensation it pays to its employees;
• All of the corporation's Puerto Rico income and tollgate teixes;
• Federal income taxes attributable to the company's qualified possessions source
investment income; and

• Ten percent of its new capital investment in plant, machinery and equipment.

OR, under the second option, the 936 corporation would receive an income-based
credit that would be phased down to 90 percent of the existing Section 936 credit

in 1994, and to 80 percent in subsequent years. This plan would provide new Fed-
eral revenues of 2.8-billion dollars.

Today we bring before you this proposal, which will allow Puerto Rico to partici-

pate in the sacrifices being asked of all Americans, but which will also permit us
to build a more productive, more competitive, and less dependent economy. We seek
not handouts, but instruments for productive development.
Our proposal—which I am submitting to you in more detail as an addendum, and

which I urge you to accept—offers a realistic approach to revenue-
enhancement . . . and thus to proportionate shsu-ed sacrifice by Puerto Ricans. Un-
like the Administration's proposal, this plan has broad-based backing from labor,

business, financial, and professional organizations on the island, as well as Latino
and Hispanic leadership groups on the mainland.
But most of all, my proposal provides a foundation upon which Puerto Rico can

continue to construct a more self-sufficient economy . . . one that will propel us
closer to equality . . . equality of rights, equality of opportunity, equality of

responsibility . . . the equality with which you and your constituents are blessed.

We ask for this as fellow American citizens.

Thank you very much.

Attachment.

Comparison of the Executive Branch and Governor Pedro Rossello
Proposals for Section 936

1. introduction

The Executive Branch has submitted a plan to cap the benefits available to par-
ticipating firms operating under Section 936. This proposal allows companies operat-
ing in Puerto Rico to exempt an amount of profit, not to exceed 60% of the FUTA
wages paid by the firm, from federal taxation. On the surface this may seem like

an innocuous change to the Section 936 provision. However, this is not the case. In
the succeeding sections of this memorandum we will explain why this proposal will

cause severe economic problems in Puerto Rico. As a matter of urgent necessity the
Governor of Puerto Rico has had to develop an alternative to the Executive Branch's

proposal that would be fair to the 3.6 million U. S. citizens residing in Puerto Rico
and that would also address the objectives of the U.S. Treasury.

2. THE EXECUTIVE BRANCH PROPOSAL II

The Executive Branch has made two proposals concerning changes with Section
936. The more recent version of their proposal specifies that:

(a) the operating earnings eligible for the 936 credit cannot exceed 60% of the
FUTA wages paid by the firm; and,

(b) the qualified possession source investment income ("QPSII") will be lim-

ited such that the amount of assets that can be invested to earn QPSII cannot
exceed 80% of the firms' adjusted tangible assets in Puerto Rico.

3. SHORTCOMINGS OF THE EXECUTIVE BRANCH PROPOSAL II

The Executive Branch proposal imposes severe economic consequences upon Puer-
to Rico's economy. More specifically, we identify the following specific consequences
resulting from their proposal:

(a) The Executive Branch proposal is designed not to make any type of firm
better off, but to make the majority of the firms worse off. Specifically, the way
the incentive is structured, it makes the most labor intensive firms no worse
off than they are under the current system, but it makes the more capital inten-
sive high tech firms worse off than they currently are by the imposition of new
federal taxation.
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The Executive Branch proposal has an adverse impact (i.e. results in a new
federal tax liability) upon almost 60% of the firms operating under Section 936.
These firms which are adversely affected, presently employ 63% of all Section
936 employees and account for almost forty percent of the entire manufacturing
employment in Puerto Rico.

Puerto Rico has been losing labor intensive jobs to third world countries for
the last twenty years. There nas been a 32% loss in labor intensive jobs since
1973! Our recent employment growth in the high tech sectors has offset losses
in the labor intensive sectors and enabled the island to maintain the same level

of manufacturing employment for the last twenty years.

By making the high tech sectors worse off than they are under the current

system the Administration proposal will reduce future employment growth in
these high tech sectors. As a result of this fact, combined with the normal loss

of labor intensive jobs to low-wage countries, we will begin to evidence real job
losses in the manufacturing sector.

The NAFTA agreement will accelerate the loss of labor intensive and mod-
erate capital intensive jobs to Mexico. This will further intensify the adverse
force of the Treasury proposal on Puerto Rico's economy.

(b) The Executive Branch proposal includes a cap based solely upon the actual

wage paid. In our opinion the employee's full compensation should be incor-

porated into the cap amount. Fringe benefits and payroll taxes are an integral
component of the labor cost that a firm bears for hiring a worker. In order for

Puerto Rico to maintain our competitive position for labor intensive jobs relative
to locations such as Mexico and the Dominican Republic we must include the
total compensation under the cap. Our fringe benefits alone in Puerto Rico, for

labor intensive jobs, are higher than the entire compensation paid to workers
in these third world countries.

(c) The Executive Branch proposal is one dimensional in that it attempts to

provide an incentive to the labor intensive sectors for employing workers. It

does not provide any incentive for the employment of capital in plant, equip-
ment and machinery.

(d) The Executive Branch proposal does not consider the Puerto Rican t£ix

base and will result in the substantial loss of tax revenues to the Government
of Puerto Rico. The Administration proposal could result in the loss of some 15%
to 18% of the general revenue funds (all personal and corporate income taxes,
all inheritance and gift taxes, all license fees, and all excise taxes collected on
local consumption) of the government. This sizable loss in the Government's tax
base is a devastating problem.

(e) The Executive Branch proposal is basically unfair and inequitable to the

people of Puerto Rico. On average the revenue raising aspects of the President's

gackage
raise $1,200 per person for the nation as a whole. However, for Puerto

ico the Treasury proposal for Section 936 alone raises $2,000 per person. This

represents a significant difference, almost 75% more, in the per capita revenues
to be raised in Puerto Rico from the Executive Branch's program.
When the relative income of Puerto Rico versus that for the whole nation is

factored into the analysis, the relative burden on Puerto Rico is six times more
than that for the nation as a whole.

3. THE ROSSELLO PROPOSAL

The Governor of Puerto Rico, Dr. Pedro Rossello, has developed a proposal that
deals in a fair and responsible, manner with possible revisions to Section 936. This

proposal consists of two options that a participating firm may choose. One option
includes a total compensation based cap upon the Section 936 credit and the second

option is an income based incentive. Each of these will be briefly detailed below (the
full proposal is attached as an appendix to this memorandum):

(a) Compensation Based Option.—^A Section 936 firm electing this option may
not take a Section 936 credit that is greater than the sum of: (1) 100% of the
FUTA wages, fringe benefits and payroll taxes attributable to its workers in

Puerto Rico; plus (2) an investment tax credit of 10% of the new investment in

plant, machinery and equipment; plus (3) taxes paid to the Government of Puer-
to Rico (up to a maximum of 9%) on the earnings of the business enjoying the
benefit of Section 936.
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In addition, a firm's qualified possession source investment income ("QPSII")
earnings retain their current exclusion from federal taxation.

Those firms, which have excess credits when the total credits exceed the tax

liability from the Section 936 firms' operations, may utilize these excess credits

against their combined taxable income attributable to products manufactured in

Puerto Rico.

To insure that firms hire employees to engage in productive work and not

simply to maximize their total compensation credit we have incorporated strict

limitations within Governor Rossello's proposal for Section 936.

(b) Income Based Option.—A firm may select an income based incentive which

provides: (1) 90% of the Section 936 credit during 1994; and (2) 80% of the Sec-
tion 936 based credit in 1995 and- for all succeeding years.
This option also continues the full exemption for the quaUfied possession

source investment income.
This alternative reduces by 20% the tax benefits of those more profitable com-

panies which would not elect the total compensation based option. This 20% re-

duction is greater than the amount proposed last year by the Chairman of The
House Committee On Ways And Means.

4. UNDERLYING RATIONALE FOR GOVERNOR ROSSELLO'S PROPOSAL

The overriding consideration for the Rossello proposal is to insure that Section
936 generates a sufficient number of new job opportunities for the 3.6 million in.

S. citizens residing in Puerto Rico, and to do so in a cost effective manner. The
Rossello proposal accomplishes this goal. The specific elements by which this is ac-

complished are:

(a) The Rossello proposal includes two options. One option will be attractive

for the high tech capital intensive firms and one option will be more attractive

to the more labor intensive firms. The Executive Branch proposal was one di-

mensional and did not have an attraction for the high tech capital intensive

types of firms. By having two specific options, one that appeals to each type of

firm, the Rossello proposal addresses this issue. We will provide an array of in-

centives to attract the full spectrum of firms.

(b) The Rossello proposal results in a fair increase in the federal tax burden

upon the most profitable firms operating under this provision. By doing so there
will be a significant amount of revenue raised for the in U.S. Government to

reduce its deficit. However, these changes will not impair the incentive Program
for the future development of Puerto Rico.

(c) The Rossello proposal permits our workers to obtain high-skilled, high-
wage jobs in an expanding high-tech manufacturing sector along with, and not

exclusively as in the Executive Branch proposal, labor intensive jobs that can
be promoted with our inclusion of the combined taxable income concept into the
revised incentive program.

(d) The maintenance of the concept of qualified possession source investment
income in the incentive program will retain the advantage of lower cost invest-

ment funds for Puerto Rico's economic development funding requirements.
(e) The allowance for the full credit of taxes paid to the Puerto Rican govern-

ment will avert a major budget problem for our government. Under the Execu-
tive Branch program the Puerto Rico Government could lose up to 15% to 18%
of its total tax revenues. This is not a problem under the Rossello alternative.

APPENDIX a: SECTION 936 PROPOSAL OF GOVERNOR PEDRO J. ROSSELLO

I. A Section 936 Corporation will be entitled to compute the Section 936 tax cred-

it, at their option, under either of the following formulas:

A. A Section 936 credit equal to the sum of the following, against the Com-
bined Taxable Income for products manufactured in Puerto Rico by the electing

corporation, as defined in IRC Section 936(h)(5)(C)(ii)(II):

(i) 100% of total compensation, including all fringe benefits and payroll
taxes;

(ii) All Puerto Rico income taxes and withholding taxes on dividends, paid
by the 936 corporation, up to a 9% effective tax rate;

(iii) All in. S. income taxes on the qualified possession source investment
income ("QPSII"); and.
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(iv) An amount equal to 10% of investments in plant, machinery and
equipment placed in service by the 936 company after December 31, 1993.
This would be available for use in the year when the investment is placed
in service, or during any of the following two taxable years, at the option
of the taxpayer.

The maximum amount of compensation to be taken into account for each em-
ployee will be limited to the amount subject to federal social security withhold-

ing (currently $57,600), and the 936 corporation will be entitled to a full deduc-
tion for compensation paid.
The credit for investments would grant incentives for future investments in

plant, machinery and equipment in Puerto Rico, and should provide full depre-
ciation for investments in plant, machinery and eauipment.

Special rules and limitations would be establisned to avoid the possibility of
increases in compensation and tax credits without a corresponding increase in

business operations in Puerto Rico, solely for the purpose
of benefiting from the

total compensation credit against combined taxable income. These limitations

would only allow credits for future compensation increases to the extent they
fall within a 1990 to 1992 average benchmark ratio of total compensation to net
sales. Exemptions from the benchmark ratio would be available if the 936 cor-

poration is able to justify, subject to Treasury's audit, that the ratio should be
raised: (i) due to expansion of operations and added production in Puerto Rico
which is more labor intensive; (li) hiring during 1994 of a number of workers
which is equal to its 1991-1992 average of temporary workers or; Uii) hiring of
workers which previous to 1993 had worked directly as contractors, or employ-
ees of contractors for the 936 corporation. Furthermore, consistent with the sig-

nificant business presence rules of IRC Section 936(h)(5)(B)(iii)(II) and IRC Reg-
ulations Section 1.936.5(c) Question and Answer Number 4 for contract manu-
facturers, compensation paid by a 936 corporation would include the labor costs

of contract employment agencies; if these can be established, otherwise 50% of

the amounts paid to contract manufacturers, independent contractors or tem-

porary employment agencies, provided the contract manufacturer, independent
contractor or temporary employment agency is not a Section 936 corporation
and all their services are rendered within Puerto Rico.

B. The current Section 936 credit is reduced to the following percentages:

1994 90%

1995 and in succeeding years 80%

In addition, the Section 936 corporation will be entitled to a full Section 936 credit

for "QPSII" subject to the current "QPSII" limitations.
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Prepared Statement of Murray S. Scureman

Good morning. My name is Murray Scureman and I am Vice President of Government
Affairs for the Amdahl Corporation. I am a businessman with 25 years of

experience In the computer Industry, nearly 15 of which have been spent at

Amdahl, In a variety of line and staff positions. My last assignment was as
vice president of the company's federal sales dhHsion, a $100 mlinon

operation. In 1989, I opened Amdahl's Government Affairs Office. I report to

the CEO and Chairman.

Founded In 1970, Amdahl Is a California company that designs, manufactures,

sells, and services a complete line of state-of-the-art mainframe computers and
associated software and peripherals; had 1992 revenues of $2.5 billion; R&O
spending of $372 million; and over 8,000 employees in 25 countries worldwide.

I would like to thank the Rnance Committee for the opportunity to testify on
these important international tax proposals.

Amdahl does have some fundamental concerns with the Impact of certain elements
of the program on the competitiveness of U.S. companies, specifically, the

partial repeal of deferral and the treatment of royalties as passive income for

foreign tax credit purposes. My testimony will focus on the problem that these

proposals create for business. Attached Is a copy of the testimony of Mr. Paul

Oosterhuis, before the Committee on Ways & Means, which outlines the tax policy

arguments against the proposal.

1. PARTIAL REPEAL OF DEFERRAL

The partial repeal of deferral wilt add additional costs to U.S. companies that

will not be incurred by our foreign competitors, ail of whom receive either tax

deferral or tax sparing. In an envlrorunent that is already extremely

competitive, and sure to become more so wHh the Implementation of EC92, such
an additional cost will give our competition a significant advantage. The

repeal of deferral as. a fundamental concept of our tax laws shouki be compared
wHh the favorable treatment our foreign competitors enjoy via the extensive

"tax sparing" treaties negotiated by their governments. As a result, our

foreign competition has a built-in cost advantage relative to the U.S.

Why Does Amdahl Have a European Plant?

An>dahl has been profitable from Its beginning until 1991, and suffered Its

first toss in 1992. Despite this favorable history, It was clear from the

outset that the U.S. market ak>ne couM not support the volumes necessary to

finance both the cost of operations and the significant R&D investment required
to remain competitive.

AmdahPs aggressh/e expansion to marketo outside the U.S. led to the building
of a plant within Europe to establish a k>cal marketing, service and k>glstical

presence, which was necessary because ail of Amdahl's competitors were already
there. Ireland was chosen and the facility was opened In 1978, to service

Europe and the Pacific Basin markets. Amdahl did not flee the U.S. seeking
tower wages, in fact, today Irish and American factory wages are comparable.
The cost of manufacture of a mainframe Is the same In either factory. An Irish

mainframe Is imported into the U.S. only In an emergency customer sItuatiorL

Whv Do Companies Need to Have Cash Reserves Offshore

The Initlal investment in the Irish plant was relatlvely small and the
operation existed In a temporary facility. With earnings accumulated from the
Irish operation, the first phase of a permanent manufacturing plant was built
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in I98L Subssquent phases were added In 1986 and I989-9L As of 1992, Amdahl
had Invested $50.6 million In land and buildings and $64.4 million In equipment
In our Irish plant

Amdahl Ireland also invests In Intangible assets through Its cost-sharing
agreement wHh Its U.S. parent To date, this Investment has totalled $400
million In payments from Amdahl Ireland to Amdahl Corporation, investments In

Intangible assets are Just as important, if not more so, to high technology
companies such as Amdahl, as investments In physical assets. As Amdahl
continues to develop technologies In the U.S., Ireland will share In these

costs via cost sharing payments. As a result, AmdahPs Irish operation owns
significant technology rights.

Amdahl has consistently had the philosophy of funding Its operations using

eaulty rather than debt financing. Therefore, sufficient cash reserves are

needed to satisfy these vital future commitments.

AmdahPs products are very expensive and customers often finance their purchase
through a leasing arrangement Recent conditions In Europe In the third party

leasing market caused Amdahl to consider retaining a larger portion of leases

than had previously been done In the past The internal funding of a leased

asset base requires a large amount of cash. However, due to the lower ttian

expected volume of sales within Europe over the past two years, Amdahl has

temporarily placed on hold plans to Initiate a large internal leasing operation
until volumes Increase to a level sufficient to Justify such an operation.

The last reason for offshore cash is business prudence. The mainframe computer
Industry In general has undergone severe losses In the past two years which
Amdahl has funded with Its accumulated cash reserves. Without such reserves

Amdahl would have been forced to borrow funds at less than desirable terms,

further aggravating difficult economic conditions. Our company needs to have
the flexibility to react to adverse economic conditions with the strategies
that It. deems most appropriate. . in - our -. case, this would include having
sufficient cash reserves to fund loss operations over an extended period of

time.

For example, as of 1992, the amount of cash offshore was 40% less than the

amount In 1990. This large decrease was due to the fact that Amdahl's Irish

operations lost money in 1991 and 1992. As this trend demonstrates, a computer

company can utilize large amounts of cash in a very short period of time.

Amdahl has had significant business and economic reasons for accumulating cash
in its Irish operations. These actions were taiten in good faith based upon the

tax laws In effect at that time. To penalize Amdahl by Imposing a retroactive

change to the concept of tax deferral Is extremely disturtiing. Amdahl has

operated In accordance with the rules that have been In effect and t>elieves it

unfair tturt such rules be changed after the fact The retroactive repeal of

deferral Is unprecedented, to our knowledge, and Is not a trend we would like

to see established.

AmdahPs Foreign Investment Helps Create U.S. Jobs

Many high quality supervisory, administrative and engineering Jobs k>cated in

the U.S. are needed to support our international operations. Although as much
as 45% of Amdahl's sales are to foreign customers, 97% of Amdahl's R&D Is

performed In the U.S. These R&D activities provide Jobs requiring high skills

that provide good wages. However, without cost effective foreign operations,
Amdahl coukJ not afford to continue Its current level of R&D spending. The
partial eHmlnatlon of deferral will reduce AmdahPs profltablUty and cost
effectiveness of foreign operations. The effect of this may be the necessity
for Amdahl to cut cosU In other areas, including a possible loss of U.S.

support Jobs so that the company can continue to compete In a very competitive
gtobal market



295

2. TREATMEffT OF ROYALTIES AS PASSIVE INCOME

Th« proposed treatment of royalties as passive Income for foreign tax credit

calculations Is inconsistent with the Administration's goal of encouraging
research and Investment within the U.S. and does not enhance U.S.

competitiveness. The proposal penalizes the typical high technology company,
such as Amdahl, that performs most R&D within the U.S. artd then licenses the

developed software technology around the world. Here, the Impact is especially

severe, where the licensing of software intangibles Is the standard method of

operations.

Software revenues are expected to t>e a significant part of future revenue

growth. Revenue generated by the licensing of software Is subject to tax In

the same fashion that hardware revenue Is subject to tax. Yet this proposal
malces the arbitrary distinction that software royalties wiii be classified as

passive Income, but sales Income will be classified as general Omitation

Income. The stated purpose of this proposal is to eliminate the possibility of

cross-crediting for foreign tax credit calculations, therefore raising revenue

by limiting foreign tax credits.
*

This Is another example of a cost to U.S.

companies ttiat our competitors do rK>t face.

A possible outcome of this proposal Is the movement of R&D activity to foreign
looBtions that provide incentives for such activities, or at least do not put
the companies performing such activities In the unenviable position of paying
tax twice on the same Income on a worldwide basis. High technology companies
will have to consider such alternatives If th*y are to remain competitive In

the future.

Conclusion

We strongly oppose the partial repeal of deferral and the

characterization of royalties as passive income. Tax laws to the

extent they affect business decisions should encourage the creation

of jobs wtthin the U.S. and help to equalize matters for U.S.

companies in relation to their foreign competitlorL

STATEMENT OF PAUL OOSTERHUIS,
PKRTUER, SKADDEN, ARPS, SLATE, MEAGHER & FLOM,
ON BEHALF OF THE DEFERRAL PRESERVATION COALITION

COMMITTEE ON WAYS AND MEANS
U.S. HOUSE OF REPRESENTATIVES

APRIL 1, 1993

Mr. Chairman and Members of the Committee. My
name is Paul Oosterhuis. I am a tax partner in the Wash-
ington D.C. office of the lav firm Skadden, Arps, Slate,
Meagher & Flom. I am here today representing the Defer-
ral Preservation Coalition. The Deferral Preservation
Coalition is an ad hoc group of companies from a variety
of technology-based industries, including electronics,
telecommunications, medical equipment and pharmaceutical.
Attached to my statement is a list of our members.

John Young, the former CEO of Hewlett-Packard
Company, one of our coalition members, vill be testifying
on the next panel from a businessman's vie%rpoint about
the ant i -competitive aspects of the Administration's
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proposal on deferral. I will not duplicate that effort.
Rather, I am here to talk about the tax policy aspects of
the proposal.

Deferral Cutback Proposal; A Description

The proposal vould tax U.S. shareholders of
controlled foreign corporations (CFCs) on their pro rata
portion of the lover of two amounts; (i) the excess of
passive assets over 25 percent of total assets or (ii)
the CFCs total current and accumulated earnings and
profits (EbP). As ve understand it, the definition of
passive assets will refer to or utilize similar rules to
those in the passive foreign investment company ("PFIC")
regime. The proposal would apply on a phased-in basis to
all current and accumulated earnings beginning in taxable
years after 1993.

Stated Tax Policy Goals of the Proposal

The Administration's explanation of the propos-
al states that it is intended to reduce the incentives
under present lav for companies to move plants abroad.
For two reasons, nothing could be further from reality.

In this respect, the proposal constitutes an

unprecedented departure from any existing provision of
the Internal Revenue Code, including to my knowledge all

prior provisions that have taxed the passive income or
accumulated earnings of a corporation. Never in the

history of the income tax law has the Congress imposed
such a tax upon pre-enactment year earnings.

For example, the accumulated earnings tax pro-
vision, which was the original incorporated pocketbook
provision enacted in 1913, applied at the shareholder
level to only "that part of the profits of the corpora-
tion for the year which might have been distributed but
were not distributed." As such, it only applied to
current earnings after the enactment date.

Similarly, the personal holding company tax
rules, which were enacted in 1934 and the foreign person-
al holding company rules enacted in 1937, only apply to
the corporation's post-enactment income.

The Subpart F rules, enacted during the Kennedy
Administration in 1962, only applied to earnings after
1962. Indeed, even today, the accumulated E6P accounts
of CFCs go back only to 1962 so as to not tax retroac-

tively the income earned by these entities prior to the
enactment of these rules. Section 956, which taxes a

CFCs earnings invested in U.S. property, is probably
most analogous to the Administration's current cutback
proposal. Yet even that section, enacted in 1962, only
targets property acquired after 1962. Thus, earnings
invested in U.S. property acquired before the enactment
of Section 956 in 1962 are not only exempted from tax
under the Section 956 investment in U.S. property rules,
but are totally irrelevant in determining the amount of
current inclusion under that section.
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Finally, the PFIC rules, which were enacted
most recently in 1986, also only target post-enactment
earnings. Under those rules, a foreign corporation is a
PFIC if 75% or more of its gross income is passive or if
50% or more of the value of its assets are passive. The
U.S. shareholders of a PFIC have the option of either
paying tax with an interest charge when there is a dis-
tribution of earnings accumulated after 1986 or paying
taxes on a current basis with respect to the current
earnings of the PFIC. In either case, the rules only
apply to earnings from years after its enactment. Dis-
vent any incorporated pocketbook abuses for this type of
company.

The Provision Disproportionately Hits High Tech Companies

As the above rate of return analysis indicates,
the proposal disproportionately affects high tech compa-
nies because its 25% threshold is very tight for compa-
nies which have high rates of return. The proposal dis-
criminates against high tech companies in other ways as
well.

The proposal favors companies that can debt
finance their foreign manufacturing operations. Such
companies can utilize profits to pay off debt and can
take out new debt to finance expansion which can also be
paid off through retained earnings. Companies with sub-
stantial debt capacity associated with foreign manufac-
turing thus can easily avoid the 25% threshold. Equity
financed companies, however, must save up their retained
earnings to finance their next facility. These companies
can easily run up against the 25% threshold. High tech
companies are most often equity financed; the debt-equity
ratios of major companies in the electronics and pharma-
ceutical industries are perhaps the lowest of any manu-
facturing industry. Thus, these companies have the least
ability to avoid the 25% threshold by debt financing.

Finally, the provision discriminates against
high tech companies because a substantial portion of the
assets of their foreign manufacturing facilities are
likely to relate to intangibles rather than plant and
equipment. These intangibles may have substantial value
(and thus substantially increase the 25% threshold), but
determining the val\ie of these intangibles is subjective
and therefore subject to dispute. It can thus be readily
predicted that enactment of the 25% threshold will lead
to serious valuation questions with respect to high tech
foreign manufacturing facilities. Other companies, with
investments dominated by plant and equipment costs, have
more readily ascertainable asset values, resulting in the
more predictable application of the 25% threshold.
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DEFERRAL PRESERVATION COALITION MEMBERSHIP

COMPANIES

Abbott Laboratories
Amdahl Corporation

American Home Products Corporation
Apple Computer

AT&T Corporation
Baxter International

Digital Equipment Corporation
Hewlett-Packard Company

Intel Corporation
Johnson & Johnson
Eli Lilly & Co.

Lotus Development Corporation
Merck & Co.

Millipore, Inc.
Motorola

Pfizer, Inc.

Schering-Plough Corporation

ASSOCIATIONS ;

American Electronics Association

Computer and Business Equipment
Manufacturers Association

Electronic Industries Association

Pharmaceutical Manufacturers Association
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Prepared Statement of Harry Sullivan

INTRODUCTION

Good morning, Mr. Chairman and members of the Committee. My name is Harry
Sullivan. I am Senior Vice President and General Counsel of the Food Marketing Institute

(FMI).

FMI is a nonprofit association conducting programs in research, education, industry

relations and public affairs on behalf of its 1,500 members - food retailers and wholesalers

and their customers in the United States and around the world. FMI's domestic member

companies operate approximately 19,000 retail food stores with a combined annual sales

volume of $190 billion - more than half of all grocery store sales in the United States.

FMI's retail membership is composed of large multi-store chains, small regional firms and

independent supermarkets. Its international membership includes 250 members from 60

countries.
'

I am appearing here today as a Co-Chairman of the Tax Reform Action Coalition (TRAC),

of which FMI is a founding member.

GENESIS OF THE TAX REFORM ACTION COALFTION (TKAC)

Prior to the enactment of the Tax Reform Act of 1986, the numerous deductions,

exclusions and credits which complicated the tax code were used as tools to influence so-

called "economic" decisions. However, over time the accumulation of special tax relief

and preference provisions resulted in a highly uneven and economically counter-

productive distribution of "benefits" among taxpayers and various types of economic

activities.

Wide disparities were created in the effective tax rates paid by different economic sectors,

and even bv individual firms within the same sector. While some businesses could

substantially reduce their tax obligations through preferential tax credits and deductions, a

similar opportunity was not available, as a practical matter, to others with the same
income, because the activities which generated these credits were not a significant part of

their natural business endeavors.

As a result oi these disparities in the Tax Code, the Coalition to Reduce High Effective Tax

Rates was formed in 1983. The Tax Reform Action Coalition (TRAC) evolved, in turn,

from this coalition. TRAC was initiallv formed in June of 1985 by six business associations

and corporations which were committed to enacting federal tax reform legislation to

substantially reduce the then-existing high nominal individual and corporate tax rates in

return for the reduction of preferences in the code.

The Coalition's basic objective resonated powerfully within the business community and

membership grew rapidly. By the time the Tax Reform Act of 1986 was enacted, TRAC's

membership had grown to 250 individual corporations and associations. TRAC's

membership came to include major manufacturers of products ranging from cars to

electronic devices to computers, food products, clothing and petroleum products as well as

major financial services and investment companies, major real estate develop>ers, trucking

companies, wholesaler-distributors, retailers, and a host of small businesses of all types.

All told, the Coalition's membership roster represented more than 100 of the FORTUNE
500 industrial companies and over one million businesses nationwide. TRAC's

membership demonstrated broad business support for fundamental tax reform, in a rather

admittedly divided business community.

Today, TRAC is even larger and more broad based in its composition, with 339 associations

and corporations as members. (A current membership roster is attached as APPENDIX A.)
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TRAC enthusiastically supported the 1986 Tax Reform Act because of the substantial

reduction in marginal tax rates it provided in return for base broadening. While the Act

explicitly projected that large tax increases would be imposed on the business sector, as

businessmen we nevertheless felt it constituted a fair and desirable compact and was

worthy of support. Throughout the process, TRAC focused solely on the issue of tax rates

and a broad base of income and the Coalition retains that focus today.

Following enactment of the 1986 Act, TRAC decided to remain organized as an action

group to help insure, if necessary, that the rate reductions in the law would be

implemented and maintained. Our decision was a prudent one, because over the past six

years there have been many attempts to either delay the implementation of rate reduction,

increase them, or impose surtaxes. And, today, as I appear before the Committee, the spirit

and letter of the Tax Reform Act of 1986 has again been called into doubt.

Mr. Chairman, the Tax Reform Act of 1986 represented much more than a revamping of

the tax code. It was a victory of principle over narrow special interests and demonstrated

that American politics can work to the benefit of all of the people, not just a chosen few.

Tax reform had many strong and effective advocates on this committee in 1986 including
Senator Bradley, Senator Packwood, and yourself, Mr. Chairman. You and your colleagues
made it clear why tax reform had your support, when in the Report of the Committee on
Finance to accompany H.R. 3838 (Report No. 99-311 dated May 29, 1986, Page 3), you
observed:

"The current tax system intrudes at nearly every level of decision-making by
businesses and consumers. The sharp reductions in personal and corporate
tax rates and the elimination of many preferences will directly remove or

lessen tax considerations in business and consumptions decisions. Business

will be able to compete on a more equal basis, and business winners will be

determined more by serving the changing needs of a dynamic economy, and

less by reaping the subsidies provided by the tax code."

Mr. Chairman, the encouragement and support you and your colleagues gave to TRAC
made it possible for us to help you and the Congress to make tax reform a reality. And, we
are here today to try to keep it a reality.

TRAC'S POSITION ON THE PROPOSED INCREASE IN TAX RATES

Since TRAC focuses only on rates, we have no fX)sition, as a coalition, on the President's

overall economic plan. Individually, I certainly am prepared to assume that our members

applaud and support the President's objective of significantly reducing the deficit. Again,

individually, we may agree or disagree on various aspects of his plan other than those

dealing with rates.

The President's economic proposal will increase the the top individual tax rate from 31

percent to 36 percent.and the top corporate rate from 34 to 36 percent. It would further

impose a 10% surtax on certain individuals. Simultaneously, the proposal provides for

the reinstatement of some tax preferences ostensibly in the interest of stimulating the

economy in the short term and keeping it growing over the long term.

America's long-term economic growth is a matter of concern to all of us. It was in fact a

conclusion of the 1985-1986 debate that a high-rate, specially preferenced tax law had

become a retardant of economic growth.
*

We feel it is critically important to remember that the most important aspect of what tax

reform achieved was to cause investment decisions to be economically motivated, not tax-

motivated. Tax reform was enacted because the code was fundamentally unfair and

inefficient and it treated taxpayers unequally by inducing investment decisions on the basis

of tax, rather than economic considerations.
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Our explicit and implicit understanding in working with this Committee was always that

tax preferences had to be exchanged for lower rates, if the goals of reform were to be

achieved. We supported this compact, and continue to do so. The President's proposals in

their current form reflect the reverse of this, namely, a reestablishment of preferences and
an mcrease m tax rates. Down that path lies both the unfairness and economic ineffidencv
of prior law.

It is also important to note that both the individual and corporate rate increases as

proposed will dramatically increase business' tax burden. Under the proposal, the business
burden alone will increase by a net S113 billion over the next five years --

reduang cash
flow which is desperately needed in the private sector to create jobs and stimulate the

economy.

Contrary to statements made by some advocates of an increase in the corporate tax rate, it is

not correct that corporate America has not been paying its "fair share" of the tax burden.

According to an analysis by the Nahonal Association of Manufacturers, corporations, in

fact, paid an average effective tax rate of 32.5 percent in 1990, while individuals paid an
effecrive rate of 10 percent. While the Tax Reform Act of 1986 was expected to and was

adopted in the face of the calculation that it would shift SI 20 billion in tax burden from
individuals to corporations over five years, these revenue expectations were not met for

the simple reason that corporate income decreased or did not increase as projected during
that period. The reason this occurred was not because of the '86 changes in the code, but

simply because corporate profits did not reach anticipated levels due to the recession.

Corporate America does pay its fair share of the tax burden; in fact, it could be argued that it

pays more than "a fair share."

Another argument used for increasing the corporate rate to 36 percent is that both
individual and corporate rates need to be at the same level. Mr. Chairman, never in the

history of the American income tax have the top corporate and individual rates been at the

same level. Attached to our testimony as APPENDIX B is a chart derived from this

Committee's publication. Overview of the Federal Tax System , which reveals the wide

disparities over time between the corporate and individual tax rates. The historic disparity
has ranged from 1 percent in 1909 (when individuals paid no income tax at all) to 64

percent in 1936. Indeed, the average spread between top individual and corporate rates

over the life of the income tax is 31 percent. In 1991 and 1992, the corporate and individual

top rate spread was 3 percent
~ the closest the two rates have been in ten years, except for

the transition year of 1987. We have heard no one arguing that the top corporate rate

should be lowered so that it equalled the top individual rate. There is no good reason now
to raise it to achieve a parity that has not been the historical case.

The five percent increase in the individual rates will have a devastating effect on
businesses which pay taxes as individuals. It is important to remember that most of the

businesses which pay taxes as individuals - sole proprietors, partnerships or S

Corporations
-- are small to medium-sized businesses, which have provided the largest

share of new jobs in the country over the past ten years. Additionally, small businesses

which file as individuals must pay tax on what the businesses earn after deductions, not

just on the business owner's personal income. This tax increase will seriously undermine
the ability of a small business owner to reinvest the profits from a fledgling enterprise and
create new jobs and reinvest capital. The only advantage we can see to this staggering
tax increase on small businesses is that new enterprises will be formed to assist taxpayers at

finding new and innovative ways to evade paying the higher taxes they face through tax

shelters.

CONCLUSION

TRAC supported the 1986 Tax Reform Act because of the rates it contained and the

promise they held for economic and tax equity. We supported base broadening through
the elimination of preferences. This compact was the linchpin of tax reform. With

profound respect for this landmark legislation, TRAC strongly urges Congress not to

increase rates and not to restore preferences.
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In this regard, we have a specific recommendation to make: abandon the temporary ITC

proposal
- it has garnered no support in the corporate community — and leave the

corporate rate at 34%. The President's package proposes business tax incentives costing
S56.5 billion. It raises business taxes by $170.1 billion. This is a ratio of $3.00 in business tax

increases for each $1.00 in proposed business tax incentives. The revenue loss associated

with the temporary ITC is $9.1 billion. The revenue gain projected from the corporate rate

increase is $30 billion. This is consistent with the 3 to 1 ratio which characterizes the

President's overall proposal.

Thus, in proposing the trade-off outlined above, we believe that it is consistent with the

President's logic to offset the full corporate rate increase with abandonment of the

temporary ITC.

If you wish to establish a framework for jobs creation, you must, in addition, deal with the

impact of the President's proposals on small businesses. In many respects, they are hit the

hardest by the President's proposals.

Over a two-year period. Congress labored forcefully to produce the 1986 Tax Act. Cynics
insisted that it could never be accomplished in the Senate. Overcoming enormous odds,

Mr. Chairman, you and the membership of this Committee did it.

Increasing the rates now would immediately shatter the compact Congress made v^th the

American people. TRAC urges this Committee, in the strongest possible terms, to reject

the proposed increases in the top rates.

Attachments:

APPENDIX A
APPENDIX B
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TAX REFORM ACTION COALITION (TRAC)

STEERING COMMITTEE

IAPPENDIX A I

Arnencan Business Conference

Ainencan Denial Association

Amencan Home Products Corporation
Arnencan Insurance Association

Amencan Marugement Systems. Inc.

Amencan Trucking Associauons

Amway Corporation

Apple Computer. Inc.

BP Amenca. Inc.

Benericial Management Corporation of America

Consolidated Fieightways Inccrpofaied
The Dial Corporaoon
Du Pont Company
E-Sysiems. Inc.

Electronic Industries Association

Ell Lilly & Company
Fleming Companies. Inc.

Flonsts' Transworld Delivery Association

Food Marteung Institute

General Mills. Inc.

Georgia-Pacific Corporation
W.R. Grace & Company
Grocery Manufacturers of America

Hams Corporation

Hershey Foods Corporauon
Household International

I B M Corporauon
Iniemauonal Mass Retailing Association

Kellogg Company
Kman Corporation
The Kroger Company
Levi Suauss & Company
Memll Lynch & Company
Nauonal-Amencan Wholoale Grocers' Association

National Association of Chain Drug Stores

National Association of Wholesaler-Disoibulon

Nauonal Federation of Independent Business

National Restaurant Associauon

National Retail Federation

Nauonal Soft Dnnk Association

NYNEX
PepsiCo. Inc.

Pharmaceuucal Manufacnucrs Association

Philip Moms Incorporated

Pnnung Industries of America

Procter & Gamble Manufacturing Company
Ralsion Punna Company
RJR Nabisco. Inc.

Roadway Services. Inc.

Sara Lee Corporauon
Sun Company. Inc.

United Technologies Corporation
UST Inc.

Wine Sl Spmis Wholesalers of America
Winn-Dixie Stores Inccrporaied

'

Yellow Fitight System. Inc. of Delaware
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TAX REFORM ACTION COALITION (TRAC)

G£NERAL MEMBERSHIP

Air Condiuontng & Refrigerabon Wholesalen
Air Delivery Service Incorporated

Air Transpon Associauon

Air Van North American

Alleniown-Lehigh (Pennsylvania) Coumy Chamber
of Commerce

Aluer & Sons Shoes Incorpocated
American Associaaon of Adveiusing Agencies
American ElecDomcs Associauon

American Express Company
Amencan Foundrymen s Society
Amencan Funuiure Manufacturers Associauon

Amencan Institute of Merchant Shipping
Amencan Machine Tool Distnbuiors Associauon

Amencan Meal Insutuie

Amencan Movers Conference

Amencan Nurses Associauon
Amencan Paper Machinery Associauon

Amencan Pipe Fitungs Association

Amencan Supply Associauon

Amencan Traffic Safety Services Association

Amencan Vetennary Distnbuiors Associauon

Amencan Wholesale Marketers Associauon

Appliance Pans Distnbutors Assocuuon
Ardmore (Oklahoma) Chamber of Commerce
Arkansas Freightways

Armstrong World Industries. Inc.

Associated Equipment Distnbuiors

Associauon for Suppliers of Pnnung and Publishing

Technologies
Associauon of Amencan Railroads

Associauon of Roral Importers of Florida

Associauon of Steel Distnbuiors

Autotnouve Parts Rebuilders Associauon
Automotive Service Industry Associauon

Aviauon Distnbuu>rs A. Manufacoirers Association

B. F. Fields Moving & Storage
Baiesville Area (Indiana) Chamber of Commerce

Beanng Specialists Associauon

Beatnce Companies Inc.

Beauty Si Barber Supply Insuiute

Bechtel Group. Inc.

Bicycle Wholesale Distnbuiors Association

Biscuit & Cracker Dismbuicrs Association

Campbell Soup Company
Can Manufacturers Insutuie

Carlton Trucking Company Incorporated
Carolina Freight Corporauon
Ceramic Tile Distnbuiors Associauon
Chilton Corporauon
CIC Plan

Ciuzens for a Sound Economy
The Clorox Company
Columbia Motor Express Incorporated

Computer Dealers A. Lessors Associauon

(3dnsolidaied Papers Incorporaied
Contractual Cancers Incotporaied
Coors Brewing Company
Copper and Brass Servicenier Associauon

Coshocton (Ohio) Area Chamber of Commerce
Council for Penodical Distnbuiors Associauon

Craig Transponauon Company
Cnber Tmck Leasmg Incorporaied
Crouse Cartage Company
Crowley Manume Corporauon
D. L. Merchant Transport Incorporated
Dart Trucking Company Incorporated
De Fazio Express Incorporaied

Dobson Mover
Eddie Bauer Incorporaied

Edison Electnc Insutuie

Edmac Trucking Company Incorporated
Elecincal Apparatus Service Associauon

Electncal-Eleccronics Maienals Distnbuion

Associauon

Elmer Buchta Tnicking Incorporated

Engine ServKe Associauon

Equifax. Inc.

Fairmoni Area (Minnesota) Chamber of Commerce
Farm Equipment Wholesalers Associauon

Federal Express Corporauon
Federated Department Suires Incorporaied

Federation of American Healih Systems
Fluid Power Disinbuton Association

FMC Corporauon
Food Industnes Suppliers Assocuuon
Foodservice Equipment Distnbuiors Associauon

Fort Howard Corporauon
Friedl Fuel & Cartage Incorporaied

GenCorp
Geneial Delivery Incorporaied

General Merchandise Distnbuiors Council

General Mills Incorporated

General Nutnuon Incorporated

Glass Valley and Nevada County (California) Chamber
of Commerce

Gieaier East Dallas (Texas) Chamber of Commerce
Greater San Diego (California) Chamber of Commerce
Greaier Seaule (Washington) Chamber of Commerce
Greater Syracuse (New York) Chamber of Commerce
Greenneld Tianspon Incorporaied
GrifTin Disinbuung
Hardwood Plywood Manufacuiiers Associauon

Hartford Dispatch A Warehouse Company Incorporaied
Health Industry Distnbutors Associauon

Hewleu-Packaid Company
Hobby Industry Associauon of Amenca

Hospital Corporauon of AmerKa
Household Goods Forwanlers Associauon of Amenca

IndepeiMient Medical Dismbuiors Associauon
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Independent Sealing Oisinbuian

Independent Xny Oeaien Associabon

Indusmal [>isinbuuon Auociauon

Insutuie of Indusnul Laundetoi

Insulauon Contractor Associaocn of Amenca
Iniemauonal Associaoon of PUsucs Distnbuion

Iniemauonal Communicauons Industries Association

Inienutional Hand Protecuon Association

Iniemauonal Haidwirc Distnbuicn Association

Iniemauonal Sanitary Supply Association

Iniemaoonal Snowmobile Industry Association

Iniemauonal Truck Pans Association

Iniemauonal Wholesale Fumiiure Asnciauon

Imgauon Association

Kelly Services Inc.

Kemp Fumituic Industries Incorporated

Kent (AVashingion) Chamber of Commerce

King Transfer Incorporated

King Van & Storage Incorporated

Krenn Truck Lines Incorrxirated

Lacy s Express Incorporated

Land Trucking Company Incorporated

Larmore Incorporated

Locuie Corporauon

Machinery Dealers National Associaiian

Maniiowoc-Two Rivers Area (Wisconsin) Chamber

of Commerce
Material Handling Equipmem DismbuKn Association

Materials Research Corporanon
Mauerson Associates Inccrponted
The Maxwell Company
McCoun Cable Systems
McRaes Incorporated

Metro Milwaukee (Wisconsin) Associaiian of Commeice

Metropolitan Life

Mid-West Truckers Associaiian

Minnesou Trucking Association

Mississippi Chemical Corpomion
Monroeville Area (Pennsylvania) Chamber of Commeice

Montana Power Company
Moore t Son Trucking

Motorcycle Industry Council

Music Distributors Association

National Aggregates Associaiion

Nauonal Appliance Piru Suppiien Associauon

Nauonal Association of Alummum Disoibuian

Nauonal Associauon of Brick Dismbuun
Nauonal Association of Chemical Disoibtnon

Nauonal Associauon of Container Dishbuun
Nauonal Associauon of Eleohcal Diivibuian

Nauonal Association of Fue Equipmem Disoibuion

Nauonal Association of Floor Covering Dismbtiion

Nauonal Assocuiion of Flour Dismbwon
National Associauon of Hose and Acccssones

Dismbuiors

Nttionil AsKXiiDon of Mea Purveyon
Nauonal Association of Recordmg Merchandisen

National Associauon of the Remodeling Industry

Nauonal Associauon of Service Merchandising
National Association of Sign Supply Distributors

Nauonal Association of Solar Contractors

Nauonal Associauon of Sporung Goods Wholesalers

Nauonal Associauon of Truck Stop Operators
Nauonal Associauon of Water Companies
National Associauon of Wholesale Independent Distnbutors

Nauonal Beer Wholesalers Associauon

NaDonal Buikling Material Distnbuiors Association

National Business Forms Associauon

Nauonal Commercial Refngeranon Sales Association

Nauonal Electrical Manufacturers Assocuuon

Nauonal Electronic Distributors Associaton

Nauonal Fastener Distnbuiors Associauon

National Food Brokers Associauon

Nauonal Food Distnbuiors Association

Nauonal Frozen Food Association

National Grocers Asstxiation

Nauoral Independetu Poultry and Food Distributors Associauon

National Industrial Glove Distnbutors Association

National Lawn & Garden Distnbutors Association

Nauonal Locksmith Suppliers Associauon

National Mamie Distnbutors Association

National Medical Enterprises

National Moving & Storage

National Paint Distnbuiors

National Paper Trade Association

National Private Truck Council

National Ready Mixed Concerete Associaticn

National Sash & Door Jobbers Association

National School Supply Sl Equipment Association

National Screw Machine Products Association

NMionai Solid Wastes Management Association

Nauonal Spa A. Pool Institute

National T\tt Dealers & Reireaders Association

Nauonal Tooling & Machining Associauon

National Truck Equipment Associauon

National Utility Contractors Associauon

National Wekling Supply Associauon

Nationai Wheel Sl Rim Association

National Wholesale Druggists' Associaiian

NCR Corporauon
New Berlin (Wisconsin) Chamber ofCommerce
Newark (Ohio) Area Chamber of Commerce
North American Hcaung A Aiicondiinning Wholesalers

North AnMftcan Hotuculture Supply Associaiion

North American Wholesale Lumber Association

Odisco TraiKportaiion

Optical LaborMories Associaiion

Opticians Association of America

Oracle Cannrauon-Govemment AfTaiis

Outdoor Power Equipment Distributors Associaiioa

PACCAR Incortniaied

Pennsylvanu House

Pet Industry Distnbutors Association

Petreleum Equipment Insiiiuie

PeuDleum Marketers Associauon of America
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Plaosburgh & Clinion County (New York) Chamber Zayre Corporauon
of Commerce

Power Transmission Distributors Association
Precision Meialforming Association

Priority Freight System Incorporated
Produce Markeung Associauon, Inc.

The Quaker Oats Company
Red Lobster Inns of Amenca
Red Star Truck Luies

Safety E<)uipment Dismbutors Association

Safeway Stores Incorporated
SaJt Insutute

Servicestauon and Automotive Repair Associauon
Shared Medical Systems
Shoe Service Insutute of Amenca
Slidell (Louisiana) Chamber of Commerce
Small Business of Amenca Inc.

South Hills Movers Incorporated

Specialty Equipment Market Association

Specialty Tools and Fasteners Distnbutors
Associauon

Square D Company
St. Lucie County (Florida) Economic Development Council
Steel Service Center Institute

Suspension Specialists Associauon
The Talbots Incorporated
Tarzana (California) Chamber of Commerce
Telecommunications Industry Associauon
Texule Care Allied Trades Associauon
Unifi Incorporated
United Fresh Fruit & Vegetable Association
United Products Formulators & Distnbutors
Associauon

Valmont Indusmes, Inc.

W. H. Fitzgerald Incorporated

Walgreen Company
Wallack Freight Lines Incorporated

Wallcovenngs Associauon
Ward Transport Incorporated
Ward Trucking Incorporated
Warehouse Distnbutors Association for Leisure
and Mobile Products

Warren Trucking Company
Washington Water Power Company
Water & Sewer Disunbuiors Association

Water Systems Council

Waukegan/Lake County Chamber of Commerce
Western Suppliers Associauon
Wheeler Transport Service

Whirlpool Corporauon
White Sulphur Spnngs Chamber of Commerce
Wholesale Flonsts & Flonsi Suppliers of Amenca
Wholesale Siauoners' Associauon
William E. Siowe & Associates

The Williams Companies. Inc.

Wmfield (Illinois) Chamber of Commerce
Woodworking Machinery Disuibutors Association

Woodworking Machinery Importers Associauon
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Prepared Statement of George A. Wachtel

Introduction

Good morning, Mr. Chairman and members of the committee. My name
is George A. Wachtel. I am Director of Research and Government
Relations for The League of American Theatres and Producers. I am
delighted to be here this morning representing, in addition to The
League: Actors' Equity Association (36,000 members). The
International Alliance of Theatrical Stage Employees (75,000
members) , The League of Resident Theatres, and the National
Alliance of Musical Theatres — organizations which represent
diverse interests in the performing arts, including labor, the
nonprofit theatre, and the commercial theatre. All of these
organizations are intensely concerned about the fragile nature of
the arts today and the prospects for the future.

While about 8 million people see Broadway shows each year in New
York, another 20 million see Broadway shows on tour throughout the
nation as almost 100 cities are visited each season by touring
companies. Annual attendance at nonprofit professional theatres
totals 16 million. And other regional musical theatre and dinner
theatre welcome another 10 million. Professional theatre
attendance totals over 50 million each year.

Theatre and performing arts generate jobs, in addition to the
direct employment of the theatres and performing arts centers,
through the unique phenomena whereby audiences and visitors
complement their attendance with spending for food, lodging,
travel, and retail goods. Arts emploYnent occurs in and around
urban centers where, economically and socially, jobs are sorely
needed. Commercial theatre creates a favorable balance of payments
by licensing the rights for productions in other countries and
English language productions which tour with American casts. For
example, an American company of Les Miserables will travel to

Singapore for 12 weeks with 81 people and play to over 150,000
Singaporeans.

The Fragile Economic Condition of the Performing Arts

The President's tax proposal includes a reduction in the business
entertainment deduction from 80 percent to 50 percent. The result
would be an additional blow to the already fragile economic
condition of the Broadway Theatre and the performing arts.

Nearly half of the nation's nonprofit professional theatres' ended
the 1990-91 fiscal year in the red for an aggregate deficit of $2.8
million. Seven theatres ceased operation in 1991, bringing the

five-year total to 25 closed theatres. Nonprofit professional
theatre attendance dropped in that season for the first time in the

history of the survey.

'90 of 184 theatres in the Theatre Communications Group's survey, "Theatre
Facts 91." The first survey was conducted in 1974.
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Fifty percent of symphony orchestras^ carry deficits, an increase
from 47 percent in 1980-81. Support from government sources for
orchestras shrank from 9 percent of their budgets in 1990 to 8

percent in 1991. In 1980-81, government funding represented 13

percent of total income. During the past decade, four orchestras
shut their doors, and others have been forced to reduce their
seasons.

Forty-nine percent of opera companies' posted deficits — the same
percentage as the year before — but the aggregate deficit for
these companies tripled. Public support for opera dwindled nearly
one percentage point to 1.6 percent of all income. For the first
time in more than five years, contributions from individuals and
corporations dropped in 1990-91, mirroring the hard economic times.

Of the 46 dance companies'* surveyed, 16 (35 percent) reported
deficits. Among the eight ballet companies, the average deficit
was $327,693. The eight other companies reported an average
deficit of $81,701.

The Broadway Theatre is virtually 100 percent dependent on ticket
sales for its income. It receives no subsidy nor does it benefit
from broadcast revenues as do sports teams. Only one out of five

Broadway shows ever return their investment. Fewer new shows are

being produced each year. Witness the decline from 60 new

productions in the 1980-81 season to 28 in 1990-91. Broadway
theatre pays municipal, state, and federal taxes.

NEW BROADWAY PRODUCTIONS
1980-81 thru 1990-91 Seasons

MiPK o. iwa

'American Symphony Orchestra League survey of 118 of the largest orchestras
in the United States.

'opera America which surveyed 53 nonprofit professional opera companies.

'Dance/USA has 46 member companies:
genres.

25 ballet and 21 modern and other
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Theatre and performing arts budgets are extremely labor intensive.
Sixty percent of regional theatre budgets pay for artistic,
administrative, and production/technical personnel, while 62
percent of Broadway theatre expenditures are for union labor and
artistic royalties. The largest portion of dance company budgets
is also devoted to personnel, comprising 55 percent of total
expenses. And personnel expenses for opera companies reached a new
high, accounting for 65 percent of all costs.

Income Loss from Reduction of the Business Entertainment Deduction

Of the twenty or so shows running on Broadway at any given time, a
handful are outright hits, but the majority are either attempting
to recoup their initial investment or holding on until they close,
often at a sizeable, if not total, loss. Most shows operate at
such close margins that the loss of any portion of income would
force them to close.

The reduction in the deduction from 80 percent to 50 percent would
reduce business spending on entertainment an estimated 30 percent.'
Ticket brokers account for almost 10 percent of Broadway theatre
sales, almost all of which are for business entertainment.
Furthermore, credit card sales and other sources of information
suggest that total business entertainment sales are on the order of
20 percent. Thus, a reduction of 30 percent in these ticket sales
would result in a weekly box office loss of six percent.

Operating costs for Broadway musicals range from approximately
$350,000 to $500,000 per week. The average weekly gross box office
(ticket sales) is $413,000. A musical with weekly operating
expenses of $400,000 might stay open while weekly ticket sales
average $403,000. However, a six percent reduction in the ticket
sales, which would reduce weekly income to $380,000, would close
the show.

Just how many shows are in this category?

At the present time, about 30 percent of the Broadway shows are
operating close enough to their minimal weekly operating expense
that a reduction in ticket sales could force them to close.
Additionally, even the greatest hits would have shorter runs. Any
show which loses a percentage of its potential audience will suffer
to the degree of that loss.

^Charles Clotfelter, 'Tax-Induced Distortions and the Businesa-Pleaeure
Borderline: The Case of Travel and Entertainment," American Economic Review .

December 1983, pp. 1053-1065.
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The result of shows closing means lost jobs for actors, musicians,
stagehands, ushers and ticket takers, wardrobe personnel,
hairdressers, box office treasurers, mail and telephone order
clerks, advertising personnel, house and company managers,
administrative personnel, accountants, lawyers, even tutors for the
children in the cast. A typical Broadway musical employs over 100

people — all union personnel. And when actors and creative people
such as designers, authors, directors, and choreographers find less

employment in theatre and eventually leave the field, it diminishes
the available pool of labor for the other performing arts and
entertainment in general.

And the losses do not stop there! Theatregoers dine out, travel to
their destination (49 percent in New York visit from elsewhere in

the United States and other countries) , shop at retail stores, and
consume other entertainment. Less frequent theatre attendance
means less business at restaurants and at other theatre-dependent
activities.

Theatregoers' spending on these theatre-related expenditures is

estimated to average between one and two times the amount of ticket
sales, depending on the market. The closing of just one musical
show could result in as much as $42 million in lost ancillary
spending and a negative economic impact of $100 million per year.

Where Broadway Theatre and the Perfoming Arts Fit In

The Treasury Department estimates the impact of the reduction in
business meals and entertainment deduction from 80 percent to 50

percent at $16-billion. The increase in revenue would come from
the reduction in the allowable expense for meals and entertainment
at restaurants, commercials sports, theatre and the performing arts
and other entertainment. As shown below, entertainment at Broadway
theatre and other commercial theatre activities account for only a

fraction of the total.

According to the 1987 Census of Retail Trade (last available)
published by the U.S. Department of Commerce, there were 391,303
establishments classified as "Eating and Drinking Places" with
total sales of $148,776,497,000 (SIC code 58), 3,184 "Commercial

Sports" establishments with receipts of $5,023,194,000 (SIC code

794), and 7,847 "Theatrical Producers, Bands, Orchestras,
Entertainers, and Miscellaneous Theatrical Services" (SIC code

792), of which only 3,253 were specifically "Theatrical Producers
and Services" (SIC code 7922) . Receipts for the entire
entertainment category (SIC 792) totaled $4,904,224,000, while

receipts for Theatrical Producers and Services were $2,543,391,000.
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Receipts
SIC code
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Ticket Sales
(million S^

Broadway 292
Broadway national tours 503
Nonprofit professional theatre 203
Other regional music and dinner theatre 225
Symphony 263
Opera 151
Dance 63

Performing Arts Presenters 93

1991 fuul jrear. 1992 for Broadway md toun

Total $1.793 billion

Impact on th« Traasury

Using the industry total of $1.8 billion, the current 80 percent
rule applied to 20 percent of total arts expenditures at a
corporate tax rate of 34 percent results in $98 million per year.
At a business entertainment deduction rate of 50 percent, assuming
expenditures remain constant, and a 36 percent corporate rate, the
total would be $65 million, or a difference of $33 million per
year. Over the life of the projection, the impact on the Treasury
would be on the order of $150 million.

This gain would be offset by losses in federal income tax revenues
owing from people who have lost jobs in the arts industry as well
as from employees of businesses which rely on the arts to generate
income — restaurants, hotels, transportation, retail stores.

Broadway as an Export Product

In addition to national tours, Broadway shows and other theatres
are licensed for production worldwide. An estimated $10 million in

royalties were earned last year for American plays and musicals
produced in other countries. Licensed companies are frequently
comprised conpletely of American actors, an American creative team,
as well as an American conductor and key musicians. This is

especially true of English language productions which is a growing
industry overseas.

To indicate the breadth of American theatre overseas, one major
licensing company is currently involved in or has licensed for
future production shows in: Hungary, Poland, Holland, Belgium,
Germany, Austria, Switzerland, Spain, Denmark, South Africa,
Columbia, Finland, Bulgaria, Sweden, Argentina, Chile, Namibia, the
Bahamas, Japan, Hong Kong, Singapore, the Philippines, Israel,
Saudi Arabia, Iceland, France, Norway, Canada, the U.K., Ireland,
Australia, and New Zealand.
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The 1990 Tony® Award dinner for Best Musical, Jerome Robbin's
Broadway, closed on Broadway without recouping its investment', yet
toured for ten weeks in Japan paying weekly operating expenses to
American cast and crew and earning income for the investors. Many
American shows travel to Canada — all with their American casts.
As examples, Broadway's The Secret Garden employed 55 people weekly
and Buddy traveled with 45 people.

In addition to the tours abroad, musicals and plays are licensed in
the domestic secondary market for stock, LORT/regional, and amateur
productions. The extent of this secondary theatre audience is
enormous. Total royalties paid for performances of U.S. musicals
and plays both here and abroad are estimated at $50,000,000
annually, with a potential audience of 30 to 40 million. This is
in addition to the figures cited above. However, the global demand
for American theatre continues to depend on the flow of new shows
which comes from successful new productions on Broadway and at
regional theatres nationwide.

Conclusion

The cost to the arts industry of a reduction in the business
entertainment deduction would be a burden from which many
commercial productions and nonprofit institutions would be unable
to recover. The aftershocks would be felt in every state in the
union. The Pittsburgh Cultural Trust reports that there are 1,200
business subscriptions to their Broadway series. What would
replace that source of income? As to the ripple effect of this
business spending at arts events, an economic impact study
conducted for the Actors Theatre of Louisville (ATL) reports that
"for every dollar in ATL's annual expense budget there seems to be
a seven dollar output generated for the local economy."

We urge you to continue the present level of tax deductibility for
business entertainment and not to promote policies that further
exacerbate the already fragile economic condition of the performing
arts in America.

'An extremely large cast and extensive rehearsal time contributed to the
inability of this well-received musical to earn back its investment on Broadway.
It is an prime example of the type of show that business entertainment tickets
can make or break, or at least, extent its run long enough to create interest in
the show in other markets.



Communications

Statement of the Amalgamated Clothing and Textile Workers Union,
AFL-CIO

Chairman Moynihan and Members of the Committee: The Amalgamated Clothing
and Textile Workers Union (ACTWU) represents nearly a quarter of a million work-

ers concentrated primarily in the men's and boy's clothing, textile, leather and foot-

wear industries. ACTWU also has significant membership in the automotive trim,

medical products and photocopying equipment industries.

ACTWIJ has members in Puerto Rico as well as the U.S. mainland and Canada.

936 reform

The Amalgamated Clothing and Textile Workers Union supports President Clin-

ton's proposal to reform Section 936 tax benefits for Puerto Rico. It clearly shifts

the emphasis of these benefits tow£u-d greater job creation and produces greater tax

equity. But this reform needs some additional elements to make it more effective

in promoting economic development in Puerto Rico.

We call for the explicit denial of 936 benefits when they involve runaway shops
or when a company is found to have violated labor, health and safety or environ-

mental laws. We also call for 936 funds to be available only for further investments

in Puerto Rico or the U.S. mainland. A portion of the funds must be mandated for

worker training, skills upgrading, infrastructure necessities and other such improve-
ments that the island clearly needs.

We believe that the Administration should also look at other means to enhance
economic growth in Puerto Rico, in the context of NAFTA and the CBI program. Al-

ternative development policies that depart from the prevailing neo-liberal, export-
oriented model are needed for Puerto Rico and the Caribbean. We need a com-

prehensive development strategy for Puerto Rico and the entire region, not the piece-

meal and contradictory approach of past administrations. However, if Puerto Rico

is to be effectively involved in such a strategy, its people must posses the political

means to participate in the design and implementation of those policies in a truly

democratic way.

ADDITIONAL ACTION IS NEEDED

Section 936 of the Internal Revenue Service code exempts U.S.-based companies
operating in Puerto Rico and other U.S. possessions from paying federal income
taxes. Almost all 936 companies are located in Puerto Rico, many of which are For-

tune 500 companies.
The ostensible purpose of Section 936 is to promote U.S. investment that creates

new jobs and development in Puerto Ricd. Section 936 has not succeeded in meeting
those objectives as anticipated, while it certainly has made it possible for some U.S.

multinational companies and financial interests to avoid pajdng federal income
tsixes and thereby obtain excessive profits.

The Administration's proposal of replacing the current income tax credit with a

wage credit is a step towards putting "people first" by redirecting 936 to its intended

purpose of creating jobs in Puerto Rico. The proposal also asks those companies who
have obtained the highest profits and are responsible for the least number of jobs
in Puerto Rico to contribute their "fair share of sacrifice" in helping the Administra-
tion to increase tax revenues to enable a reduction in the deficit and an increase

in public investment.
ACTWU strongly urges Congress and the Treasury Department to address the fol-

lowing issues in reforming 936:

(315)
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1. Deny tax credit to runaway factories. The tax credit must be denied to run-

away companies, i.e., companies that relocate plants or transfer jobs from the main-
land to Puerto Rico and from Puerto Rico and the mainland to other Caribbean

Basin countries. The U.S. Labor Department should be charged with deciding what
is and what is not a runaway, and requiring public disclosure of the names of com-

panies that apply for Section 936 benefits.

2. Include laoor and social requirements. The tax credit must be denied to

any 936 company that violates local and federal laws and regulations in the areas

of labor, occupational safety and health and environmental protection.
3. Put Puerto Rican people first, too. A significant fraction of the anticipated

federal revenue from reforming 936 must be directed to prepare Puerto Rico for the

2l8t century. At least 25% of the federal revenue obtained from reforming 936
should go to an infrastructure and adjustment fund for Puerto Rico. The main pur-

pose of these monies would be to improve infrastructure, the environment, education

and worker skill levels, and help displaced
workers in Puerto Rico. Such public in-

vestment would help Puerto Rico shift its development strategy from heavy reliance

on federal tax credits and low wages as a means of attracting U.S. investment to

one of building up the island's basic economic capacity and worker productivity.
4. Tax passive income and redirect 936 low interest loans to Puerto Rico

and the U.S. Only the income earned by 936 companies from active operations
should quaUfy for the wage credit. Income earned from eligible passive investment

(i.e. interest earned on deposits) should be taxable at time of repatriation at the pre-

vailing income tax rate. Eligible passive investments, including low interest loans

from 936 fimds, should be limited to financing private and public investment in

Puerto Rico and/or the U.S.

The 1986 amendment to Section 936 which made investment in the Caribbean

Basin countries an eligible form of passive (financial) investment using 936 funds

must be eliminated. The bulk of this investment has been directed to establishing

plants in export processing zones where the violation of workers' rights is common.
To encourage tne deposit of 936 profits in Puerto Rico, 936 companies should be

required to keep their deposits in Puerto Rico banks and other financial institutions

for an established period^ of time. Earlier repatriation of 936 profits should render

all their income taxable. Interest earned by commercial and investment banks and

other financial institutions as a result of lending 936 fimds should also be subject

to taxation except when those fiinds are directly used to finance investment on pro-
ductive capacity and create new jobs in Puerto Rico.

SHORTCOMINGS OF SECTION 936

ACTWU supports economic incentives that create jobs and help economic develop-
ment in Puerto Rico. However, we have strong reasons to believe that Section 936

and other income tax exemptions that preceded it have not served Puerto Rico nor

the U.S. well:

Subsidized destruction ofjobs
• The number ofjobs created under Section 936 have been much less than antici-

pated. Although 936 was conceived to create new manufacturing jobs in Puerto

Rico, almost twenty years after the passing of Section 936 manufacturing em-

ployment remains stagnemt and vmemployment rates continue to be more than

twice as large as on the mainland, despite much lower rates of labor participa-

tion and massive migration to the mainland. And, while Puerto Rico has pro-

moted the establishment of 2,243 plants and the creation of 29,847 jobs on the

island during 1970-90, during the same period, 1,931 plants closed down, elimi-

nating 51,800 jobs. This net loss of more than 20,000 jobs was partly due to

the substitution of labor intensive
industry

for more capital intensive industry,

the latter being generally favored under the present income-based tax credit of

Section 936.
• 936 companies often employ temporary and part-time workers through temporary

employment agencies. Some, like American Home Products, have abused pro-

grams like the Job Training Partnership Act by engaging in the shady practice
of hiring students at subsidized wages for short periods of time with no intent

to train them for permanent jobs.
• Some 936 companies relocate rather than expand production from the mainland

to Puerto Rico, resulting in the loss of mainland jobs. The existing weak prohibi-

tion on runaway plants has never been enforced. In a study of just 25 plant re-

location cases (16 of them pharmaceutical or medical product companies, most
located in the Northeast), the Midwest Center for Labor Research found that

over 7,000 direct jobs (or up to 30,000 indirect jobs) were lost on the mainland
as a result of Section 936 related layoflFs or plant closures. Many more jobs may
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have been lost as a result of Section 936 plant closings in older industrial com-

munities on the mainland where a large number of minorities, including Puerto

Ricans, live. Two glaring examples of recent runaways are American Home
Products from Elkhart, IN to Guayama, and Acme Boot from Clarksville, TN
to Toa Alta.

• 936 funds provide low cost loans that have been used to finance the relocation

ofjobs from the mainland and Puerto Rico to the Caribbean and Latin America.

The use of 936 funds (profits deposited in Puerto Rico by 936 companies) to fi-

nance export oriented manufacturing in this fashion amounts to a subsidized

destruction of domestic jobs and has played an important role in promoting the

Caribbean Basin Initiative of Reagan and Bush.

Subsidized super-profits
• U.S. corporations (virtually all of them 936 companies) attribute one-fifth of all

their foreign direct investment profits to their Puerto Rico operations.
• Most of the $3 billion annual 936 tax savings are captured by a handful of com-

panies. In 1989, for example, $1,123 billion in federal taxes were avoided by just

13 companieb. The leading tax savers were: Johnson & Johnson ($147 million),

Coca-Cola ($143 million), Pfizer ($106 million), Merck ($105 million). Digital

($88 million), American Home Products ($80 miUion), Abbott ($79 million), Bax-

ter International ($75 million), Bristol Meyers ($64 milUon), Eli Lilly ($53 mil-

lion), Pepsi Co. ($52 milUon), Schering-Plough ($49 million), Upjohn ($49 mil-

lion) and Warner Lambert ($39 million).

• Excessive profits have been obtained by high-tech, capital intensive companies in

Puerto Rico (like those in pharmaceuticals, scientific instruments, electronics,

and electrical machinery). For instance, only 77 of the 500 companies benefiting

from this tax incentive are pharmaceuticals, yet that single industry obtains

half of the total 936 tax savings, close to $2 billion annually. The financial and

political clout of pharmaceuticals in Puerto Rico is very disproportionate to the

relatively few jobs they create.
• 936 companies artificially allocate corporate profits to Puerto Rico with the pur-

pose of avoiding paying federal income taxes. Through "transfer pricing" some
936 companies manage to declare excessive profits in Puerto Rico. Transfer

prices are prices charged in transactions of goods or services between different

parts of the same corporation. Some 936 companies manipulate such prices in

order to disguise profits from the IRS. They do so by overpricing products "sold"

from their Puerto Rico plants to the mainland and underpricing products "sold"

from the mainland plants to the Puerto Rico establishments. There are numer-
ous cases of companies that have been accused or found guilty of using transfer

pricing to declare tax-exempt profits in Puerto Rico, involving companies like

Eli Lilly, Parke Davis, Pfizer, Abbott Laboratories, G.D. Searle, Timberland and
others. Section 936 companies contribute little to the treasury of the Government

of Puerto Rico. In addition to fiill federal income tax exemption, 936 companies

enjoy close to full income tax exemption from local taxes. Tollgate taxes, de-

signed so the Commonwealth government can recover up to 10% of the profits

that 936 companies repatriate to the U.S., are often waived or not collected,

making tollgate taxes just 2% of the local government revenue (instead of the

12% often quoted by 936 defenders). As a result of so many tax exemptions

granted to the 936 companies, sales and income taxes for Puerto Rican house-

holds and businesses are among the highest under the U.S. flag.

Subsidized poverty and stagnant wages
• Despite their high labor productivity, companies utilizing 936 tax advantages
have not greatly increased the wages and living standards of their workers in

Puerto Rico. Most companies, including pharmaceuticals, only pay a fraction of

U.S. mainland wages. They have vigorously fought unionization, and used lower

wages in Puerto Rico as an excuse for meager pay increases—oft^n conces-

sions—from their mainland workers. 936 companies have not contributed sig-

nificantly to reduce the male-female wage gap in Puerto Rico. Currently, almost

70% of the workers employed by Section 936 companies are women who are

paid lower wages than their male counterparts.
• Since the passage of Section 936, union representation and average manufactur-

ing wages (adjusted for inflation and relative to the U.S.) have sharply declined,

and the wage gap between mainland and Puerto Rico keeps growing.
• As a result of relatively low wages and high unemployment, more than 60% of

the population of Puerto Rico lives in poverty and partially depend on federal
income transfers.



318

Subsidized dependency and underdevelopment
• Section 936 has aggravated the dependence of the island on U.S. investment and
has distorted its economic development, orienting it towards largely export-ori-

ented, capital-intensive, highly toxic manufacturing production with few linkages
to the local economy.

• It has helped subordinate, not integrate, the economy of Puerto Rico to that of
the U.S. Puerto Rico's depjendency on a single instrument of economic develop-
ment (federal income tax exemption) over which it has no political control is a

very fragile and unstable foundation for long term growth. Since the passage
of 936, the island's dependency on external investment has increased, with
these companies accounting for two-thirds of manufacturing employment, and
more than half of exports and national income.

• The largest fraction of936 profits are not reinvested to expand capacity in Puerto
Rico but kept in the form ofpassive (financial) investments. These funds amount
to more than $15 billion, compared to less than $5 billion invested in plant and

equipment. About $10 billion of the passive (financial) investment are bank and
otner fmancial deposits, almost one-half of Puerto Rico's bank deposits. More
than $5 billion are kept as financial instruments by 936 corporations, the bulk
of which are Caribbean Basin oriented bonds. As a result, they contribute little

to long term economic development in the island. Financial deposits of 936 prof-
its ("936 funds") generate excessive profits for the local banking industry, wnich
is dominated by a few U.S. and foreign banks. The Economic Development Bank
and other public financial agencies indirectly account for less than 10% of 936

deposits, and even this Section exists only as a result of recent local regula-
tions.

• The current income tax credit is biased toward capital intensive companies.
These companies, by virtue of their large (gross) profit margins, multinational

operations and patented products can readily use "transfer pricing" to declare

profits in Puerto Rico and thus avoid paying additional income taxes in the

mainland.

Subsidized environmental damage
• Some Section 936 companies (again, mostly the pharmaceuticals) have caused

significant and irreparable damage to the environment, workers and their com-
munities. According to the Environmental Protection Agency and independent
environmental studies, they have turned areas Puerto Rico into some of the

most polluted regions withm the U.S., fiirther undermining the scarce natural

resources of the island, and contributing to the decline of local industries like

fishing and agriculture. The environmental damage is so great that the local

Environmental QuaUty Board estimates that 10% of Puerto Rico's coastline is

unfit for swimming. EPA studies point to those municipalities with greater con-

centration of pharmaceuticals (like Barceloneta, Manati, Guayama, Humacao
and Carolina) as the regions with the largest toxic waste. The only waste-treat-

ment facility for hazardous waste fluids in Puerto Rico, owned by Safety-Kleen

(Ilorp., is inadequate for the island's large concentration of chemical companies,
and has been recently fined by the EPA for violating environmental laws.

• Almost all (72%) of toxic waste in Puerto Rico is the result of dumping by a

handful of chemical companies. The most recent EPA report (1993) on Toxic

Waste in Puerto Rico singles out companies like Schering, Du Pont (Manati);

Abbott, Upjohn, Viskase, Merck Sharp & Dohme, Pfizer, Sterling (Barceloneta);

Phillips (Guayama); and Squibb (Humacao). Two years earlier, the EPA identi-

fied Phillips, Chevron, American Home Products, Revlon, General Electric,

Becton Dickinson, Upjohn, Motorola, Harman Automotive, Teledyne Packaging,
the U.S. Defense Department, and the Puerto Rico Industrial Development Cor-

poration Co. as responsible for twelve of the island's most hazardous waste
sites. EPA estimates that the cleanup of each site will cost $20 million—a total

of $240 million.
• 936 companies often ignore safety and health conditions in the workplace. Some

of them, like Parke Davis, have been found guilty of exposing workers to highly
toxic materials without adequate protection. The fact that all pharmaceuticals
are non-union leads many safety and health violations to go unreported.

The need to address the above shortcomings of 936 motivates ACTWU to endorse
the Administration's proposed wage credit and to call for additional measures that

help Puerto Rico's economic development without negatively affecting working peo-
ple and their communities. Additional measures must include the redirection of tax
revenue fi"om 936 profits to restore public inft-astructure, education and the environ-

ment, as well as denying 936 tax credits to runaway companies and companies that
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violate local and federal laws and regulations in the areas of labor, occupational
safety and health, and environmental protection. In addition, a meaningful reform
of 936 must include the taxation of passive (financial) income and the redirection
of 936 low interest loans to Puerto Rico and the U.S. mainland.

THE CLJ^r^oN proposal

As part of its economic plan, the Administration has proposed to reform Section
936. The Administration's plan calls for substituting the income tax credit with a
wage credit over a three year period, starting in 1994. Wages and salaries up to the
current FICA income cap ($57,600) will qualify for the wage credit. Under the wage
credit. Section 936 companies will deduct fi-om their corporate income taxes up to
60 of wages paid on their Puerto Rico operations—a total credit of more than $1.3
billion annually, about half of the current total income credit.

The changeover from the current income tax credit to the wage credit will be such
that in any given year in the three year transition period companies would receive
either the current income tax credit or the wage credit, whichever provides more
revenue to the Treasury. In addition, 936 companies would receive an investment
credit of 80% of the (depreciated) value of all mvestment in plant, equipment and
inventories by those companies in Puerto Rico—a significant credit for high tech

companies.
ACTWU supports the Clinton plan because it helps correct some of the present

shortcomings of Section 936 while keeping in place a significant economic incentive
to help create jobs in Puerto Rico. The Administration's initiative does not seek to

eliminate Section 936. While the shift from an income tax credit to a wage credit

greatly reduces the current tax savings enjoyed by a handful of sectors (including
pharmaceuticals), the large majority of companies now benefiting from Section 936
will still obtain substantial tax savings under the new arrangement, which should

help protect the jobs of the large majority of manufacturing workers in Puerto Rico.
Tax rates for Section 936 companies will continue in effect to be lower than in the
U.S. mainland, especially when state and local taxes are added to both the main-
land and the Puerto Rico effective corporate tax.

CUNTON'S WAGE CREDIT WILL NOT CRIPPLE SECTION 936

Our gross estimate of the impact of President Clinton's proposed changes to Sec-
tion 936 suggest that changing the current income-based tax credit to a wage-based
tax credit mil reduce the tax savings of 936 companies in Puerto Rico by a modest
amount.
The table appended illustrates the impact that replacing the current income tax

credit with a 60% wage credit could have on Section 936 tax savings. These are

gross estimates that probably overestimate the actual impact of the wage credit
since we abstract from the gradual way in which the wage credit would be imple-
mented and we leave out of our calculations the Administration's proposed invest-
ment tax credit for 936 companies. Our main findings are that:

• 936 corporate tax rates will be only about half of the proposed U.S. corporate
tax rate. On average, 936 companies will end-up with an 18% corporate tax rate

compared to the Administration's proposed 36% corporate tax rate for the main-
lancf (the current mainland rate is 34%). Such a significant tax differential be-
tween Puerto Rico and the U.S. mainland should keep Section 936 as a major
tax incentive for U.S. companies to maintain and expand operations in Puerto
Rico. Recent estimates by the Economic Development Administration and the
Economic Development Bank of Puerto Rico show that corporate tax rates for
936 companies may be even lower than our own estimates. According to their
own calculations, tne average 936 corporate tax rate may be only 15.4%.

• Manufacturing sectors that account for 70% of 936 jobs will experience only a
small reduction (or no reduction at all!) of 936 tax savings. Six labor intensive
industries (apparel, textile, paper, fabricated metal, leather products, and rub-
ber which in 1989 employed over 55,000 people ) will likely see their 936 tax

savings remain unchanged. Four "high-tech" industries which employed over
40,000 people in 1989 (industrial machinery, electrical equipment and electronic

products, petroleum and scientific/medical instruments) will probably see their
income tax rates increase to a mere 11.6% to 14.6%—between one-third and
one-half of the mainland corporate income tax rate.

• The most affected industries will see their tax rates increase to no more than 10
percentage points

below the U.S. corporate tax rate. Food and kindred products,
which employed 20,000 people in 1989, could end up paying an income tax rate
of 19.8%. But the major beneficiaries of 936 credits in these industry are also
those that employ the fewer number of workers. Just two companies. Coca Cola
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and Pepsico, which attribute as much as 23% of their total global profits to

their Puerto Rico operations, accounted for two-thirds of all 936 tax savings in

food processing in 1989, while they employed only 4% of all 936 food processing
workers—less than 500 jobs. These and a few other food processing companies
enjoy average pre-tax operating profit rates in Puerto Rico that are four times

higher than the corresponding pre-tax rates in the U.S. mainland.
In 1991, Coca-Cola obtained $137.4 million in tax savings, about $371,350 in 936

benefits per employee, five times more than the benefits per employee received

by the average pharmaceutical company, fifteen times more than those of an
average 936 manufacturing company, and yet Coke employed only 371 people
in Puerto Rico and paid no local taxes.

Section 936 companies in the chemical industry may end up paying an average
26% corporate income teix rate, which is still 10 percentage points less than the

proposea mainland rate. The sector that will be most impacted will be the phar-
maceutical industry, which employs less than 20,000 people but earns more
than half of all 936 tax benefits. Companies in the chemical industry in Puerto
Rico (mostly pharmaceuticals) enjoy average pre-tax operating profit rates seven
times higher than in the U.S. mainland. By virtue of their high volume of net

profits ($4.6 biUion), U.S. chemical companies in Puerto Rico will continue to

save a substantial amount of federal taxes—almost $400 million or more each

year.

We thus strongly reject the view that the Clinton wage credit proposal will result

in plant closings and massive layoffs in Puerto Rico. Such an argument is based

only on the empty threats of those 936 companies which are bound to feel the larg-
est impact of the Clinton proposal. These companies are also the most lucrative and
will remain very profitable under the wage credit initiative.

We also reject the notion that Puerto Rico will bear an unfair share of sacrifice

under the Administration's economic plan. A handful of profitable U.S. companies—
not any resident or local business of Puerto Rico—will be the only ones asked to

pay federal taxes on repatriated income.
ACTWU calls on those in Congress who are really concerned, as we are, with job

losses and economic dislocation m Puerto Rico as well as on the mainland, to sup-
port the Administration's wage credit proposal. We also call Congress to help Puerto
Rico face real economic threats like the relocation of companies to low wage Carib-
bean and Latin American countries, the lack of long term private and public invest-

ment, the economic slowdown and restructuring of the U.S. economy and the imposi-
tion of ill conceived U.S. poUcies such as the proposed North American Free Trade
Agreement.

ALTERNATIVE ECONOMIC STRATEGIES FOR PUERTO RICO

Reform of 936 must go beyond concerns about increasing tax revenue for the

Treasury or restoring tax equity. It must seriously deal now with the problem of
economic development and joD creation in Puerto Rico, and with issues such as run-

away plants, infrastructure, working conditions, education, the environment and
Caribbean economic integration. However, over the long term, even 936 reform as
outlined here may not be enough to prepare Puerto Rico for the new world economy.
An alternative economic model that looks at all aspects of the Puerto Rican econ-

omy, including its present economic and political relationship with the U.S. and its

Caribbean neighbors is needed to attain real development for Puerto Rico. Such a
model must be centered on the need to lift the wages and living conditions of Puerto
Rican workers to a level equal to that of their mainland counterpEirts.



321

S

(A

£
0)
c
o
CD

(O

c
o
o
di
c
o

ii
CO
2S •

(Q M

o 1
il

o
"

o
(0
a.

E

o
0)

15

E

UJ

ra
c

I
&
Q.

35

»

sc

•J§

III

II -^

n:;

o
rj

»'

3 rl m

s

"O ^ «o ^

#

n O y-t

ri rr *^

O^ O fO
»r» r4 ^
w^ f^ m

^ -v r^

w ^ ao

5

5<

(3 £

OO ^O w-t
•o CTv wnO >£» fN
r*" ^£J o*
oo r^ fN

V-| ^ --

»n ^ >£>

gggggggggg

TO >^
r* o r*
0\ <N oo

:j» ^ t^ e^ cji (^ c^
O OO V^ f*^ OS ^ ^,' ^ O m ^ r^ 00

?:; Q
»*» ^ p*. oo c^ **>
^- f*i O r* •'^ **•
fs r^ r^ oo o *n

>t <N rf -v o* V w-i' "* "
«N ri m rJ

o\ r* ^
.•- fc^ W*

r O r^ rn f*i r^ ooo — *o r* CT* « r^
1 « * tn. n, '^ "
— •^ r^ CT» V w% —'

^ r-i a^ -« ^ fN

n »'^ — "
r4 ov r* -o_ Ov r*
00 %0 Ok
»n irf r«-"

::3Q

sua

^ -« oo
^ OO <N^ r* ov

Soo o r^
(N O oo

:ggg# # ?^
, o o ~
' o o o o o o

• o\ r*> — f*i o ^
I 00 v^ -• « r4 oo
;,
-o M^ v^ ^^ v^ r*

I m ^ o ^ rn ^'

o r* o« o» oo p»
_ ^- -o ^ o» ^ <»
rf^ >0 r><

f*-. o\ r*^
rs

— "^ fn «' V «ri —'

S tA M S I

— O o v^ ©V »r» —^ o> r* oo ><} TV OS^ r-_^ « r*-, o_ >o ^.
ooo^so ^— r*r-^^<N

• r^ « »n «o _
I m r^ f*^ V -o »r»

m M V Os *n

' ^^ ^^ ^h o ^* ^"
I fn r* o ^ oo CM
I 00 (N r4 « -- r-

^w^— r»mfn»n*nr^»n

a.H> S u._j <ac

sn i

1 s

^

sa

o
-a
B.
E

m
» -

III

3ii

w^ " ^

r^ CC i? '^ ^oo Os o ^



322

Statement of the American Horse Council, Inc.

introduction

The American Horse Council (AHC) appreciates the opportunity to submit this

testimony on President Clinton's economic proposals to stimulate the economy and
reduce the deficit. The AHC is the national trade association for the horse industry
in the U.S. and includes 191 equine associations, representing over 1 million indi-

vidual horsemen and women and all breeds and types of equine activities.

The horse industry has been adversely impacted by several factors in the last

eight years, including the downturn in the economy world-wide, changes made in

the Tax Reform Act of 1986 and the expansion of other forms of gaming. Many race-
tracks and breeding farms have closed and many continue to struggle economically.
Tens of thousands of jobs have been lost at racetracks, shows and breeding centers
around the country. Hundreds of breeding farms, many a source of pride for their

entire state, have been lost and along with them the beautiful open space that they
provided.
Some of these losses can be reversed by changing the Internal Revenue Code to

help the industry revive itself and produce more jobs, more revenue to the federal,
state and local governments and a better balance of payments.
The President's economic plan gives Congress the opportunity to assist the indus-

try and all it supports. We ask for that assistance and pledge that it will be repaid
several times over in the form of more jobs, more farms and open space and more
revenue to the federal, state and local governments.

President Clinton's economic plan proposes tax changes that could help the horse

industry, provided we are included. "The horse industry is not seeking special treat-

ment, only fairness by including us in any provisions, such as the capital gains ex-

clusion, investment tax credit and passive loss relief, that are intended to stimulate
investment and produce jobs in other industries. There are also proposals that we
oppose, such as the reduction of the deduction for business meals and entertain-

ment, the denial of the deduction for club dues and the elimination of the deduction
for lobbying expenses, because we feel they will chill any stimulus to jobs and the

recovery.

U.S. HORSE INDUSTRY

The U.S. horse industry is a very diverse $15.2 billion industry that employs and
supports hundreds of thousands of workers. Horse owners and breeders spend $13
billion in annual investment and maintenance costs. $200 million worth of horses
are exported each year, far more than are imported. Horse farms and training facili-

ties provide green space, often in areas that are being threatened by encroaching
urban growth.
Parimutuel horse racing is legal in 43 states and involves the racing of

Thoroughbreds, Standardbreds, Quarter Horses, Arabians, Appaloosas and Paints.
Off-track and inter-track wagering is legal in 41 states. There are over 200 race-

tracks in the U.S. In 1990, over 79 million people attended the races, generating
over $624 million in direct revenue to states from parimutuel taxes, track licenses,

occupational licenses, admission taxes and miscellaneous fees.

Another 40 million people view equine sports each year at horse shows and ro-

deos. There are 7,000 sanctioned horse shows a year with thousands of local,
unsanctioned additional shows. These shows contribute $223 million annually to our

economy with rodeos contributing over $100 million. 27 million people over twelve
ride each year, more than half on a regular basis.

On the state level, California's horse industry generates the most dollars with a
total GNP of $2 billion annually, followed by New York's $1.3 billion and Texas' $1
billion. Many other states have very substantial breeding, racing and showing in-

dustries.

The equine industry is very labor-intensive. Machines can-not be used to breed

horses, train horses, feed horses and properly care for and exercise horses. Hun-
dreds of thousands of individuals breed, own, train, use and care for horses. These
people, who work full-time in the horse industry, include owners, trainers, grooms,
jockeys, drivers and riders, veterinarians, instructors, van operators, racetrack em-

{)loyee8

and the countless others who do not work directly with the horse but whose
ivelihood depends on it. Many of these jobs involve unskilled or semiskilled work-
ers, who might be unemployable outside the horse industry.
What supports the horse industry, including the job base, the breeding farms and

the revenue stream in the form of taxes to government, is the investment in the
horses themselves. The horse industry relies on "outside" investments to operate,
just as other businesses do. Without owners willing to buy, breed, race and show
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horses, the hundreds of thousands who are supported by the industry suffer. With-
out such investment, jobs and revenue are lost. All of this has been put at risk be-
cause of the downturn in the economy and changes in the tax laws that have oc-

curred since the mid-1980s.

EFFECTS OF THE ECONOMIC DOWNTURN IN THE INDUSTRY

The horse industry has been hurt by several events in the last few years. The in-

dustry, like others, realized substantial growth in late 1970s and early 1980s but

peaked in the mid-19808. Eight years later the economic climate has changed dra-

matically and so has the horse industry.
In the late 1970s to mid-1980s, the horse industry prospered and expanded. Cap-

ital was available and was being invested in the horse business. But then the econ-

omy took a bad turn, not only in the U.S. but throughout the world. Foreign owners
cut back on their purchases of U.S. bloodstock and the Tax Reform Act of 1986

changed the rules on investing. The reduction of the tax rates, the elimination of

the capital gains exclusion and the addition of the passive loss rules impacted sub-

stantially on the desirability of investing in what might be called riskier invest-

ments, including real estate, oil and gas programs, new, small businesses, and the

horse industry. The changes made it economically wiser to put capital in safer in-

vestments, such as certificates of deposit or the stock market, rather than in activi-

ties, like the horse business which produce jobs and revenue to the states.

Demand for horses declined but the industry already had a supply of horses in

production. It takes three years to get a foal from conception to the two-year-old
sales. Thus, the demand fell quickly, but the supply did not. Many owners and
breeders who had purchased horses or bred them at pre- 1986 prices sold them at

post- 1986 prices for substantial losses. People who had gotten into the business

then, and even some who had been in for some time, got out. Others have stayed
away.
This affected the entire industry, because it relies on the owners, many of whom

cannot be involved full-time, and their investments to remain viable and expand.
The breeding farms, stallion managers, feed suppliers, veterinarians, van operators,

farriers, trainers, jockeys, grooms, stable hands, race tracks and their employees
and suppliers, all rely on the horse owner and breeder. And when there are fewer
owners the entire industry suffers.

Since the mid-1980s, the number of horses bred and registered has decreased for

all breeds, as the attached cheirt shows. The number of Thoroughbreds registered
has declined 25%, Standardbreds 29%, Arabians 57%, Morgan Horses 37%, Quarter
Horses 40% and Saddlebreds 31%. The affect of this decline on the industry has
been dramatic.
For the eighth time in the last nine years total revenue from public auction of

Thoroughbred horses declined. There has been a 50% decline in revenue since the
1983 peak, when 21,500 horses were sold for $682.7 milHon. In 1992, 16,118

Thoroughbreds were sold, the lowest number since 1979, for $332.4 million. The av-

erage sale price was $20,585, the third consecutive years of decline and the lowest
since 1979. Obviously, fewer people are willing to invest in horses. Figures from the

Horsemen's Benevolent Protective Association (HBPA), the association of Thorough-
bred owners and trainers, also reflect this. The number of individuals registered
with the HBPA fell to 32,561 in 1992, a decline of 4.1% from 1991 and 7% since

1985.
This has lead to fundamental changes in the industry, to losses in jobs and less

revenue to the states and the industry. Horse trainers who once had twenty horses
in their bam and grooms necessary to care for them now have three and four horses
and fewer workers. Many have had to .take part-time jobs outside the industry.
Racetrack veterinarians, who once worked exclusively on the track, are now making
visits to farms to care for horses and make ends meet.
A brief look at the horse show circuit illustrates the effect of this loss of owners

and reduction in the breeding of horses. A nationwide research study by the Amer-
ican Saddlebred Horse Association found that there are fewer small horse shows in

the U.S. than there were ten years ago. The number of entries at horse shows has
decreased. As mentioned, there are 7,000 sanctioned shows in the U.S. These shows,
particularly the larger ones throughout the U.S., provide a viable living for thou-
sands and thousands of ordinary, middle-class taxpayers who work full-time behind
the scenes in a sport sustained by those able to pay the bills. Farriers and grooms
are needed to take care of the horses; veterinarians, riders and trainers must keep
them healthy, in good condition and competitive; managers, organizers, ring crews,

advertising, feed and supporting services are needed for the shows to go on. And
the local area reaps the benefits of the money that the show brings into the local
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economy, approximately $223 million per year. All of this is built on the horse
owner and breeder who invests in the horse itself.

This may be brought into even clearer focus in racing, where several race tracks
have closed and others continue to struggle economically. Those that have closed in-

clude Longacres in Washington state, Jefferson Downs in Louisiana, Roosevelt Race-

way in New York, and Canterbury Downs in Minnesota. Garden State Peirk in New
Jersey will cease operations on May 29 and Philadelphia Park may close. If this

happens Philadelphia, the fifth largest population center in the U.S., will be without

Thoroughbred racing for the first time since World War II. When these tracks

closed, jobs were lost and revenue to the state and local governments stopped.
Those racetracks that continue to operate will experience a significant shortage

of race horses this year and will have difficulty in filling races. Some tracks already
have. Currently in New York, harness tracks are suffering fi"om an acute shortage
of horses to fill their regularly scheduled racing programs. Recently, Yonkers Race-
track was forced to cancel several races because of the shortage of horses. When
races are cancelled, the lost wagering opportunities result in lost revenue to the

tracks, the horse owners, the trainers, drivers and jockeys, and the state and local

government.
This decline in the number of available horses has affected jobs and employment

in the industry. It has affected revenue to the federal and state government. A re-

view of the registered Thoroughbred and Standardbred foal crops over the last ten

years illustrates the severity of the problem in racing:

oroughbred
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there. If this betting pool goes down it affects the entire industry because it reduces
state taxes and income to the track and owners.
The decline in the number of horses available for racing will affect the betting

pools. If tracks reduce the number of races or the days of racing, as some have, obvi-

ously less will be bet. If they simply race with fewer horses in smaller fields less

will also be bet. Bettors dislike small fields because they offer less betting opportu-
nities and smaller payoffs. The industry fears it may lose some of its best patrons
if fields are reduced.

Thus, either alternative will result in smaller handles and less revenue to the

states and the racing industry. This will exacerbate the current situation.

"Rie decline in the number of horses and the industry in general is shown in other

ways. A 1991 census in Michigan showed that there were 130,000 horses in the

state, down from 160,000 in 1984. The equine industry in Michigan, which is pri-

marily made up of small farms in suburban areas, pumped $256 million into the

states economy in 1990 and income of $122 million. This is at risk.

In Maryland, where the horse industry is estimated to be a $1 billion industry,

employing 20,000, many farms have closed. Windfields Farm, in Chesapeake City,
home of Northern Dancer, the greatest sire of all time, closed in 1988. Sagamore
Farm, once one of the finest in the state and home of Native Dancer, closed last

Sununer. In 1986, 4,000 mares were bred to Maryland stallions. In 1989, only 3,000
mares visited Maryland. Last year, the number was close to 2,000. Maryland breed-

ing farms and farms elsewhere are an endangered species.
What has happened in Maryland has also happened in Kentucky, California, New

York, Oklahoma and other states that have large and important breeding and train-

ing centers. It has impacted on the economies of these states.

SPECIFIC COMMENTS ON ECONOMIC PLAN

Several of the President's specific plans to stimulate investment and generate jobs
do not apply to the horse industry. We believe that we have explained how hard
the economic downturn and tax changes have hit the industry. Leaving the industry
out of the economic stimulus proposals not only continues to favor other forms of

investment over us, for no explainable reason, but also perpetuates the untenable

position that the horse industry is not a serious business, not a large industry, and
not one that produces jobs and revenue for the federal government and the state

governments, entertainment for millions and a livelihood for hundreds of thousands.
We have the following specific comments on the President's proposal.

Change Passive Loss Requirements.—The President's proposal does not change the

passive loss limitations for horse owners and breeders. It does, however, provide for

a special rule regarding passive losses and real estate. We do not oppose this relief,

but suggest that limited reUef also be afforded the horse industry, which has been
hurt by the passive loss rules.

The horse industry is unique with respect to the material participation require-
ments. It is difficult for many owners to breed, train, ride, drive or show their

horses because of the expertise and physical ability that is required. It is a special-
ized and dangerous activity requiring experienced, trained professionals. The owner
of a broodmare who boards the mare at another's farm may find it difficult to satisfy
the minimum hourly requirement during the eleven month gestation period of a

foal. The passive loss rules, therefore, are often viewed as difficult for many to sat-

isfy.

Our position is that the passive loss rules enacted in 1986 should be repealed. We
believe that they have done far more economic harm than good by stifling invest-

ment in some activities, such as the horse business. Nonetheless, absent a repeal
we suggest two alternative approaches for relief that would encourage investment
in the industry. The first would provide that passive losses from an equine activity
would not be limited in computing an individual's regular tax liability, unless the

losses came fi-om an investment in a limited partnership. Instead passive losses

which are not from a limited partnership would be restricted under present law
rules in determining an individual's alternative minimum tax.

The second approach would modify the passive loss requirements to make it less

difficult for an individual who owns and breeds horses to be an active participant.

Specifically, in determining whether an individual is an active participant, our pro-

posal would allow an individual to count all management time, even if others spent
more or are paid for management services, and eliminate any specific minimum
number of hours required. This could be limited to businesses engaged in breeding
or using livestock for sporting purposes, provided the business is closely held with

at least 80% owned by five or fewer individuals.
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Include Equine Businesses in Capital Gains Exclusion.—The President has pro-

posed a lower capital gains rate for investments in small businesses, which are cor-

porations with less than $25 million in capitalization. If stock in these small cor-

porations is held five years, upon sale a taxpayer may exclude 50% of any gain and
pay tax on the remaining 50%. The reasons for the change offered in the President's

plan are that "smaU businesses are important to economic growth and job creation

in this country, and contribute to America's edge in international competition."
The AHC suggests that the horse industry is ideally suited to accomplish the

goals of this change. It is made up of hundreds of thousands of small businesses,
is labor intensive and already has a favorable balance of payments and edge in

international competition. Unfortunately, most horse businesses cannot qualify for

the exclusion because they are not conducted in corporate form. More to the point,

however, under the proposal, farming businesses are specifically excluded fi-om this

special capital gain treatment. Therefore, horse breeding operations, even if con-

ducted through a corporation, could not qualify.
The AHC suggests that this special capital gains treatment be extended to include

investments in the horse industry. It will result in additional employment and reve-

nue to the states.

Include Horses in New Investment Tax Credit.—Under current law there is no in-

vestment tax credit for tangible property. The President's proposal calls for a tax
credit for small and large businesses. It would provide businesses with revenue over

$5 million with a 7% investment tax credit for two years and smaller businesses
with a 7% credit for two years £md 5% thereafter.

The proposal states thiat property eligible for the credit "would be defined in the
same manner as under the regular investment tax credit prior to its repeal, except
that used property would not be eligible." Prior to 1986, the tax credit was not avail-

able for the purchase of horses, but was available for other tangible property used
in the horse business. Congress did not make the credit available to horses prior
to 1986 because it did not see the need for an incentive to invest in horses.

As the earlier portion of our testimony sets out there is ample need today. The
horse industry, particularly the racing industry which supports much of the job base
in our industry, is in dire need of just such a stimulus. It would be grossly unfair

to grant it to other industries while denying it to horses be-cause of antiquated prej-
udices and unfounded beliefs. If racing declines further, so will employment and the
revenue that it provides to the federal, state and local governments. The AHC sup-
ports the tax credit and requests that horses be included in its benefits.

Don't Reduce Deduction to 50% for Business Meals and Entertainment.—Pres-

ently, 80% of the cost of business meals and entertainment is deductible provided
it is an ordinary and necessary business expense. Meals and entertainment ex-

penses include food, beverages, tickets for sporting events and similar activities. The
President's proposal would reduce the deductible portion of otherwise allowable
business meals and entertainment fi"om 80% to 50% beginning in 1994.

This reduction in the meals £md entertainment deduction from 80% to 50% will

adversely impact anyone in the horse business who attends events or entertains at

events and treats the cost as a deductible business expense. It will also affect the

race tracks, horse shows and other events at which such money is spent.
Horse owners, trainers, veterinarians and others purchase tickets to race tracks,

horse shows or other similar events in order to introduce new clients to the sport
and entertain existing clients. This is a legitimate form of promoting the horse busi-

ness, similar to advertising in other businesses. It is unfair and counterproductive
to the President's purpose to single out one of the few important ways for the horse

industry to promote itself.

More importantly, many of these individuals attend the races or horse shows in

order to watch their horses run, look at other horses to purchase or just be informed
and must purchase tickets in order to do so. Presently, 80% of the costs of these

activities are deductible. The proposal would reduce the deductible portion to 50%.

Reducing the business deduction for something that is so obviously an ordinary and

necessary business expense is unfair. The AHC opposes this change.
Retain Deduction for Club Dues.—The President's proposal would also eliminate

any deduction for "club dues" beginning in 1994. The prohibition would apply to all

types of clubs, including business, social, athletic, luncheon and sporting clubs.

This could affect the deductibility of dues paid by horse owners and breeders for

"clubs" at tracks, such as "turf clubs," and at horse shows and similar events. To
the extent that people use such clubs less this would adversely affect the events
themselves and the emplojmient and revenue they produce. The AHC opposes this

change.
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Retain Deduction for Lobbying Expenses.—Under current law, expenses incurred

for lobbying Congress or state legislatures are deductible as business expenses. This

includes amounts incurred for direct communications with legislators, for commu-
nications through a trade association and for membership dues in an organization
that lobbies.

Under the President's proposal businesses would no longer be allowed to deduct

lobbying expenses, including costs to communicate with the executive branch as well

as the legislative branch. No deduction would be allowed for the part of membership
dues that is used for lobbying and trade associations would be required to report
to their members the portion of their dues used for lobbying activities.

This will affect all individuals and organizations that represent members before

government, or belong to organizations, like the AHC and many of its member orga-

nizations, that do. The change includes state or local organizations that lobby state

legislatures. Lobbying elected representatives is an important right of people in-

volved in an activity. The costs of such activities have correctly been considered an

ordinary and necessary business expense. The proposal will deny the deduction of

these costs, including dues paid to organizations that lobby. This is unfair and coun-

terproductive to the purpose of government which is to hear from constituents.

Membership organizations that lobby will have to keep additional records to be able

to advise members of what portion
of their dues are not deductible. This is an un-

necessary and burdensome change.
Reinstate Health Insurance Deduction for Self-Employed.—Under current law an

incorporated business can deduct the full cost of any health insurance provided for

its employees. A self-emploved individual, however, operating as an unincorporated
business can only deduct this cost for himself and his dependents to the extent it,

together with other medical expenses, exceeds 7.5% of adjusted gross income.

Prior to July 1, 1992 a self-employed individual was allowed to deduct up to 25%
of the amount paid for health insurance for himself, his spouse and dependents. The
President's proposal would extend the 25% deduction retroactively through 1993.

The AHC supports this change.
Many individuals in the industry are self-employed, such as trainers, jockeys,

drivers, and veterinarians. It is unfair to allow those who operate in corporate form

to deduct health insurance costs for themselves but not those operating as sole pro-

prietors or partners. As the Administration is well aware the costs of health insur-

ance are substantial. Having the cost, even just peirt of it, deductible could mean
the difference between a person having health insurance or not. The AHC supports
this provision.
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Statement of the American Hotel & Motel Association

introduction

The American Hotel & Motel Association is a federation of associations represent-

ing lodging's interests in the fifty states, the District of Columbia, Puerto Rico and
the Virgin Islands. The Association federation has a membership in excess of 10,000
individual lodging properties which represents approximately 1,300,000 rooms. The

lodging industry employs approximately 1,500,000 people, with close to one-third of

that total involved in foodservice.

The hotel industry has been suffering from a downturn of epidemic proportions
for the last several years. In 1990 alone, losses for the U.S. hotel industry were esti-

mated to be $5.5 billion. For 1991, the losses were estimated at $2.7 biUion. In 1990,
limited-service hotels (those without foodservice) only posted a small loss and, in

1991, recorded a positive net income. This tells us that the burden of our industry's
losses in 1990 and 1991 were borne by full-service hotels, i.e., those with res-

taurants, room service, catering departments and which host our nation's conven-

tions, trade shows, business meetings and banquets. In addition, for the last several

years the occupancy rate has been hovering around 60%, a 10% decline in business

since 1986 and a direct cause of the billions in losses referred to above.

As a direct result of industry losses, across-the-board reductions in our labor force

have been made, cutting, for example, in 1991 alone, over $1 billion in payroll and
related costs.

The overall picture one is left with is of an industry in deep trouble which has

had to take strong steps to stabilize its position. The fat is gone; now this Commit-
tee could be putting the muscle in danger. With losses for 1991 less that half of

1990 losses, there is a sense that we may have turned the comer and be on a grad-
ual course taking the full-service segment of the industry back to a break-even point
and eventual profitability. But changes in business consumer patterns may well

work against our industry's recovery.
While our industry has suffered mightily over the last few years, we recognize

that we aren't the only industry so afflicted. However, as other businesses econo-

mize, we suffer as a result. An article in the Wall Street Journal of December 16,

1992, discussed the subject of business travel and made some unsettling observa-

tions. First and, perhaps, most obvious is that corporate travel budgets have been

reduced. In recessionary times that is to be expected, but a complicating factor is

the massive number of white collar jobs that have been eliminated. "That reduces

the pool of business travelers. At the same time, corporations are adopting new com-

munications technology, such as video conferencing. E-mail and the ubiquitous fax,

to reduce even further the need for business travel. Corporations are saying they

simply will not travel as much in the future. The Wall Street Journal article cites

research sources indicating that business hotel room bookings were off for the third

consecutive year and that there was a trend away from full-service hotels to limited-

service, a trend verified by the loss statistics cited above.

background: the tax reform act of 1986

In 1986, the deductibility of business meals and entertainment was reduced fi'om

100% to 80%. This was an unprecedented action by the federal government. It was
conceded that these expenses were "ordinary and necessary" as required by the In-

ternal Revenue Code and below the threshold of "lavish and extravagant," the exist-

ing disqualification standard unique to Section 274 of the Code. So, despite being
the same as other business expenses in the eyes of the Code, Congress determined

to restrict
deductibility.

The justification used was that there was an element of

"personal consumption after all, a person has to eat, doesn't he or she?

A check of the record of the proceeding before this Committee at that time will

show that we strongly opposed the reduction when we testified, predicting revenue

loss and incorporating studies produced by the Hotel Employees and Restaurant

Employees International Union as to job loss. When this change to deductibility was

implemented in the late 80's, our country enjoyed a robust, growing economy and
the assumption was that our industry could "take the hit." However, that was a

false assumption. An independent and as yet unpublished study has recently been

compiled by Professor Stephen Hiemstra of the Purdue University Hotel School

deahng with the impact of the reduction in the deductibility of business meals and
entertainment. The study determined that overall foodservice sales have been sub-

jected to a permanent downward shift of 3.4% of sales. For example, in 1991 the

drop was $6.5 biUion attributable solely to the tax change, according to Hiemstra.

As the study points out, there are a number of factors which affect foodservice

sales. Positive factors include increases in populations and growth in income. An-
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other positive factor for the lodging industry was the inclusion of the "banquet ex-

ception." This was a 2-year transition rule on behalf of the lodging and foodservice

industries, keeping deductibility at 100% on certain large meal functions which met
certain criteria. It recognized the fact that these events were frequently scheduled

long in advance of the actual date of occurrence; in many cases years in advance,
in reliance on existing tax laws. We believe this exception also was a recognition
of the unique "non-personal" consumption which takes place at large group func-

tions. It was an appropriate exception and it helped delay for several years employ-
ment dislocation and revenue loss.

However, all factors exert an influence and the net result is total sales. The
Hiemstra study isolated the loss attributable to the 100% to 80% reduction. The fact

that this loss may have been masked by other factors does not mean that the loss

did not take place, only that its visibility as a negative impact was clouded.

While predictions of job loss in 1986 covered a broad range and the "masking" ef-

fect discussed above made subsequent measurement difficult, it seems undeniable
that if there is a permanent loss of sales, there will be a concontitant loss of employ-
ment (or failure to create jobs). While not primarily intended as a measurement of

job loss, but rather one of revenue loss in the industry, Hiemstra has informally es-

timated that it would be reasonable to expect that the impact of lost revenue at the

level he calculated could lead to job losses in the range of 150,000 or higher overall,

with potential lodging losses contributing as many as 25,000 to that total. We admit
that's history and we don't expect this Committee to undo that now. But, neither

do we expect it to deny the reality of the loss in the past and the reaUty that loss

will occur in the future.

It is important to note that not all foodservice was impacted equally. In fact, the

study opines that foodservice in hotels could feel as much as twice the average im-

pact, or 6% of their sales, which would be a sizable adverse impact, particularly
when added to the negative impacts of business cutbacks in recent years. Food and

beverage sales in hotels approximated $20 billion for 1992. lithe 6% estimate is ac-

curate, our industry could today be enjoying sales of an additional $1.2 billion annu-

ally and could be supporting as many as 30,000 to 35,000 additional jobs.
The conclusion is inevitable: the 1986 change in deductibility had an impact on

our industry, measured today by jobs not existing and people not employed in the

hotel, motel and restaurant industries. Although initially obscured by the robust

economy of the late SO's, the impact did and does exist

THE CURRENT TAX PROPOSAL: WHAT'S REALLY AT STAKE

The Finance Committee is currently considering whether it is appropriate to fur-

ther reduce the deductibility of business meals and entertainment from the current

level of 80% to an unprecedented 50%. The driving force behind this continued at-

tack on business meals and entertainment deductibility seems to be one of percep-
tion. The easy characterization adopted by the popular press is that of two white

upper class men dining at an elite restaurant. We all know what it's called, "the

3-martini lunch." Were that the totality of business meals and entertainment de-

ductibility and the totality of the impact, we might well agree with you. But, this

perception isn't the smallest part of the story. The range of business activities regu-
lated by Section 274 of the Internal Revenue Code goes far beyond the business

meal served in a restaurant.
In the country's full-service hotels the activities covered include:

• The business traveler's own meals, whether eaten in a hotel coffee shop or res-

taurant, or grabbed on the run from a food cart.

• Refreshments served by companies in convention hotel rooms where they dis-

play their particular goods in conjunction with a trade show. These rooms are

generally known in the trade as hospitality suites.
• Banquets held in hotels as part of conventions or trade shows, as company-
sponsored events for employees, or freestanding events for local businesses.

• Receptions-stand-up events either as a precursor to or in lieu of a sit-down ban-

quet meal, again held at conventions, trade shows, by companies and independ-
ently, for local business attendees.

• Food service as part of an extended meeting. This includes the continental

breakfast prior to the meeting; the mid-morning or mid-afternoon coffee break
and the working lunch; and the sandwiches and salads served at the meeting
table while the meeting continues. These activities take place frequently during
conventions and trade shows, as an industry is gathered together by its trade

association and breaks into component groups to conduct its business.
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All of these foodservice activities, the majority of the food and beverage served in

hotels, have two things in common. First, the business person consuming the food

has no control over what is served (with the exception of the business traveler's own
meals). This lack of choice is significant because one of the primary reasons cur-

rently offered to justify the reduction in deductibility is the element of personal con-

sumption the idea that the person eating and drinking is satisfying personal desire.

This option is lacking in the food and beverage events described above and, while

hotels take justifiable pride in the
quality

of their food and its presentation, the ac-

tual business consumer "takes it or leaves it."

The second element common to these events is the predominance of the business

content attending the food and beverage. When a business sponsors a reception for

its customers, hosts a hospitality suite or conducts a working lunch, it does so be-

cause the event is conducive to promoting its image, creating an environment to sell

its goods or services, or actually conducting its business. Also, a wide range of em-

ployees, from sales personnel through middle- and upper-management, are in at-

tendance. These are working sessions and those producing the work are in attend-

ance.
While many of these goals are met at a business meal, at the group events typi-

cally hosted in hotels as adjuncts to conventions, trade shows and business meet-

ings, the business content is dominant. At these events it is clear, "there is no free

lunch."
The second major driving force behind the constant attacks on business meals and

entertainment deductibility is the promise of billions of dollars of revenue to the fed-

eral coffers if you just lower deductibility. We in the lodging industry have serious

doubts about the reasonableness of this premise. Firstly, we have seen the revenue
estimates and have found no supporting documentation from the Joint Committee
on Taxation, the Congressional Budget Office, or the Office of Management and

Budget to explain the assumptions made to derive the revenue estimates.

Secondly is the astounding statement offered by the Secretary of the Treasury be-

fore the House Ways and Means Committee concerning the impact of the proposal
on convention business. He has stated that there wouldf be no impact on our indus-

try, no reaction on the part of the business community, and no change in consump-
tion patterns as a result of a reduction by more than one-third in the deductibility
of a legitimate business expense. We do not find that belief credible and we urge
this Committee to reject that belief once and for all. A lowering of the deduction

level will hurt our business.

Thirdly, if there were a desire to simply raise revenue, there are more broadly
based and fairer ways to spread the cost over the business community without con-

centrating the impact on one industry in the economy. We do not believe it is our

role to point the finger at anyone and target them for extra taxes, but we challenge
this Committee to avoid burdening our industry a second time on expense deduct-

ibility without considering whether others should be burdened a first time in a simi-

lar fashion.
We believe it likely that revenue is not there at the levels predicted by Treasury

for the simple reason that the patterns of consumption by the business community
have changed and will continue to change, lowering the revenue expected by the

Treasury.

JOBS IN AMERICAN CITIES WILL BE LOST

It is inevitable and, perhaps, unfortunate that any presentation to this Committee
on the deductibility of business meals and entertainment will not be persuasive
based on the le^timacy of these expenditures, the mundaneness of the settings in

which these activities occur, the unreality of the revenue estimates bandied about
or even the simple sense of equity that our industry has sacrificed as much as it

should. In the final ianalysis, what really matters is how many working Americans

you will displace from their jobs this time.

As we indicated earlier, the impact from a further reduction in deductibility will

not impact all hotels evenly. Those hotels which are limited-service (i.e., that do not

serve mod) should feel little impact from the change. The impact will be felt most

severely in the full-service segment of our industry and wiU be concentrated in those

hotels catering to business travelers, typified by the large convention hotels found
in all major United States cities. These Hotels, many with in excess of 1,000 rooms,
are major employers in their cities. They provide a broad range of jobs from entry-
level through management and they provide entry into the job market for many
young people, women and minorities and those without higher education. These jobs

keep people off unemployment and welfare rolls or, in many instances, provide a

supplement to income earned from a primary job. We are proud of the jobs our in-
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dustry has created and the many talented individuals who have moved upwards
from these beginnings. These employees are not faceless numbers to be totaled up
and discarded as Congress and the Administration tilt at the windmill of personal
consumption. They are tax paying, contributing citizens of our major cities and are
entitled to this Committee's respect and compassion.
How many will you sacrifice? As stated earlier, there was an impact from the

1986 reduction. In order to determine the impact from the current proposal, the Na-
tional Restaurant Association researched the issue of job loss and concluded an in-

dustry loss for foodservice with business meal clients of 165,000. We believe this is

a conservative estimate of the impact across foodservice and we have no hesitancy
in endorsing that amount of job loss. We would note, however, that the figure rep-
resents what is called full-time equivalents and the total number of real individuals,
real people losing their jobs, will include part-time as well as temporary or seasonal

employees. That means that the total number of people actually becoming unem-
ployed will likely be well in excess of 165,000. Whether the job loss is full-time and
the only source of income, or part-time and a needed supplement to meet expenses,
the loss of that job will create economic

pain.
We further note that in this time of

economic malaise, there is not likely to be the masking effect previously enjoyed.
This time, job loss will be visible and countable.

Lodging's share of the job loss predicted by the National Restaurant Association
can reasonably be expected to be in the range of 15% to 25% of the total, or 25,000
to 40,000 jobs lost. Agrnn, that is full-time equivalents, and the actual nimiber of

full-time, part-time, seasonal and temporary employees actually dislocated will like-

ly be at or above that 40,000-per8on level. However, this loss will not be spread
evenly across the country. The bulk of the full-service hotels and certainly the large
convention hotels are located in urban areas. They are big city hotels and many of
the individuals who lose their jobs will be at the lower end of the economic spec-
trxmi, working because of the range of

entry-level jobs created by lodging properties.
When they lose their jobs, many may not nave the ability to seek jobs in otner in-

dustries. It will fall to the cities and states to provide their support through unem-
ployment, Medicaid and welfare.

If you lower the deductibility from 80% to 50%, business will react in a number
of ways. The individual business traveler will trim the number of trips taken and
the level of expenses for those trips still taken. At conventions, banquets and the

like, the number of attendees will shrink as companies allow fewer employees to at-

tend these functions. The level of expenditures by event sponsors will decline and,
as a result, the

quality
and

quantity
of food served will decline. These

types
of shifts

will directly impact tne revenue of the hotels and its remaining employees. When
a banquet shifts from beef to chicken, for example, and the total meal cost is re-

duced, the income of the hotel is reduced, as is the earning of the waitstaff. This
reduction of employee income will also carryover into tipped employees serving in

restaurants, who will see tips reduced as checks decline and diners trim tips to get
the most mileage out of their available travel budgets. This eventually reduces taxes

paid to government at all levels.

Finally, it is generally recognized that there is a "multiplier eflFect" from spending
in hotels. While the effect varies across the country, it is appropriate

to estimate
a doubling effect. That is, for every dollar spent

in a hotel, a aollar in sales is gen-
erated in the city where the hotel is located. This money is spent, for example, on

foods
and supplies to serve the hotel's guests, as well as spending by employees.

Ivery dollar lost to the hotel is two dollars lost to the city.

ELIMINATION OF SPOUSAL TRAVEL

Non-business spending by the business traveler, i.e., sightseeing, souvenirs and
the like, whether by the traveler or accompanying spouse, is another source of reve-

nue to our nation's cities. With regard to this type of spending, we decry the new
strictures proposed by the Administration with regard to the business deductibility
of spousal travel as still another unwarranted burden on the lodging industry and
tourism in general. Existing law has strict tests which must be met by a spouse be-

fore expenses attendant to his or her travel are deductible by the employer of the
business spouse. They don't allow a free ride.

The Administration's proposal to reauire the spouse to be an employee as well as

provide appropriate service will only nurt convention-related travel. The employee
standard creates a hurdle that many could not overcome due to corporate policy. It

will create a chilling effect on spousal travel generally, as corporations view spouses
as persona non grata and adopt employee-only policies at their business meetings.
This is not a change to raise substantial amounts of revenue; the projection by the
Joint Committee on Taxation is only $90 million for five years. We urge the Com-
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mittee to simply drop this anti-family provision and enforce existing law. When
spouses accompany a business traveler, local economies benefit from direct spending
and the frequent tacking-on of a personal stay at the end of the business stay.

SUMMARY

In summary, we urge this Committee to retain the deductibility of business meals
and entertainment at its current level. The Administration has committed itself to

creating jobs through its stimulus package. We find it inconceivable that the Admin-
istration would undercut as much as 40% of its effort in that area by destroying
at least 165,000 foodservice jobs and exacerbating the loss in major cities where job
and revenue loss will be concentrated. The further reduction in deductibility will

ripple throughout our economy, particularly in our major cities, causing discomfort
and dislocation as spending is curtailed at all levels of business.
American business reacts and does so strongly when its costs of doing business

are unfairly driven up. The City of New York recently relearned that lesson.

Through a combination of levies, the total tax on a $100 hotel room in New York
City is 21.25%. The final straw was an additional 5% hotel tax added to raise reve-
nue for the State. The effect was a decline in business for the City estimated by
City Comptroller and former Congresswoman Elizabeth Holtzman to exceed $1.1 bil-

lion over the last five years. Ms. Holtzman herself also estimated that thousands
of iobs were lost; the number could be as high as 6,000 to 8,000 jobs. The refusal
of business to go along with this expense is evident.

Congress itself is
grappling with an unintended consequence in reaction to one of

its own laws: that of tne luxury tax on boats and other so called "luxury items."
The parallel is

compelling. Congress perceived a conspicuous consumption and
thought it could simply tax it and reap the benefits. Instead, purchasers reacted and
devastated an industry. Who lost? The Federal Government of course; because it did
not gain revenues and, in fact, lost the various taxes on wages not earned. But,
more importantly, the workers building boats lost—they lost their jobs. Now Con-
gress is trying to repair the hurt it caused, but seemingly only on the "one hand,"
because on the "other hand" it is being led to believe it can simply tax business by
reducing the deductibility of business meals and entertainment and reap the bene-
fits of increased revenues. It didn't work with luxury boats, it won't work with busi-
ness meals and entertainment. An 80% to 50% drop is a steep reduction and
foodservice employees and others will lose their jobs as businesses refuse to accept
the added expense.
Business will react to cost increase, whether directly as in occupancy taxes, or in-

directly through reduced deductibility of legitimate business expenses. That reaction
will hurt the lodging industry, among others, and stall our gradual comeback from

recessionary depths. The effects of your actions will be permanent. A further reduc-
tion in the deductibility of business meals and entertainment should not be made.

Statement of the American Petroleum Institute

The American Petroleum Institute (API) represents approximately 300 companies
involved in all aspects of the oil and gas industry, including exploration, production,
transportation, refining and marketing. API members, many among the leaders in

worldwide oil and gas exploration and production, are troubled by the increase of
the U.S. taix burden on foreign operations under the Administration's Revenue Rec-
onciliation Act of 1993 (the ProposaKs)); API appreciates the opportunity for these
comments.

I. IN general

API shares the Administration's concern with the growing federal deficits and ap-
plauds the President's focus on the need to balance spending with revenues, as well
as reducing the outstanding debt. However, API questions the wisdom and advis-

ability of the proposed changes to the taxation of foreign source income. Any benefit
from the expected revenue increases is greatly outweighed by the macroeconomic,
adverse effect on the competitiveness of U.S. companies overseas.

Turning to the Proposal's premises, we first would like to challenge one of the

principal rationales, i.e., the postulated need to remove perceived tax incentives
which under present law "make foreign investment more attractive" than the do-
mestic deployment of capital. The Administration assumes that, where the Propos-
als discourage foreign investments, the same investments would then be made in

the United States and create U.S. jobs.
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With respect to a natural resources extraction business like oil and gas explo-
ration and production, it is obvious that the choice of locations for the investment
was determined millions of years ago and not by any of the revenue acts. Because
of the continuing depletion of U.S. petroleum reserves and diminishing domestic

prospects, coupled with the environmental moratoria and restrictions, API members
nave to look for reserve replacements outside the United States and maintain their

foreign presence. If foreign exploration and production is eliminated as a viable

choice, many companies may enter a slow liquidation mode.

Unfortunately, the Proposal would add another layer of tax cost to the most oner-
ous foreign source income tax regime of which we are aware. If U.S. companies in

the petroleum exploration and production business are slowly rendered noncompeti-
tive in the foreign arena because of their foreign competitors' lesser home country
tax burdens, the investment will be made by the foreign competition; but no addi-
tional U.S. investment will result.

Second, for foreign operations of U.S. companies in general, the Administration's

assumptions, both the imputed U.S. tax reasons for foreign investment and the sug-
gested adverse effect on the domestic economy, must be challenged. U.S. companies
outside the natural resources industries locate operations abroad because of such
factors as transportation and labor costs, tariffs and trade zones, local content re-

quirements, market response capability, but not U.S. tax. The postulated adverse
effect on the domestic economy ignores the U.S. jobs and domestic investment that

support foreign operations. Not only will domestic manufacturing supply material
and equipment, guaranteeing U.S. manufacturing employment, out high quality,

"symbolic analysts'" jobs will provide the entrepreneurial and managerial guidance
and, where manufacturing intangibles are utilized, the intellectual property (like

know-how, patents, secret processes) for the foreign operations.
If these foreign oper-

ations are run by foreign owned businesses, it would be accidental that segments
of the U.S. economy remain employed in those functions.

Third, in the age of increasing globalization of trade and commerce, it appears
anachronistic to attempt to use taxation as a barrier for the direction of the flow
of investment funds. Tax policy should be guided by the goal of securing the

prover-
bial "level playing field;" in the case of foreign income taxation this should mean
removal of barriers to full foreign tax credit utilization and taxing only repatriated
earnings, steps diametrically opposed to the

Proposal.
Compared to the home country taxation of the foreign competition, the Internal

Revenue Code exposes foreign operations to a significantly greater risk of double
teixation because of such rules as the sourcing for interest, state income taxes, and
research and experimental expenditures (R&E). Of the proposed changes, the new
rules for royalty basketing, the repeal of the working capital exception, and the ex-

pansion of the current taxation of undistributed eeirnings, would exacerbate this ex-

posure.
In a recent study the U.S. General Accounting Office reported for 1989 (the latest

reviewed period) an effective corporate tax rate on the worldwide income of U.S. cor-

porations of 37.1%, compeired to a rate of 32.9% for domestic operations (GAO/GGD-
92-111, 1988 and 1989 Company Effective Tax Rates Higher Than in Prior Years,
at pp. 34 and 36). This rate differential is certainly not indicative of a tax appeal
of foreign business investment.
As a final general observation, it must be noted that the Proposals add another

layer of complexity, in direct conflict with the move towards simplification within
the last legislative period. Of all areas of Federal income taxation, it should not be
the already byzantine structures of foreign income taxation which Eire further bur-
dened with new casuistic subregimes.

In 1986, taxpayers witnessed an unprecedented increase in the complexity of the

foreign taxation provisions of the Code with, among other things, the proUferation
of the separate wreign tax credit limitation baskets and an increase in the mul-

tiplicity of regimes targeting income of controlled foreign corporations (CFCs) for

current taxation. Despite universal agreement that the foreign source income provi-
sions are far too

complex, that complexity has been compounded in subsequent legis-
lation. The Proposal offers nothing in the way of simplification. In fact, with

changes such as the quarterly testing of a taxpayer's investment in U.S. property
(Bill section 2302, amending Code section 956), the Proposal further compounds the
Code's complexity, increasing inordinate compliance costs with little, if any, benefit

being derived in terms of revenues or fairness.

It is essential that simplification be accorded a higher priority. The present and
proposed burdensome requirements lead to excessive tax planning and compliance
costs, adversely affecting productive capital investment. Simpler rules would reduce
those costs, encourage compliance, facilitate the fi-ee flow of capital, and improve the

competitive position of U.S. multinational concerns.
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II. REPEAL OF WORKING CAPITAL EXCEPTION FOR FOREIGN OIL AND GAS AND SHIPPING
INCOME

(Bill section 2321. amending Code sections 904. 905. and 954)

The Proposal would eliminate the so-called working capital exception for foreign
oil and gas and shipping income. Specifically, the proposed provision would elimi-

nate the present law exclusion from passive income of interest on temporary invest-

ments of working capital in connection with foreign oil and gas extraction income

(FOGEI), foreign oil related income (FORI), or shipping income.

According to the "Summary of Administration's Revenue Proposals," released by
the Treasury Department on February 25, 1993, at p.52, the Proposal would elimi-

nate the working capital exception because:

. . . current law provides more favorable foreign tax credit treatment for in-

come associated with foreign oil and gas or snipping activities than for in-

come earned abroad by other United States industries. The Administration

believes that there is no sound policy reason for this difference in treatment

and that foreign oil and gas and shipping activities should be put on an

equal footing with other industries.

This is erroneous. Foreign oil and gas income is subiect to less favorable foreign
tax credit treatment than income earned abroad by other industries. In particular:

• excess foreign tax credits on FOGEI cannot be applied against non-FOGEI in-

come (Code section 907(a));
• foreign taxes on FORI cannot be credited in situations where the foreign gov-
ernment imposes higher taxes on FORI than on other income (Code section

907(b));
• the Treasury regulations for determining the creditabihty of foreign taxes are

far more restrictive in the case of foreign extraction taxes (Treas. Reg. §§1.901-
2 and 1.903-1); and

• in the calculation of the U.S. tax on foreign income, a significant portion of

FORI is subject to loss of "deferral" under the subpart F provisions of the Code

(Code section 954(a)(5) and (g)).

Similsirly, foreign shipping income is subiect to less favorable foreign tax credit

treatment than income earned abroad bv other industries. In pgirticulEU-, a separate

foreign tax credit limitation is imposed on shipping income, with the result that

shipping income cannot benefit from foreign income taxes paid on non-shipping in-

come (Code section 904(d)(1)(D)); and in the calculation of U.S. tax on foreign in-

come, shipping income is subject to loss of "deferral" under the subpart F provisions

(Code section 954(a)(4) and (f)).

Enactment of the Administration's proposal would not put foreign oil and gas and

shipping income on an equal footing with other industries. Instead, enactment of the

proposal would only serve to further penalize the oil and gas and shipping indus-

tries relative to other U.S. industries. Also, increasing the tax burden borne by the

U.S. oil and gas and shipping industries would lessen their ability to compete with

foreign-based oil and gas and shipping companies. If the current discriminatory
treatment of foreign oil and gas and shipping income is to continue. Congress should

not "cherry-pick" by ehminating features of a discriminatory system which might be

beneficial.

We believe that the present law exception properly treats temporaiy investments

of working capital as a logical extension of the activities generating FOGEI, FORI,
or shipping income, and, therefore, this tax treatment should be retained. Moreover,
we believe that this current tax treatment should be applied to all businesses so

as to bring about fairness. To suggest thatbusiness should be penalized because it

attempts to obtain an investment return on working capital is unreasonable on its

face, fr a change is to be made, apply this sound rule to all taxoayers engaged in

the active conduct of a trade or business, instead of eliminating the current rule as

applied to oil, gas, and shipping operations.

Alternatively, if the policy to put foreign oil and gas activities on an equal footing
with other industries is an appropriate one, then other adjustments to the treat-

ment of FOGEI and FORI should follow. In particular, there is no sound basis for

the continuation of Code section 907. The objective of limiting foreign tax credits

for extraction taxes paid to foreign governments has been achieved through regula-
tions promulgated in the 1980's (Treas. Reg. §§1.901-2 and 1.903-1). Furthermore,
there is no sound basis for treating income from refining and marketing operations

differently than income from other manufacturing operations (Code sections 907(b)

and 954(a)(5) and (g)). In short, API shares the Administration's view that there is

no sound policy reason for difference in treatment and that foreign oil and gas ac-
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^^^^'^^J^^^^'^^"^, ^® P"^ °" ^" ^^^^^ footing with other industries. Repeal of Code sec-
tion 907 would be a good start.

III. ROYALTIES TREATED AS PASSIVE INCOME FOR PURPOSES OF SEPARATE APPLICATION
OF FOREIGN TAX CREDIT

(Bill section 2312, amending Code section 904)
The Proposal would treat foreign source royalties derived in the active conduct of

a trade or business and those received from a CFC as passive income. The Proposalwould also allocate R&E to the place of performance (or, in the case of foreign R&E
accordmg to gross sales). API beheves that the scope of the Proposal clearly exceeds
its apparent rationale.

First, the Administration reasons that the treatment of foreign source royalty in-
come as general limitation income results in a "tax preference" because royalties
may be subject to low foreign tax and, therefore, can absorb excess foreign taxes
paid on other general limitation income. In contrast, royalties received from the use
of intangible property in domestic production activities cannot be "similarly shel-

'Q^^
believes that this argument is flawed. In enacting the Tax Reform Act of 1986

( 86 Act), Congress acknowledged that the overall limitation was consistent with the
overall multinational aspects of U.S. operations abroad. At the same time, Congress
focused on investments which could "quickly and easily be made in foreign countries
rather than at home," and which bear little or no foreign tax. These latter concerns
resulted in the inclusion in the passive income category of such items as portfolio
stock dividends, passive rents ^nd royalties, and gains from sales of stock and secu-
rities.

The Administration starts from the erroneous premise that a licensor of an intan-
gible is free to manipulate the location of markets generating the license income.
The natural resource

industry typically locates a foreign manufacturing site based
on an ample, reliable, and efficient supply of crude oil and related feedstocks; other
factors are transportation logistics, availability of labor and access to markets.
Moreover, statutory tax rates are typically higher in the host countries of foreign
petroleum manufacturing sites which pay royalties than in the U.S., and the effec-
tive tax rates of those manufacturing companies are typically cyclical to investment

Eattems.
Consequently, generation or use of general limitation foreign tax credits

•om royalty income can be just as high or low as it could be from any active busi-
ness income.

Second, as part of the '86 Act, Congress determined that income earned through
foreign branches of U.S. companies and CFCs should be treated similarly. Look-
through rules were provided for interest, rents, and royalties received from CFCs
to achieve neutrality with the other principal form of income repatriation, i.e., divi-
dends. The Proposal to revoke the look-through rules with respect to royalties re-
ceived from CFCs goes against this Congressionally intended branch/CFC equality.More importantly, it would introduce an inherent disparity among different forms
of repatriation of earnings from CFCs. We believe that all payments, including roy-
alties received by a U.S. company from a CFC engaged in active business, should
be characterized according to the CFCs income. No artificial distinction should be
made between the earnings of an active business paid into the U.S. as royalties vs.
dividends. We wonder why the Administration would want to depart from this basic
consistency principle introduced in 1986, without a strong reason to do so.

Third, as stated in our introductory comments, API believes that foreign manufac-
turing 18 actually beneficial and necessary to the creation of jobs in the United
States. Tax proposals which threaten U.S.-owned foreign manufacturing will not
protect U.S. jobs; rather, we believe that these jobs would transfer to foreign multi-
nationals with lower costs. Foreign manufacturing by U.S. affiliated companies sup-
ports U.S. jobs either through retention of direct U.S. personnel "headquarters" typeof employment, or indirectly through raw material exports to these foreign sites, and
greater foreign market penetration which recycles back to additional U.S. exports.
Therefore, increasing U.S. tax on royalties from active foreign business simply
translates into an increased tax rate on foreign manufacturing operations and a de-
crease, rather than an increase, in domestic economic activity.

Fourth, in trying to directly connect the sourcing of royalty income to the sourcing
of the R&E expense by means of the passive categorization, the Administration
seems to be ignoring that the Proposal will not only affect royalties with respect to
manufacturing processes (which appear to be the target), but will also affect all in-
tangibles listed under Code section 936(h)(3), such as trademarks, copyrights, sofl-
ware, and other intellectual property which has no comparable R&E in the U.S. API
suggests that the sourcing of R&E should continue to be studied independently
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under Code section 861, and should not be coupled with all royalty income. If there
is to be a rationale of income and expense symmetry, this opens up questions such
as why the U.S. withholds on outbound royalties payments while the related foreign
R&E is not deductible in the U.S.

In summary, API strongly urges the withdrawal of the Proposal to treat royalty
income across the board as passive income.

rv. EARNINGS INVESTED IN EXCESS PASSIVE ASSETS

(Section 2301 of the Bill which would amend Code sections 951, 959, 1296, 1297,
and add a new section 956A)

The Proposal would reouire 10-percent U.S. shareholders of certain CFCs to in-

clude in taxable income tneir pro-rata share of a portion of the CFCs current and
accumulated earnings. In a further expansion of the U.S. taxation of undistributed
CFC earnings, the U.S. shareholder would have to include in taxable income with

respect to the CFC the lesser of (a) the accumulated earnings and profits, or (b) the

excess, if any, of the value of the passive assets over 25 percent of the value of total

assets.

The Administration's rationale is that present law concerning the taxation of im-
distributed earnings "creates a significant t£ix incentive to hold earnings offshore,
instead of repatriating or reinvesting them in an active business." We disagree.

First, the Proposal increases current taxation of undistributed earnings while
most countries clo not impose such "anti-deferral" rules. Other countries generally
do not tax the foreign income of their multinational companies until such earnings
are paid as dividends to the

parent company. Even in the U.S. this is the general
rule, except in cases where subpart F (Part III of Subchapter N in Chapter 1 of Sub-
title A) or the Code requires certain types of income to be taxed currently. In addi-

tion, under the passive foreign investment company (PFIC) rules, a U.S. shareholder
of the PFIC must either include in income his share of the PFIC's earnings or

pay
U.S. tax and an interest charge based on the value of any "tax deferral" related to

the PFIC's income.

Second, passive investments are unattractive from the opportunity
cost perspec-

tive of a business; this is not changed by perceived teix advantages. Nevertheless,
there seems to persist a misperception that U.S. companies maintain passive type
assets for the purpose of avoiding U.S. tax. In reality, U.S. companies evaluate in-

vestment opportunities on a discounted cash flow (DCF), or on an alternative basis,
such as expected return on assets or return on capital employed. Such evaluations
measure the required rate of return. For businesses the required DCF "hurdle" rate

typically is 15 percent or more. U.S. companies must invest in active business assets
to achieve such returns because it is evident that such returns could not be achieved

by passive type investments.

Third, there should be no further piecemeal changes in antideferral regimes with-
out a comprehensive study and development of policy goals. The current PFIC rules
were designed to "eliminate the tax advantage that U.S. shareholders in foreign in-

vestment funds have heretofore had over U.S. persons investing in domestic invest-

ment funds." As described above, the definition of a PFIC is very broad, and many
companies with active businesses and even some companies subject to a high foreign
tax rate are PFICs, a result not within the quoted PFIC rationale.

Finally, the Administration's Proposal would force U.S. shareholders of a CFC to

include m taxable income the income of the CFC even if accumulated prior to enact-

ment. Thus, where the CFC has been in an active business for many years before

enactment, the retroactive aspect of the Proposal will suddenly tax these active

business earnings from those pre-enactment periods regardless of distribution. This
is an unprecedented provision; in the past, when similar provisions

—such as Code
section 956, concerning investments in U.S." property

—were enacted, the law applied
prospectively only.

V. MODIFICATION OF ACCURACY-RELATED PENALTY

(Bill section 2322 amending Code section 6662)

The Proposal is twofold. It would lower the thresholds for the imposition of the
misstatement penalties; for the 20% penalty to the lesser of $5,000,000 or 10 per-
cent of gross receipts and for the 40% penalty to the lesser of $20,000,000 or 20 per-
cent of gross receipts, respectively. Furthermore, the reasonable cause and good
faith exception from the imposition of these penalties would be made contingent (i),

if an "approved" pricing method is used, on the taxpayer documenting contempora-
neously tne reasonableness of such use, and (ii), if any "other" method is used, on
the taxpayer documenting contemporaneously that, while none of the approved
methods was "likely" to, such "other" method was "likely" to, result in a price that
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would clearly reflect income. In either case, the required documentation must be
provided to the Service within 30 days of a request.
The Administration proposes these changes (with considerable improvements in

the draft of the statutory language, compared to the earlier releases of the Proposal)
because of a perceived need for statutory guidance on the "reasonable cause and
good faith" standard. The documentation requirements are an effort to respond to
the Service's complaints (e.g., 1993-7 I.R.B., at 79) of taxpayers' failure to provide
meaningful documentation on audit. Finally, present laws thresholds are deemed
too high; the reach of the penalty provisions should not exclude smaller businesses.

First, API questions that the criteria for the "reasonable cause and good faith"

exception can oe legislated because the test is the "facts and circumstances" of each
case. This may be the type of criterion where "[o]ne struggles in vain for any verbal
formula that will supply a ready touchstone. . . . Life in all its fullness must supply
the answer to the riddle." (Mr. Justice Cardozo in Welch v. Helvering, 290 U.S. Ill
(1933)). For the imposition of a penalty, the focus must be on the culpability, to be
determined in each case. The Omnibus Budget Reconciliation Act of 1989 (P.L. 101-
239) clearly envisioned a facts and circumstances oriented review when it codified

the reasonable cause exception from the accuracy related penalty; the intent was to

provide a uniform standard with a greater scope of judicial review which was ex-

pected to lead to greater fairness and minimize inappropriate impositions (H.R. Rep.
101-247, at 1393). When the Omnibus Budget Reconciliation Act of 1990 (P.L. 101-
508) added the section 482 related penalty provisions in Code section 6662, the Con-
ference Committee expressed the intent 'that the same standard of reasonable
cause and good faith apply ... as would otherwise apply to the valuation
misstatement penalty under section 6664(c)."
Based on this genesis of the reasonable cause and good faith exception, API op-

poses the contemporaneous documentation requirement because it is a mechanical
criterion which ignores the subjective, culpability premise of a penalty. Contempora-
neous documentation should be a safe harbor or shield for the taxpayer; its failure

should not automatically result in a penalty imposition. Automatic imposition of
such substantial penalties in case of insufficient documentation would be too draco-

nian; it equals strict
liability

which is contrary to civilized penalty administration.
From the perspective of the Congressionally envisioned uniformity of standards,

API opposes the introduction of a special "more likely" standard for "other" methods;
this standard does not bring more certainty than the general reasonable cause and
good faith criterion. It is akin to the "more likely than not" test of the tax shelter

penalty exception of Code section 6662(d)(2)(C). Since "tax shelters" are arrange-
ments where "the principal purpose ... is the avoidance or evasion of Federal in-

come tax" (Code section 6662(d)(2)(C)(ii)), this stricter measure was imposed because

"taxpayers investing in tax shelters should be held to a higher standard of care in

determining the tax treatment of items arising from the shelter or risk a significant

penalty." (1982 Blue Book, at 217). Reviewed in this statutory framework, it would
be chilling to find transfer pricing measured in a tax shelter context. The general
"reasonableness" standard for all non-tax shelter penalties should be retained.

Finally, the documentation production period of 30 days is flawed, both from a

policy standpoint and in light of compliance realities. Apparently, a failure to meet
the document production dead-line would preclude the invocation of the penalty ex-

ception. This would seem to be a rather aosurd and inequitable result. The under-
statement penalty was not intended as a penalty for presumed tardiness.
As to the length of time granted for document production, the unqualified 30 days

production period is too short and must not be rigid. Even if the requested docu-
ments Eire under the U.S. headquarters control, thirty days may often be too short

a period to satisfy a document request which may relate to a year for which docu-
ments have

already
been sent to off-site storage locations. Furthermore, in light of

the international cheu-acter of the underlying transactions, the requested documents

may have to be produced in cooperation with foreign affiliates, involving time con-

suming intercompany information transfers. Thus, a 60 day period (cf., Treas. Reg.
§1.6038A-3(f)) would be more realistic. And, to be responsive to particular cir-

cumstances of a
taxpayer, the District Director should be given the authority to ex-

tend any such period.

Statement of the Associated General Contractors of America

The Associated General Contractors of America (AGO is a national trade associa-
tion comprised of almost 33,000 firms, including 8,000 of America's leading general
contracting companies. They are engaged in the construction of the nation s com-
mercial buildings, shopping centers, factories, warehouses, highways, bridges, tun-
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nels, airports, water works facilities, multi-family housing projects and site prepara-
tion/utilities installation for housing development. Likewise, member companies in

Puerto Rico are engaged in the construction of much of the island's infrastruccure.

On behalf of the AGC of America, Puerto Rico Chapter, we welcome the oppor-

tunity to provide this statement on the proposed changes to Section 936 of the Inter-

nal Revenue Code and request that it be made a part of the record of the Commit-
tee's proceedings. The proposed changes are included in both the Administrai. ion's

Revenue Proposal and m legislation (S. 356) recently introduced by Senator David

Pryor. The benefits of "936" were and are intended to stimulate investment in Puer-

to Rico and to generate expanded employment on the island. To this end, it may
be considered a success, especially in the creation ofjobs on construction and related

projects.
Like other industries in Puerto Rico, local construction firms have benefitted ft-om

Section 936. AGC of America, Puerto Rico Chapter is greatly concerned about the

proposed changes to Section 936 and the dire consequences on Puerto Rico's con-

struction industry. Senator Pryor's legislation, S. 356, and the provision contained

in the Administration's Revenue Proposal, seek to repeal Internal Revenue Code
(IRC) Section 936 (Puerto Rico and Possessions Tax Credit), replacing it with a new
wage-based credit. Repeal of Section 936 would have a permanent negative effect

on Puerto Rico's economy, crippling the construction industry. We estimate that by
1995, total job-loss on the island would be almost 102,000, with construction losing

approximately 8,000 jobs, or 12 percent of its employment base.

If Section 936 is replaced with wage credits or capped as some propose, many
"936" companies will cease expansions here—killing an important sector of the con-

struction mdustry. AGC of Puerto Rico commissioned and recently received a study
(dated April 1993) of the effect on Puerto Rico's construction industry of such a re-

peal. It found that continued economic development in Puerto Rico is at risk. In

summary, the repeal by Congress of Section 936 would be a disaster.

"The proposed changes in Section 936 would significantly increase federal taxes for

many U.S. manufacturers currently operating in Puerto Kico (under that section of

the Code) and thereby, do not now pay federal taxes. These changes could decidedly

endanger the economic development of the island and cause severe damage to the

economy in the near future.

The importance of Section 936 for the Puerto Rican economy cannot be empha-
sized enough, for example, since 1991 manufacturers have represented 39% of Gfross

Domestic Product (GDP); 23% of Gross National Product (GNP); 23% of personal in-

come; 29% of government income; 24% of consumption; £md support directly or indi-

rectly, 19% of total employment in Puerto Rico.

Given the magnitude of these figures, it is not surprising that the overall level

of economic activity, upon which the construction sector depends, has been

driven by manufacturing for nearly four decades. In fact, manufacturing and con-

struction together account for 42% of real GDP and 27% of total employment on the

island. Amendments to Section 936 would result in economic stagnation, with con-

struction taking a huge hit.

Amending Section 936 as is proposed, will dramatically change the performance
of the manufacturing sector from an expected annual real growth of 0.5% to a de-

clining annual real rate of 7% by 1995. According to the April 1993 analysis:

• Direct employment by "936" companies falls by 31,517, i.e. ft-om 133,598 under

a baseline scenario to 102,081 in a reduction scenario. The total loss of jobs in

all manufacturing amounts to 45,537, most of it due to a reduction in "936"

manufacturing.
• The impact of a reduction in manufacturing production as well as in the invest-

ment in construction by manufacturing (and, as a consequence, the negative to

zero growth in the economy as a whole) halts the annual growth in construction

from 3% in the baseline scenario to 0.1% in the reduction scenario.

• Construction generated a direct employment of 55,572 in 1991. But the em-

ployment it supported in the rest of the economy was even greater, at 67,252
additional jobs, for a total number of jobs supported by construction of 122,824
or 12.5% of total employment generated in Puerto Rico in 1991.

While the construction sector accounted directly for $2.3 billion in 1982 prices in

output in fiscal year 1991, it supported an additional $3.7 billion of output in the

rest of the economy. The study concluded that for each $1.00 spent on construction

an additional $1.60 of output was generated in the rest of the economy. For every
100 persons employed in construction, 121 additional jobs are created in the rest

of the economy and every $1.00 of payroll in construction generates an additional

$1.68 in other sectors of the economy. Lastly, every $1 million invested by "936"

manufacturing companies on construction generates 9 jobs in construction and
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an additional 13 jobs in the rest of the economy. Not surprising, the industrial
sectors that contribute most to construction are the pharmaceutical and chemical in-

dustries. Their loss is our loss.

The analysis also found that reduced bank lending, such as would result from the
of "936" deposits, would have an enormous negative effect on construction. When
considering the impact of a reduction in finance, a further 1,058 jobs could be lost

in our industry
—for a total job loss of 7,794 jobs. The reduction scenario also depicts

four years of stagnation in the construction sector.

Until now, the "936" possessions tax credit has been viewed as an instrument of
economic development for Puerto Rico. Over time, however, that notion has signifi-

cantly altered—the proposed changes respond to a need to increase revenue for the
U.S.

Treasury.
This policy change implies that economic development in Puerto Rico

will be at risk without anv assurance that, as a result, net additional revenues will

be forthcoming from the U.S. Treasury.
The proposed changes to Section 936 entail significant increases in effective taxes

for U.S. corporations operating in Puerto Rico under that section of the Code. The
AGC Puerto Rico Chapter's study clearly shows that the proposed changes threaten
the economic development and stability of the island, causing severe damage to the
local economy in the near future. Further, it puts a disproportionate burden of re-

ducing the federal deficit on Puerto Rico's local economy. Section 936 remains the

only U.S. incentive to support Puerto Rico's continued industrialization and develop-
ment.
While we agree that all businesses must bear their fair share of the tax burden,

including construction companies in Puerto Rico, we respectfully urge you to drop
this provision from the Administration's proposal.
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Statement of Dr. Richard L. Bernal, Ambassador of Jamaica
TO THE United States of America

Mr. Chairman and distinguished Members of the Senate Finance
Committee, I would like to thank you for the opportunity to provide
Jamaica's views on the use of 936 funds. Indeed, this forum is

especially welcome because the amendment to the Section 936 program— which created the opportunity to use section 936 funds for
Caribbean financing — was initiated by this Committee in the Tax
Reform Act of 1986.

Seven years later, we can see clearly that this amendment has
worked very well. The Section 936 program has made a significant
contribution to the economic development of the entire Caribbean
basin and to the United States by providing financing to facilitate
increased trade and investment. Originally envisioned as a tax

provision designed to encourage U.S. firms to invest in Puerto
Rico, specifically in manufacturing, the program has now become a

major source of financing for projects throughout the Caribbean.
Section 936 of the Internal Revenue Code allows funds to be
invested in eligible Caribbean countries, i.e. countries which have
a Tax Information and Exchange Agreement with the United States and
are designated as qualified to participate in the Caribbean Basin
Initiative. To date, the following countries have signed Tax
Information Exchange Agreements: Barbados (1984), Jamaica (1986),
Grenada (1987), Dominica (1988), Dominican Republic (1989) Trinidad
and Tobago (1990), St. Lucia (1991), Costa Rica (1991), Honduras
(1991), Guyana (1992). At the time these agreements were signed,
the understanding was that 936 funds would be available for
investments in the Caribbean. These tax agreements commit
signatories to cooperate in sharing tax information with the United
States, which is an important mechanism to fight money laundering
and prevent U.S. tax evasion.

Overall, the impact of this provision has been considerable,
as it has resulted in increased U.S. -Caribbean trade and investment
and promoted economic growth and employment in both the United

States and the Caribbean countries. The impact of this tax

provision resulting from investment and trade has been

considerable.

A. EXPANDS n.S-CARIBBEAN TRADE

Section 936 financed projects have expanded trade between the

Caribbean and the United States by promoting investment, increasing

production, exports, and economic growth. Given that Caribbean

economies do not have a capacity to produce capital goods,
investments require imports, approximately 70% of which are

supplied by U.S. firms. As Caribbean countries experience growth
and expansion, new opportunities for investment and trade are

created for the United States.

Since the Caribbean Basin Economic Recovery Act (CBERA) was

enacted in 1984, the U.S. has developed a growing trade surplus
with CBI countries: from 198 3 to 1990 U.S. imports from the region
declined by 15.6% while U.S. exports to the region increased by
64.7% from $5.7 to $9.7 billion. Given that US$1 billion of U.S.

exports to Latin America generates 20,000 new direct jobs in the

U.S. The increase in CBI purchases of U.S. goods and services from

1983 to 1990 helped to create 80,000 new direct jobs in the U.S. Of

every U.S. dollar of foreign exchange earnings by the Central
American and Caribbean countries, 60 cents is used to buy American

products, as compared to Asia which spends only 10 cents.
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B. PROMOTES CARIBBEAN DEVELOPMENT

As the Caribbean economies undergo major economic changes and
adopt private-sector led, export-oriented growth policies, the
availability of funds for investment becomes acute. Countries in
the Caribbean have been able to draw on this pool of capital, to

promote growth through the expansion of private investment and to
finance critical public sector development projects. Section 936

financing has helped to strengthen the economies of each of the
eligible Caribbean basin countries. Section 936 funds have
financed investments, which h^ve been critical in the creation of

jobs, the installation of productive capacity, and the production
of goods and services. The specific ways in which 936 funds
contribute to Caribbean development and thereby increase U.S.-
Caribbean trade are:-

1. INCREASES INVESTMENT

Several Caribbean Governments have implemented comprehensive
economic reform programs which involved the removal of all barriers
and impediments to the operation of the market. This has resulted
in the creation of a private-sector led, market driven economy. The

process of accelerating and sustaining economic growth depends
critically on the volume of investments in both public and private
sectors. Section 936 funds have been important in funding public
sector development projects and private sector investments since
1988, see Table 1. These funds have been particularly valuable
because they are available in foreign exchange and therefore
alleviate the foreign exchange constraint as well as expands the
volume of investment. As Table 2 shows, 936 funds were the largest
source of capital inflows in TIEA signatory countries, in 1991,
accounting for 23.3 percent of total inflows.

These flows have been particularly important, given the
reduced U.S. aid (development assistance and economic support
funds) allocated to several Caribbean countries since the mid-
1980s. In 1984, the Eastern Caribbean received US$104.6 million,
but in 1992 this was US$21.7 million, a decline of 79.3 percent.
In Jamaica, the amount was US$155.3 million in 1985, but fell to
$68.8 million in 1992 a reduction of 55.7 percent. The inflow of
936 funds has offset the decline in US aid flows.

2. BUILDS INFRASTRUCTURE

The resources provided by 936 funds have made a substantial
contribution to the rehabilitation and upgrading of infrastructure,
which complements and enhances the efficiency and productivity of
private investments, as well as improves export competitiveness.
For example, the trans-Caribbean telephone cable project financed
through Section 936 funds will enhance the region's communication
links and provide the countries with state-of-the-art service and
equipment .

To compete effectively in today's global economy, modern
transportation and telecommunication are essential. Air Jamaica
received $51 million in 936 funds to acquire two aircraft which it
now uses on high density flights to and from the United States. A
phone cable project that improves telecommunications services in
Jamaica and expands the volume of international calls that can be
dialed directly from the island was also financed through 936
funds. In Barbados, a total qf US$35 million was spent to expand
and upgrade infrastructure of the Barbados Telephone Company while
Grenada Telecommunications Limited benefited from US$8 million,
which was used in the expansion and upgrading of their facilities
and equipment. Trinidad and Tobago received a total of US$210
million which was spent on infrastructure for natural gas
exploration and construction of petroleum facility to separate
butane and methane from natural gas, as well as a water flooding
project.



343

3. PRIVATIZATION OF PUBLIC ENTERPRISES

Money from this program has helped to fund privatization
programs, which reduced the drain of fiscal resources to public
enterprises and transferred assets to the private sector. Hotel

privatization programs such as the Wyndham Rose Hall in Jamaica,
led to more efficient management, expanded employment and

significantly increased revenue generated by that property.

4. INCREASES FOREIGN EXCHANGE EARNINGS

The 936 funds have provided foreign exchange inflow which has

helped to stabilize the exchange rate and to generate additional

foreign exchange earnings by expanding export capacity in the

bauxite/alumina industry, in Jamaica, and improving the plant and

efficiency of the tourist sector e.g. the refurbishing of Mallards
Beach and Americana Hotels in Ocho Rios, Jamaica, refurbishing of

Hotel Embajador and construction of Fiesta Bavaro Hotel, in the
Dominican Republic. The wood and sugar processing industries in
Honduras also benefitted from the 936 funding.

5. EXPANSION OF FOOD SUPPLY

The agricultural sector has been able to utilize 936 funds to

expand its productive capacity e.g. expansion and modernization of
broiler meat and hatching egg facilities, in Jamaica; development
of banana plantations and related facilities in Costa Rica;
establishment of a cardboard box factory in Dominica to supply that
country's banana industry and manufacturing sector at a cost of

$2.1 million.

6. EMPLOYMENT CREATION

The projects financed with 936 funds both in the public and

private sector have directly, and through their multiplier effects,
created thousands of new jobs across a range of skill categories.
Job creation discourages legal and illegal emigration. Migration
movements from the Caribbean and Central America have intensified
in the last decade. From 1981 to 1988, emigration from Central
America and the Caribbean to the United States amounted to 47

percent of total emigration into he United States.

The jobs created by investments, funded by 936 funds, are not
at the expense of jobs in the United States. In fact, production
and employment in the Caribbean and the United States are
complementary. For example, the production of apparel in the CBI

region is complementary to production in the United States. Of the
apparel produced in Jamaica, 80 percent of the finished goods
consist of U.S. raw material, machinery, and other inputs, most of
which is made for U.S. firms. Without this complementarity of

production between the U.S. and CBI countries, U.S. firms and
Caribbean producers would not be able to maintain their market
share or their competitiveness in the global market place.

7. DEMOCRACY AND SOCIAL STABILITY

Economic development is a necessary, but not sufficient
condition to ensure democracy. Since development is the foundation
on which enduring democracy can be built and maintained, U.S.
foreign policy must aim at supporting economic development in the
Caribbean as the basis for political stability and democracy in the
region. These small countries are very vulnerable to narcotics and
drug trafficking. Therefore, vigorous anti-drug trafficking
programs will have to be pursued nationally and regionally, while
focusing on destruction of crops and processing facilities,
interdiction, public education, and against money laundering, more
attention and resources must be devoted to providing jobs and
economic activity as an alternative to involvement in drug
trafficking. In Jamaica, through the 936 program, the construction
of 750 low-cost prefabricated housing units, which were
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manufactured in Puerto Rico and assembled and Installed in Jamaica,
added significantly to the housing stock, from which the lower
income earner benefitted.

RECOMMENDATIONS

Section 936 has operated according to the original intent of
the U.S. Congress and has brought about the desired results and its
place in Caribbean development has grown more prominent and
important each year. It is an essential program without which many
important projects throughout the Caribbean would not have been
realized.

The countries which have signed TIEA's recommend the
retention, without modification, of the Section 936 tax incentive
because the availability of Section 936 funds provide an invaluable
source of financing for investments in the Caribbean economies and
trade between the United States and the Caribbean. The development
of the Caribbean economies and the other economies in the region
contribute to the economic growth of everyone in the region,
including the United States.

Changes in the tax incentive structure to the Section 936 of
the Internal Revenue Code would adversely impact on investment and
growth in the Caribbean and on U.S. exports and employment.

TABLE I

USE OF 936 FUNDS BY CBI COUNTRIES
Calendar Years 1988 - 1992

Millions of Dollars

Jamaica
Trinidad and Tobago
Dominican Republic
Costa Rica
Barbados
Grenada
Honduras
Dominica
Guyana

Total

Disbursed
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TABLE 2

TOTAL LOANS DISBURSED BY FINANCIAL SOURCES
IN TIEA SIGNATORY COUNTRIES

DURING 1991

Millions of Dollars

Inter-American Investment Corporation 3.0German Investment & Development Company 3I3
International Finance Corporation 20 !lOverseas Private Investment Corporation 22 is
Caribbean Development Bank 2?! 4Business Advisory Services 3?! 2
International Development Ass6ciation 50*7
European Investment Bank 71^9
Commonwealth Development Corporation 75! 9Overseas Economic Corporation Fund 94! 9
International Bank of Development and

Reconstruction
j^gj^ 2

Inter-American Development Bank 20l!9

Sub-total 770.3SECTION 936

Total

233.4

1003.7

Statement of the Caribbean/Latin American Action

i . introduction

Mr. Chairman and distinguished Members of the Senate Finance
Committee, I would like to thank you for the opportunity to appear
before you today and to present the views of Caribbean/Latin
American Action on the Administration's proposal for Section 936.
Caribbean/Latin American Action is a non-profit 501(c)(3)
organization committed to promoting private-sector generated
economic development in the countries of the Caribbean Basin.

Clearly, the countries of the Caribbean Basin are deeply concerned
over the future of Section 936. A reduction in Section 936 tax
benefits substituted for wage credits would jeopardize the pool of
936 funds available for development-oriented private sector
projects in the Caribbean Basin.

Recent studies conclude that Section 936 funds have become one of
the leading sources of project funding for new investments and
business growth in eligible Caribbean Basin countries. In some
coxontries, 936 funds are the primary source of loan financing. 936
funds are vital to the development goals of the Caribbean Basin,
particularly as other sources of development assistance have
declined.

In ray testimony, I will argue that the Administration's proposal
relating to Section 936 works at cross-purposes with U.S. policy in
the Caribbean Basin. That policy aims to protect U.S. economic and
security interests by fostering a stable democratic region through
economic development. Furthermore, it works against the
development goals and objectives of the Caribbean Basin and the
many efforts underway to establish healthy free-market oriented
economies .
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II. BACKGROUND

Section 936 of the Internal Revenue Code of 1986 permits certain
U.S. corporations to earn income that is in effect free of United
States federal income tax if the income is derived either (i) in
the active conduct of a trade or business in a possession or (ii)
from qualified possession source investment income ("QPSII"). The
Tax Reform Act of 1986, broadened the definition of QPSII to
include income from investments of Section 936 funds for

development projects in qualified Caribbean Basin countries.

U.S. subsidiaries operating under Section 936 may deposit their
earnings in banks operating in Puerto Rico and receive interest
free from U.S. and Puerto Rico income taxation. Because the
interest earned is tax free to the depositor, the banks offer lower
interest rates for these funds.

Without QPSII treatment and 100% credit on interest earnings, there
would be little incentive to deposit funds in Puerto Rico and
invest in qualified Caribbean Basin countries. The availability of
funds and term resources would eventually dry up, interest rates
would rise and the only source of U.S. concessionary loans to the
small countries of the Caribbean Basin would be eliminated.

III. 936/CARIBBEAN PROGRAM SUCCESSES

Since implementation in 1987, the 936 Caribbean Development Program
has achieved solid results and steadily gained momentum. Through
mid-March 1993, $684.6 million worth of investments were funded by
Section 936 funds in nine eligible Caribbean Basin countries
representing 46 projects and approximately 13,000 jobs. It is
estimated that an additional $800 million worth of investments are
in the pipeline pending government approval. By year end 1993,
total disbursement figures could amount to $1.5 billion.

Projects related to telecommunications, agribusiness, food
processing, infrastructure, manufacturing and tourism are being
financed with 936 funds. To cite some examples, 936 loans have
been used to finance the expansion and modernization of Barbados'
telecommunications infrastructure; the expansion of Trinidad and
Tobago's airport facilities; the construction of low-income housing
in Jamaica and the purchasing of equipment for Costa Rica's metal
mechanic services for the power and telephone industries in Central
America. These projects provide substantial benefits to the
Caribbean Basin economies by creating new jobs, direct investment,
technology transfer, foreign exchange earnings and other benefits
in the form of indirect employment and related-support businesses.
At a time when the program is flourishing and the Caribbean Basin
is struggling with few advantages, reductions in the 936

development approach would seriously undermine the region's
economic goals and aspirations.

IV. CARIBBEAN BASIN DEVELOPMENT IMPACTS U.S. ECONOMY

Caribbean Basin countries have embarked upon a historic path
undertaking economic reforms necessary to stimulate private
investment in the region. New leadership in the region is moving
in the direction of genuine economic change committed to economic
liberalization. Liberalization of trade, investment and capital

I
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flows stimulate growth benefitting both the U.S. and the Caribbean
Basin. We should not overlook the fundamental fact that when
investment in the region expands, imports increase and additional
U.S. exports and jobs are generated.

Presently, the U.S. has a trade surplus with the Caribbean Basin
countries in the amount of $2.1 billion. Combined U.S. exports to

the Caribbean Basin countries in 1990 totaled $9.7 billion, rising
5.6 percent over 1989. The Caribbean Basin was the llth-largest
export market of the United States, ranking before Australia and

Italy. The consistently positive U.S. trade balance with the
Caribbean Basin reflects a 64.7 percent growth in U.S. exports
since 1983. In 1990, this $9.7 billion in U.S. exports supported
almost 200,000 American jobs. Furthermore, it is estimated that
for every dollar earned in the Caribbean Basin, 60 cents are used
to buy American products; compared to Asia which only spends 10

cents on the dollar. Obviously, CBI industries have a strong
propensity to purchase American raw materials, machinery and

equipment. On average, over 45% of all CBI imports are sourced
from the U.S., the highest percentage in Latin America.

Furthermore, most of the construction and procurement for 936 loan

sourcing is from the United States.

The United States benefits when the economies of the region are

healthy and strong. Economic growth in the Caribbean Basin creates
markets for U.S. services and products. "Improved economic growth
in the Caribbean Basin is in the direct interest of the United
States. It helps to create jobs and exports for the U.S. It helps
to promote the ideals of democracy, which are important for us not

only in our own nation, but throughout this hemisphere," said
President Clinton during the 1992 Miami Conference on the
Caribbean. In this light, any measures to increase the flow of 936

funds to the region should be encouraged and enhanced; especially
at a time when the region is so committed to the continuation of
free-market oriented macroeconomic policies.

V. REVISITING THE CARIBBEAN BASIN INITIATIVE

Economic and political stability in the Caribbean Basin has always
been important to the United States. As a result, the U.S. has

promoted economic growth and economic stability embodied in two

major U.S. programs, the Caribbean Basin Initiative (CBI) and
Section 936. The CBI has provided a unique impetus to the

development of trade and investment between the U.S. and the
Caribbean Basin. The result has been an increase flow of trade and
investment both ways. Perhaps most significantly, the new
opportunities for trade and investment which were created within
the CBI framework have inspired creative free-market oriented
economic thinking in the region.

Notwithstanding, the CBI has not met all its goals of generating
employment and private-sector led investment opporttmities , and
broadly based economic growth has not been realized. One of the
major problems, from the inception of the CBI program has been the
limited amount of investment incentives. To a degree. Section 936
has served this function in eligible Caribbean Basin countries. In
this regard, we should seek ways to preserve and enhance those
programs that stimulate trade and investment in the region and find
ways to build upon the fundamental principles of the CBI .

VI. EROSION OF PREFERENCES

Although the Caribbean Basin countries positively view the North
American Free Trade Agreement (NAFTA), there is deep concern that
the erosion of the market access advantages enjoyed by CBI
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countries will adversely impact the competitive situation of
Caribbean Basin economies. NAFTA, the Single European Market, the
extension of trade preferences to Eastern Europe and the Andean
nations and other global trade developments can threaten the
economic progress that the Caribbean Basin countries have made
under the CBI. The region faces a difficult transition period from
an environment of special trade treatment to a future environment
ruled by principles of free trade and reciprocity. The Caribbean
Basin recognizes what the future holds and is taking measures
within its means to meet the challenge.

The public and private sectors of the Caribbean and Central
American have expressed their concern that Mexico's preferential
access to the U.S. market would divert investment and trade away
from the Caribbean Basin region. As NAFTA becomes a reality and
Mexican products benefit from duty-free and quota free treatment,
the margin provided by 936 interest rates may become as important
a factor as CBI tariff preferences in maintaining U.S. investor's
interest in the Caribbean Basin. Against this background, it has
become now more important than ever to identify and preserve the

unique advantages that the Caribbean Basin has to offer in this

rapidly changing global trade environment. At this juncture, 936
funds are critical to the development goals of the Caribbean Basin.

VII. OPHOLOING TREATY COMMITMENTS

Another issue that I would like to raise today is related to Tax
Information Exchange Agreements (TIEA) with the United States.

Signing a TIEA was a precondition for eligibility to receive 936
loans. TIEAs are important to the United States because they
provide the mechanism to obtain evidence against tax evaders . In
order to enjoy the benefits of accessing 936 funds, these countries
have had to enact eunendments to their legal codes in order to

permit access by the U.S. to confidential information. TIEAs are
valuable in the war against drugs and they are effective in

deterring drug money-laundering by creating effective tracing
instruments .

To date, Barbados, Costa Rica, Dominica, the Dominican Republic,
Grenada, Guyana, Honduras, Jamaica, St. Lucia, and Trinidad and

Tobago, have concluded TIEA's. Without the recent developments on

936, it was anticipated that other countries would have signed by

year end 1993. The reduction of 936 tax credits would limit the

pool of funds available for 936 Caribbean Development projects and

hence erode the linkage between signing a TIEA and accessing 936

funds. This undermines the credibility of the U.S. to uphold
commitments and agreements which it has requested.

VIII. REDUCED LEVELS OF U.S. ASSISTANCE

Given events in the former Soviet Union, the Middle East and

Eastern Europe, aid levels to countries in the Caribbean Basin will

decline from previous levels or even be eliminated in some

countries. In recent years, total USAID levels have decreased m
the Caribbean Basin. In Central America, USAID levels dropped from

$827,189 million in 1991 to $633,818 million, the amount which has

been allocated for Fiscal Year 1993. In the Caribbean, USAID

levels have also been slashed from $205,405 million to $180,558
million. Total U.S. Assistance to the region is also dropping.
The availability of 936 funds reduces the region's need for U.S.

aid and compensates for the lack of direct assistance from the

United States. These loans buttress free-market private-sector
oriented policies which enable economic growth.
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Recognizing the need to improve the flow of funds to smaller
regional projects, the Caribbean Basin Partners for Progress (CBPP)
was established. The CBPP is a financial institution created by
U.S. corporations operating in Puerto Rico under Section 936. CBPP
loans are designed for small businesses which are the engine of
economic growth in the Caribbean Basin. To date, the CBPP has a

pipeline of 35 projects in place amounting to approximately $30
million. Most loans range in the amount of $300,000.
Approximately, 65% of these loans are in agricultural projects.
This type of credit replaces loans which in another day might have
been provided by USAID.

Furthermore, 936 funds represent approximately $100 million in

foreign exchange savings as a result of lower interest rates to
eligible Caribbean Basin countries. This substantial savings has
offset the decline in direct U.S. aid.

IX. REDUCING DRUG EXPORTS AND MIGRATION FLOWS TO THE U.S.

Lastly, numerous studies demonstrate that the incentive to migrate
and to enter into drug production are directly linked to slow
growth, low investment, poverty, and overall lack of opportunities
in the countries of origin. Migratory movements from the Caribbean
and Central America have intensified in the last decade. From 1981
to 1988, emigration from Central America and the Caribbean to the
U.S. amounted to 47% of total emigration from Latin America, which
represents 20% of total immigration into the United States. This
is a staggering number for a group of countries that represent less
than 15% of the total population of Latin America.

Countries which experience social degradation are prone to consume
drugs and enter into drug production and trade as a source of
income. The region is also concerned that the removal of trade and
investment preferences to CBI countries not only dampens government
efforts for economic reform and modernization but also has the
undesiredale side effect of increasing drug trafficking,
notwithstanding their best efforts at intervention. This production
and trade is usually targeted at the most profitable and closest
market—the United States.

X. DEMOCRACY AND ECONOMIC GROWTH

In the past decade, there has been a remarkable shift towards
democracy and free markets in the Caribbean Basin region.
Assisting developing countries to a successful transition to
pluralistic democratic government and economic liberalization has
always been an overriding objective of the United States. An
economically thriving and politically democratic Caribbean Basin
benefits the U.S.; an impoverished and chaotic region only creates
serious economic, social and security problems for the United
States. The essential remedies to the latter are always more
costly than preventative measures that rely on the resourcefulness
of the particular country. The 936 program was designed to assist
that effort and it is succeeding more dramatically than anyone
envisioned in 1987.

Perhaps it is useful to note that the 936 Caribbean program, as it
was born in the mid-1980 's, focused particularly on the rebuilding
of a politically and economically devastated Grenada. In 1993, use
of these funds as an incentive for creating investment and jobs in
Haiti would not only be consistent with the principles of the 936
Caribbean Program, but could be an important incentive to the
establishment of new business ventures in that beleaguered island.
As with Grenada, the task of reconstructing Haiti will need special
measures. The 936 Caribbean progreun could be central to restoring
the economy.
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To conclude, 936 fxinds are an important catalyst for investment and
economic development in qualified Caribbean Basin coiintries. The
reduction of 936 tax incentives or the gradual elimination of the
progreun undermines an important instmment of U.S. foreign policy.
At a time when the region is so committed to the continuation of
free-market oriented policies and democratic reform, changes to
Section 936 will jeopardize an important program that is working
well and helping the region realize its economic potential.

Statement of the Electronic Industries Association

I introduction.

Committed to the competitiveness of the U.S. electronics industry, EIA has been
the national trade association representing American high technology companies for

over 68 years. Its 1,000 members manufacture 85% of the U.S. production in compo-
nents, parts, systems and equipment for communications, industrial, governmental
and consumer-end uses.
EIA supports the President's goal of reducing the federal deficit, and agrees on

the necessity of mutually shaired sacrifice. However, we question and £u-e deeply con-
cerned about the balance between taxes and spending cuts in the President's Eco-
nomic Proposal, and have serious reservations about a number of the specific tax

components in the package.
Two such provisions anecting international taxation are the reasons for EIA's tes-

timony today—the proposal to place foreign source royalty income in a separate
"passive income" category for purposes of the foreign teix credit, and the proposal
to eliminate deferral of current taxation of active income earned abroad. EIA be-
lieves that even if these provisions do raise some revenue in the short-term, their

collateral and long-term effects will weaken U.S. companies by reducing their global
competitiveness. These proposals will increase costs, result in an ultimate loss of
U.S. jobs and will impair the ability of U.S. firms to pay taxes in the future. These
results are the very opposite

of President Clinton's goals of harnessing technology
to drive economic growtn and job creation.

These two provisions are so significant with respect to the ability of our members
to compete in the global marketplace, and will have such a disruptive effect on the

operations
of our members, that EIA would be willing to forego the enactment of

tne President's investment tax credit proposal to eliminate them.

II treatment of royalty income.

A. Background. The royalty proposal will treat all foreign source royalty income
as income in a separate foreign tax credit limitation category for passive income,
even if the income reflects the earnings from a taxpayer's active trade or business.

(Currently, U.S. companies can aggregate active royalty payments from overseas
subsidiaries with active income earned from foreign businesses, i.e., service income,
dividends.) The proposal will affect not only royalties with respect to patents and

manufacturing processes, but will also adversely affect trademarks, copyrights, soft-

ware and other intellectual property rights crucial to the success of modem enter-

prises.
The royalty proposal—which constitutes a major change from current global mar-

keting practices
—is "coupled" in the President's Revenue Package with a

proposal
to amend the Section 861 rule to allow allocation of all R&D expenses to tne place
of performance of the R&D. No explanation is given for combining these two very
different provisions.
EIA strongly believes that there is no justification for coupling these two propos-

als. In fact, the two proposals will create opposite results. The allocation proposal
makes U.S. R&D spending more attractive; the increased taxation of the royalty in-

come such R&D earns abroad makes it less attractive. The royalty provision and
the rules for allocating R&D should individually stand on their own merits. And on
the merits, the royalty proposal is so anti-competitive that we do not believe it

should be considered.
On a separate but related note, EIA has long advocated and continues to support

an approach that will allocate 64% of R&E expenses to the place of performance and
allow the remainder to be allocated based on either sales or gross income. See Code
§ 864(f) and Rev. Proc. 92-56, I.R.B. 1992-28. EIA believes Siat while a 100% alio-
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cation can be justified, EIA will not support the proposal to allocate all expenses
to place of performance if the "price" of such a rule is allocation of all foreign source

royalty income to the passive income basket.

B. The royalty proposal will substantially increase costs and thus seriously erode
our members' competitiveness in the global marketplace. The economic future of

many of our members, and the jobs for many of their U.S. employees, depend heav-

ily on the
ability

of our member companies to compete in the global marketplace.
As the Clinton Administration has recognized, the ability of our companies to com-

pete, and for American workers to compete, "depends less on traditional factors such
as natural resources and cheap labor. Instead, tne new growth industries are knowl-

edge based." Technology for America's Growth: A New Direction to Build Economic
Strength, at 7.

Given the standard of living that we all believe should be the right of the Amer-
ican worker, we cannot look to compete on a per-hour wage cost with companies op-

erating in countries with low wage and benefit levels. As a result, the future of our
industries and our workers depends upon our ability to compete with the new pat-

ents, trademarks, software, and other intellectual property that are the basis of high
wage jobs. ElA's historic strength has been its members' ability to develop new
ideas and to use innovative processes to create and manufacture technologically su-

perior products and services to meet the needs of the global marketplace.
The royalty proposal will hamstring those efforts by penalizing the worldwide

commercialization of our members' tecnnological creations. Our nation's leadership
in the electronics industries is constantly challenged from aggressive and well-fi-

nanced international competitors. We can retain superiority in this field only
through a consistent effort and only if the competitive playing field is level. Domes-
tic tax, trade or other government policies that discourage tne development or in-

crease the cost of developing intellectual property (upon which breakthrough tech-

nology products and services depend) will erode our aoility to compete in the global
market and to maintain American jobs.
As such, the royalty proposal's increased "tax" upon our companies will create a

real barrier to our ability to compete with foreign companies that are not similarly

disadvantaged. Moreover, if we lose in the overseas marketplace, we will surely lose

in the U.S. market as well.

C. The royalty proposal will disrupt operations of U.S. companies in the global
marketplace. The current United States tax system recognizes that intellectual prop-

erty is integrally tied to the active conduct of a trade or business. Indeed, recent

U.S. tax policy has consistently focused on ensuring that royalties reflect the true
value of the intangible assets to which they relate. The tax code, under section

367(d) and section 482, has been strengthened to encourage U.S. companies to accu-

rately price the royalties that they charge to affiliates.

This proposal will change this method of
operation. Fairly-priced royalties will be

faced with a penalty. Current agreements with affiliates, with unrelated parties, and
with foreign governments, all based on a fair royalty price, will be disrupted and
will need to be reevaluated. At a time when American businesses should concentrate
on making better products and improving customer service, additional attention to

the costs and benefits of royalty agreements will be necessary.
D. The royalty proposal will dilute America's technology base. This proposal makes

the development of intellectual property in the United States less attractive by in-

creasing its cost. As a result, the increased costs of this proposal can and will affect

decisions that will be made in the future regarding the manner and locale of a com-

pany's business.

Companies have a variety of possible responses if this proposal is enacted. As
noted above, at the margin, a company might be tempted to increase foreign manu-
facturing or foreign R&D. [NOTE: Appendix

A provides an example illustrating the
incentive for foreign manufacturing that the proposal could create.]

As an alternative to increasing foreign manufacturing, a company might also have
an incentive to give up American ownership of certain intellectual property to a for-

eign competitor or a joint venturer. A company might even be forced to withdraw
fi"om certain foreign markets and cede them to competitors.
We believe that there is no justification for a tax policy that will likely result in

both a dilution of America's technology base and a transfer of R&D eff"orts and em-

ployment abroad. It does not make sense for U.S. tax policy to disrupt the current

system for a proposal that has only marginal utility
and will, in essence, hurt the

competitiveness of U.S. industries and provide further disincentives for U.S.-based
research.

Indeed, if any revenues are raised fi:-om this proposal, it is because the provision
will create excess foreign tax credits. Although tax policy alone may not be a suffi-

cient incentive to manufacture abroad, a company with such excess credits wiU have
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a marginal incentive to manufacture in a low tax jurisdiction abroad rather than
in the United States. That further erodes the ability of the electronic industries to
create good U.S. jobs for U.S. citizens.

E. The royalty proposal could result in a loss of U.S. jobs. The decisions as to
where to own and develop intangibles generally are driven by concerns other than
tax motivations. These decisions are based primarily on the need for proximity to
customers and suppliers, the existence and availability of a highly skilled workforce,
and the overseas market involved. As the Wall Street Journal recently reported,
"company ofHcials say that they located abroad not to dodge U.S. taxes, but to take

advantage of the same low labor rates and raw material prices that their European
and Asian rivals have access to." Clinton Plan for Foreign Operations Draws Com-
plaints from U.S. Companies. Wall Street Journal, Thursday, March 25, 1993, at A-
3.

However, the increased costs of doing business that are bound to result from the

royalty proposal will only hurt U.S. companies' competitive position in the global
market. To the extent that U.S. companies will be unable to compete, contracts will

be lost, business will decrease, and there will be fewer job opportunities for Ameri-
cans. Since exports increase the high wage/high benefit jobs found in the U.S. elec-

tronics industry, they should be encouraged, not discouraged.
F. The royalty proposal will not raise significant revenue in the long run. The pro-

posal will have some short-term revenue raising effect, but as discussed above, com-

panies in excess credit positions can and will adjust their operations to deal with
the proposal

—and such adjustments will have adverse economic effects on U.S. com-
panies and their workers.

G. The royalty proposal is not based on sound tax policy. There are no sound or

compelling tax policy reasons for this proposal. Generally, the Tax Code has re-

quired separate "baskets" for passive income only when the nature of the income
was that it was fungible and easily movable. Royalty income is not in that category.
The source of such income depends on the country in which the use (or right to use)
the intangible arises. This proposal is an indirect method of changing that fun-
damental rule. In addition, the royalty proposal appears to make an argument that

royalty income should be in a separate basket because it is not heavily taxed. This

argument is overbroad, and if taken to the extreme, can lead to infinite trans-
actional basketing.

Finally, under the proposal, royalties will be arbitrarily treated differently from
other types of income, such as dividends and interest, received from related parties.
Moreover, such a rule will distinguish between branches (which can acquire intangi-
bles as tax-free capital contributions) and subsidiaries of related corporations.

H. The increase in reported royalty income is not due to tax avoidance. The Admin-
istration defends its proposal by arguing that after 1986, taxpayers reacted to extra

foreign tax credits generated in part due to lower U.S. tax rates by establishing for-

eign subsidiaries and having these subsidiaries make royalty payments for intellec-

tual property developed in tne U.S. EIA believes that this increase is due to a num-
ber of factors, in particular a growth of U.S. business abroad and compliance with
the U.S. tax law. These include the general increase in software and software-relat-

ed exports (which rely heavily on royalties), a rise in joint ventures in order to pene-
trate the global market, increased franchising overseas by U.S. companies, as well
as the fact that U.S. firms have increased their royalty charges as affiliates as a
matter of compliance with the super-royalty provisions of the Tax Code (section

367(d)) and increased scrutiny under section 482. The Administration should not use

taxpayers' attempts to increase their global business and a legally mandated re-

quirement such as the super-royalty provision to argue that the increase in royalty
income illustrates tax avoidance.

I. The royalty proposal is unsound economic policy. It is incorrect as a matter of

economic policy to tax royalty income as passive income. Research and development
activity by U.S. based companies must be encouraged rather than discouraged. The
ability to transfer the fruits of that research easily has helped to create and main-
tain jobs in the United States and has strengthened the economy of the U.S. and
of its corporate citizens.

As noted earlier, the royalty proposal in its current form not only places royalties
from technology in the passive category but also covers royalties from trademarks,
cop3a"ight8, and software. In addition to all the other reasons cited above for aban-

doning the proposal, the lack of any conceptual reason for imposing a penalty on
these other classes of intellectual property must also be considered. Many U.S. com-

panies
license their trademarks to foreign licensees to gain entry to, or retain mar-

ket share in, a foreign meu-ket. This is good for U.S. exports and good for the overall
economic health of U.S. multinational companies. Imposing another layer of tax on
this activity, as the royalty proposal will do, will make it more difficult for U.S. com-
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panies to compete and over the long term will reduce market share of U.S.-based

multinational corporations.
J. Summary, ^y tax proposal must take into account the fact that U.S. compa-

nies compete in the global marketplace. Indeed, studies have repeatedly shown that

exports contribute significantly to job growth in the United States. For example, the

Department of Commerce estimates that for every $1 billion in exports, 19,100 jobs
are created. U.S. Jobs Supported by Merchandised Exports, Office of Macro-
economics Analysis, Series 1-92, April 1992. Rather than penalizing international

operations, EIA believes policymakers must make the United States the world's best

place in which to manufacture and from which to export. A fundamental part of this

effort is the avoidance of poUcies like the royalty proposal which impair the abiUty
of U.S. firms to compete and operate in the global market.

Concern with "runaway plants" or other tax sheltered foreign income should be

addressed carefully and directly. Blunt tax policy changes should not be adopted
when they will disrupt the sectors of the American economy that produce competi-
tive products and high wage employment. The royalty proposal is an overkill to any
perceived problem, in that it affects not only manufacturing royalties, but all kinds

of intellectual property, and increases the cost of business activity to such an extent

that it hampers the ability of American companies to compete abroad.

Ill CHANGES TO DEFERRAL

A. Background. The deferral proposal will require 10 percent shareholders of cer-

tain "controlled foreign corporations" ("CFCs") to include in income currently their

pro rata shares of a specific portion of the CFCs current and accumulated earnings.
The proposal will apply to a CFC that held passive assets representing 25% or more
of the value of the (JFC's total assets. ^ In essence, the deferral proposal eUminates
to a leirge extent the concept of "deferral" in our foreign tax system. The U.S. tax

system already puts U.S.-based multinational companies at a competitive disadvan-

tage with their foreign coimterparts; the deferral proposal will increase that dis-

advantage.
Most foreign competitors operate under a system (a "territorial system") which

does not tax any foreign income. By contrast, U.S. multinationals are taxed on their

worldwide income. The foreign tax credit, far fi-om being the special tax preference
that some policymakers seem to view it, is really just an adjustment mechanism
that prevents double taxation of U.S. income by the United States and by foreign

jurisdictions.
The concept of deferral in our international tax system prevents multiple taxation

of the same items of income, and also respects the tax sovereignty of nations that

use a territorial system. It is an important concept not only for these tax policy rea-

sons, but as a means of ensuring that U.S.-based multinationals remain competitive
in the worldwide tax system.

For the reasons discussed below, the EIA believes that

the complete or partial repeal of deferral—as a means of preventing a perceived ex-

port of jobs, fixing a perceived "unfairness," or as a pure and simple revenue raising

measure, is, in its operational effect, counter to the goal of enhancing U.S. competi-
tiveness and growing domestic high wage employment.

B. The deferral proposal will harm U.S. companies. The deferral proposal will in-

crease the costs to U.S. companies doing business abroad—either by increasing
taxes or forcing these companies to alter their operations. Thus, the proposal will

have a detrimental effect on the benefits of international economic activity. We view
this as shortsighted, since the overseas operations of and sales by American compa-
nies preserve U.S. jobs by increasing the overall activities and financial strength of

U.S.-based corporations.
Indeed, other nations recognize the importance of the global marketplace and pro-

vide incentives to their corporate citizens with worldwide operations. Our members

compete with foreign multinationals who have the advantages of tax enterprise
zones and additional tax or treaty advantages, such as tax exemption for foreign

subsidiary dividends. In short, the United States currently provides one of the least

favorable rules for the taxation of offshore income. Clearly, if deferral is eliminated

the competitive gap will widen, benefiting our international competitors.
C. The deferral proposal will not create U.S. jobs; it will slow U.S. economic

growth. Although taxes are a factor in the determination of where businesses decide

to locate, they are clearly not the only nor the predominant factor. We believe that

^The portion of current and accumulated earnings subject to inclusion is the lesser of the

CFCs (1) total current and accumulated earnings and profits, or (2) the amount by which the

value of the CFCs passive assets exceeds 25% of the value of its total assets.
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in the electronic industries, the primary reason for a decision to locate manufactur-
ing abroad has been the need for daily access to customers and suppliers.
Because the economic factors discussed above will remain the same even if defer-

ral is wholly or partially eliminated, few, if any, business enterprises will relocate
their plants inside the United States solely because of a tax change. Instead, the
additional tax cost of operating abroad will make American multinational business
less competitive and thus reduce its market share and profitability. And while we
reject the claims of American decline in high technology, we caution that both the
recent macro-level and individual product-level achievements of the U.S. high tech-

nology sector are by no means guaranteed and that the pressures associated with
international competition will remain intense for the domestic economy. The imposi-
tion of a large new tax increase will most assuredly have an adverse affect upon
their progress and will harm the President's plan to boost U.S. high-tech leadersnip
in world markets.

D. The deferral proposal will not produce significant revenue. We must seriously
question whether the proposal will generate the kind of revenue predicted by the

Administration, particularly in the longer term. The Staff of the Joint Committee
on Taxation estimates that the deferral proposal will raise between $600 million
and $800 million in tax revenues in the first two years, diminishing to $100 million
after three years.
These estimates indicate to us that even at its most "optimistic" the revenue ef-

fects of such a change are short lived. Moreover, these estimates do not appear to

take into account the likely changes in the actions of both foreign governments and
multinational corporations which will occur if deferral is wholly or partially re-

fiealed.

For example, foreign governments will be expected to increase foreign taxes,

ndeed, the reaction of foreign governments to the Tax Reform Act of 1986—many
of whom lowered taxes to reflect the change in the U.S. tax system—illustrates that

foreign taxes are likely to rise again if the U.S. tax system again changes course.
If foreign taxes increase, U.S. companies will merely be paying more to foreign

jurisdictions. Moreover, repeal of deferral means that companies will not have the
same incentives to minimize taxes paid to foreign governments, and indeed, could

change their tax planning to accelerate the payment of foreign income taxes which
are postponed, such as foreign withholding taxes.

E. Sufficient rules exist to prevent abuses. Finally, we believe that the deferral pro-

posal is unnecessary because sufficient rules exist to prevent abusive situations. For

example, the foreign personal holding company rules (sees. 551-558 of the Code)

prevent the use of offshore corporations as "incorporated pocketbooks," where divi-

dends, interest and similar forms of passive income were realized by U.S.-owned cor-

porations located in countries with low or no income taxes. Subpart F itself prevents
tax avoidance by treating all items of foreign-base company income as a constructive
dividend to the U.S. shareholders that must be reported currently.

F. Summary. In summary, we believe that the deferral proposal will impair the

competitiveness of the U.S. electronics industry abroad without increasing domestic

employment or providing a domestic economic stimulus. It will create a tax system
that is unfair and competitively disadvantageous, and which invites retaliation by
foreign countries and a shift of activities of U.S. companies abroad. This proposal
nms counter to the goal of strengthening U.S. exports and domestic employment,
and will only weaken our industry's attempt to increase its share of the global elec-

tronics meu-ket.

IV. CONCLUSION.

The President has stated that "the United States must . . . ensure that its tax,

trade, regulatory, and procurement policies encourage private sector investment and
innovation. In a global [economy] where capital and technology are increasingly mo-
bile, the United States must make sure that it has the best environment for private
sector investment and job creation." Technology for America's Growth, supra, at 12.

The royalty proposal and the proposal on deferral will fruf?trate these important

foals
by increasing the costs of U.S. business operations in international markets,

'hey have no tax or economic policy justification, and will likely lead to an export
of U.S. manufacturing, R&D activities and jobs. These are not the items we want
to export. Rather, we want to continue to export the best products and services that
our people and our technology can produce. We therefore strongly urge that these
two proposals be rejected.

APPENDIX A—EXAMPLE
Assume a U.S. company has a foreign subsidiary with manufacturing operations

in a foreign country which imposes a tax of 50% on the foreign subsidiary's income.
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Assume further that the foreign subsidiary earns $100 in income per year but pays
its U.S. parent $30 per year in royalties under a Hcense for intellectual property
from its U.S. parent. Finally, assume the foreign subsidiary dividends 100% of its

annual after-tax earnings to the U.S. parent. In this case, the total income to the

U.S. parent (before foreign and U.S. tax) would be $100.

Assuming no dividend withholding tax, the foreign subsidiary would pay $35 in

foreign taxes ($100—$30 deduction for royalties paid to its U.S. pzirent) x 50% tax

rate). Under the proposal and at current tax rates, the U.S. parent would pay
$10.20 in U.S. tax ($30 royalty income from its foreign subsidiary x 34%). There
would be no U.S. tax on the dividend income from the foreign subsidiary because
of the foreign tax credits brought up with the dividend income. In fact, the U.S. par-
ent would have $11.20 in excess foreign tax credits [$35 foreign tax credits—($70

"gross-up" dividend income from its foreign subsidiary x 34% U.S. tax rate)]. Thus,
total tax on the $100 of foreign earnings of the U.S. company and its foreign subsidi-

ary would be $45.20, for an effective tax rate of 45.2%.

In this situation, if the U.S. parent is considering investing in a new plant, either

in the U.S. or a foreign country, the proposal would provide an incentive to the U.S.

parent to seek a low-tax foreign country. For example, if the U.S. parent earns $100
of taxable income from a new plant located in the U.S., its total tax bill will increase

by $34 ($100 from its new U.S. plant x 34%). Combined with its income from its

foreign subsidiary in the country with the 50% tax rate, the U.S. parent would earn

$200 of pre-tax income, and would pay $79.20 in tax, for an effective tax rate of

39.6%.

However, if the U.S. company establishes a new foreign subsidiary in a country

which, via statutory rates or tax holidays, imposes a tax rate of only 20% on manu-

facturing profits, it will pay a lower total tax bill. In this case, the new foreign sub-

sidiary would pay $20 on its income before dividending to the U.S. parent. The U.S.

parent would be faced with a residual U.S. tax of $14 on that income. However,
$11.20 of this residual U.S. tax would be offset by the excess foreign tax credits the

U.S. parent has with respect to the dividends it received from its other foreign sub-

sidiary operating in the country with a 50% tax rate as a consequence of the Presi-

dent's royalty proposal. The net result is that the U.S. company would earn $200
of pre-tax income, and pay worldwide tax of $69.00, for an effective tax rate of

34.5%.

Statement of the Emergency Committee for American Trade

The members of ECAT appreciate President Clinton's attention and proposals to

reduce the burgeoning federal budget deficit. It is the nation's number one economic

problem. We can and do argue with some of the deficit reduction proposals. What
we do not argue with is the necessity to get on with the deficit reduction task.

President Clinton's tax proposals single out U.S. firms with overseas business op-
erations for payment of an unduly heavy share of the additional tax burden called

for in the deficit reduction package. For reasons later cited in connection with an
ECAT study of the impact of U.S. overseas business on the U.S. economy, we think

this an unwise course of action.

While the business community recognizes that the new Administration needs time

to develop a set of consistent foreign economic policies, we hope that the chosen path
will be toward opening such competitive opportunities as those that will follow suc-

cessful completion of the long-stalled Uruguay Round and the NAFTA rather than
a path of placing U.S. business in less favorable competitive situations such as

would follow enactment of the foreign tax proposals before this Committee. If the

United States is to prosper in the modern global economy, we cannot afford to see

our streams of income diminished, as would be our foreign income stream with en-

actment of President Clinton's foreign tax proposals.
The rhetoric of the 1992 Presidential campaign and the early months of the new

Administration depict the U.S. tax code as somehow or other unduly encouraging
U.S. firms to invest abroad rather than at home. Were reality coincident with the

rhetoric, we would find it difficult to disagree with proposals intended to make taxes

a neutral factor in regard to where investments are placed.
But the rhetoric does not fit the facts. The U.S. tax code does provide investment

neutrality. In order to avoid double taxation of the same income, the foreign teix

credit provides that income earned abroad by U.S. citizens shall pay the higher of

either the U.S. tax rate or the foreign tax rate. If the foreign rate is higher, then
no tax is owed the United States. If the foreign tax is lower, then the difference

between the foreign and the U.S. rate is owed the United States.
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When U.S. taxes are owed on foreign income, they are payable on receipt of the

foreign earnings. In this way, U.S. taxes are paid on foreign income when it is real-
ized just as U.S. shareholders pay tax on corporate profits only after dividends are
received.

This practice of the United States is generally mirrored in the tax practices of
other countries. As a result, there is an approximate international tax neutrality in-

sofar as investment is concerned. To the extent that the United States tax practice
diverges from the international norm, there is a competitive disadvantage to U.S.
firms. Several of President Clinton's foreign tax proposals move the United States

away from the international norm and would, if enacted, be anticompetitive for U.S.
business.

Anticompetitive measures cannot be afforded by the U.S. economy, which is more
closely intertwined with the economies of our trading partners and our global com-
petitors than is generally realized. We in ECAT, for example, are about to publish
a study demonstrating the enormous benefits to the U.S. economy flowing from U.S.

foreign direct investments.
The principal author of our study is Dean Peterson who is a respected and well-

known international economist with extensive government zmd private sector experi-
ence. Dr. Peterson worked in close consultation with economists from a number of
ECAT member firms. Our study has also been reviewed by other nationally known
economists to help ensure that it contains no glitches.
We conducted our ECAT study to examine the effects of the foreign operations of

U.S. multinational corporations on the U.S. economy. A similar ECAT study in the

early 1970's had shown that the foreign direct investments of U.S. firms had a most
positive effect on the U.S. economy. We wanted to see, in light of the relative dete-
rioration of the U.S. international

competitive position during the 1980's, whether
this positive effect might have changea since the original study was published in
1973.
Our study, therefore, focuses on the decade of the 1980's. It in very considerable

depth explores the effect of U.S.-based multinational companies on the health and
competitiveness of the U.S. economy. The study is based on an examination of U.S.

government statistics, and demonstrates that U.S. multinational corporations con-
tinue to be a source of enormous strength to the U.S. economy in every measurable
respect.
We believe it critical for national policy that the findings of the study that are

summarized below be
clearly

understood for they establish a factual framework
against which policy proposals such as foreign tax proposals can better be weighed
to see if they advance or detract from the national interest.

The ECAT study shows that U.S. multinational corporations (USMNCs) made
strongly positive contributions to the U.S. trade, payments and financial positions
throughout the 1980'8, a decade characterized by a massive deterioration of the U.S.
trade oalance, international pajrments balance, and globed financial position. In fact,
USMNCs are now the single most positive factor in the U.S. balance of payments.
Had it not been for the positive performance of USMNCs during the 1980's, the eco-
nomic position of the United States would have been much worse, given the weaker
performance of corporations oriented primarily toward the domestic market.
The report's principal findings are:

• USMNCs contributed surpluses to the U.S. balance of payments— consisting of

positive trade flows and earnings net of reinvestment—averaging $83 billion

annually in the period 1982 to 1990.
• USMNCs balance of payments surpluses rose steadily from an average of $74

billion during 1982—1984 to $130 billion in 1990.
• USMNCs surpluses on trade account alone rose from $46 billion in 1984 to $80

billion in 1990. By contrast, the overall U.S. trade balance for manufacturers
deteriorated steadily through 1987 and hit a deficit of - $73 billion in 1990. Ab-
sent the enormous balance of payment surpluses of USMNCs, the state of the
U.S. economy and balance of payments would have been truly calamitous.

• USMNCs have consistently achieved trade surpluses in most industrial sectors.
• Real U.S. export growth averaged 14 percent annually from 1986-1991, the

highest for any five-year period in U.S. history.
• Total U.S. exports accounted for 89% of U.S. economic growth during 1989-91.
• USMNCs accounted for approximately two-thirds of U.S. manufactured exports.
• U.S. firms and industries that have been most aggressive in expanding global
investments have also been most successful in expanding both their U.S. ex-

fiorts

and global market shares,
ndustries with the highest proportionate levels of foreign investment achieved
the highest rate of export growth. Significantly, U.S. exports to overseas affili-
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ates accounted for a steadily rising share of total exports by USMNCs and were

strongly and positively correlated with growth in foreign affiliate sales. This
demonstrates the importance of foreign investment by USMNCs. In effect, ex-

ports follow investment.
• While returning substantial trade and balance of payments surpluses to the
United States, USMNCs continue to build their operations abroad primarily
through reinvestment of overseas earnings.

• Investments overseas enable USMNCs to achieve global economies of scale, to

assure access to foreign markets, and to sustain the worldwide research and de-

velopment activities indispensable to maintaining competitiveness in an in-

creasingly global environment.
• The higher the share of U.S. direct manufacturing investment in a foreign coun-

try, the more likely the U.S. is to have a merchandise trade surplus with that

country.
• The relative paucity of U.S. direct investments in Japan, for example, is a major
reason why U.S. exports to that country are relatively small.

• U.S. foreign affiliates predominantly serve foreign markets. The underlying mo-
tivation for foreign direct investment is to penetrate markets otherwise inacces-

sible to U.S. firms and then to protect or expand market share. Excluding Can-

ada, only 8 percent of sales by U.S. foreign manufacturing affiliates were to the

U.S. market in 1989.
• Financial transactions by USMNCs have consistently been positive. Indeed,

they are now the most positive single factor in the U.S. balance of payments.
• Gross balance of payments investment income generated by USMNCs rose from

$30 billion in 1982 to $72 billion in 1992.
• Net of reinvested earnings, the average contribution of positive investment

flows, climbed from $19 billion annually in 1983-84 to $56 billion in 1992.
• The dramatic deterioration of the U.S. merchandise trade balance in the first

half of the 1980'8 was driven by clearly identifiable macroeconomic forces.

• The most important factors were the overvaluation of the U.S. dollar, up 37 per-
cent in real terms against 40 leading international competitors from 1980 to

1985, and
rapid growth in U.S. domestic demand in 1982-85 relative to other

industrialized countries. Similarly, the subsequent recovery in U.S. exports and
dramatic improvements in the merchandise trade balance can be traced to a re-

versal in these macroeconomic trends. Had U.S. multinational firms not made
foreign investments, the trade balance would have been much worse.

• USMNCs have been and continue to be the source of significant employment
in the U.S. economy—much of which is generated by foreign investment.

• During the 1980's, manufacturing USMNCs had a better record on employment
than tne typical large U.S. manmacturing firm. Because of the economic down-
turn and increased pressure from foreign competitors, emplojrment by USMNC
parents did decline slightly from 1982 through 1989. That decline, however, was
substantially smaller than the decline in employment by Fortune 500 companies
as a whole. Furthermore, manufacturing emplojmient by foreign affiliates of

USMNCs is declining, belying the belief that USMNCs are shifting U.S. jobs
abroad.

Tfie above findings factually contradict the conventional wisdom that USMNCs are

harming the U.S. economy by shifting jobs abroad and importing cheaper products
into the United States. In fact, the opposite is true. Investment by USMNCs abroad

provides the platform for growth in exports and creates jobs in the United States.

These fmdings lead to important policy conclusions, including:

• An open system of global trade and investment is a necessary condition for as-

suring long-term prosperity of USMNCs and the U.S. economy;
• Foreign direct investment is indispensable as the means for gaining access to

overseas markets and as a source of capital and technology dissemination;
• Multilateral approaches to international trade and investment problems are

preferable; and
• The link between domestic policies and international economic performance is

of critical importance to maintaining competitiveness and jobs.

However, there are clouds on the horizon. Foreign multinationals have overtaken
USMNCs as leading sources of new foreign direct investment. Proposals have been

put forward to limit the economic activities of foreign multinationals in the United
States.

Likewise, as the U.S. economy continues its halting recovery and unemployment
rates continue to be a concern, proposals have been put forward to limit the flexibil-

ity of USMNCs to invest abroad, such as President Clinton's foreign tax proposals.
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Enactment of such limiting proposals could produce tragic results for the competi-
tiveness of the U.S. economy. The proposals would curtail needed foreign capital for
the U.S. economy and would limit the ability of U.S. firms to compete with global
firms from Japan, Germany, and elsewhere, who are increasing their global market
share at the expense of domestic U.S. firms.

It is with the benefit of the ECAT study in mind that we conclude that enactment
of the President's foreign tax proposals would be harmful to U.S. firms who do busi-
ness internationally. This, incidentally, includes many thousands of firms who sup-
ply materials and components and services to other firms who export goods. Many
or most of these supplier firms are unaware that they are participants in U.S. inter-

national business.
In the case of many ECAT member companies, for example, the increasing costs

and burdens of government laws and regulations, among other things, makes it eco-
nomical for them to contract with outside firms—most of whom are small—for goods
and services. Out-sourcing saves large companies mandated costs, for example, that
in many cases do not apply to smaller firms, and is a very major reason for small
business growth.
A principal stated objective of Prlesident Clinton is to encourage the growth of

small businesses, as witnessed by his proposal for an investment tax credit. The
President's proposeils to target U.S. multinational corporations for disproportionate
tax increases, however, will work very much in the opposite direction. To the extent
that the largest U.S. firms are hurt, so will be their outside suppliers.
The President has proposed six changes in the foreign tax area that together

would increase taxes on U.S. multinational firms by an estimated $15.8 billion over
a period of six years. The late Senator Everett Dirksen once said that a billion here
and a billion there eind soon you have some real money.
For the firms that would have to pay the $15.8 billion in increased taxes on their

foreign income as proposed by President Clinton, that is an awful lot of real

money—money that otherwise could be invested in job creation for large numbers
of workers and that could prevent the loss of business opportunities to our foreign
and domestic competitors.
As stated at the outset of this testimony, such possible consequences trouble many

American businessmen at a time when they are all struggling to become more com-

petitive and to maintain their standings in the dynamic global economy.
Here are brief comments on the six proposed changes in the taxation of foreign

source income. The three most troublesome to the members of ECAT are those that
would:

• treat royalties as passive income for foreign tax credit limitations
• amend Section 936 to limit the possessions corporation credit to 65 percent of

wages paid, and that would
• eliminate foreign tax "deferral" for accumulated earnings that are greater than

25 percent of total assets.

While for a number of members of ECAT the Section 936 proposed changes treat-

ed below are of the greatest consequence, the proposed changes concerning royalty
income are either at the top of the list for a large number of ECAT companies or
are a close second.
What is proposed by the Clinton Administration is to treat royalty income as pas-

sive income, thereby disallowing low-tax royalty income to be averaged with high
tax income as currently provided under the overall limitation method of calculating
the foreign tax credit. This will very substantially increase the tax costs of conduct-

ing foreign business for large numbers of U.S. firms who license technology to their

overseas affiliates as well as to non-related firms.

Royalty income is an important component of U.S. international competitiveness.
To illustrate, in 1991 royalty and licensing income from abroad totaled $17.8 billion.

This large amount is not only vital to the profitability of the parent U.S. firms, but
to the U.S. balance of pa)mrients.
The United States is fortunate in being a high-technology economy. Licensing this

technology to overseas subsidiaries is important to the international competitiveness
of both the subsidiary and the U.S. parent firm. To raise the tax costs of licensing
technology seems inappropriate and unfair to high-technology firms who are doing
their best to compete with the high-technology industries of other countries. To so

penalize the licensing of technology as proposed by President Clinton will raise U.S.
taxes on foreign source income at a time when U.S. industries are under siege from
abroad. It might cause some to review whether it might not be more economical to

conduct R & D in overseas facilities. Indeed, many countries offer incentives to at-

tract the conduct of R & D in their jurisdictions.
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It is interesting that the proposal to place royalty income in a passive basket is

one part of a two-pronged proposal. The other prong is to provide that under the
allocation provisions of Section 861 of the Internal Revenue Code, R&D expenses
can be allocated solely to the locus of the R&D expenditure. While this is desirable,
it in no way compensates for the substantial added tax burden connected with the

royalty income prong.
The dual nature of this particular two-pronged proposal is troubling. While the

Section 861 part is designed to keep R & D in the United States, the other part
that would increase taxes on royalty income would do exactly the opposite, i.e., it

would encourage U.S. firms to explore the possibilities of conducting R&D activi-

ties abroad.
Those members of ECAT who have made considerable investments in Puerto Rico

in large part on the basis of Section 936, are particularly distressed at the
proposed

changes in that Section. We would hazard a guess that if enacted, there will be no
federal budgetary saving or deficit reduction since it can be expected that in place
of !he private sector Section 936 investments there will be the need for increased
direct rederal transfer payments to meet a minimal level of societal benefits in Puer-
to Rico.

Local, state, and federal government transfer payments in the United States also

might increase with the proposed drastic cutback in the Section 936 credit to the

extent that there would oe further migration from Puerto Rico to communities on
the mainland that might not offer sufficient numbers of job opportunities, thus re-

sulting in increased government transfer payments to the unemployed.
In addition to the mcreased federal, state, and local transfer payments that could

be expected to follow from cutbacks in Section 936, it is also reasonable to expect
that tne government of Puerto Rico would exact a tax on Section 936 funds remitted
to the mainland so that the estimated tax revenue estimates would likely be smaller
than surmised. Also, if a truncated Section 936 causes U.S. firms to move their op-
erations from Puerto Rico, they likely would go to other Caribbean or Pacific Rim
countries.
The third most objectionable foreign tax proposal is to eliminate so-called "defer-

ral" for retained earnings abroad that are in excess of 25 percent of the asset value
of the foreign subsidiary. For many ECAT companies this is perhaps the most objec-
tionable of the foreign tax proposals. It is but another attack against the "deferral"

provisions in U.S. tax practice.
"Deferral" over the years has continually been whittled away by such measures

as recharacterization of active income into passive income—such as is similarly now
being proposed for royalty income.
No other countries go through these kinds of excesses. Thev either practice "defer-

ral" as the United States used to, or they don't use "deferral
'

since they do not levy
national taxes on income earned overseas by their citizens.

What "deferral" simply does is to postpone the payment of taxes until the income
has been received by the taxed entity. We follow the same practice domestically.
Shareholders in U.S. firms do not pay personal income taxes on the non-distributed

earnings of the corporations in which they hold shares.

Of the other three foreign tax proposals included in the President's deficit reduc-
tion plan our views are as follows:

• the "stripping" rule proposal is not of any significant interest to ECAT members
• on the proposal to eliminate the working capital exception for foreign oil and

gas and shipping income, ECAT members believe that interest earned on nec-

essary amounts of working capital should not be deemed to be passive income,
and

• on the proposal to improve enforcement of the Section 482 arms-length pricing
mechanism, there is ECAT agreement that improved enforcement is certainly

non-objectionable.

We would hope, however, that any new enforcement rules for Section 482, or for

any other measures, will not further complicate the enormous and stifling burden
of compliance. The 1986 tax bill added such technicalities and administrative bur-

dens as to be nearly non-administrable. For many ECAT members, the cost of com-

pliance is often greater than the resultant tax payment.
To conclude, we would ask that the proposed increases in taxes on foreign source

income be weighed not just against possiole revenue loss if they are not enacted,
but also against their anti-competitive eflFect on U.S. firms engaged in foreign busi-

ness. As our soon-to-be released ECAT study shows, these firms and their foreign
business operations contribute most positively to the economic well-being of the

United States. Their positive contributions far overwhelm any possible marginal tax
revenues.
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We would urge you to place these contributions uppermost among your consider-
ations of the national economic interest in deciding on your deficit reduction legisla-
tive package. Prospering U.S. companies will pay more taxes than will diminishing
ones.

Statement of the Employee Relocation Council

Mr. Chairman and members of the Committee, I ami Cris Collie, Executive Vice
President of the Employee Relocation Council, or E-R-C.
E-R-C is a professional membership association of 1,000 major corporations and

governmental agencies and more than 10,000 relocation service companies con-
cerned with the transfer of employees for job-related reasons. Our members move
more than 220,000 American workers every year, many of whom are compelled to

move to retain or obtain employment. We appreciate your giving us the opportunity
today to present our views on the Presidents proposal to change the deduction for

moving expenses and we look forward to working with the Committee.
We offer our support to this Committee as it drafts legislation to implement all

of the tax and many of the spending provisions in the Presidents economic plan. The
Presidents package—and his timetable—are ambitious. We realize you face a June
18 target date for approving your part of the budget reconciliation bill with its focus
on jobs, education, investment incentives, and health care as well as with the pro-
posals to reduce the deficit.

We wish you well as you develop this package.
Without question, the deficit is a serious problem that the American public wants

solved. But the solution has not and will not come easy; the inevitable spending cuts
and tax increases will require everyone to contribute to deficit reduction. We hope,
though, that the final product from this Committee reflects its concern with sound
tax and economic policy.
When President Clinton introduced his economic plan to a joint session of Con-

gress in February, he lauded American companies as the promise of new economic
health and stressed the integral role they would undertake with government in re-

versing the difiiculties of the last two decades. We are in concert with the President
in recognizing the significance of corporate America in the development of job oppor-
tunities and the rebuilding and strengthening of our workforce. However, we also
are concerned that a general objective of the economic package—to create jobs—is

undermined by the specific deficit reduction provision to restrict deductions for

work-related moving expenses.
Our major interest today is the deduction for job-related moving expenses. Cur-

rent law already includes so many restrictions on the moving expense deduction
that many job-related moves are not deductible. We are concerned that additional
restrictions on this business expense will hurt people in the job market and counter-
act some of the jobs incentives in other parts of the Presidents economic package.
Our concern deepened with the recent announcements of massive job dislocation due
to the cutbacks in military bases.

the moving expense deduction is a jobs issue

One of the main reasons President Clinton won the November election is his com-
mitment to put people first by restoring our competitive position in the world econ-

omy. His economic package reflects his concern that our improving economy still

needs help in the form of incentives to make it easier for the unemployed to find

jobs. Moving expenses can directly affect the nations employment picture. A study
(The Tax Treatment of Moving Costs: The Economic Impact on a Growing Economy)
prepared for us by Eugene Steuerle (former Deputy Assistant Treasury Secretary)
ana Joseph Cordes (Chairman of the Economics Department of George Washington
University and former Deputy Director of CBOs tax division), which has been sepa-
rately submitted to be printed in the record, finds that in an ideal world there would
be no restrictions on the moving expense deduction. Any restrictions, according to

Steuerle and Cordes, can affect the mobility of labor and, therefore, can affect the

ability to match the right worker and the right job to create the most productive
economy.
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This study indicates that any restrictions on deducting moving expenses can slow
economic growth; the tax laws already include substantial restrictions. Our position
is that no additional restrictions should be adopted. We want the economic recovery
to continue. And we believe additional restrictions would discourage, not encourage,
economic recovery.

Moving Helps Individuals and the Economy
In work-related moves, people move out of self-interest to increase their incomes

or improve their standards of living, or retain their jobs. But it also is in the nations
economic self-interest for people to move freely. Labor mobility facilitates matching
the right people with the right jobs. It means people with the right training and
education can be matched with jobs that use that training well. Additionally, some
economic studies conclude that workers who move may increase not only their own
income and the productivity of their employers, but also the output of other parts
of their new community. Consequently, there is a positive link between labor mobil-

ity and productivity. Artificial barriers to this matching process should be avoided.

Restrictions on the Deduction Discourage Labor Mobility

Labor mobility helps improve economic productivity and can provide the U.S. with
a competitive advantage over other nations. Historically, the American work force

has been more mobile than workers in other countries. A few years ago. The Econo-
mist reported that American manual workers are 18 times more likely to move to

a different state to find or keep a job than Britons. If we can preserve labor mobil-

ity, we will preserve a very important competitive advantage over countries where
workers are less willing to move and government policies do not encourage mobility.

In an ideal world, there would be no restrictions on the deduction of work-related

moving expenses. The Steuerle-Cordes study indicates that any restriction on the

deduction is a barrier to the mobility of labor and, necessarily, is a barrier to the

process of matching people and jobs. Maintaining such barriers is against the eco-

nomic interest not only of Americem workers but also of the nation. Such barriers

slow economic growth. For the individual, denying the deduction for work-related

moving expenses substantially increases the costs of the move. The increased tax
costs hamper labor mobihty by adding to moving costs and, thereby, reduce the ben-
efits of moving.

Den)ang the deduction also hurts the productivity of employers. Limits on the de-

duction discourage workers from moving when they would oe more productive in an-

other job. This makes it harder for employers to hire the best person for the job

simply because that worker may not be able to afford to make the move.

Job-Related Moving Expenses are a Necessary Cost ofEarning Income

Congress' first action on the moving expense deduction began with the premise
that moving expenses are a business expense. The congressional report on the 1964

legislation that codified the moving expense deduction explains that moving ex-

penses are treated essentially the same as business expenses.
We agree that moving expenses basically are a business expense. They are a cost

of doing business and eammg income and, as such, generally should be considered

fully deductible. However, some moves do involve a personal consumption element;
for example, moves into better houses, moves to take advantage of better schools,
etc. The costs of these moves should not be deductible. We accept the policy position
that expenses should not be deducted unless the move is work-related. To achieve

this end, many restrictions already limit, and in some cases prevent, deducting the

costs of moving ft-om one location to another. However, current restrictions already

rigidly limit the deduction to work-related moves. That is why we oppose further

restrictions on the deduction.

Undue Restrictions Under Current Law
Current law already includes restrictions that unduly prevent deductions for mov-

ing expenses. Arguably, the restrictions were adopted to make sure that the moving
expense deduction is only available for work-related moves and not for personal
moves. Unfortunately, those restrictions already go too far. They sometimes inappro-

priately limit or deny deductions for what actually are job-related moves. They dis-

courage a result—labor mobility—that we should encourage. Some of those restric-

tions are outlined below.
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Full-time Job. One restriction intended to limit the deduction to job-related
moves focuses directly on the individuals employment status after the move. It re-

quires the individual to be a full-time employee for at least 39 weeks in the 12
months following the move. If the individual meets this test, he or she qualifies for
the deduction.

Mileage Requirement. Another restriction—a mileage requirement—tries to
carve out moves that presumptively are for personal, as opposed to work-related,
reasons. This restriction presumes that job-related moves add at least 35 miles to
the individuals commute from their old home to their new job. If the move does not
add at least 35 miles to the individuals drive to work, then the moving expenses
su-e not deductible. Congress increased the original mileage limit in 1969 over some
members objections that the increase would deny the deduction for many job-related
moves. In 1976, Congress decided that the mileage limit had been raised too high
and cut it back to its current level: 35 miles. The reasons for the reduction in 1976
are equally relevant today: the congressional tax committees found that mobility of
labor is important to the economy; job-related moving expenses are a cost of earning
income; and the higher mileage restriction leads to longer commutes with higher
commuting costs when we need to conserve energy.
Househunting Expenses. Current restrictions also limit the amount of a deduc-

tion available for expenses of looking for a new home and selling or renting an old
one. The limit for househunting and temporary living quarters is $1500 and the
limit for selling, buying, or settling leases is $3000, less the amount claimed under
the $1500 cap. These are the same amounts adopted in 1976, and are obviously out-
dated. Despite Treasury's recommendation in 1986 that they be increased, the caps
have never even been indexed for inflation.

Below-the-Iine Deduction. The moving expense deduction also is restricted by
the overall limitation on itemized deductions. Before 1986, the moving expense de-
duction was an above-the-line adjustment to gross income—making it available to

a larger number of individuals. The decision to make the deduction a below-the-line
deduction effectively eliminates it for a large number of individuals, even if they
move solely because of a new job and they meet all other restrictions

Rules on Spousal Business Expenses Should Not Affect Moving Expense
In addition to E-R-C's concern with the Administrations proposal to directly re-

strict the moving expense deduction, I would like to bring to your attention what
could be an indirect and unintended restriction on the deduction. The Administra-
tion has

proposed enacting a provision from last years tax bill (H.R. 11) that in-

cludes additional restrictions on the deduction of business travel expenses for

spouses. The proposals objective is to deny a business expense deduction if there is

not a clear business purpose for the spouses presence on the trip. That concern does
not exist with moving expenses attributable to a spouse. However, if the spousal
travel restrictions are drafted as in H.R. 11, they could be interpreted by IRS to

deny a deduction for moving expenses attributable to spouses and dependents.
The spousal travel expense proposal in H.R. 11 amends IRC section 274 which

determines when spousal travel expenses are sufficiently related to business activity
that they can be deducted. However, the provision states that no deduction shall be
allowed under this chapter. Both section 274 (in this case, governing spousal busi-
ness travel) and section 217 (governing moving expenses) are in the same chapter
of the Internal Revenue Code. Consequently, the provision could be construed to af-

fect the portion of section 217 moving expenses attributable to spouses and depend-
ents.

Nothing in the legislative history of the provision indicates it should apply to mov-
ing expenses. In H.R. 11, the provision refers specifically to a spouse who accom-

panies the taxpayer on business travel, which clearly distinguishes it from moving
expenses. And, in the past, Congress has carefully clarified provisions that could af-

fect both section 274 business expenses and section 217 moving expenses. For exam-
ple, the 1986 Tax Reform Act Bluebook explanation of the reduction in the section
274 deduction for meals carefully explained that the reduction also would apply to
meal expenses incurred under a section 217 move.
As you can see, neither the language of the proposal nor its legislative history in-

dicate an intent to affect moving expenses. However, we think the proposal should
be clarified to indicate that the restrictions under section 274 on business travel by
spouses do not affect the moving expense deduction under section 217 if the section
274 provision is going to apply to all deductions under this chapter.
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CONCLUSION: NO ADDITIONAL RESTRICTIONS SHOULD BE ADOPTED

E-R-C wants to see the economic recovery continue. Our position is that the cur-

rent restrictions on moving expense deductions are more than adequate to Umit this

deduction to work-related moves and that additional restrictions would be inappro-
priate. Additional restrictions would discourage, rather than encourage, the eco-

nomic recovery. Restrictions would hamper firms, industries, and regions that de-

pend on mobile workers and would simultaneously help competing firms that rely
on workers who are not affected by mobility. As Congress considers the Presidents
economic package, it also is important to remember that we have no other policy
in this country to help people

move where the jobs are. Any change that further
restricts the deduction will only discourage work-related moves and economic

growth.
We recognize that the moving expense deduction was considered in this Commit-

tee and on the Senate floor last year along with a host of other potential revenue
raisers. We hope this year the Senate recognizes the importance of the deduction
to the economic recovery and jobs, and that the scenarios from last year are not re-

peated.
Nevertheless, we understand the need for deficit reduction and dealing with budg-

etary problems. And we understand that everyone will be expected to contribute if

we are to meet this important objective. So, if the Administration and Congress
agree that further restrictions on the deduction for moving expenses are necessary,
we are prepared to do our part.
The proposal under consideration by this Committee, suggested by the Treasury

Department in its February Summary of the Administrations Revenue Proposals
and approved by this Committee last year, denies the deduction for real estate clos-

ing costs and meals. If further restrictions are necessary, E-R-C believes this is the

most palatable approach. We feel strongly that further restrictions would be inap-

propriate and counterproductive. We also feel that any changes to the section 274
restrictions on spousal travel expenses should clearly indicate that they are not in-

tended to affect the deduction of moving expenses attributable to spouses or depend-
ents.
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Tax Treatment of Moving Costs:
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NTRO0UCT1ON

A hallmark of American society is its mobility. Census data show that in tha course of a single year, almost one-fifth of the total

population changed their place of rasidenca.' The Survey of Income and Program Participation (which significantly understates the

number of movers) indicates further that over one-fourth of the population moved within a single 2 1/2 -year penod.

\Mien Amencans move, economic considerationa play an important rela. One study, for exampla, estimated that between 70 and 85

percent of those who move to a drffarant Standard Metropolitan Statistical Area (SMSA) or county did so for economic reasons.' The

search for new employment opportunities figures prominently in the decisions of many movers. The aforementioned study, for example,

also reports that between one-third to one-half of all moves were motivated by a decision to change jobs. Those looking for work also

are significantly nmra apt to move than those not looking for work and those who sre retired. For instance, among those 45-54 years of

age, 28.1 percent of those looking for work moved over a 2 1/2-year pehod, whereas movers comprised only 1 2.2 percent of those

with a job and not looking for a iob and 1 3.9 percent of those not in the labor force.'

This movement has been s maior source of dynamism in the American ecoramy. The nation is nuinly one of immigrants, snd the

descendants of those immigrants have moved from east to west, from south to north and back again, in search of a battsr way of life.

AKhough ideally one might wish that movement would not be rsquirad for impnivemants in econornc wel|.being, indhriduals are often

compellad to move by circumstar)ce, opportunity, barriera to progress in one srsa, and other dynamic aspects of the ecorvxny. Seen n
this context, mobility of workers plays an important rota in helping market economiee adapt to changing circumetancas. This pomt has

not been lost on some observers from Europe, wlwre workers are gar>erally lass mobile ttian in the United States. The respected

international weakly The Economist , for exampla, notes that Amancmn manual workers are 1 8 times more likely to move to a diffeient

state to find or keep a |ob than Bhtons, and goee on to suggest that the United Kingdom adopt a series of policioe to facilitate labor

mobility, including, umong others. sUowing moving expertses to be tax-deduetibta.'

Moving, of course, can iiwotva sif^cant cosu. There is limited information on out-of-pocket moving expeneae paid fay indhridual

workers, but whan firms relocste emptoyeas. they often reimburse employees for some of their ex;<erw«s. Theee reimbursemsnu

provide some indication of the coats of moving. Accotttng to 1991 dsta collacted by the Empioyea Relocation Council for participating

fimns, the sverage cost for moving s homaowning transferee was S46,667;far movH>g a homeowning new hire, $33,467; for moving a

ranting transferee, SI 2.290; and for moving a renting new hire, S8,227. It should be noted that theee cosU do not indude other coats

to tfie employee that might not be raimfaursad by the firm, either because of limits on total reimbursable experues or because some

expenses do not qualify for reirrfaursamant.

TAX POUCV TOWARD MOVMG EXPBISES

Tax policy has always been fairiy restrictive in allowing moving axpeneas to be deducted. Owing the latter half of tha 1 980s, however,

the genersi thrust of tax policy has been to reduce even more severely the extent to which moving costs are dei^ictible in computing
taxable income. Theee changes hsve come about because of both tax legislation and tha failure to adjust limiu on soma moving

experue deductions for rising costs.

Despite the large nurrter of moves in the United States, only a small percentage of those moves hsve ever qusKTiad for a moving

expense deduction. Even before the passage of the Tax Reform Act of 1 986, for instance, no more than 1.74 percent of returns filed

for moving expenaee.' The reqursments of the law for any deductibility at all have been fairly strict and deiigr<ed to inaue that a move
waa mainly for work-related purpoeee. Thus, the law raquras thst the distaiKe between en individuals new piece of emp<oymant and

former residence must be 35 milee greater than the distance between the iivlhnduala former place of amptoymant and former resider<ce.

The intvidual must be s full-time employee for st least 39 waaka in the 1 2-manth period following the move (although thia could be

waived if the employee is transferred or separated from work, and in certain hardship cases).

Theae restnctions have been sufficiently stringent to irwure that onty a small fraction of moves actually recen/ed a tax daAiction, as is

evident by companng the small fraction of households recenring a tax deduction with the much larger fraction of households which

move in s grven year. The cautious approach to deductibility of moving expenses taken by the tax code is underscored by the fact that

other costs of moving, that are not deductible, could easily be considered to be costs partial^ or wholly related to work. Students who
move for educstionsi purposes pay costs that offset leter gains in earnings. Households, such as single heads of households who spend

part of the day caring for children, sometimes move to take part-time work. Finally, the 35-mile limit can be rather restrictive, aa the

additional con»nuting costs of going to a job even a few miles further sway could be substsntisl. Moving closer to a new place of work,

even if only a few miles, is a reasonatiia response to the increased cost associated with the new )ob.

This is not to argue that some restrictions are unnecessary. Some moving expenses are not related to the cost of work, and therefore,

should not be tax deductible. The point is simply that mileage and full-time work restrictions prevent many taxpayers from deducting

sny expenses of moving, even wtien some or all of thoae expenses may be work-related.

Statutory Charges

Prior to 1986 lagislstion, taxpayers meeting most of the sforerrwitioned work-related condtions were generally allowed an mlinited

deduction for direct costs of moving household goods, as well as indirect moving cosU up to s limit. These deductioru were taken

above-the-line, which means thst taxpayers were able to deduct movir>g expenses without regard to whettier they itemized ottier

deductions. In 1 986, theee provisions were char>ged to recharacterize moving expense from sn sbove-the-line deckKtion to or» taken

*below-the-line." Thus, taxpayws who make use of the stwtdard deduction - principally, thoee who rent and do not have itemizable

mortgage interest and property tax deductions - were no longer able to deduct moving coats. When these taxpayers were compensated

by their emptoyors for the cost of moving, therefore, they were required to treat such compensation as fully taxable income wcttwut sny

offsetting deduction. By itself, changing moving expenses to a "balow-the-line" deduction increased (after-tax) moving coeU for almost

900.000 taxpayers per year.*,
''
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Inrtation & Movmittnt Awmf fFom ftupu ia^i Mmda in Ttwrnuwy I

In 1984 (h« Traasury Dapitniant rvconrvnanded th«t incr««i«a in the cost of moving justifMd an incr6a»« in the overall dollar limitation

on the deduction for indirect moving axpansaa from $3,000 to SI 0,000. In addtian, it proposed that the dollar liintation applicable to

temporary moving expenses and round-trip travel expenses be increased from $1 ,500 to S3,000. For moves outside the United States,

the overall dollar limitatKan would be increased from S6,000 to S1 0,000 and the dollar limitation applicable for temporary nroving

expenses and roundtnp travel expenses would be increased fnxn S3,000 to S6,000. These costs also would have been indexed as of

January 1, 1986. 'From 1986 to 1993. inflation has increased consumer pnces by more tfian one-fourth, implying that the SI 0,000
limit suggested by the Treasury Oapanmsnt would have been increaaed to more than $1 2,500, Other limits would have recowed

corresponding increases.

Data supplied by the Employee Relocation Council imply that even larger increases may have t>een in order. Between 1 986 and 1 99 1 ,

average relocation costs for employees of ttwir ai^veyed companies increaaed by 7 percent per year. Extrapolating that data to 1 993
implies an overall cost increase of about 60 percent since the t>eginning of 1 991 . This incmaaa, of course, could be due to several

factors, including an inc reaaed willinyiesa of firms to cover additional costs of moving to attract employetts. The index proposed by
TreasuiV, norwtheless, was probeUy too low. Moving costs mi^ht be expected to grow in line with income and asset growth in ttie

economy, rather than simply inflation. As average home value increased, for instance, so irright sales costs associsted with buying and

purchasing those homes.

Regsrdless of whst wotid be tfw conact index, the limits txnv applying in the law are neittier indexed rwr raised to the amounts

suggested by Treasury even for 1 986. Hence, many legitiirute costs of work are not deductible.

The ffssponse of Camparnse

As moving experues have become less deductible, companies have responded in part by developing assistance programs to

compensate employees for the adtfitianal federal tax liability that employees pay on ttwir reimbursements for moving experises. About

90 percent of the neaify 500 firms wfn participated in the Employee RelocatKin Council siavey reported such prograrrts.' Moat firms

also irxlicated that they had a separate assistance program for rx>nitemizers.

THE ECONOMICS Of MOVNQ

As noted, some moving expenses might be ttiought of as motivated mainly by desires of households to choose new surroundings,

lifestyles, and perhaps bundles of locjl piAHc goods, such as schools. To deal with these typos of consumpbon-rslated moving

expenses, the tax code restricts (raatty the number of movers who might even be eligible to deduct moving expenses and tnes to

insure that they are ;otxelated.

MoMhg Expanses as Comt* o( tnmHuiu in Hunmt CafiU/

Clearly, however, a principal reaaon for moving is to increase esmings. Going back to tt» work of Nobel laureate ecorxjmist Sir John

Hicks, econorrasts have argued that differences in net eeorximic advantages, chiefly differences in wages, are the main causes of

migration.
'
Drawing on tfie work of T.W. Schulti and G.S. Becker", L. Sjaastad formulated a model in which the migration is sffected

not only by eaminga diffarentisis, but also by factors such aa moving expenses, job search costs, psychological costs, and

uncertainty."

The key insight of these rngration models is that people move as s means of maximizing the potential eamirigs that they csn acquire

through their particular mix of skills and talenu -
e.g., their human capital. Under this view, costs of moving become cosU of earning

income. Economists who have analyzed migration have found the human capital model to be quite useful in explaining ttie behavior of

movers." Anwng the findings of research on the determinanta of migration:

o Income opportuiities st the destitution are an important determinant of the decision to move. One study, for example, found that

a ten-thousand dollar expected increase in the present value of husbands earnings incraases the probability of interstate migration

by 6 percent.
"

o Jobs attract migrants, but ii iigi aiiu do not appear to substitute fully for local workers, implying that ttie net gains from migration

include not onfy the addMortd productivity from hiring ttie best worker for the iob, but alao spillover effects to other parts of the

community;'*

o Moving coats are a barrier to rngration. Many studies, for example, find that higher costs of living at the destination ducourage

migration, as does increased (istance, which ia correlated with increasing coats of moving."

knpficslMns or ffie cconorrMC MosW

The economic model of migratian stiggests there ere sevarsi ways in which migrationATtoving snhancea proAjctivity and eeonomc

performance.

Long Run Economic Efftoscwy. Over the long run, irigration/moving enhancea economic effiaency by facilitating the match between the

wages and salsnes paid to workers and tfieir pnxluctiviry. An important corKktion for prorkjction efficiency in a market economy is that

earnings of workers and returns to caprtal correspotxj to ttie value of the output produced by these factors of production. If labor and

capital are mobie. the private intervsts of workers and their employers provide enough incentive for this to happen.

There are a vanety of raaeona why the productivity of workers may vary by kKation. SkilU developed at one job may be wrorth more to

another arrvloyer tocated in a dHferent city. Within ttie same cohipany, skills developed in one k>cation may be worth more elsewhere in

ttie corrpany. (Thia would be minored by a company's decision ttiat ttie person best qualified for a particular position needs to be

transfened). In each of these casee, the efficiency of labor requires that workers move and relocate.

Raspondmg to Ecsnamae Shocks and Technetogkal Chsnge. In the short mn, isiforeseen shocks to the economy, as well as

technological change, will affect the productivitv and the demand for labor in differsnt geographical regions. Workers whose skills

corrvnsnded a relatively high wage m a particular area may find those skills dinimshed in vslue ss an everchanging dynamic economy

adjusts to cyclical and technolo^cal ahocks. If workers respond by refusing to accept employniant at wages below what ttiey expect,

the unerr^jteyment rate m the rsgran effected by ttie ahock will rise. Migration from relatively low to high labor demand areas helps

mitigate this effect, thereby helping the economy to operate as dose to its fjl-employment potential aa possible."

Preventing bamers to mobility is also important for insuring that human rssotvcee not be underemployed. Being employed somewhere is

not enough. Again, wfien technology, shifts in demand, and otfier economic ahocka increase the value of a workers product in s

different srea lor decreaae har productivitv in an existing one), deterrents to mobility wiH act aa barriers to ttie fuH emptaymsnt of ttiat

persons skills. Productivity and nationai incame decline along with the decline in her output.
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TAX POUCY IMPUCAT10NS

The (sirrvte) human capital modal of moving ha* tairty dir»et implicationa for tho tax trmtmont of moving axpansa*. To ttia thia, we firat

estabirah the propertiea of a well-funetianing aet of labor markata in the preaance of moving eoaU. but in the abeenca of taxes.

WoiktT-Movn Chaie»

Consider the case of a worlter who is trying to decide whether to accept an offer of a job that requires a move. Aasums for simplicity

that the wortcT must pay moving expenaas. (It is easily shown that the aame concluaiona would hold if. instead, the prospective

employer paid the workers expenaas).

Define E^ to be the present value of the eammga that a prospective mover would receive if aha were to move to location |. and Em be

the present value of the earnings ahe will receive if ahe ataya at location i. Let M, be ttie coat of moving from locatian i to location j.

Then the human capital model of migration/moving impliea that if the worker ia to move, the present value of eaminga at deatination j

muat equal or exceed the aum of the present value of eaminga at ongin I plua the coata of moving.

(1)

Snpfeiwrs Choie»

Prospective employera face a choice between Nring local workera and nvwer*. From the employers perspective, the compensstion

package that it is prepared to pay aomeone to move from deatination i to destination i, which determine* the present value of the

earnings the worker can expect to reeenre if she nmes, E^ will equal the compenaation package it would have to offer the best

qualified local worker to accept the (ob at destination j, E,. plua the difference in productivity between a mover and a k>cal hire.

(2)

Em =
E, (Pm-PJ

Note that in tNs simple case, if there is no gain to the employer in the form of greater productivity from hiring a mover, the

compensation package the employer la willing to offer a mover will be the ssme aa that which would be offered to a local workar.

Equating the right-hand aides of (2) and 111 yialda the condition under which a market comprised of rational workers and amployara will

result in a worker moving from location i to accept employment at location {:

13)

That ia, the compenaation package the employer ia willii>g to offer a potential mover to ralocsta to deatination | must equal the

compenaation package the potential mover ia earning at the origin i plua moving coeta.

In a well-funetioning, competitive labor market, wagea will reflect the value of worker productivity ao that E,
a

P,. artd Em ' Pm-

Substituting these axpressiona into (31 yielda the condition at the margin under wNch employer* are willing to hire movers and at which

workers are willing to move:

(41

Thia condition expreaaa* the •enciUe. but important re*ult that in a well-fia>etionir>g labor market, in the abeence of taxee, move* take

place at the mergin when a move increaaa* a workers productivity by an armunt at leaat equal to the coaU of moving the worker.

Note that thia maana that aome move* will not take place even though the workera productivity wouM be greater at another locatian.

When the increaee in productivity ia laaa than the raal coeU of moving the worker, the movement ia unecorxxnical. This ia aa it should

be in a well-functiarvng market. Moving rsqures the use of scsrce resource*. If theae co*t* are not offaet by added productivity gain*,

the ecor>omy doe* not berwfit from havir>g workers move to change foba.

Labor Mar*s( wMi Moving Cot* mtd Tax»t

The pnncipla of tax neutrality hold* that a tax will be neutral when it doea not interfere with the choicea that conaumers or bu*ines*e*

would make in the abaence of taxea.

In the case of labor market* with moving costs, neutrality obtaina when (a) income is taxed, and (b) moving cost* are treated by the

ei.Tployee as coaU of esming that income. An income tax can be neutral with reapect to the moving decision in one of two ways. If

workers pay nxjving expenses out-of-pocket, neutrality requirea that workera be allowed a full deduction for these expenses. If

arrplovers reimburse worker* for moving eo*U, theee co*t* mu*t be fully deductible aa a legitimate expense of doing business to the

employer, and should not be included in the taxsUe income of the employee.

In a tax regime in which moving expenses are treated neutrally, workera and employe™ will compere after-tax gain* in eaminga and

productivity with after-tax moving expenses. (The tax rate may very depending on whether mowng experues are bome end deducted

againat income by tfie individual or by the employer). In that case, if the tax rate ia T, expreaaion (41 becomes:

(SI

f-,
- fJ IITI =

M,(I-T1
= = > IPm

- PJ = M|

The innportant feature of expression (SI i* that movea that would take place in the abeence of an income tax would also take place in

the presence of an income tax that allowed full deductibility of moving expenaaa. That is, move* would take place when the added

productivity exceeded the real cost* of moving. Thua, full deductibility of moving expenae maintaina the econornc incentive to move

provided by the market place.

ineomp^ef* OedkictabCty

Suppose, however, that moving coat* are not allowed to be treated for tax purpoaa* as coat* of working. In thi* case, it ia eaaihr ahown

that movea will take place when condition (61 ia aatiafiad:



367

m
P^ PJ (l-T) - M, (1-.T)

where IS ths sffectiv* fraction of moving axpaM— that can b* daductad. If wa reaiTanga (6) a littla, wa hava:

(71

(P, PJ = M,((1-aT)yi1-T)|

Note that in cixnpariaan to uanitiun (5). moivaa will only taka placa if ttia gain in pnxluctivity axcaada moving coata by a factor graatar

than 1 . Thi* factor riaaa aa a (tha fraction of moving axpanaaa that ia affactivaly daductitilal. falla. For axatnpla. if moving axpanaaa

wera not daductiUa at ad. productivity at tha daatmatian would hava to ba VO-TI timaa aa large as moving axpansas in order for moving
to make econome Sanaa. Ii ilii lively what happene under incomplata daductibilitv ia that the government daime its fiil shara of tha

acorvxnc gaina that raault from moving, wlala bearing only a partial share of the coats.

From ths parspactiva of worlcan and compmiee. derrying deduetione for moving axpanaaa haa tha aama effect as woiid sn incraaae in

tha real u»t of moving to workera end buainaaeaa. It ia difficUt to calculate precisalv the extent to which existing limits on deductions

for moving axpanaaa have aarvad to effecti vely incraeae the coet of moving. Nonetheless . some due csn be obtained by the emount by

which companiee pay addtionel axpanaee to employeee to compenaata for the taxea they now have to pay for raimfauraed moving

expenses. In 1992. the Emptoyee flalocation Cowwil eatimeted that whan cwrsnt employeaa received moving eaaiatsiKe paymanu
fram a company, they recaivad an average of S4.020 to companaata them for federal tax liability owed on company-provided moving
aaaistanca paymanta.

Whan one particular method of payi iant is used - the flat percentage method - thaaa tax groaa-up factora ranged fnm 20 to 50

percent, with a madien of 28 paraanc" That ia. tha employee raarfauaamanrt would ba treated as tsxad at a 28 percent rata. Many

coiTTpanwa. however, relied upon computationa tfiat ware more specific to the taxpayara cireumataneae. In addition, moat comparaae

report providing additional raintesaanenu for the lax on the tax raimburaemarrt, that ia, on federal tax Kataikty paymenta made by the

employer as part of the aaaistanca packega. For example, if a taxpayer ia in tha 28 percent tax bracket, a typical formula would gniaa

up actual moving coata by 39 percent, thua accounting for the taxes on the edditional compensation paid to cover taxae on raimburaed

moving expenses. (Some cmmsiaes siso irtduds stste end Iocs! and FICA taxae in their groaa-up).

ECONOMC COSTS OF LMimG DaXXmBUTY

Though moving costs incraaae for tax reeeona when ttwy are not fully daductiUa. there ia no incraaae in the underlying econorric coeu

of moving. Thus, (siliva to aSow fiJ deductibility of moving expanses csuses workera ef«d employara to perceive nwving costs to be

higher than they sctually are. h tha parlance of tax aconomica. leaa than full deductibility of moving expenses creates a tax wedge
between the cost of moving faced by workera end employere. and the true econorric coat of moving.

Coats or ^aMrer nwivaa

Because leas-than-full deductibSty creates a tax wedge, some moves that would otherwise be acanomicslly benefidsl to workera and

srrvlovers will not take piece. It ia wa«-astsfalished in the public finance literature that wfwn thia happens, there will be e raikjction in

overall econome well-faeir^. the aiza of which is determined by how reepor>sive msrkets ere to a tax-induced change in the pnce or coet

of the activity affected by ttw tex wedge."

Some economic choicoa may lie retatively unrasponsive to t»ie introduction of tax wedges, beceuse either the demsnd or the supply of

the activity is fairly unreaponaivB to changee in ita price. There is. however, no reaaon to believe that moving deciaiona afiould faU into

this category. Goods srvi sarvicae that are often conatdared unraaponaiva to taxea are thoae that tend to be demanded in ttie same

amount or supplied in the ssme smount no metier what the tax. For inatai>ca. some minimal amount of food may ba demanded no

metter what the tax rata, or the supply of lerid or other factor may be fixed even if e property tax ia impoaed on tha land.

The economic modal of migratian. however, suggeets thst moving should be responsive to wedges created by the tax system for

several reasons. Firet, the differerwe m not sfter-tax income plsys an importent role in the decision to move. Marry companae also act

as if the after-tax coat of moving n<anara to workera when they gross-up such reimbursernents to reflect taxes. The supply of moving
services should slao ba qune reaponaive. aa there are few fixed factora involved. The coeta of moving are largely the labor coeta

associated with paying for die eervicaa of moving companiee. realty companiee. lending inatitutiona, and similar orgsnizsoons.

OrrrsrwnOal Treeftnenf or nsisftiaa ano Cen^panaa

Additional economic coata are impoaed wfwn tax wedgea fall unequelly on different sectore of the economy. Increeses in moving coeU

resulting from less-thsn-fuM deduL tihaity fell more heevily on workera who face tlie lergeat coata of moving, and on comparaea who raly

ralativelv heavily on hihng new emploveas and/or on trensfemng existing employeee to edapt their labor force to cheniyng demanda. Aa

a consequence any tax wedge reeiMng from limiting deductibility may unintentianelly diaeriminate among different inkiatriea - to ttie

extent moving is mora impartart in acme induatriea than in othara - and among firma in the aama imfcjatry - to tha extent that aoma

fimns depend more on Niing inuvei a than do other firms.

Diffsrentiiri Treaanent ef Indiakiaa. linMieii iy a moving tax wedge could affect dWerent induetriee in aovaral waya. Suppoee tfiat the

ability to relocate workera witfan the firm plays e more significsnt role in the production function of eome goode end aarvicea tfian

othara. In that case, fsilure to dlow fiM deductibtlity of moving expeneae haa effects similsr to those of taxing factora of protkjction

more heavily when err^iloyed in soma sctivitiaa ttian in othara. Thia haa effecta quia aimilar to aalectiva exdae taxae.

Similer observstions ^iply to industries that might be concentrated in certsin ragiona of the country. To the extent such firms and

regioru need to invort skiBed workera from elsewhere, enything lees then full lacugnition of the coets of moving would make it harder

at the margin for such antarpnaes to attract the workera they need.

Differential Treatment of Fame. At the level of ttie indwidual fimi. impoemg a moving tax wedge ootid be expected to have (iffarantial

effects depending on the aiia end the ege of the firm. There ia aoma evidence tfiat amaller Lunipaniea pay mora for raloeationa than

tliair larger couitetpwts. ^ipsrendy becauae of diffeiencea in phdng clout in negotiating mowing coats with moving corrpmss
themselvee." If ttva ia correct, tha danial of tax daducnbility exacerbatee this prablam snd ducnminatee egainat smallar companiee.

At another level, tfie iaaue ia mora one of competition among firma. whether or not in ttie aama induatiy or o< ttie same site. If firma

differ in the extent to wtach tliey rely i^wn mobile workera. ttie deniel of appropnete daductiona can aarve to reduce competition - in

aomewhst ttie sme wey es if the government randomly picked fimia or employeee of perticUar Anna to pay different tax ratee.

This sntieonvetitive aspect of ttte tax law may eapedelly Hit new fimia that depend initially upon hning workera from (ifferaM areaa.

Suppose s new fiim bebevee it has e more effioem production procees. or it hes an invention it warts to devatop, or it balievee that

exiating fimis hsve grown ste^ient. Then denial of tax deductibility of legitimate moving expeneae operatae aa a banier to increaeed

market cortoetition. Ttie econonac itaratura mekee it dear that audi anticompetitive polidos are harmful to the economy. When such

behsvior is exhibited in ttie privete eoctor, it is often fought ttirough such devices ss sntiuust policy. When resulting from the tax code,

however, ttiere is no govamfr«nl raprieva available.
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SUMMARY AND CONCLUSIONS

Historically. Amehcwi woricara and convaniaa have benafmad from a high dsgraa of woriiar mobility. U.S. tax policy haa attamptad to

avoid interfering with market incentives for mobility by allowing moving expenses to be deducted under some conditions. In recent

years, however, the combined effects of changes enacted in the Tax Reform Act of 1986 and of inflation have baan to place limits on
deductioru for moving experues, even though the Treaaury Oepartmant recorrmended that limts on moving expenses actually be raised

in Its compreheruive report on tax reform.

Economic modela of migration imply that moving facilitataa the formation and the allocation of human capital. These models suggest
that allowing lull deductibility of legitimate moving costs would be sound tax policy, especially at a time when poUcymalcars are

considering ways of deepening the human capital of American workers.
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Statement of the European-American Chamber of Commerce

introduction

The European-American Chamber of Commerce in Washington, DC is pleased to

provide the Senate Finance Committee its views on the Administration's tax propos-
als. Our remarks are focused on those provisions in the international section which
have a particular impact on our member companies, specifically the proposals on

earnings stripping and transfer pricing. Since the Chamber was formed a few years

ago, most of our tax concerns have centered on proposals which would treat U.S.

companies with European parents differently from other U.S. companies. For that

reason, we would also like to take this opportunity to provide the Committee with

information on the contribution European-affiliated U.S. companies make to the

U.S. economy.
The European-American Chamber of Commerce is a joint endeavor of the Euro-

pean and American business communities to promote and sustain a healthy, open
and mutually beneficial business climate in both the United States and Europe.
The Chamber seeks to advance policies that foster greater economic growth in the

trans-Atlantic trade and investment relationship. This economic partnership is sub-

stantial and mutually beneficial, involving $400 billion in cross investment, $220
billion in two-way trade, and total investment-related employment of nearly 6 mil-

lion workers.

European-affiliated U.S. companies pride themselves on being good corporate citi-

zens and clearly make an important contribution to the U.S. economy. Because of

their positive impact, the Chamber believes that European-affiliated companies
should not be discriminated against in terms of investment, tax or trade policy.

IMPACT OF EUROPEAN AFFILIATED U.S. COMPANIES—INVESTMENT AND JOBS

European based investment in the U.S. provides a steady flow of funds and jobs
to the American economy. The bulk of all U.S. investment from abroad comes from

European firms. These companies' U.S. investments now exceed $400 billion and
benefit the American economy through:

• Job creation—European firms provide jobs in every state of the U.S. European
subsidiaries employ 2.9 million U.S. workers—more than all other nations com-
bined—and supply 7 percent of U.S. manufacturing jobs. They provide at least

3% of the manufacturing jobs in each state.

• High wages—European subsidiaries pay wages that are almost 20 percent

hi^er on average than those of U.S. firms as a whole, reflecting these firms'

demand for highly-skilled and well-educated labor.

• Increased spending—Payroll, capital, operating and R&D expenditures by

European firms in the U.S. boost domestic demand for business-related goods
and services. The above-average salaries European subsidiaries pay their work-

ers also stimulate the economy indirectly by sustaining increased consumer de-

mand for goods.
• Skill and technology transfer—^Alliances with European firms—which are

world leaders in their field—enable American companies to tap into global re-

source-and-skiUs networks that are on the cutting edge of technology. This

helps keep U.S. production methods competitive globally.
• Philantfairopic contributions—Realizing that businesses prosper when com-

munities prosper, European firms have started numerous programs that foster

education, improve neighborhoods, support the arts and preserve the environ-

ment in the regions where they operate.

Many European-affiliated U.S. firms have maintained domestic production facili-

ties for decades and beUeve their ongoing investment in the U.S. market reflects a

clear commitment to manufacturing for the United States in the United States.

Communities and workers clearly benefit from the open investment relationship the

United States has historically enjoyed with Europe. States have long reahzed the

contribution these companies can make to local economies, £md actively recruit new
investment.

U.S. business has benefited as well. The United States' open investment relation-

ship with Europe has meant that American companies have been able to share in

the benefits of European integration. In fact, U.S. multinationals sell more in the

EC than any where else, including North America. Europe is also the United States'

most important trading partner, with the U.S. enjoying a nearly $9 billion trade

surplus in 1992.
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TAX POUCIES AFFECTING EUROPEAN-AFFILIATED U.S. COMPANIES

The Chamber believes that the collection of taxes from international companies
in any jurisdiction should be applied regardless of the companies' affiliation with a

parent company abroad. Non-aiscriminatory tax treatment of international compa-
nies helps and encourages firms to compete around the world. The Chamber oe-
lieves that tax issues should be guided by the following principles:

• National treatment. Tax rules should not discriminate against corporations with
nonresident shareholders. U.S. affiliates of foreign corporations should be taxed
in the same manner as U.S.-owned corporations. Similarly, U.S.-owned foreign
corporations should be taxed in the same manner as foreign-owned foreign cor-

porations. National treatment is the central principle of international trade law
and bilateral income tax treaties. Countries that depart from national treat-

ment in the pursuit of their self-interest, inevitably provoke retaliation that
leave all countries worse off.

• Reduction of tax barriers to cross-border investment. The interaction of U.S. and
foreign income and withholding tax rules frequently cause cross-border invest-

ment to bear a higher tax burden than domestic investment. Such rules are the

equivalent of tariffs on export capital and impede the investment flow and effi-

cient worldwide allocation of capital.
• Expansion of tax treaty network. Bilateral tax treaties have proved to be one of

the most useful tools for advancing national treatment and reducing barriers to

cross-border investment. The Chamber strongly opposes unilateral abrogation of

tax treaty commitments.
• Increased harmonization of tax systems. Harmonization of national tax systems
has been recognized as a critical element for achieving the free movement of

goods, services, and capital within the European common market. Similarly,
harmonization of U.S. and European tax policy objectives is a desirable, though
clearly a long-term objective.

IMPACT OF THE CLINTON ECONOMIC PACKAGE ON EUROPEAN-AFFILIATED U.S.

COMPANIES

The Chamber believes that the Clinton economic package advances tax proposals
that directly target U.S. affiliates of European companies. These proposals ignore
the fact that the net contribution of European-affiliated firms to the U.S. economy
is no less than other U.S. companies. U.S. companies of European parentage are

proud of their positive contribution to the U.S. economy, in terms of the number of

jobs they support, the higher wages they provide to U.S. workers, and the value
added to the technology base.

Discriminatory and burdensome policies contained in the Administration's propos-
als on transfer pricing and earnings stripping work against companies which clearly
contribute to the U.S. economy. They also run counter to the Administration's goal
of creating jobs and improving the overall economic health of the United States.

ENHANCED EARNINGS STRIPPING PROPOSAL

This
proposal

is intended to address the two kinds of perceived abuses wherein
a subsiaiary borrows from a parent company abroad (where it is assumed they pay
lower tax rates [See Exhibit 1.1]), and then deducts interest paid to the parent in-

stead of paying out dividends on earnings, which are subject to U.S. tax. A variation
of this perceived abuse could occur when a parent company issues its guarantee to

a bank, which in turn lends money to the subsidiary. If that subsidiary is perceived
as being "thinly capitalized," the alleged abuse is that the parent may pay more in-

terest expense (and less tax) in the U.S., than in the home country (which again
is assumed to be a lower tax location). Also under suspicion are so-called "back-to-

back" loans and other "conduit" type arrangements. A "back-to-back" loan occurs
when a

parent company makes an interest-bearing deposit with a bank, which in

turn lends the money to the U.S. affiliate. The U.S. affiliate would receive a tax de-

duction for interest paid to a bank, while the same bank pays interest to the affili-

ate's parent overseas, less a "spread" or commission for its assistance.

Currently, Section 163(j), which the Administration proposes to "enhance," was
enacted in 1989 over the strong objection of the Treasury Department. Under Sec-
tion 163(j), and

proposed regulations issued on June 12, 1991, a deduction for inter-

est paid or incurred by a U.S. subsidiary to an "exempt related person is disallowed
if the interest is deemed "excess interest expense," and the subsidiary's debt-to-eq-

uity ratio exceeds 1.5 to 1. A U.S. subsidiary is deemed to have "excess interest ex-

pense" when the interest paid to an "exempt related person" exceeds 50 percent of
the subsidiary's "adjusted taxable income." "Excess interest expense" can be carried
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forward. The debt-to-equity ratio operates as a safe harbor, but must be satisfied

each year.
The legislative history to Section 163(j), and the June 1991 regulations, antici-

pated further regulations to address the perception of abuses due to guarantees,
"back-to-back" and other "conduit" loans noted above. With regard to the date of the

regrulations, the legislative intent behind Section 163(j) also specified: "The conferees

expect that any such regulations would not apply to debt outstanding prior to notice

of the rule if and to the extent that the regulations depart from positions the Service

and the Treasury might properly take under analogous principles of present law
that would recharacterize guaranteed debt as equity."

^

In the "Summary of the Administration's Revenue Proposals," Section 163(j), and
the June 1991 regulations would be "enhanced" by treating any loan from an unre-

lated party that is guaranteed by a related party as related party debt for the pur-

poses of the earnings stripping rules. That is, no distinction is made as to the de-

ductibility of interest in situations where the lender would make the loan even with-

out the parent guarantee. This directly conflicts with the 1989 legislative history
which contemplated that the regulations would be issued distinguishing "ordinary
course" guarantees from "nonordinary course" guarantees, and that only the latter

would be attacked. In addition, the new proposal would apply to any interest paid
or accrued in taxable years commencing after December 31, 1993, without

grandfathering interest paid or due under existing obligations.
The Chamber believes that currently Section 163(j), even without "enhancement"

of the Code is discriminatory in that it treats foreign-owned U.S. companies with

owners abroad less favorably than domestically-owned businesses. This is an affront

to the U.S. bilateral income tax treaty standard which obligates the United States

to treat subsidiaries of foreign companies fairly. None of the member states of the

European Community have enacted rules similar to the Administration's provisions,
with the exception of France, which has promulgated minimum debt-to-equity rules

which apply to domestic French firms as well. The Administration's proposal to en-

hance these provisions also enhances the kind of discrimination that the govern-
ment has historically opposed.

Unilateral legislation which violates non-discrimination clauses in tax treaties

sets a bad precedent in dealings with U.S. trading partners. It comes at a time
when the Administration needs to encourage, not discourage, investment in the U.S.

in order to strengthen the economic recovery and create jobs. This is important be-

cause foreign direct investment supported U.S. economic growth throughout the

1980s. Investment in the U.S. appears to have declined in 1992.

Section 163{j) and the Administration's "enhancements" £U"e largely based on the

assumption that U.S. affiliates actively use earnings stripping because they enjoy
lower tax rates in their parent countries. However, parent companies based in Euro-

pean countries, which account for $258 billion and 63% in 1991 of total foreign in-

vestment in the U.S., actually tend to incur corporate tax rates in their home coun-

tries that are equal to or higher than U.S. corporate tax rates. In 1991 countries

accounting for 85.8% of total European investment in the U.S. subjected these peir-

ent companies to corporate tax rates equal to the current U.S. rate or higher (See

exhibit 1.1); The suspected motive for earnings stripping simply does not exist for

European businesses.

The Administration's proposal to "enhance" earnings stripping legislation comes
three years after Section 163(j) was enacted, but before guarantee regulations could

be issued and commented on by taxpayers. The delay of three years in adopting reg-
ulations to enforce Section 163(j) is evidence of the difficulty in writing regulations
for a flawed underlying statute. Loans have often been made to U.S. affiliates of

European companies that would be made "in the ordinary course" of business with-

out a parent guarantee. Furthermore, debt-to-equity ratios appropriate for one par-
ticular industry are totally inappropriate for other industries. Regulation writers

faced the task of devising fair, mechanical tests which would allow interest deduc-

tions for loans obtained "in the ordinary course," while disallowing interest on "bad"

loans.

iSee Conference Report of Omnibus Budget and Reconciliation Act of 1989, H. Rep. No.

386,101st Congress, 1st Session at 567(1989).
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Exhibit 1.1

INTERNATIONAL CORPORATE TAXATION RATES

Iceland

Germany
Greece

Ireland

Belgium
Sweden

Spain

Denmark
France

Portugal

Italy

UK
Netherlands

US
Luxembourg

Finland

Austria

Norway
Switzerland

0%

50%

[43%

37%

34%

7%. +
10% 20% 30%

corporate tax rate

40% 50%

Notes :

Rates shown are for federal government onty- Several countries apply lower rates to corporations with

profits below a certain threshold. Ireland taxes the nnanufacturing sector at 10%. Switzerland uses a

progressive tax rate schedule, with rates ranging from 3.63 to 9.8 percent; 7 percent is an average. The

Netherlands taxes the first GLD 250,000 of profits at a higher rate (40 percent).

Source: 'Taxation in OECD Countries,' Paris, 1993, p. 66 ( 1990 data)

In the face of these difficulties, the Administration is attempting to "enhance" the
rules by characterizing all guaranteed debt as "bad," and allowing no transition pe-
riod for guaranteed debt that is already on the books. This approach includes loans
made by U.S. banks, where earnings stripping is impossible since interest paid by
a borrower to a U.S. bank is subject to U.S. tax.

Should the Administration's legislation apply against interest paid or accrued
after December 31, 1993, it would disregard the legislative intent of existing law.

Retrospective treatment is fundamentally unfair to debt negotiated before that date.

It will result in expensive renegotiation of guaranteed bank loans and repurchase
of guaranteed public debt where the terms of the debt, in most cases, do not allow
the borrowers to call the debt based on a tax change which denies interest deduc-
tions. This kind of higher expense will result in less income, and less tax. Yet this
is only one revenue losing aspect of the proposal.
The Treasury Department estimated in its February 1993 proposal, that its "en-

hanced" earnings stripping rules would raise revenues by almost $600 million. The
Joint Committee on Taxation has lower expectations of only $165 million. However,
a strong case can be made that the new proposals will actually reduce tax revenues.
Banks in the U.S. and elsewhere, underwent a period of serious loses in the late

1980s. As a result, banks tightened credit requirements encouraged by authorities,
which raised banks' capital requirements as part of these tightened credit policies.

They now look very carefully at the credit worthiness of a U.S. subsidiary before

they lend, and they also require guarantees from foreign parent companies, mainly
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in startup situations where the U.S. affiliate has no credit history. Optionally, for

larger loans, they may ask for a parent guarantee in return for a lower borrowing
rate. Given these developments, the impact of "enhanced" earnings stripping is easy
to predict. The results are exactly the opposite of those intended.

Large borrowers, who used parent guarantees to negotiate slightly lower interest

rates, will now have to renegotiate their loans at slightly higher interest rates with-

out parent guarantees. The higher interest expense will translate directly into lower

tax revenue. The other effect will be that companies who want to invest in the U.S.,

finding that they cannot guarantee the debts of their startup operations, will move
elsewhere. New investment, new jobs and new economic activity will be discouraged.
The Chamber believes this is not the Administration's intent.

Another change in lending behavior has occurred since the passage of Section

163(j). In the three years since this provision was implemented, loans have been re-

negotiated. Discussions with our Member fmancial institutions lead us to believe

that parent companies have been afraid to renew guarantees or set up new guaran-
teed loans. Our discussions with investment officials of European governments indi-

cate that while they still view Section 163(j) as discriminatory, they have not consid-

ered retaliation, because companies have changed their debt structures and are not

complaining about it. It is £irguable that any earnings stripping, abuses which may
have existed no longer exist.

Where no advantage for earnings stripping exists, there is no need for earnings

stripping regulation. As pointed out above, countries accounting for 85.8% of total

European investment in the U.S. subjected these parent companies to corporate tax

rates of 34% or higher. An important modification would be to allow the deductibil-

ity of interest on loans which are guaranteed by parents residing in countries hav-

ing tax rates comparable to the U.S. Additionally, startup operations from any coun-

try should be allowed to deduct interest on loans when backed by parent guarantees
for a limited period of time, such as three years. Finally, grandfathering provisions
should be made for guaranteed loans which are already on the books.

Passage of "enhanced" earnings stripping proposals will probably result in less,

not more revenue. Many believe that Section 163(j) has already had negative impact
on investment and growth. Necessary modifications can be accomplished through

regulation, rather than enacting additional complex legislation.

TRANSFER PRICING INITIATIVE

This proposal appears aimed at perceived problems in applying penalties that

were enacted in Section 6662(e) of the Code in 1990 and the general provisions
under section 482. The Administration's proposal, new, temporary regulations apply-

ing to Section 482, and the 1990 law, attempt to address a situation in which multi-

national firms import goods and services from affiliated companies abroad at an ar-

tificial price, and that this "transfer price" (the transfer price being the price

charged between the affiliated firms) allows them to reduce the amount of tax they

pay in the U.S.
It is alleged that by raising the price of some goods and services international

companies can shifl income out of the United States to a lower tax jurisdiction

abroad. This concept presumes that a motivating factor exists, and that the foreign

jurisdiction imposes less tax on income than does the U.S. As noted above, in the

case of the majority of European countries, this is not true (see Table 1.1).

Current law requires that companies prove that the transfer price of a good or

service is similar to a transaction with an unaffihated company. This is commonly
referred to as the "arms length standard."

On January 13, 1993, the Internal Revenue Service provided new, temporary Sec-

tion 482 regulations that affirmed the "arm's length standard," but would replace

current rules applicable to inter-company transfers of intangibles and modifying
current rules in regard to tangible property. The new regulations also provide new
methods which may be used to account for profits and pricing. In terms of penalties,

the proposed regulations for substantial valuation misstatements would carry a 20%
of misstatement penalty, and gross valuation misstatement would carry a 40% pen-

alty in Sections 6662(e) and 6662(h).

The Administration's proposal on transfer pricing would only apply the "reason-

able cause and good faith exclusions" to the 6662(e) penalties if companies provide
the IRS with contemporaneous documentation to justify the methodology used by
the taxpayer, demonstrating that the application of one or more reasonable transfer

pricing methodologies was applied to the transaction. In order to qualify, companies
must also document and observe all requirements imposed by Section 482. However,
if a taxpayer chooses to pursue "other^' methods than those prescribed, they must
"establish that, at the time of the controlled transactions, the prescribed methods
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would not be likely to lead to such a result." This would override the "best method"
rule of the temporary Section 482 regulations referenced above. Under the "best
method" rule, companies would only be required to prove the efficacy of the chosen
method in establishing an "arm's length standard," without the onerous task of

proving the negative neglected methods. The Chamber perceives a number of prob-
lems in this transfer pricing proposal:

• The Administration's proposal does not make clear when the taxpayer is re-

quired to provide its "contemporaneous" documentation: at the time of the relat-

ed party transaction, or at the time of the tax return for the year in question.
The work involved in documenting and analyzing a transfer that meets the
"arm's length standard" is difficult. It strikes us as impossible to do at the time
of the transaction.

• The applicability and justification of "other" methods, should the taxpayer
choose a methodology outside one of those "specifically prescribed" in the 482
regulations, creates a serious and onerous task for companies. It results in a
situation in which the taxpayer will have to defend the "reasonableness" of its

methodology by using an unprescribed method. Trying to prove a negative, in

that none of the "prescribed" methods produce an "arm's length transfer price,"
is an enormous burden and likely unattainable.

• The documentation requirement is excessively broad. Aimed at ensuring the ac-

curacy of the "arm's length method," the requirement is crafted to capture too
wide a number of transactions given the low threshold for application of the

penalty for large corporations. For aggregate Section 482 adjustments of more
than $10 million per year, a 20% penalty will apply, and a 40% penalty will

be imposed on adjustments above $20 million per year. Such limits could be eas-

ily exceeded by a large corporation, even if the adjustment is relatively small:

Consequently, the comprehensive documentation requirement of the "arm's

length requirement" will apply to a very large number of inter-company trans-
actions for large international companies. This Section could require an ex-

tremely large documentation burden on thousands of products.
• "Reasonable Cause," under Section 6662, applies an inappropriate test under

this Section. It requires that the documentation of a taxpayer's chosen meth-

odology must show that the methodology produced a result that was more likely
than not to be sustained on the merits as "arm's length method." This "more

likely than not" standard is one that is usually reserved for evaluation of a legal

opinion, rather than evaluation of the reasonableness of a pricing analysis.

The penalties and requirements in this Section are coupled with a transfer pricing
enforcement initiative. We appreciate that this is aimed at those taxpayers whose
current transfer pricing practices are not sufficiently focused on compliance with the
arm's length standard. The Chamber does not oppose such an initiative, but hopes
that the Committee will insure that this endeavor results in expedited review of re-

turns rather than simply an expansion of invasive and time consuming investiga-
tions.

The Chamber appreciates that the proposal is applied on predominately a non-

discriminatory basis, although we would note that it will create a heavier docu-
mentation burden on foreign affiliated U.S. firms. We also appreciate that the pro-

posal intends to maintain the "arm's length standaird" and does not resort to protec-

tionist, discriminatory ideas such as "formulary apportionment," "unitary" or mini-
mum taxes. Such proposals would establish a huge disincentive for investment in

the United States and could erode the healthy economic environment that Euro-

pean-affiliated U.S. companies have enjoyed for decades. Additionally, our U.S.-
owned Member companies fear that such proposals would result in retaliatory meas-
ures abroad that would reduce their international competitiveness. These concerns
have already been expressed numerous times within the Congress.

In a February 11, 1993, report entitled Reducing the Deficit, the Congressional
Budget Office stated that such proposals would "discriminate against foreign owned
companies, in violation of U.S. treaties, by taxing their income more heavily than
the income of their domestic competitors. The minimum tax would be especially on-
erous on foreign-owned companies starting new businesses in the United States be-

cause new businesses are seldom profitable initially." The report adds that "Other
countries are likely to treat the minimum tax as a protectionist measure and retali-

ate with similar taxes on U.S. owned companies conducting business within their

borders. If so, then the minimum tax would stifle international trade and reduce
economic welfare throughout the world."
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CONCLUSION

It is clear that European-affiliated companies are good U.S. corporate citizens.

They want and deserve to be treated like any other U.S. company. The earnings

stripping and transfer pricing provision of the Clinton economic plan do not give full

appreciation to the contribution of these firms and clearly place them in a secondarv

category of corporate citizenship. We trust that the direction of those proposals will

be reversed during the process of Congressional consideration of tax legislation, and
we would be pleased to cooperate with this Committee in any way to achieve that

end. We thant the Committee for the opportunity to share our views and hope that

you will take them under consideration.

Statement of the Executive Intelugence Review

We propose that soae form of noalnal but otherwise
significant universal tax be placed on individual derivative
traixsactions not only in the U.S., but abroad. The included
purpose of this taxation is not nerely to derive a new source
of revenue—much needed tax revenue, from a source whose
taxation will be harmless to the real, that is physical
economy, but also to bring into the light of day under
penalties of law for non-payment of this tax, the magnitude
and structure of the derivative bubble as a whole.

It is clear that the derivative bubble by the very
nature of these transactions is a financial bubble in the
tradition of the more primitive, more rudimentary and far
less dangerous bubbles of the 18th century such as the John
Law bubble in Fremce and the South Sea Island bubble in
England at the same period of. time.

Today's derivate bubble is the John Law Bubble
gone mad. The vulnerability to the entire financial system,
the chaos and destruction of actual physical processes of
production, distribution, employment and so forth is
incalculeQ>le , and therefore this thing must be brought under
control promptly. Otherwise all fine plana of stabilization
of financial markets and economies, and budget management, go
out the window as en^ty pipe dreams.

We must bring this under control and the best way to do
it, we believe, is to LmpoBB a universal teuc on each
individual transaction as a percent of the nominal value of
the matters which are traded in these credit, interest,
swaps, options, index and other similar derivatives. That is
the only way that we'll bring the magnitude and structure of
this into the light of day and force sa«e rationality into
the situation and thus prepare ourselves to be able to take
competent moves in order to bring the market as whole under
control .

Moving to tax this runaway speculation is a prerequisite
for taking the economy-building measures of infrastructure
repair and expansion, job creation, and so forth, whose
result will be a healthy expansion of the tax base—the
foundation for restoring control over the federal budget.

The Magnitude of the Bubble

The magnitude of values traded in derivatives
transactions, and related forms of specualtion in currencies,
etc., is multi-trillions of dollars annually, and growing.
Daily derivatives trading is estimated to be in the one
trillion dollar reunge. Daily trading in foreign currencies is
one trillion dollars. One aspect of this was sho%m in the
report released this month by the Bank for International
Settlements (BIS,) the Quarterly BIS study, "International
Banking and Financial Market Develo{»ents .

" The BIS data
shows the scale of the wild currency speculation last
September. BIS member country banks recorded some $400
billion upswing in international lending in the 3rd Quarter
1992, follo%red by a $400 billion decline as speculators paid
back currency loans the following 4th Quarter.
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A Potential $150 Bil Per Year Revenue

What we propose is a tax at the rate of one-tenth of on«
percent of the notional value of the instrument traded, which
on an eumual basis, we estimate would result in the United
States in a potential Zax revenue of $150 billions. This
compares most favorably with the size pf the current budget
deficit. It is to be noted, however, that in the process of
implementing the tax, the market itself will tend to
evaporate fast—the margins in trading are slim, and the
nature of a bubble is to expand, fizzle or pop. However,
equal to revenue benefits, the benefit of the tax on
derivatives transactions is the restoration of control over
outlaw financial activities, for purposes of the public
good.

Who Proposes Regulations?

There are several voices raised to warn that action
must be taJcen. Since 1978, Dr. Jtunes Tobin, now Sterling
professor emeritus at Tale University, has been calling
for an international uniform tax on spot transactions
in foreign exchange—including the derivative forms of
options and also deliveries on futures contracts. The
Bank for International Settlements is calling for some
form of regulation to "bleed" some hot air out of the
Bubble, in hopes to keep it afloat without a Grand Pop.
This month, the U.S. Securities and Exchange Commission has
also called for a period of public comment on what actions
can be taken to regulate the derivatives market.

The derivatives transactions tax we propose here was
advanced this March by economist Lyndon LaRouche, the
political prisoner most known for his advocacy of emergency
measures to rebuild the U.S. economy, and for his role in
advancing the strategic defense initiative policy and
technologies in the early 1980s.

What If the Bubble Pops?

In summary, unless we bring this derivatives market
under control and begin to shut it down at least to a
significant degree promptly, we're going to have the biggest
financial blowout in history—bigger than the John Law-type
bubbles of the early 18th century. We better bring it under
control fast.

Instead of going the route of trying to find an
acceptable tax on the shrinking remainder of the real
physical economy and the beleaguered population—the proposed
BTU tax. Value Added Tax, health care tax. Social Security
teuc, etc., the alternative is to tax derivatives speculation,
not people.
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Statement of the General Aviation Manufacturers Association

Mr. Chairman. Thank you for the opportunity to appear before this committee.
I am Edward W. Stimpson, President, General Aviation Manufacturers Association
(GAMA). Our association represents United States companies that manufacturer
business, commuter, and personal aircraft, engines, avionics, and component parts.
The aircraft our companies manufacture have 19 or less seats. They are an impor-
tant part of our national air transportation system, carrying over 120 million pas-
sengers per year.

STATUS OF THE INDUSTRY

In terms of airplanes produced, 1992 was the industry's worst year since World
War II—onlv 899 aircraft were delivered. This is in contrast to nearly 18,000 air-

planes which were shipped in the late 19708. Industry billings for 1992 were down
seven percent from 1991 levels and shipments were down 12 percent. CleEu-ly, our

industry has never experienced economic recovery and we anticipate 1993 will be
a challenging year.

In spite of a sluggish U.S. economy, our export market has remained active. In

1992, over 40 percent of the aircraft shipped were exported, and we foresee the ex-

port market as being important in the future.

Despite these difticult economic times, the U.S. general aviation industry has con-
tinued to invest in new

products
and new technology. Within the next five years

alone, over one billion dollars will be spent on new aircraft development. However,
the most important element for the health and vitality of our industry is a growing
and expanding domestic and global economy.
We welcome and support President Clinton's goals to stimulate the economy and

to reduce the federal deficit. Our industry is committed to cooperating with the Ad-
ministration and Congress in achieving this goal.

REVITALIZATION PROGRAM FOR GENERAL AVIATION INDUSTRY

GAMA believes that a four-point program could reinvigorate the general aviation

industry: (1) reenactment of the investment tax credit (ITC), (2) repeal of the luxury
tax on airplanes, (3) product liability reform, and (4) continued improvement of the
aviation infrastructure. Today, however, I will emphasize the tax issues.

REENACTMENT OF THE INVESTMENT TAX CREDIT

We were encouraged by President Clinton's statements about the investment tax
credit being a key element of the stimulus package. However, we fear that the
President's tax package, as it applies to business, will not realize the goals intended.

In light of the budget deficit. Congress must carefully balance the value of tsix

incentives against additional government "spending." Nevertheless, business tax in-

creases, added to the complexities and limitations of the two investment tax credit

proposals, greatly mitigate the effectiveness of the ITC as an incentive to buy a
Dusmess aircraft.

Historically, the investment tax credit has stimulated growth in our industry and
has been an important incentive for our customers to invest. After the ITC has been
enacted (or reenacted) on average, sale of new aircraft have gone up by 30 percent
the first year and 50 percent in the second year. As a result, thousands of jobs have
been created. A chart showing the historic impact of the ITC is attached.

Why has the ITC been so successful in the past? We would suggest two important
criteria: (1) the potential buyer must understand the ITC, and (2) the buyer must
see the I'TC offers significant value.
The "incremental" aspects of the proposed ITC does not meet the first criterion.

It is too complex, and has too many qualifications to be easily understood by most
of our customers. Even for those who may choose to use the incremental I'TC, it's

real economic value is only about one and one half percent, rather than seven per-
cent. Thus, it is difficult for customers who could qualify for the ITC to see any sig-
nificant value.
On the other hand, the proposed small business ITC could provide a more mean-

ingful benefit because it is simpler to understand and has a greater economic value.
We urge this committee to improve the Administration proposal and make both

ITC proposals simpler and of greater economic value. This will make them more ef-

fective sales tool and economic stimulus along the lines of former ten percent ITCs.

LUXURY TAX

Although the luxury tax was not included in the Administration's proposal, we are
hesurtened by statements that the President supports repeal. We urge you to use the
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language included in H.R. 11 last year. As you know, this repeal language was
passed by the Congress twice last year and was vetoed each time for reasons unre-
lated to its merits.
The luxury tax has depressed sales of new business aircraft, as it has sales of

other types of equipment. Instead of buying new aircraft, customers have bought
used aircraft. There are certain provisions in the luxury tax which limit its impact,
however, the fact is that potential customers the tax may apply, and they do not
want to keep the additional records necessary to prove the tax does not apply. Busi-
nesses that otherwise would be our customers can simply buy used aircraft and
avoid the luxury tax. As a result, millions of dollars of new aircraft sales have been
lost.

The tax revenues generated by this tax are small compared to the negative impact
of lost sales and jobs. In calendar year 1991, this tax brought in merely $119,000.
For the first three quarters of 1992, only $139,000 was raised.

We are losing potential sales every week. It would be very helpful if Congress
would assure our customers that repeal of the luxury tax will be effective on Janu-

ary 1, 1993.

BTU TAX

Obviously, any increase in operating costs is not welcomed by us or our customers.
Our calculations show that if the tax is applied according to the published formula,
seven or eight cents per gallon would be added to the price of aviation fuel. This
could equate to as much as a $100 million dollar per year burden on general avia-

tion users.

Our primary concern is that the BTU tax should apply uniformly to all types of

transportation. We ask the Congress to ensure general aviation users do not bear
more than their "fair share." In other words, the tax should be based on actual BTU
consumption of each transportation mode. Price elasticity should not be allowed to

transfer tax payment to other modes.
General aviation is currently pajdng a federal fuel tax of 15 cents per gallon for

aviation gasoline and ITVi cents for jet fuel, plus state and local taxes and fees.

Federal taxes go to the Airport/Airway Trust Fund. We recommend that the pro-
ceeds from this new BTU tax be placed in the Airport/Airway Trust Fund, and that

general aviation users be given credit for this contribution as part of our financing
the airport/airway system.

AIRCRAFT REGISTRATION FEE

The proposal to enact an annual federal aircraft registration fee of $270 is puni-
tive and unfair. As it is unrelated to use of the airport and airway system, it is sim-

ply a property tax on aircraft owners which is already applied by many state gov-
ernments. A combined registration fee and BTU tax would certainly be an onerous
burden. The registration fee is a bad idea that should be forgotten.

Statement of the Machinery Dealers National Association

Mr. Chairman and members of the committee, my name is Clyde D. Batavia,

president of Joe Clar and Sons Inc., Oakland, California. I am writing today as

president of the Machinery Dealers National Association (MDNA).
Founded in 1941, MDNA is a national trade association representing nearly 500

corporations which sell used metalworking and other capital equipment in virtually

every state.

MDNA does not have the resources to retain economists, consultants or other ex-

gerts
to debate whether the Congress should reinstitute the investment tax credit,

[owever, if, in the wisdom of this committee, it proposes that an investment tax
credit be enacted, I can tell you why it should be extended to used capital equip-
ment.

In the machine tool industry today the vast majority of manufacturers are no

longer American, but Japanese, German and Italian. By making the investment tax
credit

apply only to the purchase of new equipment, you are encouraging the pur-
chase 01 foreign made goods with U.S. dollars, which, needless to say, will have a

negative effect on the balance of trade.
In addition, it is simply not necessary in industry today to purchase and spend

the millions of dollars it takes to buy new machine tools when there is a large quan-
tity of very high quality used machinery available on the market which will accom-

plish the same task of improving and enhancing production.
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Two common factors in the decision to buy used equipment are cost and availabil-

ity. Market and/or production conditions strongly influence capital investment deci-

sions. When smaller manufacturers have the opportunity to increase sales it often

requires an immediate increase in production capacity. Most newly produced U.S.

manufacturing equipment takes from 18 to 30 months to deliver—and this time lag
would probably cancel the additional sales.

Because they are not highly leveraged, some smaller manufacturers are not able
to acquire newly manufactured equipment because they don't have adequate financ-

ing to purchase highly expensive replacement machines.
There is a demand for late-model used machinery. In many instances, later year

domestic used machinery and newly manufactured foreign machines are price com-

petitive. Under President Clinton's proposal, new foreign machines have the advan-

tage of tax credits. Industries seeking to retool then face three choices: Make do
with inadequate equipment, purchase imported new machine tools or acquire more
efficient used machinery.

If manufacturers retain their inadequate machinery, there is no increase in pro-
ductive capacity and the goal of economic growth is frustrated. Retooling with im-

ported machine tools is obviously undesirable, both in its ultimate effects on the do-

mestic machine tool industry and in its adverse effect on the balance of pasTnents.

Only by retooling with more efficient used machinery can the maximum economic
benefits to our nation be realized.

In other words, improving productivity does not necessarily require acquisition of

newer machines. Often small manufacturers can increase their productivity by pur-

chasing used equipment which is newer and more efficiently designed for its par-
ticular production needs. When small businesses are denied incentives to replace
current equipment with used machines that are either more sophisticated or more

appropriate for their operations, our economy loses.

What are the alternatives? Make do with existing equipment, merge, be acquired
or close up shop.
Because tax credits generate additional investment in newly manufactured ma-

chinery, they improve productivity at one level and also make late-model used

equipment available for another level of the economy. MDNA members believe that

such credits can increase additional investment in used—as well as new—eauip-
ment. and also that they will generate economic growth to the extent this replace-
ment equipment is more productive than older equipment.
By excluding used capital equipment you also dilute the ability of srnall busi-

ness—which, as you know, represents the majority of jobs
—to compete with larger

corporations.
It's also important to note that the purchase of used machinery usually results

in the hiring of additional employees; whereas, the purchase of new machinery fre-

quently eliminates employees. Small companies are the ones that create jobs. Statis-

tics show that, while tne 500 or so largest corporations were—and still are—shrink-

ingtheir payrolls, small businesses added some 12 million jobs.

The purchase of used equipment is not exclusively the domain of small businesses

either. If you exclude used equipment from eligibility for the investment tax credit,

you also penalize major manufacturing companies, as well.

For example, our members' customers often include such firms as General Motors,

Chrysler, the U.S. Government, and several of the Fortune 500 companies. Even

they cannot afford the millions of dollars that it costs for a new machine tool when
there are used machine tools which will accomplish the same goal and are readily
available for a fraction of the cost of new equipment.

IN SUMMARY

• Improving productivity does not necessarily require acquisition of new ma-
chines.

• By excluding used capital equipment new foreign machines have competitive

advantages, cheating the domestic machine tool industry and adversely affect-

ing the balance of payments.
• By limiting the availability of such an investment tax credit to new equipment

investments, the government dilutes the ability of small business to compete
with larger corporations. The difficult problems small businesses face acquiring

capital are compounded when necessary used equipment investments are then

denied allowances available to newly manufactured equipment investments.

Extending tax allowances to used equipment helps modernize all of America and
not just the small minority which can afford new equipment.

70-749 0-93-13
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Statement of the Microsoft Corp.

Mr. Chairman, Members of the Committee, my name is Mike Brown. I am Vice

President, Finance for Microsoft Corporation. I greatly appreciate the opportunity
to testify before the Committee. I am here to urge reconsideration of the proposal
to tax royalties as passive income for purposes of the foreign tax credit limitation.

This proposal will have a significant adverse impact on America's computer software

companies who currently are among this country's star exporters and top economic

performers.
Many of the Clinton Administration's initiatives, such as extension of the research

and experimentation credit, recognize the importance of making U.S. business more
competitive in the global economy. The proposal to tax all royalty pajmients as pas-
sive income, however, is inconsistent with this policy objective. Microsoft believes

this proposal may cause many U.S. companies engaged in manufacturing and sell-

ing products in foreign markets to develop their technoloffi^ outside the United

States, rather than subject themselves to the substantial admtional tax cost associ-

ated with licensing technology developed in the United States. The passive royalty

Provision
also will reduce the level of foreign earnings repatriated to the United

tates, because United States taxpayers will find it increasingly difficult to remit

earnings to the United States without a substantial incremental ttix cost. U.S. based

companies may find it more efficient to reinvest in active operations conducted in

foreign countries rather than remit the earnings for investment in United States op-
erations.

BACKGROUND: MICROSOFT CORPORATION AND THE SOFTWARE INDUSTRY

Microsoft develops, markets and supports a wide range of systems and applica-
tions software for personal computers or "PCs." By making it easier to use personal
computers for an increasing number of

purposes,
Microsoft products have contrib-

uted to the TC revolution during the last 15 years. The growth of our company
has paralleled the increase in the number of people who use personal computers in

this country, fi-om one million in 1980 to more than 90 million today.
Microsoft's products include system software, such as MS—DOS and Microsoft

Windows, that act as a computer's "nerve center" allocating computer memory,
scheduling the execution of basic functions, and controlling the flow of information

among the various components of the microcomputer. We also develop and market

application software such as Microsoft Word and Microsoft Excel, our word process-

ing and spreadsheet programs.
Microsoft is a leader in the global personal computer software market. Last year,

more than 55 percent of Microsoft's almost $3 billion in revenue came fi-om foreign
sales. Microsoft mcu-kets more than 100 products developed in 25 languages and sold

in over 200 countries. Our R&D expenditures are significantly more than the aver-

age for all American businesses. We employ about 10,000 people in the United
States (including over 3,000 programmers and other technical employees) and an-

other 3,000 overseas.

According to a report prepared for the Business Software Alliance by Economist

Incorporated, the computer software industry is the fastest growing industry in the

United States. Now larger than all but five manufacturing industries, the software

industry accounts for $36.7 billion of value added to the U.S. economy in 1992, up
firom $3.3 billion in 1977. Moreover, the U.S. software industry, and the pre-

packaged software sector in particular, have been extremely successful in world
mturkets where U.S. prepackaged software products hold an estimated 75 percent
market share.

THE PASSIVE ROYALTY PROVISION IS AT ODDS WITH THE WAY AMERICAN SOFTWARE
COMPANIES DO BUSINESS AND MAY CAUSE THEM TO MOVE JOBS OFFSHORE

It is essential to understand that the fundamental aspect of any software program
is the intellectual property that it embodies. The work of researching, writing, test-

ing and perfecting a software program is very labor intensive. Moreover, practically
all this software development work is done in the U.S. and involves precisely the

type of highly-skilled, highly paid jobs that this country needs.
When we sell our programs we are essentially selling

the right to use this intellec-

tual property. We do not, however, sell the program itself because with every per-
sonal computer able to make copies we soon would be out of business. As it is, soft-

ware piracy is extremely serious—if we could eliminate it our revenues would more
than double!
At the "wholesale" level, American software companies sell their programs over-

seas by licensing them to computer hardware manufacturers who pay a roysdty for
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the right to "load" the programs into their machines before they are sold. Not only
is this an efficient way of distributing programs, but it also significantly reduces the

rampant problem of software piracy. A computer manufacturer selling a "naked"
machine with no software programs is essentially inviting the purchaser to use cop-
ied programs.
At the "retail" level, we sell our programs over-the-counter in shrink-wrapped

boxes. Once again, however, these products contain a license for the purchaser to

use the software.
Thus some might characterize income from even these sales as royalties for pur-

poses of the tax code (the IRS has yet to definitively rule on this despite various

requests from industry members during the last several years).
In short, all of Microsoft's income, whether royalties or sales, is earned from sell-

ing software and it should not be treated diflFerently for tax purposes. A significant
share of the earnings of America's software companies from foreign sales will be hit

by the Administration's proposal to limit their ability to apply foreign tax credits

toward foreign source royalty income.

Unfortunately, we think, the result may cause U.S. software companies to move
their software development offshore in order to ensure that income from these ac-

tivities will be considered to have resulted from an active business. This is the oppo-
site result of that intended by the Administration's proposal.
The Wall Street Journal ' has recently reported on U.S. multinationals moving re-

search facilities outside the United States. Significant cost reductions may be ob-

tained by employing professionals in other countries such as India, Malaysia, or

Russia. A number of countries have urged Microsoft to establish a research center

in their countries. To date, Microsoft has avoided moving its research facilities out-

side the United States. However, the infrastructure needed to establish offshore fa-

cilities is available.

If it is not possible to efficiently sell products embodying intellectual property
from the United States, then U.S. taxpayers, including Microsoft, must evaluate

whether or not to continue to conduct research and development in the United
States. In short, the royalty provision calls into question the fundamental issue of

whether Microsoft will be forced to create jobs offshore. Relocating research and de-

velopment is not a desirable alternative, but Microsoft must be able to compete in

a global economy.

THE PROPOSAL ACTUALLY WILL ENCOURAGE U.S. BASED COMPANIES TO INVEST IN OPER-
ATIONS IN FOREIGN COUNTRIES DUE TO THE ADDITIONAL TAX COST OF REMITTING
THOSE FUNDS TO THE UNITED STATES

The Treasury Department has stated that this provision is necessary because U.S.

taxpayers should be prevented from averaging or cross crediting high taxed income
ana low taxed income for foreign tax credit purposes. However, averaging foreign
tax credits with respect to active business income is necessary because it fosters

U.S. competitiveness in global markets and compensates, in part, for discrepancies
between U.S. and foreign tax laws. It also promotes the repatriation of funds earned
abroad to the U.S. for reinvestment in U.S. operations and creation of American

jobs. In short, the foreign tax credit provisions have a significant impact
on inter-

national trade. They should not be radically changed witnout carefully evaluating
the impact on the American economy. Moreover, if the averaging or cross crediting

E
revisions are going to be changed, then they should be changed explicitly and not

y attempting to recharacterize particular types of income.

GENERALLY, THE GROWTH IN ROYALTY PAYMENTS SINCE 1986 IS DIRECTLY
ATTRIBUTABLE TO TAX LAW AMENDMENTS, NOT TO TAX MOTIVATED TRANSACTIONS

The Treasury Department, in its "Suifimary of the Administration's Revenue Pro-

posals" cites the increase in royalties since 1986 as evidence that taxpayers have

engaged in tax motivated transactions designed to utilize excess foreign tax credits.

In reality, tax law changes in 1984 and 1986 effectively required U.S. companies to

license intellectual property, and to pay significant royalties. Congress was con-

cerned with the tax free transfer of intellectual property outside the United States

and changed the U.S. tax law to require substantial royalty payments.
The passive royalty provision is wholly inconsistent with prior law and appears

to penalize multinationals that appropriately increased their royalties in accordance

with the "super royalty" provision. Companies that licensed intangibles to their for-

eign subsidiaries and increased royalties as the subsidiaries' income increased, are

*
See, The Wall Street Journal, March 10, 1993 and March 17, 1993.



382

now accused of engaging in tax motivated transactions when in fact the U.S. tax
law required the growth in Ucensing transactions during this period.

THE PASSIVE ROYALTY PROPOSAL CAUSES SIMILAR CONSEQUENCES IN OTHER
INDUSTRIES THAT SELL PRODUCTS OUTSIDE THE UNITED STATES

We would like to emphasize that while this issue is important
to the software in-

dustry, the negative impact of this provision is not limited to software or other tech-

nology based
products.

We have consulted on this issue with 17 other American cor-

porations witn extensive overseas activity engaged in such diverse industries as
consumer products, industrial manufacturing, apparel manufacturing, telecommuni-
cations, lumber and paper products. These companies represent the leading compa-
nies in their industries. Each of these companies must be able to move intellectual

property efficiently in order to compete in the global marketplace. The enactment
of the passive royalty provision will have a similar impact on these companies which

may result in moving research activities oftshore and returning fewer profits to the
United States.

SUMMARY

Microsoft recognizes that additional tax revenues must be raised. However, we be-

lieve that this provision is unlikely to raise substantial revenues. Instead, this pro-
vision is likely to lead American companies to move development of intellectual

property offshore rather than subject the royalty income to additional U.S. taxes,

katner than promoting growth in the U.S. economy, the passive royalty provision

imposes a pronibitive tax increase on the development of U.S. based technology and
deters capital investment in the United States. Thus, the passive royalty proposal
does not provide any significant benefit fi"om a tax or economic policy perspective.
For these reasons, Microsoft respectfully requests that the tax package to be consid-

ered by this Committee not include the passive royalty proposal.

Statement of the Multistats Tax Commission

The Multistate Tax Commission appreciates the opportunity to submit this writ-

ten statement concerning the Administration's foreign tax proposals for the Commit-
tee's consideration. The Commission is an interstate organization representing 33
states.^ One of the Commission's major activities is developing fair and administra-
ble methods of dividing, for state tax purposes, the income of businesses operating
across state and national boimdaries. This statement concerns the proposal con-

tained in President Clinton's deficit reduction plan to strengthen the federal govern-
ment's authority to achieve a fair and administrable allocation of the income of mul-
tinational corporations to the United States. That authority is of course vested in

Section 482 oi the Internal Revenue Code.

During his campaign. President Clinton focused attention on the failure of federal

policies to stop tax avoidance by multinational corporations due to their transfer

pricing practices. He observed correctly that whenever a group of taxpayers avoids

paying their properly owed share of taxes, all other taxpayers, unfairly, have to pick

up the slack. He also clearly recognized that tax avoidance by multinational busi-

nesses hurts our economy, by placing dynamic, small and medium sized businesses
who are often competing witn them in the same markets—but without multi-

national operations
—at a competitive disadvantage.

Why are state government representatives concerned about the transfer pricing
issue? Very simply, because for every dollar that the federal government loses be-

cause of improper transfer prices, states—whose tax systems are now largely tied

to the federal determination of U.S.-source income—lose 22 cents.^ If the federal

government is losing $10-12 billion annually, as President Clinton suggested during
the campaign,^ that means that the states are losing an additional $2—2.5 billion.

This brings the combined government revenue losses from transfer pricing to $15
billion annually.
The Commission shares President Clinton's concerns that improper transfer prices

are causing a serious drain on the federal treasury. MTC staff research suggests
that $10-12, billion in annual losses is a realistic, if not conservative, estimate.

Looking at just one category of transactions by one group of multinational busi-

nesses illustrates this. IRS data have consistently shown that foreign owned whole-
salers and retailers—many of which act as distributors for affiliated foreign manu-
facturers—pay considerably more for the goods they resell than do U.S.-owned
wholesalers and retailers. If they had had the 76

percent cost-of-goods sold to sales

ratio of their U.S.-owned competitors rather than tne 85 percent rate they reported,*



383

their 1989 taxable incomes would have been $35 billion higher. All other things
equal, they would have paid $12 billion more in tax at the statutory 34 percent tax
rate. Just this simple "back-of-the-envelope" calculation addressing just one category
of multinational corporations can, in other words, suggest an annual revenue loss

attributable to transfer pricing that is very close to ft-esident Clinton's campaign
estimates.
Another way that a $10-12 billion annual revenue loss can be substantiated is

by comparing it to the total volume of transactions between related corporations
that cross the U.S. border each year. A conservative estimate involving some ex-

trapolation of IRS data is $350 biUion.^ At this volume, transfer prices that are "oflP'

on average by just 10 percent would again lead to an understatement of U.S. tax-

able income of $35 billion and underpayment of tax of $12 billion. This is not to

assert that this is the average variance of actual transfer prices from "arm's-length"
prices. It is not an

implausible variation, however, given that penalties do not even

Eotentially
apply until inbound transfer prices are 100 percent too high and out-

ound transfer prices are 50 percent too low. It is also plausible that taxpayers
would take an aggressive" transfer pricing position to the extent of a 10 percent
variance when there is no certainty concerning the true "arm's-length" price in any
case and when the IRS has had such little success at sustaining its transfer price

adjustments when they are appealed and litigated.
As part of his deficit reduction package, President Clinton proposes

to clarify the

statutory authority to implement proposed regulations issued by the IRS in January
relating to the imposition of penalties when tne IRS makes substantial adjustments
to transfer prices. Under current law, two different levels of penalties may apply
if an IRS auditor's transfer pricing adjustment is sustained through the appeals
process and, if need be, the courts. The level of penalty depends upon how large the

adjustments are in percentage terms and/or in total dollars. Some penalties may be

avoided, however, ir the taxpayer made a reasonable effort to determine the proper
transfer prices and if the taxpayer reasonably believed that its transfer pricing

methodology achieved an "arm's-length" result.

The purpose of the new regulations is to encourage taxpayers to set transfer

prices through a deliberate and documented process established by legal and eco-

nomic experts before tax returns incorporating them are filed. The mechanism to

achieve tnis is foreclosing the "reasonable cause and good faith" exception to the

penalties for taxpayers who do not establish and document transfer pricing prac-
tices in advance. No more will taxpayers be able to play "audit roulette" secure in

the knowledge that should they be one of the unlucky few receiving a Section 482
assessment at the end of an audit, they can then expend the resources to hire the

accountants, economists and attorneys to defend either their original transfer prices
or other transfer prices leading to a smaller assessment. This strategy, should they
lose, will now have a significant penalty cost.

The President's penalty-related proposal is a useful and necessary interim meas-
ure to minimize the losses to the federal and state treasuries that flow from the

fact that nothing in Section 482 compels taxpayers to establish arm's-length transfer

prices. However, we believe that the arm's-length pricing system has failed and
needs to be

replaced.
The Administration's full strategy in approaching inter-

national tax proolems is still, as we understand it, evolving. As that strate^^ devel-

ops, we would recommend that the federal government move actively to replace the

failed arm's-length pricing system with a formula apportionment system.

Why has the arm s-length pricing system failed? Because it attempts to do the im-

possible. It tries to regulate the prices for every category of product, service or in-

tangible asset exchanged between related, jointly owned and controlled corporations.
There are more than 46,000 global corporations doing business in the U.S. that op-
erate with and through affiliated corporations in foreign countries.® These corpora-
tions engage in $350 billion of transactions within their own family of related cor-

porations in foreign nations every year.' This amount of controlled trade represents
an enormous volume of transactions, and the amount of resources required to audit

and adjust the prices for this volume of trade is overwhelming and well beyond even
the recently expanded resources of the IRS.

Beyond the sheer volume of controlled transactions, there is the more fundamen-
tal problem that the arm's-length pricing method assumes an economic world that

does not exist. Trade among jointly owned corporations is not, by definition, arm's-

length, free market trade. So the IRS must attempt to discover free market prices
for comparable transactions as a standard to adjust the prices in the controlled

trade situation. The problem is that for major global industries—such as pharma-
ceuticals—automobiles, financial services, and electronics—there are frequently no
international free market transactions to compare with the controlled trade among
affiliated companies. As Louis Kauder, an international tax expert, testified before
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the Senate Governmental Affairs Committee on March 25th, attempting to enforce

the arm's-length pricing system under these circumstances is something like orga-

nizing an Easter eg^ hunt without first hiding any eggs. No batter how many chil-

dren are invited to join in the search, and no matter now detailed the instructions

are for finding the eggs, none will be found because none are out there." ^

The fundamental problem of the absence of comparable
uncontrolled transactions

is illustrated by one of the famous cases the IRS lost: the Bausch & Lomb case.

Bausch & Lomb licensed the use of a patent on a uniaue manufacturing process for

soft contact lenses to its Irish subsidiary. The
principal

tax dispute was over wheth-
er or not the amount of royalty paid by the Irish suDsidiary to its parent was suffi-

cient. The IRS tried to raise the royalty price being paid, but the problem is that

there is no free market price for patents in soft contact lens manufacturing proc-
esses. Absent a free market for this asset, the IRS could not prove that its assess-

ment was correct. The case deteriorated, as most such cases do, into a debate over

a range of prices, any one of which could be used because there is no single right
answer.
Worse yet, unlike the typical case in which a taxpayer has the burden of proof

to justify his or her method of reporting income, in the arm's-length world, the IRS,
for all practical purposes, must shoulder the burden of proof The IRS must prove,
not only that the taxpayer's reported prices are incorrect, but what the correct

prices are. Again, in the big-dollar cases involving valuable intangible assets, this

IS an impossiBle task because free market prices necessary for the IRS to prove the

taxpayer wrong often do not exist.

Even in more routine cases involving widely sold consumer products, like VCRs
or motorcycles, very complicated and subjective adjustments for "volume discounts,"
"location savings," "msu-ket risks," "market penetration strategies," and other eco-

nomictilly relevant factors may have to be made. But every such adjustment adds
a potentially disputable issue, and any number of prices within a broad range may
end up being correct. Because the burden of proof has effectively been turned on
its head, the global taxpayer has wide discretion to report what it wishes to various

national tax authorities. The arm's-length system thus fails the first test of a tax

system, namely that it be mandatory. Because it is based on a false economic

premise and is flawed by a misplaced burden of proof, the arm's-length method is

more like a voluntary contribution system than a real system of taxation.

The American states confronted the fundamental issues involved in dividing the

income of multijurisdictional corporations much earlier than the federal govern-
ment, because tnere was significant interstate commerce between related corpora-
tions long before there was significant international commerce. The states recog-
nized very early on the practical impossibility of preventing improper income shift-

ing on a
transaction-by-transaction

basis.

More importantly the states recognized the full range of economic synergies in-

volved in being an integrated economic enterprise that make it theoretically impos-
sible to identify where profit is earned. Jointly owned and controlled corporations
that operate together on a global basis benefit from economies of scale, the ability
to minimize risk, and the fact that technical expertise and information can often be

obtained more cost effectively when it is fixed in the minds of employees than when
it has to be purchased on the open market. These kinds of efficiencies generate
value for the whole enterprise that is greater than the sum of the parts, and it is

this value that cannot meaningfully be divided among separate legal entities as the

arm's-length system attempts to do. In choosing formula apportionment of the com-
bined income of all the members constituting an integrated economic enterprise over

the current separate entity, arm's-length, transactional approach, the states were
thus choosing a system that the "economic theory of the multinational firm" is only
now catching up to. Formula apportionment is the method of tax accounting that

best fits the economic reality of world trade conducted within global enterprises. It

should also be emphasized that formula apportionment is a mandatory taxpayer re-

porting system, not an after-the-fact income reallocation system like Section 482.

A growing number of international tax experts have either flatly endorsed sub-

stituting a combined reporting formula apportionment system for the current arm's-

length system, or suggested that the option be seriously considered. Among these

experts are Ronald Pearlman, former staff director of the Joint Committee on Tax-

ation, economist Lawrence Summers, President Clinton's nominee to be Undersecre-

tary of the Treasury for International Affairs, and attorneys Stanley Langbein, Mi-
chael Mclntjrre, Louis Kauder, Dale Wickham, and Charles Kerester.^

Under a combined
reporting,

formula apportionment system, the legal entities

comprising a distinct ana integrated economic enterprise are first identified. For ex-

ample, if a group of commonly owned
corporations

is really engaged in two separate
businesses, say, steel manufacturing and a department store chain, and there are
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no significant economic ties between the two businesses, then the income of the two

separate businesses is apportioned separately.
Next, the combined income of the business is determined in a manner similar to

the calculation of federal consolidated income, with the key factor being the elimi-

nation of intercompany transactions. Returning to the example, assume that the

parent company of the department stores is a wholesaler. Further assume that it

purchases all inventory from unrelated suppliers. It then resells most of the inven-

tory to the related department stores incorporated separately in each state, and
some of it to unrelated department stores. In this case, the charges from the whole-
saler to the related retail stores would be eliminated. The business' combined in-

come would be calculated by taking the total of the department stores' retail sales

and the wholesaler's sales to independent department stores, and subtracting from
it the wholesaler's inventory purchases and all other expenses paid by both the
wholesaler and its related department stores to unrelated suppliers (e.g., rent, inter-

est, wages).
Finally, the combined income is apportioned to each state with legal jurisdiction

to tax a share of it in proportion to objective measures of the activities engaged ,in

by the business in each state. The most commonly-used measures are property, pay-
roll, and sales, and the apportionment is usually done on an equally weignted basis.

Thus, if 10 percent of the business' sales to outsiders occurred in State A and 10

percent of its payroll and property were located there, State A would be able to tax

10 percent of the business' combined income.

California, Montana, North Dakota, and Alaska continue to require multinational
businesses to do this combination and apportionment

on a global basis (although
they generally permit an election to include only corporations incorporated in or

with most of their business in the United States). The federal government could

adopt the same global apportionment system and thereby eliminate any need to ex-

amine or indeed worry about intercompany transfer prices.
As in all tax systems, there are complexities to work out and policy choices to be

,made. For example, an overall functional examination of a multinational corporate

group needs to be made to determine whether it is engaged in one or multiple lines

of business, and, if the latter, to determine which subsidiaries are involved in which
business. But this is a far simpler matter than engaging in a functional analysis
for transfer pricing purposes, which may require not only the determination, but
also precise measurement, of which of two parties to a particular transaction con-

tributed which assets, incurred which expenses, and bore which risks. The inevi-

table conclusion, however, is that the range of potential controversies between tax-

payers and tax authorities is exponentially larger under a transaction-based trans-

fer pricing enforcement system than it is under formula apportionment.
Many "red herrings" are pulled out of the barrel when a federal apportionment

option is discussed. Addressing the objections raised to formula apportionment is be-

yond the scope of this statement. To give one example, however, it should be clear

that is far simpler to translate into dollsu's the annual net income of an entire sub-

sidiary than it is to determine which of two parties in a cross-border transaction

is actually bearing foreign exchange risk and then to value this for pricing purposes.
From the standpoint of the resources required to enforce it effectively, formula ap-

portionment beats a system based on adjusting transfer prices hands down. A com-

parison of the amount of staff time required by the federal arm's-length method and
formula apportionment is shown on the chart accompanying this statement. The fed-

eral government spends at least three to seven times as many staff hours complet-

ing an international arm's-length audit that may cover only a small portion of a

company's related-party transactions as compared to the hours the states spend on
an international formula apportionment auait that covers all international issues.

This comparison actually understates the greater efficiency of the states' approach,
because a "best case" scenario for arm's-length reported in a joint 1992 Treasury/
IRS report

^^
is being compared to the "worst case" scenario of the states.

Does using three to seven times as much staff time as the states yield better re-

sults? Sadly, the answer is "no." The Internal Revenue Service has failed to sustain

its transfer pricing adjustment in every major case it has taken to court in the last

ten years. Losing badly in court, the IRS has turned to settling a large portion of

transfer pricing cases, and in 1991 it settled those cases for an average 23 cents

to 28 cents on the dollar.
^^ These are not intended as criticisms of the IRS, for it

has dedicated and talented staff working on these issues. The problem is that the

arm's-length pricing system largely impedes success. The fault lies with the policy,

not with the Service. But in comparison, the states have won the bulk of their inter-

national cases, and the U.S. Supreme Court has upheld the validity and fairness

of their formula apportionment method. ^^
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It should not be overlooked that states that are among the smallest in the nation,
such as North Dakota and Montana, have succeeded in administering the inter-

national apportionment system when the federal government has failed to make
arm's-length pricing work. Sadly, the Reagan Administration in the mid-1980's pres-
sured these and other states to limit their use of international apportionment.
So what is our current situation? We have an approach to international taxation

that loses the federal and state governments a conservatively estimated $15 billion

a year, that shifts that cost unfairly to ordinary taxpayers and small businesses and
costs the federal government three to seven times the staff resources as compared
to the more efficient and more effective state system of formula apportionment. It

is an approach under which the IRS has not been able to win a major court case

in recent times, and it must settle other cases for a minor fraction of the original
assessments. It is an approach that is doomed to fail because of the volume of trans-

actions that must be reviewed and corrected and, more fundamentally, because the

approach does not fit with the economic realities that lead to the formation of multi-

national corporations in the First place.

Why do we stick with a method that has failed so badly for nearly 30 years? The
reason given time and again by Treasury officials is that the "Devil makes us do

it." Who is the Devil in this case? International tax treaties. But is this a reasonable

answer? No treaty and no law should require anyone to do that which is impossible.
If they do, they should be changed. Further, the major treaties do not speak of ad-

justing prices to an arm's-length level. In fact, the treaties speak of adjusting profits
in a manner that achieves arm's-length results '^

Treasury could, if it so decided

and without revising the treaties, explore with other treaty partners developing for-

mula apportionment processes that adjust profits rather than prices. Thirty years
ago, the U.S. government led its trading partners down the arm's-length pricing

path. We now know that path has reached a dead end, and it is time for the U.S.

government, through Treasury, to lead its trading partners down a new path of di-

viding profits through formula apportionment.
Mr. Chairman and Members of the committee, we believe that in continuing to

seek cover from transfer pricing problems in Section 482, the federal government
is in fact parading naked m the international tax arena. It is time for this emperor
to get a suit of clothes. He will not find a good suit of clothes in London, Brussels,
Berlin or Tokyo, and he will certainly not find them in the Cayman Islands or Neth-
erlands Antilles. The emperor will find a good suit of clothes in Sacramento, Salem,

Helena, Boise and Bismarck. And when he finds this suit of clothes, he will discover

that they fit well, are a good value for the money, and will last a long, long time.

The Multistate Tax Commission urges the Committee to give serious consideration

to the formula apportionment alternative to Section 482. As you move to implement
President Clinton s transfer pricing penalty-related provision-and we support this as

a necessary emergency measure-we also urge you to hasten the transition from a
failed arm's-length pricing system to international formula apportionment.
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12. This statement could be affected, however, by the outcome of a pending case,

Barclays Bank PLC v. Pranchise Tax Board, 2 Cal.4th 708(1992). California has pre-

vailed through the California Supreme Court in this case, which involves a chal-

lenge to the constitutionality of the application of worldwide unitary combined re-

porting to a foreign parent corporation. Barclays Bank is seeking U.S. Supreme
Court review of tne case. In 1983, in the landmark case of Container Corp. v.

Calihrnia Franchise Tax Board, the U.S. Supreme Court upheld the constitutional-

ity of worldwide unitary combined reporting as applied to U.S. based multinationals.
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13. Article 9-1 of the U.S. Model Tax Treaty provides:

1. Where
(a) an enterprise of a Contracting State participates directly or indirectly in

the management, control or capital of an enterprise of the other Contracting

State; or

(b) the same persons participate directly or indirectly in the management,
control, or capital of an enterprise of a Contracting State and an enterprise of

the other Contracting State, and in either case conditions are made or imposed
between the two enterprises in their commercial or financial relations whicn dif-

fer fi'om those which would be made between independent enterprises, then any
proHts which, but for those conditions would have accrued to one of the enter-

prises, but by reason of those conditions have not so accrued, may be included

in the profits of that enterprise and taxed accordingly. [Emphasis added]
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Statement of the National Alternative Fuels Association

discussion

Oxygenated components utilized as blend stock material in the
manufacture of unleaded gasoline are specifically waivered by the
EPA under § 211(f) of the Clean Air Act. In order to be granted a
waiver, the oxygenated compound must show that it does not cause
the failure of certified vehicles to meet regulated emission
standards. Oxygenated compounds reduce CO and certain harmful
emissions. Some are better than others. For example, some methanol
blends can reduce NOx, toxic and other harmful emissions.

Existing § 211(f) waivered materials include ethanol, TBA, MTBE,
ETBE, and several methanol /co-solvent blends ("methanol blends"),
etc. Future oxygenated materials likely to receive EPA waivers
include esters and other higher molecular weight alcohols and/or
ethers, etc.

Methanol may be used in neat/stand alone type fuels (M 85).
However, neat methanol is not an allowable component in gasolines
for normal automobile usage, except as an intermediate in the
manufacture of MTBE. In other words, methanol alone can not be
included in gasoline without the concurrent use of a co-solvent.
NAFA is not concerned about the treatment of neat methanol for use
in stand alone fuels, which appear to be adequately exempted in the
Energy Tax proposal .

Rather, NAFA is concerned that the current language of the Energy
Tax proposal is discriminatory because it excludes very attractive
waivered oxygenates, namely methanol /co-solvent blends.

If the purpose of exempting oxygenates for use in gasoline, is to
encourage the reduction of air pollution, then all oxygenates that
can accomplish this end should be exempted from the BTU tax .

Methanol blends are normally added to gasoline in concentrations
ranging from 3% to 15% by volume, with the most typical
concentrations being from 7% to 12% of the finished gasoline. This
finished gasoline is used in convention vehicles without
modification, just like ethanol and MTBE are used.

Co-solvents, which are also oxygenated, represent from
approximately 30% to 75% of the methanol blend composition, with
the most typical methanol blend composition being 50% methanol and
50% co-solvent. Co-solvent concentrations will vary depending upon
seasonal temperatures and likely water exposure of the finished
fuel. The highest percentage concentrations of co-solvents will
occur in the winter months.

Co-solvents for methanol blends include C2 to C12 alcohols, C3 to
C12 ethers, esters and ketones, including mixtures thereof. The
preferred and most typical co-solvents are alcohols.

The alcohol co-solvents will have from two to twelve carbon atoms.
The preferred cosolvent alcohols are saturates having high water
tolerances and high boiling points. Representative alcohol
cosolvents include ethanol, isopropanol, n-propanol , tertiary
butanol, 2-butanol, isobutanol, n-butanol, pentanols, amyl alcohol,
cyclohexanol , 2-ethylhexanol , furfuryl alcohol, iso amyl alcohol,
methyl amyl alcohol, tetrahydrofurfuryl alcohol, hexanols,
cyclohexanols, furons, septanols, octanols, and the like.

Representative ketone co-solvents (not yet waivered by the EPA)
include lower alkenyl ketones such as, diethyl ketone, methyl ethyl
ketone, cyclohexanone, cyclopentanone, methyl isobutyl ketone,
ethyl butyl ketone, butyl isobutyl ketone, ethyl propyl ketone, and
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the like. Other ketones include acetone, diacetone alcohol,
diisobutyl ketone, isophorone, methyl amyl ketone, methyl isamyl
ketone, methyl propyl ketone, and the like. A representative
cyclic ketone would be ethyl phenyl ketone.

Representative ethers, which' can be used as cosolvents in fuel
compositions methyl alkyl t-butyl ethers such as methyl tert-butyl
ether, ethyl tertiary butyl ether, also preferred tertiary amyl
methyl ether, di alkyl ether, dimethyl ethers, diisopropyl ethers,
diethyl ethers, ethyl n-butyl ether, ethyl idenedimethyl ether,
butyl ether, and ethylene glycol dibutyl ether, and the like. The
representative straight ethers that can be used include dimethyl
ether, methyl ethyl ether, di ethyl ether, ethyl propyl ether,
methyl normal propyl ether, ethyl isopropyl ether, methyl isopropyl
ether, ethyl normal propal ether, propyl ether, propyl isopropyl
ether, isopropyl ether, ethyl butyl ether, ethyl Isobutyl ether,
ethyl secondary butyl ether, methyl normal butyl ether, methyl
isobutyl ether, methyl secondary butyl ether, methyl normal eunyl
ether, methyl secondary amyl ether, and methyl iso amyl ether.
Additional nonlimiting examples of di ethers suitable for the
composition include methylene di methyl ether, methylene di ethyl
ether, methylene di propyl ether, methylene di butyl ether,
methylene di isopropyl ether, etc. Cyclic ethers may also be used
including, 4, 4-dimethyl-l, 3-dioxane, and tetrahydrofurans, such
as, for example, 2-methyletrahydrofuran, 2-ethyltetrahydrofuran,
and 3-methyletrahydrofuran.

Co-solvents can be co-produced in the same process stream as
methanol and/or produced separately from natural gas, coal and/or
petroleum based feed stocks. Bio-mass cuid peat production is
possible. Methanol may be an intermediate chemical in the
production of the co-solvent.

Ideal feedstocks include coal (which can be cleanly converted),
natural gas, and petroleum.

Due to existing environmental burdens placed upon coal's usage and
a need for an environmentally sound alternate market, i.e.
automotive fuels, NAFA believes coal should be accorded a special
exemption beyond just the production of synthetic natural gasoline.

NAFA believes coals' specific exemption should extend to all
products, including oxygenates, intended for alternative fuel
usage. NAFA believes that a subsidy, like that accorded ethanol,
is warrcinted to encouraging coal's usage in the manufacture of
alternate fuels, particularly environmentally friendly oxygenates,
such as methanol, methanol blends, MTBE, TAME, etc.

The estimated 1996 market for methanol blends will approach 50
thousands barrels per day (barrels of oxygenates not finished
gasoline). This would represent a part of the entire oxygenated
component market, estimated at 600 thousand barrels. If methanol
blends do not satisfy part of total demand, such demand will be
satisfied by other exempted material, namely ethanol, MTBE, etc.

It should be noted that methanol blends do not enjoy tax subsidies
currently enjoyed by ethanol and those proposed for ETBE.

NAFA's proposes the above problem be remedied by modifying the BTU
tax exemption language so that all oxygenates used in gasoline,
which are granted a § 211(f) Waiver under the Clean Air Act, be
exempted from the BTU energy tax. This would be all inclusive and
flexible enough to consider future developments.
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Statement of the National Association of Wholesaler-Distributors

introduction

My name is George Sydnor. I am President and Chief Operating Officer of James
McGraw, Inc., of Richmond, Virginia, a distributor of industrial equipment and sup-
plies to manufacturers. Our company was established in 1866—over 125 years ago.
Our sales volume of $40 million places us in the top 50 industrial distributors na-

tionally, underscoring that ours is an industry preponderantly comprised of small
to medium-sized companies. Our approximately 2,800 customers rginge from inde-

pendently-owned machine shops to multinational and Fortune 500 corporations.
I am also Chairman of the Board of the National Association of Wholesaler-Dis-

tributors (NAW), and it is in that capacity that I submit this testimony.
I want to point out that NAW was a founding member of the Tax Reform Action

Coalition (TRAC), whose public testimony you have heard.
At the outset, I want to commend this Committee for the extraordinary effort it

undertook in 1986 to produce a truly historic piece of legislation, despite tremendous

political pressure from special interests. NAW salutes you again as we did in 1 for

creating a tax code which greatly reduced preferences, enabling rates to be lowered.

By 80 doing, you eliminated substantial bias in the code which favored one industry
over another and which distorted investment decisions.

THE NATIONAL ASSOCIATION OF WHOLESALER-DISTRIBUTORS AND THE WHOLESALE
DISTRIBUTION INDUSTRY

NAW is a federation of 110 national wholesale distribution trade associations (a

list is attached as APPENDK A). NAW represents approximately 40,000 companies
with 150,000 places of business. These firms range in size from those with less than

$1 million in annual sales to those with over $]3 billion. The typical firm has ap-

proximately $5-$10 million in sales and employs 30-50 individuals.

Wholesale trade is an enormous and economically potent industry with annual
sales in excess of 3. 1 trillion dollars. NAW represents the merchant wholesale dis-

tribution industry, the largest segment of wholesale trade.

THE PREVIOUS TAX CODE'S DISCRIMINATORY EFFECTS ON THE WHOLESALE
DISTRIBUTION INDUSTRY

Prior to enactment of the Tax Reform Act of 1986, the tax system was grossly un-

fair. The numerous deductions, exclusions and credits which complicated the tax

code created very wide disparities in the effective tax rates peiid by various indus-

tries, and even by companies within those sectors.

Some taxpayers were able to sharply reduce their tax obligations through tax

credits and deductions while a similar capability was denied to other taxpayers with

comparable taxable income simply because they were in a business where the activi-

ties needed to trigger the use of preferences were of secondary importance, at best,

to their direct business operations.
For instance, labor and inventory-intensive industries, like wholesale distribution,

made relatively nominal use of most of the previous code's capital cost recovery pro-

visions which enabled other industries with similar net taxable income to pay much
lower rates of tax on similar levels of operating income. The reason for this, in the

case of our industry, is that 80 percent of the typical wholesaler-distributor's assets

are in inventory and accounts receivable, not in capital assets.

The result was a tax subsidy for certain types of business activity and investment

at the expense of high effective rates paid by others. Indeed, studies conducted by
the Joint Committee on Taxation found that the wholesale distribution industry

paid either the highest or the second highest effective tax rate of the industries

studied—approximately 35 percent in 1983, for example.

NAW'S SUPPORT FOR TAX REFORM

NAW's decision to support the principles of tax reform in 1986 was not made in

a vacuum. In 1985, NAW commissioned a study by Arthur Andersen & Company,
which analyzed the actual tax returns of wholesaler-distributors against the Treas-

ury Department's November, 1984 and May, 1985 tax reform proposals. The study
came to two important conclusions: first, the proposed reduction in tax rates would
offset the loss of preferences in prior law; and that the proposal would reduce the

disparity in effective rates between wholesaler-distributors and other industries,

thus creating a more level playing field.
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This is not to imply that the exchange of tax preference for lower rates was an
easy one for many wholesaler-distributors to make. Indeed, the changes made by the
'86 Act in inventory cost capitalization were of significant specific cost to wholesaler-
distributors. However, it was NAW's and the wholesale distribution industry's
strongly held belief that a significant reduction in corporate and individual tax rates

outweighed these factors. Central to this conclusion was our belief that market
forces, rather than public policy, no matter how skillfiilly crafted, can best deter-
mine investment decisions.
Of identical import is that retained earnings are the principal and often sole

source of growth capital for small, entrepreneurial businesses. The increase in re-
tained earnings generated by the Tax Reform Act of 1986 for many wholesaler-dis-
tributors translated into more investment in jobs, inventory, warehouses, comput-
ers, delivery trucks and services.
NAW considers the Tax Reform Act of 1986 to be the most important piece of tax

legislation passed in the 47-year history of our organization. We strongly urge you
to preserve its principles as you move to meet the requirements of the Dudget reso-
lution.

THE president's PROPOSALS

As this Committee begins its work on the proposals which President Clinton has
made, we all recognize that toda/s environment is far different from that of 1986.
The President has successfiiUy focused the public's attention at long last on the vital
need for deficit reduction and is waging a superb campaign to keep that goal readily
in sight. We applaud him for his efforts, and our members are eager to work with
him to achieve meaningfiil reductions in our annual Federal deficits and our mas-
sive national debt.

As ever, however, the "devil is in the details." NAW has always believed that cuts
in Federal spending must be the core element of deficit reduction. We hold that
same belief today. Unfortunately, in our view, the package which is before the Con-
gress today relies far too heavily on tax increases and far too lightly on spending
reductions. For business, taxes will rise by some $170.1 billion under the President's

plan. Proposed business

CONCLUSION

The President has characterized his tax proposal as one of "shared sacrifice." To
abandon the principles contained in the Tax Reform Act would result in a sacrifice

by some to the benefit of others. NAW strongly urges this Committee to retain the
level ijlaying field which was the linchpin of the Tax Reform Act and reject the
President's proposal to raise the top tax rates and reinstate preferences into the
code.

Attachments.
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National Wholesale]>Distributor Organizations
AfBliated with the National Association ofWholesaler-Distributors

Au'-<andiUonin| A Refn|erstMn Wholcsalcn Aitoci«uon

AmencAn Machine Tool Disuibuton Astoaiuon

Amencan Su^^ly Asiookoon

AmencAn Trmlfic Stfccy Services AitociMon. Inc.

Amencan Veunnu-y Diunbuton Aiiocuuon

American Wholeuie Mirketen Aiiocunon

AppLiince Pirti Outnbuton Aisoaauon. Inc.

Aifocuied Equipmoii Dinnbuton
AtBociauon for Siippben of PnnUD| A. Pubbihing Tedtnolot>e*

AsiociAOon of SieeJ Diiinbutorr

Autofnouvc Service Induiiry Aiiocuucn

Aviauoo Distnbuion A. Muiuftaufvn At»oa«uon

Beanni SpeatLiu Atsociaoan

Beaury A Barber Supply Iniuiuie. Inc.

Bicycle Whoteule Diunbuton Aiiociauon. Inc.

Bucuu A Cracker Chstnbuion Aiiociauon

Ccnmic Tile Oinnbuton Atsociauon

Copper A Brait Servicenter Aisoctaiton

Council for Penodical Diitnbuion Aiiocuoon

ElecincalElecinMuci Maienal Diiinbuton Aiioaaucn

Eaguie Service Aiiociauon. Inc.

Farm Equipmem Wholcialen Aiiociaaan

Ruid Power Diiinbuion Aisoaauon. Inc.

Food Indutuiei Suppben Aiiociauon

Food .Marketing InsQiute

Foodicrvicc Equipment Diiinbuion Aiiociauon

General Merchandise Dinnbuiora Council

Health Induitry Diitnbuion Auoaauon

Hobby indusinei of Amcnca

Independent Medical Dinnbuion Anoaaoon

Independent Sealmg Oinnbuton

Independeni X-Ray Oealen Aiiociaaon

Induiinal Dmnbuuon Auoaauon
Inicmauonal Auoaauon of Plaiuci Dutnbuion

Inicmauonal Hardware Diitnbuton Aisoaauon

Inumauonal Saniury Supply Auoaauon
Inicmauonal Truck Pani Aiiociauon

Inicmauonal Whoieiale Funuiure Auoaauon

Imgauon Aiiociauon

Jewelry Industry Diitnbuion Aiiociauon

Machinery Dealen Nauonal Auoaauon
MatenaJ Handlmi Eqiupmcru Disinbuion Auoaauon

Motorcycle Industry Council

MuiK Diiinbuion Auoaauon

Nauonal-Amencan WHoleulc Grooen Auoaaixm
Nauonal Appliance Paru Suppben AiioaaiMn

National Auoaauon of Aluminum Dinnbuton

Nauonal Auoaauon of Qicmical Dinnbuton

Nauonal Aiiociauon of Container Diitntwton

Nauonal Auoaauon of Electncal Dinnbuton

Nauonal Aiiocuaon of Ftre Equipment Diivtbuton. Inc.

Nauonal Auoaauon of Floor Covenng Dinnbuion

Nauonal Auoaauon of Flour Dinnbuton. Inc

Nauonal Auoaauon of Hoie and Acceuones Outnbuton

Nauonal Auoaauon of Meal Purvcyon
Nauonal Auoaauon of Recordini Merchandiicn

Nauocial Aiioaatxjn of Scnnce Merchandiimi
Nauonal Aiaoaauon of Si^n Supply Dinnbuton
Nauonal Auociauoa of Sponing Goodi W>)olesalen

National Auoaauon of Wholeiale Independent Diunbuton
Nauonal Beer WHoleialen Auoaauon
Naoonal Buiiding Material Diitnbuion Auoaauon
Nauonal Buimeu Formi Auoaauon
Nauonal Ciammcrcul Refngcnoan Sales Auoaauon
NauonaJ EJecxroruc Dutnbuton Aiiociauon

Nauonal Fastener Diitnbuion Aiiociauon

Nauonal Food Diunbuton Aisoaauon
Nauonal Froxcn Food Assoaauon
Nauonal Groccn Aiiociauon

Nauonal Independent Poultry and Food Dinnbuton Aisoaauon

Nauonal Indunrul Glove Duinbuion Auoaauon
Nauonal IniulatKin and Abaiement Coni/acion Aiiociaaon

Nauonal Lawn A Ganlat Dinnbuion Auoaauon
Nauonal Locksmith Suppben Auociaoon

Nauonal Mannc Dinnbuum Assoaauon

Nauonal Paoit Dinnbuton. Inc.

National Paper Trade Auoaauon. Inc.

Nauonal Sash A Door iofabcn Auoaauon
Nauonal School Supply A E<fuiprocni Association

Nauonal Sobd Wuus Managoncnt Assoaauon

National Spa and Poo) bisutuu

Nauonal Tnick Equipmeni Auoaauon
Nauonal Welding Supply Auoaauon
Nauonal W>teel A Run Aiioci auon

Nauonal Wholcsak Dniggins Auoaauon
Nonhamencan Heating A Airconduionmg Wholesalen Assoaauon

North Amencan Honicuhural Supply Assoaauon

Nonh Amcrwaa Wholesale Lumber Aisoaauon. Inc.

Opocal Laboraionci Assoaauon
Ouuloor Power Equipmcn Oinnbuton Aisoaauon

Pet Industry Dinnbuton Assoaauon

Petroleum Equpmem bmiiuu
Peirotcum Marketen Assoaauon at America

Power Transmitsias Disuibuton Assoaauon, Inc.

Safety Equipmem Distnbuton Asiociauon. Inc.

Shoe Service innuuie of Amcnca

Spcaalty Tooli A Fanenen Diunbuton Assonauon

Steel ServKe Center Insutuic

Suspension Speciabiu Atsociauon

Tcxulc Cai« Allied Trades Assoaauon

Uniiad Producu Fomiulaton A Diftnbmon Assoaauon

WeUcovcnngs Aisoaauon
Warehouse Distnbuion Auoaauon

for Lasure and Mobile Producu. Inc

Water and Sewer Duinbuton of Amcnca

Wsier Syitani Council

Wholesale Flonni A Flonii Supplien of Amcnca

Wholesale Suuonen Auoaauon. Inc.

Wine A Spinu Wboksakn of Amenea Inc

Woodwofking .Machinery Diunbuton Auoaauon

Woodwoiking .Machinery Imporun Auoaauon

National Association ofWholesalei>Distributors

1725 K Street, NW, Washington, D.C. 20006 • 202/872-0885
4/27/93

no Member Nftuonal Assoctauons
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CLENDENIN BROTHERS, INCORPORATED
Manufacturers Established in 1885

APPENDIX B

cwL^tTw-i^ y^A^ February 26, 1993

The Honorable Benjamin L. Cardin n.^^ )
U. S. House of Representatives ^"**^^\X
227 Cannon Office Building ( C*.XN^^
Washington, DC 20515 y-^ •-">•.; j

Dear Congressman Cardin:

Thank you for the positive^response you gave when I called
your attention to the inequitable tax load being placed on small
businesses in the current tax proposal. As I told you, I was not
calling on you attempting to say, "Please do not raise my
taxes.', because that issue was clearly settled in the
Presidential election. What I did point out was that, including
the Bush tax increases, small business taxes (more specifically,
S-Corporations ) will have been increased from 28% to 40.7% if the
President's proposals are enacted as they have been proposed.
This is a 45.4% increase.

First, let me reiterate how I reach 40.7%, since that
differs somewhat from published reports. The Bush increases
raised the top rate to 31%, plus it reduced standard deductions
by 3%, which is essentially a 1% additional tax (32%). The
Clinton Proposal would increase the top rate to 36%, plus the 1%
tax added by standard deduction limitations (37%). Add a 10%
surtax and you get 40.7%.

The effects of a 45.4% increase in our taxes will have
serious effects on the S-Corporations my brother and I control
and on the economy as a whole. Since I told you I was not merely
asking you to not increase my teoces, I will focus on my analysis
of its' negative effects on the economy as a whole first.

Virtually all of the job growth in the economy in the past
ten years has come from small businesses. When the Bradley-
Gephardt Tax Reform bill was passed by Congress and signed by
President Reagan, it provided two resources to small businesses.
The first was time. With all of the loopholes, special interest
breaks and tax traps eliminated, we could take the 30-50% of our
time that had previously been spent on tax reduction and devote
that to growing our businesses . The second is obvious and that
was cash. By reducing the marginal tax rates and allowing us to
use S-CorporatioQ taxes, we responded by investing in and growing
our businesses and, correspondingly, increasing our employment.
If you pass the 45.4% increase in taxes on S-Corporation ovmers,
you take back a lot of the cash. As our cash is reduced, our
ability to invest and grow is reduced, and the rate of job
creation will also be reduded'. If the tax law passes as is, and
many of us are forced back into C-Corporation status, you take
back the time as well, since the biggest tax trap is doing
something that the Internal Revenue Service could call a
dividend. I sincerely believe that this tax proposal will have a
large negative effect on the small business sector and its '

investment and employment growth.
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Clendenin Brothers, Incorporated is in your district. My
brother Jim and I both live in your district and I would guess
that most of our employees live in the district as veil. Our

great-grand uncles started in business in 1865 as copper
merchants when Baltimore had many copper refineries. The
refineries have disappeared and we have switched our emphasis to
aluminum. Three generations before us have deferred consumption,
saving and investing in the future, and we are doing the same
thing. To us, long-term does not mean six months, it means two
more generations. Clendenin invested more in new plant and
equipment in the 1980 's than in its' entire previous history. We
are doing our job. The number of employees in companies
controlled by my brother and myself has increased from less than
150 to more than 450. Out of curiosity, I looked up our 1982 tax
returns. For 1992, we will pay substantially more to the United
State Government than we paid in 1982, in spite of the reduction
in marginal rates. We will also pay more to the City of
Baltimore and to the State of Maryland.

Clendenin Brothers has just completed the purchase of a new
building in the City. This building will give us access to more
than twice the space we now occupy. The new tax proposal has

already had an impact on our expansion plans and will continue to
do so if it is passed as is. We had initially planned to replace
the entire roof and install a new heating system. These
expenditures would have cost about $500,000 and would have been
placed with contractors in the area. We are now debating
whether we can just maintain the roof for a while and live with
the minimal new heat plant, lowering the cost to about $50,000.
We are rapidly losing our enthusiasm for vigorous expansion and
investment and turning to caution, conservative investment and
cost control. I do not think we are the only ones.

I think you agree that the proposed increase in taxes on S-

Corporation owners is inequitable. I am grateful for your
commitment to take the lead in trying to find a way to correct
this inequity without damaging the Plan that the President has

proposed and the majority of Americans appear to support. Z also
do not believe that the President or his advisors were aware of
the extreme penalty placed on small businesses by his plan and
that, if they were made aware, they would also support some form
of relief. I sincerely believe that the macro-economic effects
of that aspect of the tax plan will be damaging to the economy
and employment growth. I will be available to give you all of
the support that you or David may request. Again, thank you very
much for taking the time to meet with me and for your positive
response.

Sincerely yours /

John C. Corckran, Jr.

JCC:mja

cc: David Koshgarian
Dirk Van Dongen,
President, National Association of Wholesaler-Distributors
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Statement of the National Basketball Association

This statement contains the comments of the National
Basketball Association ("NBA" or "League") on President Clinton's
Tax Program for 1993, with respect to the proposal to reduce the
deductible portion of the cost of sporting events tickets from
80% to 50%.

The enactment of this provision of the Program would
unjustifiably discriminate against sports ticket purchases
relative to other legitimate business expenditures. Based on
existing tax law, as long as the expense of a sports ticket is
incurred for a legitimate business purpose, the expense should be
deductible; the government should not mandate preferential
treatment for some expenses over others.

The enactment of such legislation would also
substantially impair the operation of existing sports teams,
would have adverse effects upon the general economy (specifically
the economies of major cities) and would deprive many people of
the ability to attend professional sporting events.

In addition, this provision of the Program is

unnecessary to protect tax revenues because any alleged abuse in
this area is controllable under the existing law and auditing
procedures carried out by the Internal Revenue Service. Further,
based on a survey of the NBA teams, if the proposal is adopted,
businesses are likely to reduce their entertainment expenditures;
therefore, any federal tax revenue gained by reducing the
deduction would be offset by a corresponding tax revenue loss at
both the federal and local level resulting from a decrease in the
income of the teams, concessionaires, restaurants and others. In
fact, because of the multiplier principle, discussed below, the
revenue loss attributable to the proposed reduced deduction could
far surpass any direct revenue gain, thereby resulting in a

significant negative impact upon the economies of our cities.

Specifically, the following comments are material with
respect to this proposal:

TICKETS TO SPORTS EVENTS SERVE A REAL
BUSINESS NEED AND SHOULD BE TREATED SIMILARLY
TO ANY OTHER LEGITIMATE BUSINESS EXPENDITURE

The proposed legislation is patently unfair in its
discriminatory treatment of business sports entertainment
expenses as compared to other legitimate business expenditures.
Existing tax law allows a business deduction for an expense that
is ordinary and necessary and is directly connected with or
pertains to the taxpayer's trade or business. As long as a

sports ticket expense is incurred for a legitimate business
purpose, the factual determination of which is similar to dozens
of other determinations encountered by the IRS, the taxpayer
should be permitted to deduct that expense to the extent allowed
under current law.

Businesses purchase tickets to sports events for a

variety of legitimate business purposes that are comparable to
the purposes served by other fully deductible expenditures
relating to sales, business promotion, marketing and advertising.
By providing an informal setting in which a business person is
able to maintain close contact for a number of hours with a
customer, client or supplier, a sports event affords a unique
situation in which a business person can cultivate a prospective
or ongoing business relationship. Similarly, a sports event
provides an excellent place to meet after a substantial business
discussion or to prepare for the negotiation of a business
transaction.
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In addition, tickets to professional basketball games
are often used as a promotional device by companies that offer
free tickets with the purchase of items by their customers. For

many small businesses, the use of sports event tickets provides a

cost-effective means of marketing and competing with those
businesses able to devote greater resources to marketing and
advertising purposes. Companies also frequently give away
tickets to sporting events as incentives for more efficient work
and for the promotion of better employer-employee relations.

The conduct of the business community reflects its
belief that the use of tickets to sports events serves important
business purposes. In fact, as discussed below, more than 60% of
tickets sold for NBA games are purchased by businesses. The
proposed legislation offers no principled basis — and none
exists — for distinguishing between a business 's deductions for
such expenditures and its deductions for any other legitimate
business expenses, including, for example, advertising, marketing
or promotional expenditures. The use of sports entertainment
tickets should therefore be afforded tax treatment equivalent to
that of any other legitimate business expenditure.

THE PROPOSED LEGISLATION WILL ADVERSELY
AFFECT TEE ECONOMIC VIABILITY OF THE NBA
TEAMS AND RELATED BDSINE88E8

NBA teams rely heavily on game attendance for their
revenues. In the NBA's 1991-1992 season, revenues from receipts
at the gate totalled approximately $403 million and constituted
46% of the NBA's total revenues. About 62% of this total ($250
million) comes from tickets purchased by businesses, both large
and small. The percentage of season tickets sold to businesses
is even higher. Season ticket sales are essential to the

operation of a sports team because they represent known amounts
of income that enable the team to budget its expenses (including
salaries) for the next season. It is unlikely that businesses'
season ticket purchases could ever be replaced by individuals'
season ticket purchases because of the substantial outlay
required for each season ticket.

Based on information supplied by the NBA teams, if the
deductible portion of the cost of sporting events tickets is

reduced, the loss to the teams on ticket sales to businesses

(after taking into account those lost sales that would be
recovered by sales to others) could reach $40 million. Such a

reduction in the teams' revenues would jeopardize the teams'

ability to sign contracts with qualified players and pay their

high, competitive salaries, and may threaten the financial

viability of some teams.

Moreover, each team provides an operational base for a

host of related enterprises, such as refreshment and souvenir

concessions. A decrease in game attendance resulting from the

proposal will have the direct effect of decreasing sales in these

ancillary businesses, which, like the teams themselves, can

little afford such a drain on their income.

Any attempt by the teams to recoup lost ticket sales by

raising their ticket prices may well have the unwanted

effect of foreclosing attendance to a substantial number of

basketball fans who would be financially unable to bear the

increased prices. In any event, the law of diminishing
returns would limit the amount by which teams could raise

ticket prices, thereby limiting the revenues that teams

could recover by increasing their ticket prices.
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THE PROPOSED LEGISLATION WILL ADVERSELY
AFFECT THE COMMUNITY AT LARGE, ESPECIALLY
THE MtTNICIPALITIES AND SPORTS FANS

To fully appreciate the consequences of the proposed
legislation, it is necessary to view its impact beyond the narrow
scope of the sports industry and to examine its potential effect
on the community at large. In addition to promoting ancillary
enterprises within the industry, the member teams of the NBA are
an integral part of the economy of the municipalities in which
they play and enjoy significant business relationships with, or
otherwise affect, a variety of industries, including municipal
and private parking, public transpoirtation, taxi services, food
establishments, hotels, etc. The effect of the proposed
legislation on these other industries and on the industries which
they in turn service would be svibstantial . In economic terms
this is known as the "multiplier principle" and stands for the
proposition that if the subject enterprise and the people
involved therein are injured, other enterprises who derive income
from the subject enterprise will also be hurt, and all
enterprises that service these secondary enterprises will be
hurt, and so forth.

As applied to the NBA, the President's proposal would
trigger the multiplier principle, resulting in overall losses to
the sports industry and to the national economy of many millions
of dollars. Concern over the adverse impact of the proposed
provision has been echoed by government officials of every major
metropolitan area throughout the country. If the proposal became
law, municipalities are likely to suffer as a result of a general
reduction in the economy caused by a decreased demand for
services and subsequent job loss. In addition, these local
governments would be injured directly by a loss of revenues
generated through sales and excise taxes now collected on the
items of expenditures, such as ticket sales, concessions and
parking, which would be reduced.

Moreover, about half of the NBA teams are tenants in
municipally owned or financed arenas. Because many arena rentals
are based on a percentage of revenues, a reduction in ticket
sales would mean a direct loss of revenue to local governments
from the operation of such arenas. Concession and parking
revenues retained by municipal authorities, also a direct
function of game attendance, would similarly be diminished.

The alleged benefactors of the proposed legislation,
the non-business spectators whose tickets are not tax-deductible,
will suffer along with the teams, the providers of services and
the municipalities. As noted earlier, in order to compensate for
the reduction in ticket sales to businesses, NBA teams may be
forced to raise ticket prices, thereby limiting the number of
spectators able to attend a sporting event. If the number of
spectators declines, then the amount they spend on related
activities will also be reduced. Under the multiplier principle
analysis, all the dependent industries and their employees in
turn will be injured as a consequence. In addition, the ultimate
burden of the proposed legislation may have to be shifted to
taxpayers through an increase in local taxes to compensate for
the loss of rent and taxes payable by the city's professional
sports teams. The business purchaser of sports tickets would
thus be denied a deduction for a substantial portion of a

legitimate business expense, but ironically the cost would be
borne by the ordinary taxpayer who may no longer be able to
attend the sporting event at all.
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CONCLUSION

In summary, the proposed provision is an unwarranted
and ineffective means of attempting to generate additional tax
revenue. The proposed reduction in the business deduction for
the purchase of sports tickets unjustifiably distinguishes the
purchase of sports event tickets from other legitimate business
expenses. The enactment of such legislation would impose undue
burdens on sports teams and on the general economy by reducing
the economic viability of professional sports teams, injuring
local governments and a myriad of ancillary enterprises, and
greatly reducing the number of professional sports patrons. The
NBA urges rejection of the proposed provision in order to avoid
these adverse consequences.

If any material is submitted to the Committee in
connection with the proposed Program which may require further
comment from the NBA, the NBA would appreciate the opportunity to
make such comment.

STATEMEhfT OF THE NATIONAL ClUB ASSOCIATION

INTRODUCTION

The National Club Association submits these comments on the Administration's

proposed changes to the tax deductibility of club dues, business meals, and enter-

taining.
The National Club Association (NCA) is the trade association representing the

legal, legislative and business interests of private social, recreational and athletic

clubs. Over 1,000 such clubs throughout the country, with sm estimated one million

members, belong to NCA. Member organizations include country, golf, city, yacht,
tennis and athletic clubs. The scope of these club operations range from small clubs
with limited membership and facilities to larger, full-scale operations with dining
and extensive recreational facilities. Some of these facilities are operated on a sea-

sonal basis while many £ire open year round.
The private club community has nearly 7,000 clubs which employ over 450,000

full-time and 220,000 part-time personnel. Nearly all clubs have food and beverage
service. Our most recent survey shows food and beverage revenues to be over $13.6
billion annually. For example, nearly 50 percent of city club revenue comes from
food and beverage purchases.

THE PROPOSALS WILL HAMPER THE ECONOMIC STIMULUS PACKAGE

The economic plan of the Administration, touted as a stimulus package, is relying
on both spending and tax incentives to build the economy and create jobs. If, how-

ever, the deduction for club dues is repealed and business-meals and entertaining
deductibility is reduced to 50 percent, the financial impact on club employees, mid-
level executives, club members, and the economy will be just the opposite.

Many small businesses invest in business-development entertaining as a more ef-

fective means of generating business than other options, such as high-cost advertis-

ing which few employers can afford. Expense and dues deductions merely reflect the

investment businesses make to conduct business and thereby generate taxable net
income.

Changes to the tax deductibility of club dues, business meals, and entertaining
will be a blow to the club community, still feeling the effects of a slow economy. For

example, in a letter to Congress last vear, a manager from a Midwest country club,

wrote, "Due to the economy, or maybe I should say recession, our membership is

off about three percent over the previous year. A high percentage of our existing
members are small business, middle-income, working executives. Increasing the net

cost of club membership [by denying deductibility of dues] will prompt many em-

ployers to discontinue such support of their employees. Now comes the serious part,

jobs, for women and minorities. As you know, our industry employs a high percent-

age of these groups. I would project [that denying the deductibility of dues] would
result in a 20-percent layoff of employees and a 15-percent loss of club revenue."
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In addition, these changes would deny important business opportunities to many
small businesses and small business executives who rely on them for critical mar-

keting activities. Business development is good for America and should be encour-

aged. The government should not engage in determining how and to what extent
a taxpayer generates business. To repeal, in particular, club dues and business-en-

tertaining expenses, and treat them differently from other business expenses is in-

herently inequitable.
The club and hospitality industries and their many employees have been unfairly

t£u-geted. We believe in a strong economy and in investing for the future. The club

community is a peirt of that future. The sales and services stimulated from the busi-

ness use of clubs should remain legitimately deductible activities and are a critical

element in a free enterprise economy.

IMPACT ON EMPLOYMENT AND REVENUE

Dues provide the dollars needed to cover fixed overhead in a club. Since variable

costs in a club are relatively small, the only practical way to reduce costs and match
reduced revenues is through payroll reductions. Very few clubs have the economic

capacity to withstand revenue reductions. A recent sampling of clubs showed that

over 64 percent of the club industry would foresee a potential decrease in their

membership base if the deductibility of club dues were repealed. In addition, clubs

would suffer a combined revenue loss of over $1 billion if club dues were repealed.
The resulting effect is job loss, reduced business for suppliers and other lost oppor-
tunities.

City clubs, which are typically located in downtown business centers, will be par-

ticularly hard hit. Nine out of ten clubs indicate that changes to deductibility will

result in loss of revenues. Many may not survive the blow. In addition to putting
club employees out of work, the closing of these institutions would further reduce
the economic strength so important to business centers in major urban areas.

The club community employs well over 600,000 full-time, part-time and seasonal

employees. The projected loss of jobs is estimated to be between 68,000 to 78,000
for full-time positions. The loss in payroll taxes would be approximately $140 mil-

lion a year. This does not consider the tens of thousands of part-time positions and
related payroll taxes lost.

Many oi these jobs are entry-level and held by minorities and women. Since the

vast majority of these jobs have few transferable skills, those individuals losing jobs
are likely to face some period of unemployment, probably prolonged. Many of these

fine employees have been with their club employer for many years. Last spring, we
receivea a number of handwritten letters (some in Spanish) from club employees
concerned about losing their jobs. One such letter said, "I am an employee of a club.

My title is a maid in the housekeeping department. This job is my only income. If

the staff members are reduced, it may cause me my job. So please my Rep. Dan
Rostenkowski I am opposed to the proposals that would end the deductibility of club

dues." Another letter said, "... I earn $6.63 per hour, self supported [sic]. No other

income. I am opposed to the proposals that would end the deductibility of club duse

[sic]. I am sadden [sic] to hear at this possibility this could end my job."
These job-loss projections do not include the tertiary impact on supphers, special-

ized equipment manufacturers and vendors that serve the club industry. The data
also does not include the revenue and job losses that would result from a decline

in corporate sponsorship of golf tournaments, which proceeds go to cheirity.

IMPACT ON SMALL-BUSINESS MARKETING EFFORTS

Changes to tax deductibility of dues and business meals would imfairly discrimi-

nate against the business women and men who are often the key source of member-
ship in a club, especially city clubs. If legitimate dues deductions are disallowed, not

only will many existing members resign, but many potential members may be dis-

couraged from joining. These proposals would also hurt small businesses which de-

pend on business entertaining for their marketing and advertising activities. The

young entrepreneur or salesperson who cannot afford expensive media advertising,
the young lawyer trying to build a practice, the new stockbroker working to develop
customers, the accountant who needs to meet clients in a relaxed setting to develop
the essential

relationship
of trust—these are examples of the business people who

need and use clubs ana utilize these marketing approaches the most. They rep-
resent the middle-income taxpayers who, if denied such deductions, would be com-

pelled to continue using these marketing tools and bear the cost themselves. More
affluent taxpayers and Targe corporations will be able to turn to alternative market-

ing means like the print media and television advertising, which are still deductible.
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Clearly, the rational business person is going to convert nondeductible dollars to
some deductible use in order to draw business to the company or firm. As a result,
the direct revenue benefit to the Treasury will be little. Many clubs will cut back
and some will shut their doors resulting in thousands of club-industry employees
working reduced hours or losing their jobs.

THE administration's PROPOSALS DO NOT PROMOTE TAX FAIRNESS

The Administration's proposals speak of tax fairness. In short, what has happened
is that the club and hospitality industries are being used to illustrate that business
cannot get away with special privileges that may have some type of perceived per-
sonal value and pleasure.

If, indeed, fairness is a central criterion in these tax proposals, then it is unfair
to preserve the deductibility of other ways of conducting business. Expenditures for
television and radio commercials, newspaper and magazines, or direct-mail advertis-

ing remain deductible. Likewise, so are offices in the newest and highest-rent build-

ings along with top-of-the line furniture and decor. In addition, a business can de-
duct expensive television "image" advertising, which makes no attempt to sell a
product or service, while face-to-face business entertaining expenditures are not

fully deductible. We have no quarrels with how other companies invest their money.
We are simply hoping for an equitable balance.
The club industry is willing to pay its fair share, but there is no basis for treating

these expenditures differently. The fairness standard of the proposals will not be fol-

lowed if the government selects only one perceived area of "abuse" over others for
disallowance. The government already has established "reasonable" expenditure lev-

els in all Jireas of business. There is no rationale that can explain why club dues/
business-meals expenditures are less valued than desks, carpets, or office rent.
One can argue that, at least in the case of dues/business meals, there is some pos-

sibility that a sale will be made or a business relationship enhanced that may help
stimulate the economy. Conversely, does investing in a $5,000 inlaid mahogany desk
rather than a $500 one truly enhance the businessperson's unique opportunities to

increase his sales or business? Likewise, many companies offer employees exercise
or workout rooms the value of which some may question in terms of generating
business.
The thrust of the President's proposals appears to suggest that all income belongs

to the government unless it is specifically remanded to the company or individual
that earned it. Unfortunately this prompts critics of clubs and business lunches to

argue that government is "paying for" part of the lunch, i.e., a government subsidy.
This argument is flawed. If the money spent on club dues and business meals is

intended to maximize net income, then no subsidy is involved. From an economic

standpoint, it makes no more sense to disallow these investments than it does for

capitm equipment, salaries, or advertising—all of which are used to generate profits.
It is not the business of government to determine or influence how a company
should invest or market goods or services. In effect, this says that the government
knows better than an owner how his or her business should meet its objectives.

Surely our society does not want to have government set arbitrary deductibility
standards for business decisions.

One wonders whether we are observing economic policy crafted at the conceptual
level (such as the mission to create jobs) versus actual concerns about business de-

velopment practices and maintenance of private sector iobs for low and middle in-

come workers and suppliers who earn their living in the hospitality industry.

Taxpayers are required to substantiate the business purpose of such expenses. As
a result, we believe the detailed business deduction substantiation requirements

provide ample authority for the IRS to identify and prevent any misrepresentation
by taxpayers. Deductions are not allowed for that portion which is personal. Current
documentation and substantiation requirements are very clear. Taxpayers claiming
deductions for club dues and business meals must show a business purpose, ana
must keep clear and verifiable records. For deduction of club dues a taxpayer must
show that the club was used primarily (more than 50 percent) for the furtherance
of the taxpayer's trade or business and that the expenditure was directly related to

the active conduct of such trade or business.

The taxpayer must also provide detailed records as to the number and duration
of occasions on which the club was used during the taxable year for business, and
the number of occasions on which the club was used during the year for nonbusiness
activities.

For many taxpayers, the club is an extension of the office, and the business meal
is simply another opportunity to meet and conduct business. For these individuals

this is pursuing business. Business persons take clients and customers to clubs as
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well as to restaurants and to hotel meeting rooms. They meet over breakfast, lunch,
or dinner because they believe such a meeting is a wise investment of their time
and money. Whatever personal pleasure is derived from these activities is purely
incidental. People engage in business entertaining to achieve an objective, not to

dine for pleasure.
Arguably, there are many deductible business expenses that do contain a degree

of personal pleasure, such as the quality of one's office furniture, the view from the

penthouse office, the design of the employee's lounge or cafeteria, and the company
exercise facility. And, what about the personal pleasure of a first-class plane ticket
on business trips? The list is endless.

CONCLUSION

In conclusion, NCA supports the objective to have a strong economy. We are op-
posed, however, to any changes in the treatment of club dues, business meals, and
entertaining expenses. If enacted, these changes will not stimulate a revitalization
of our economy. The impact in human terms will be substantial and personal, par-
ticularly for

entry-level
service and club employees who have little expectation of

being re-employed quickly.
Several years ago the Congress passed a luxury tax on airplanes, boats, jewels,

furs and cars.
Unfortunately, this tax change nearly ruined several industries, put

many employees out of work, and added to our unemplo3Tnent rolls. The lesson to

be learned is that taxpayers will often change their habits when confronted with a

change in tax treatment. I sincerely hope tne Congress does not repeat this past
mistake.

Statement of the National Grain and Feed Assocl\tion

Chairman Moynihan and members of the committee: First, the National Grain
and Feed Association thanks the committee for this opportunity to submit testimony
on an issue of vital importance to the agricultural sector of the economy.
The National Grain and Feed Association (NGFA) is the national nonprofit trade

association of 1,200 grain, feed and processing firms comprising 5,000 facilities that

store, handle, merchandise, mill, process and export more than two-thirds of all U.S.

grains and oilseeds utilized in domestic and export markets. The NGFA also con-
sists of forty affiliated state and regional grain and feed associations whose mem-
bers include more than 10,000 grain and feed companies nationwide.
The NGFA urges the committee to carefully consider the damaging effects of fed-

eral trade taxes on both the domestic economy and the competitiveness of U.S. ex-

Eorts.

The NGFA is particularly concerned about several provisions contained in the

udget proposal—^A Vision of Change for America—now being considered by Con-

fress.

One
proposal

would increase, by over one ($1) dollew per gallon^, the tax on
iesel fuel used by commercial towing companies on the inland waterways. Another

proposal
would significantly increase the fees charged on inspections of export grain

by the Federal Grain Inspection Service.
The recently released General Accounting Study—AfA/2/T/M£ INDUSTRY: Fed-

eral Assessments Levied on Commercial Vessels—shows that waterbome commerce
already bears a heavy burden of taxes and so-called user fees. Assessments levied

by 12 federal agencies on waterbome trade totaled $1.9 billion in fiscal year 1991
alone. Exports of U.S. grains are directly impacted bv a host of taxes, user fees and
assessments including the harbor maintenance tax, the vessel tonnage tax, commod-
ity inspection fees and the inland waterways fuel tax.

The impact of maritime taxes and user fees are significant. A typical 50,000 met-
ric ton shipment of com from New Orleans to Japan via the Panama Canal incurs

^The administration's FY94 Budget released on April 8, 1993 appears to have actually raised
the stakes by proposing a "blank check" for the Corps of Engineers. The budget document pro-
vides that: "Proposed legislation would also authorize the use of the Inland Waterways Trust
Fund to cover up to 100 percent of the Corps of Engineers Operation and Maintenance (O&M)
costs on taxed segments of the Inland Waterways (IWW) System within four years. Under this

legislation, fuel taxes would be increased each year, starting in Fiscal Year 1994 to reach the
amount necessary in the fourth year to fund 100 percent of O&M costs on the taxed segments
of the IWW. Receipts would be available for O&M subject to appropriations." Budget of the Unit-
ed States Government for Fiscal Year 1994, Appendix 517 (April 8, 1993). Thus, the fuel tax
could increase by much more than $1 per gallon if Corps of Engineers' expenses increase or if

initial revenue projections are inaccurate. The Corps of Engineers, at the March 30, 1993 meet-

ing of the Inland Waterways Users Board, said that up to 38.3% of grain now being moved by
barge could be diverted to other modes because of increased barge rates. That means the barge
fuel tax would need to increase more in later years to make up for diverted freight.
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$120,423 in taxes and fees using the data from the GAO study. The proposed one
($1) increase in the inland waterways fuel tax would add another $273,600 in costs
to such a shipment, bringing the total maritime taxes and users fees associated with
a typical export shipment of com to a staggering $394,023 or $7.88 per metric ton.
Set forth below are the taxes, user fees and assessments incurred on a t3rpic£d^
50,000 metric ton

export shipment of number 3
yellow com shipped from Peoria. Il-

linois by barge
^ to the port of New Orleans, and then by ocean vessel to Japan via

the Panama Canal:

1. Certificate Fee for Vessel Tonnage Tax (p.56) $4.50

2. Clearance of Vessel (p.56) 18.00

3. APHIS User Fee (p.67) 544.00

4. APHIS Phytosanitary Fee (p.68) 30.00

5. Customs Bulk Garner Fee (p.68) 100.00

6. Fed. Grain Insp. Setv. Stowage Examination (p.69) 210.00

7. Panama Canal Commission (PCC) Gen. Tug (p.70) 2,700.00

8. PCC Tug Lines (p.70) 50.00

9. PCC Offstiore Pilotage (p.71) 800.00

10. PCC Port Pilotage (p.72) 800.00

11. PCC Tolls (p.73) 48,620.00

12. PCC Transit Booking Fee (p.66) 5,060.00

13. Customs Vessel Tonnage Tax (p.76) 5,940.00

14. IRS Inland V^aterways Fuel Tax (p.76) 46,512.00

15. Customs Harbor Maintenance Tax (p.79) 6,875.00

16. Federal Grain Inspection Service Inspection Fees* 2,520.00

Subtotal: $120,423.50

$1/gallon increase in Inland Waterways Fuel Tat $273,600.00

Total Cost to Export Shipment: $394,023.50

*This inspection fee is paid directly to the USDA's Federal Grain Inspection Service by the loading export

elevator for federally mandated export grain inspection and is in addition to those fees identified in the GAO

study.

INLAND WATERWAYS FUEL TAX

Congress has already expressed strong opposition to the administration's inland

waterways fiiel tax proposal. The House Budget Committee Report states that:

"[T]he Committee (1) recommends that increases in the inland waterway fuel.tax

should be based on impact studies." No such studies have been done. As you are

aware, the Senate passed, on a vote of 88 to 12, a "Sense of the Senate" resolution

rejecting the proposed barge fuel tax. As part of the House-Senate Conference

Agreement on the budget, both the House and Senate then adopted the "Sense of

the Senate" resolution providing that: "There shall not be an increase in inland
fuel taxes beyond those increases already scheduled in current law [em-
phasis added]." 139 Cong. Rec. H1747-61 (daily ed. March 31, 1993).

The NGFA's opposition to the proposed 525% increase in the inland waterways
fuel tax is based on the following reasons:

First, the $1 per gallon tax increase would lead to significantly decreased farm
income. In 1991, sixty-five percent of all U.S. grain exports,

a total of sixty-three
million tons with a total value of $10-15 billion, moved on the inland waterways.
The price of these grains and oilseeds is determined by worldwide supply and de-

mand in a global marketplace where U.S. Jarmers must compete with the produc-
tion of farmers in Europe, South America, and the far East. It is very unlikely that

this proposed increase in transportation costs ^ could be passed on to foreign buyers
who have a large choice of alternative suppliers.

^ The figures used are conservative and are based on the recently released United States Gen-
eral Accounting Office study—MARITIME INDUSTRY: Federal Assessments Levied on Commer-
cial Vessels (March 1993; GAO/RCED-93-65FS). T) e page numbers referenced correspond to the

pages in the GAO report. Additional assessments vould be incurred under some circumstances.

^The barge movement assumes two twenty-six barge tows.

^Transportation is a key element in the marketing system of bulk agricultural commodities.

. . . Since most grain shipped by barge is destined for an export point, the cost of barge trans-

Continued
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Additionally, merchandising margins in the grain and feed industry are extremely
thin as are the operating margins of most barge carriers. A tax increase of this mag-
nitude is larger than the conibined margins of both the export grain and barge in-

dustries. Thus, it is inconceivable that this increase could be absorbed by these in-

dustries.

The only segment of the industry remaining to absorb this taix increase is the pro-
ducer himselfT A 1985 study by the Department of Agriculture

^ showed that fully

seventy percent of a five cent per bushel fuel tax would be borne by the U.S. farmer.
With another $1 per gallon in taxes, NGFA believes that this percentage will in-

crease to the 85 to 95 percent level. The National Grain and Feed Association esti-

mates that this tax will cause declines in annual market cash receipts to farmers
of up to $431 million per year, just in those states which are directly adjacent to
the waterways.

Second, the $1 per gallon tax increase is
applied unfairly to only one segment of

inland waterway users. Barge navigation is only one of many beneficiaries of inland
river operations. Many programs are undertaken for a variety of public purposes,
i.e. flood reduction, hydropower, water supply, and bank stabilization. In the ab-
sence of all commercial navigation, costs for these other purposes would continue,
but the commercial navigation interests are now being asked to pay for all of these
costs. By way of analogy, this would be akin to asking the commercial trucking in-

dustry to pay for all of the operations and maintenance of the interstate highway
system.

Third, the projected revenues derived fi'om the $1 per gallon tax are based on
faulty economic theory. The present proposal estimates revenues in 1997 fi'om this
tax to be $460 million. However, this estimate is based on traffic volume remaining
constant or even increasing slightly in the face of a five-fold increase in operating
costs.

As farm income decreases due to this tax and the cost of production increases due
to higher transportation costs of inputs such as fertilizer, overall farm production
and U.S. exports will decline. In fact, the USDA study quoted earlier estimated that
a five cent per bushel t£ix would cause a decrease in U.S. grain exports of 365,000
tons. With the $1 per gallon increase, exports could fall more than twice that
amount. Thus, as the volume of export gram declines, the revenues firom this tax
would also decline to levels far below the projected $460 million.

In addition, there is good reason to believe the true net revenue increase that
would be realized by government has been vastly overstated. Given the proximity
of the com belt region to the river system, we would expect midwestem com prices
to be depressed in a range of four to eight cents per bushel, depending on location.
If we assume an average decline of five cents per bushel, revenue gains from this
tax would be offset by increased federal deficiency payments under current govern-
ment farm programs.
Based upon USDA's own Final Regulatory Impact Analysis, November 16, 1992,

a five cent per bushel decline in average U.S. com price would cause additional gov-
ernment costs in a range of $300 to $500 million. ' This impact is for com and feed

grains alone. The added program cost to the federal government due to lower wheat
and soybean prices would be in addition to this cost. Thus, even with conservative

portation is a key issue in the total cost of marketing export grain. This cost is espe-
cially important with the increased competition fi:t>m several grain exporting coun-
tries. Increased

operating
costs for barge operators may be reflected in higher transportation

rates and reduced bids to producers by river elevators [emphasis added]." Patricia Miller & Low-
ell D. Hill, ORGANIZATION AND STRUCTURE OF THE BARGE INDUSTRY TRANSPORT-
ING GRAIN AND OILSEEDS. Department of Agricultural Economics, Agricultural Experiment
Station, College of Agriculture, University of Illinois at Urbana-Champaign (May 1986).

« Theresa Sun & Lester Myers. A WATERWAY TAX ON GRAINS: A FUNCTIONAL MARKET
ANALYSIS, United States Department of Agriculture, Economic Research Service, Technicsd
Bulletin Number 1705 (July 1985).

^A recent analysis of the
impacts of the Clinton Economic Package on U.S. agriculture by the

University of Missouri concluded that price support payments from the federal government to
farmers would increase by $380 million during fiscal years 1994-97 if the barge fuel tax pro-
posal is enacted. See ANALYSIS OF THE IMPACTS OF THE CUNTON ECONOMIC PACK-
AGE ON U.S. AGRICULTURE, Food and Agricultural Policy Research Institute, University of
Missouri (Policy Working Paper #2-93, April 1, 1993). At the March 31, 1993 meeting of the
Inland Waterways Users Board, the U.S. Army Corps of Engineers estimated that a barge fuel
tax of $1.20 per gallon would result in up to 38.3% of grains presently moved by bai^e being
diverted to other transportation modes such as rail. See Grain Transportation, AMS Transpor-
tation and Marketing Division, United States Department of Agriculture (April 5, 1993). A di-

version of such magnitude would reduce the amount of fuel tax revenue from grain barge move-
ments to $143 million during fiscal years 1994-97. Thus, the net impact of the barge fuel
tax would be to increase the budget deficit by $237 million!
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assumptions about the farm price impact of the tax, we believe a more careful as-
sessment of the full impacts of this tax would demonstrate that the federal govern-
ment could actually lose revenue rather than gain it with this proposal.

Fourth, the $1 per gallon tax increase will divert traffic from the inland water-
ways to other modes of transportation with significant environmental impacts.
Barge transportation on the inland waterways is the most environmentally friendly
mode, using less fuel per ton-mile, creating less air and noise pollution and having
a superior safety record for the movement of petroleum and hazardous chemicals.

In a study conducted by the Minnesota Department of Transportation, it was
found that if

waterway traffic in Minnesota, one of the states most affected by this

tax, was shifted to rail, fuel use would increase by 331 percent, emissions would in-
crease by 470 percent and probable accidents would increase by 290 percent. For
a shift from barge to truck, the increases would be 826 percent, 709 percent, and
5,967 percent, respectively. Thus, by driving cargo to other less environmentally
friendly modes of transportation, this tax poses significant environmental risks for
all Americans, not just those concerned with commercial navigation on the inland

waterways.
Fifth, as a final point, we are extremely concerned about how such a heavy tax

will affect U.S. cost competitiveness with our major competitors. Data from a recent
Purdue University study* indicates the U.S. has four major competitors in com pro-
duction whose average cost of production is $3 per ton less than U.S. However, the

high level of efficiency in the U.S. marketing system gives the U.S. farmer a $9 per
ton advantage in delivering com to world customers. Looking at total deUvered cost,
the U.S. farmer has a slight advantage of $6 per ton over major competitors. This

heavy taxation of waterways, would effectively add about $3 per ton to the delivered

price. Thus, with this one action, the U.S. government would be eroding 50 percent
of oiu" competitive advantage that we currently have in the production and delivery
of com to world markets. Most experts agree that the U.S. has its greatest compara-
tive advantage in the production and marketing of com, with even stiffer world com-

petition in the production and delivery of soybeans and other grains, so the percent-
age loss in our competitive position for other sectors would be even greater. If agri-
culture is to be given a legitimate opportunity to grow and expand its share of world

markets, we must protect our natural competitive advantages and efficiencies in the

transportation infrastructure.

However, the grain and feed industry also recognizes the need for all Americans
to share in the process of reducing the federal deficit. To that end we would like

to make the following suggestions in order to reduce spending emd/or increase reve-

nues from the inland waterway sector:

First, the Congress should look to implement a meaningful reorganization of the

Corps of Engineers structure. The Corps itself has already put forth a plan to reor-

ganize which would lower its overhead by an estimated $115 million per year.
Al-

though this plan has been put on hold pending further review, we believe that even
further savings could be found by efficient reorganization of the Corps of Engineers
manpower and resources.

Second, along with any reduction in the overhead of the Corps of Engineers, the

Congress must look to reduce Corps of Engineers spending on navigation operation
and maintenance. Through carefm review of projects and procedures, it would be

possible to reduce the Corps operation and maintenance spending by $35-40 million

per year.
Third, spreading the tax burden of operating and maintaining the inland water-

ways to other beneficiaries of the system would bring in additional revenue. It

would seem more than equitable that users of the inland waterways other than the

commercial towing industry should also contribute to the maintenance and oper-
ation of a system which provides many recreational, hydropower and water supply

programs. Such revenue increases, while small individually, could easily total to $50
million per year.
Thus, by focusing on the three areas outlined above the Congress could easily

meet the $200 million a year goal contained in "A Vision of Change for America"
without completely crippling the agricultural sector of our economy which is so vital

to our country's balance of payments and continued economic growth.

®The average variable production cost for com of the four major competitors (Argentina,

Brazil, South Africa and Thailand) of the U.S. is $56 per ton as compared to $59 per ton for

U.S. producers. The average marketing cost of the four major U.S. competitors is $34 per ton

as compared to $25 per ton for the U.S. Thus, total delivered costs for the four major U.S. com-

petitors is $90 per ton as compared to $84 per ton for U.S. com. Data based upon 1986 esti-

mates, presumed to be the most recent comparative data available on international competitive-
ness. Indiana Agriculture 2000: A Stralegic Perspective, Purdue University (June 1992).
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FEDERAL GRAIN INSPECTION SERVICE FEES

The NGFA is also extremely concerned about the President's proposal for new
user fees to finance the operation of the Federal Grain Inspection Service. Specifi-

cally, the proposal—identical to the one proposed previously by Presidents Reagan
and Bush, but rejected by Congress—woula shift approximately $6.8 million per
year in standardization costs to user fees, which could increase FGIS user fees by
as much as 25 percent. Currently, industry user fees already pay the entire cost of
official inspection and weighing, and account for approximately

76 percent of the
FGIS budget. The use of the official system is manaatory for export shipments and
is also offered by FGIS designated official agencies as an option at interior markets.
Standardization activities involve establishing and maintaining the official U.S.

grain standards, developing and implementing standard methods and procedures for

grading and weighing grain, maintaining a quality control program covering all as-

pects of inspection, and approving equipment used for official inspection and weigh-
ing. In addition to benefiting all participants in U.S. agriculture, these activities

guarantee foreign customers that the U.S. system of grain grades and weights is re-

viewed and overseen by an independent entity administered and funded solely by
the U.S. government.
Domestic utilization of official FGIS services is at an all time low. The use of

FGIS services is declining and its financial resources low because fees are not priced

competitively
with other domestic grading services offering comparable quality. A

further move by government to force additional costs on the relatively smaller num-
ber of remaining users of FGIS services will only exacerbate this problem and cause
additional erosion in the FGIS customer base.

Furthermore, the proposal to have standardization paid for by user fees is fun-

damentally flawed. There are many "users" of the official standardization system,
including farmers, country elevators, terminal elevators, and processors. Many of
these "users" rely on the unofficial grades which are nevertheless based upon official

grades set by FGIS in its standardization activities. All of these "users" benefit from
standardization activities. However, we believe that shifting the cost of FGIS stand-
ardization activities to industry paid user fees will cause a further erosion of compa-
nies using the official system and cause even more of the financial burden to be
borne by a small segment of those who benefit. This spiraling process of increased
fees causes a reduction in the FGIS customer base and the need to further increase
future fees. The end result will be a disproportionate share of the costs of FGIS
standardization activities being borne by exporters who are required by law to use
the official system.
Thank you again. Please contact the National Grain and Feed Association if the

committee has any questions.

Statement of the National Hockey League

introduction

The President's plan has the important twin objectives of reducing the deficit and
stimulating growth of the economy. But the Treasury's proposal for a drastic reduc-
tion in the deductibility of meals and entertainment expenses runs contrary to those

goals: It is anti-growth and anti-jobs. It severely discriminates, without justification,

against the entertainment industry—which includes not only professional
and col-

lege sports,
but commercial and non-profit music, theater, and the other arts that

contribute so much to the American quality of life. The proposal will reduce, not in-

crease, tax revenues, and increase, not reduce, the deficit.

The National Hockey League ("NHL") strongly opposes the Administration's pro-
posal to reduce the deductible portion of the cost of^ business meals and entertain-
ment expenses from 80 percent to 50 percent. The enactment of such legislation
would:

1. Drastically reduce the revenues realized by state and local governments gen-
erated by the

sports industry, such as rental payments made by sports teams to mu-
nicipally-owned facilities, admission taxes, concession income, parking income and
other direct and indirect payments by teams and their fans, thus requiring such
local and state governments to raise taxes or further reduce services to replace the
lost revenues;

2. Result in severe job losses and potential business failures in sports related in-

dustries; a high percentage of that loss will likely be concentrated in urban areas;
3. Adversely affect thousands of construction and other jobs dependent upon cap-

ital projects, such as the building of new arenas or renovation of existing facilities;
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4. Result in a substantial negative impact upon revenues for NHL teams as well
as other sports franchises, threatening tne viaoility of NHL and other sports fran-

chises in medium and small cities.

I. UNDERSTANDING THE ECONOMIC CONTRIBUTIONS OF THE PROFESSIONAL SPORTS
INDUSTRY

Professional sports makes a significant contribution to income and employment in

cities throughout America. The most comprehensive study on this subject was pre-
pared in 1984 by Dr. Edward Shils of the Wharton School of Finance analyzing the
economic impact of the professional sports teams on the economy of the City of

Philadelphia.^ That report concluded that for the City of Philadelphia for the 1983

year alone, the professional sports complex:

—Resulted in direct income to the City in excess of $201,000,000;—Generated a multiplier increment of over $141,300,000 (utilizing a conservative

multiplier of 1.7 for each dollar spent by fans directly);—^Accounted, as a result of the above items, for a total direct and indirect eco-

nomic contribution to the City of over $343,000,000;—Created over $15,100,000 in direct annual income to the City in the form of
rental payments for arenas, parking, concessions and taxes and, the

$343,000,000 aggregate economic impact produced an estimated additional

$20,500,000 in tax payments to that City in the form of taxes such as wage and
net profits taxes, merchantable and general business taxes and otherwise;—^Resulted in jobs for more than 3,000 local vendors supplying "sports related"

goods and services.

The eagerness that cities throughout the country have shown to host sports teams
confirms the results of Dr. Shils' study. Professional sports is a vital part of a local

economy and any substantial reduction in the revenues and spending associated

with a local team will produce a severe adverse impact.

II. THE PROPOSAL TO FURTHER REDUCE THE DEDUCTIBLE PORTION OF BUSINESS MEALS
AND ENTERTAINMENT EXPENSES WILL RESULT IN A SUBSTANTIAL DECREASE IN BUSI-

NESS SPENDING ON ENTERTAINMENT RELATED ITEMS

The underWing premise of the proposal—that it will not result in a reduction by
businesses of*^ their meals and entertainment spending—is directly contrary to the

NHL's experience following the reduction of the deductible amount from 100 percent
to 80 percent in the 1986 Tax Reform Act. U.S. based NHL Member Teams ^ re-

ported on the average a noticeable drop in season ticket purchases by businesses

after enactment of the 1986 Tax Reform Act, in which the deductibility of business

meals and entertainment expenses was reduced by only twenty percent (20%).^

If enacted, the 1993 proposal would have an even greater effect on season ticket

purchaser for NHL U.S. Nlember Teams and their revenues. The current survey of

the U.S. Member Teams projects an average sixteen percent (16%) decrease in ticket

revenues if this additional reduction in deductibility is enacted. This would cost the

U.S. member clubs nearly $50,000,000 per year.
The assumption that businesses will not reduce entertainment spending is wrong

with respect to sporting events. With only one-half of the amount spent deductible,

businesses would become more conservative in their approach
to spending on meals

and entertainment. A more realistic assumption is that businesses will, in fact, mod-

ify their spending behavior (as they have done in the past) and that attendance and
ticket revenues will decline. And, the decrease in attendance would bring with it a

^

"Report to the Philadelphia Professional Sports Consortium on its Contributions to the Econ-

omy of Philadelphia." prepared by Dr. Edward B. Shils, the George W. Taylor professor of Entre-

preneurial Studies and director of the Wharton Entrepreneurial Center at the Wharton School,

University of Pennsylvania.
'^Teams in existence in 1986 were: Boston, Buffalo, Chicago, Detroit, Hartford, Los Angeles,

Minnesota, New Jersey, New York Islanders, New York Rangers, Philadelphia, Pittsburgh, St.

Louis, and Washington. San Jose and Tampa Bay commenced play in 1991 and 1992 respec-

tively. Anaheim, California and South Florida will commence play in 1993-94.

^We find incomprehensible the dissertation issued May 18, 1993 by the Congressional Re-

search Service entitled "Effect of Current Tax Proposals on Employment in the restaurant and

Entertainment Industries," which asserts that (i) higher tax rates offset the limit on deductions

by, in effect, making the deductions more valuable; and (ii) there will thus be virtually no effect

on the restaurant or entertainment industry from the proposed tax law from 100% to 80%
whereas the current bill would reduce the allowance by an additional 30 percentage points. The

monograph submitted by the NHL or the NBA and its conclusion is directly contrary to the sub-

stantial drop in season ticket purchases by businesses actually experienced by the professional

sports teams after enactment of the 1986 Tax Reform Act described above.
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decrease in spending for concessions and other "sports related businesses"—such as
vendors, restaurants, hotels and transportation.

III. THIS PROPOSAL WILL CAUSE A SUBSTANTIAL LOSS OF REVENUES AND JOBS IN

SPORTS RELATED INDUSTRIES

A fan attending an NHL or other professional sporting event does more than sim-

ply buy a ticket. The fan pays for transportation to the city and to and from the

arena; buys food and drink before, during or after the game; parks in a municipal
or other parking lot; buys game programs and novelties; and frequently stays in a
local hotel overnight. Each of the industries that supplies these products or services
to sports fans would be seriously damaged by the proposed legislation, as would the

nearly 100 communities whose economy includes professional sports.
The magnitude of the loss to local economies can be estimated based on Dr. Shils'

study and the recent survey of NHL clubs. Each of the approximately 8,400,000 fans
who buys a ticket to an NHL game spends an average of $5.50 on concessions. A
fall in attendance of sixteen percent (16%) would reduce gate receipts and in-arena

spending on an overall basis by approximately $47,400,000. Using a conservative

multiplier of 1.7,^ this overall decrease would result in over $80,000,000 in lost

spending simply
attributed to hockey.

When similar reductions are applied to the other major sports leagues, the de-

crease in revenues and spending becomes staggering. A sixteen percent (16%) reduc-
tion in attendance and a corresponding loss m spending of $5.50 per person would
mean lost gate receipts of approximately $250,()00,000 from all sports and about
$85,000,000 in concessions. This projects to an aggregate decrease m revenues and
spending from the sports industry of $335,000,000 and becomes $569,500,000 using
the 1.7 multiplier. Tiie overall loss of spending at sporting events will adversely af-

fect not only the sports team themselves, but also the industries dependent upon
sports—the food, entertainment, hotel, transportation and other industries which
are involved in supplying products and services to the professional sports industry.
This translates into job losses—in addition to the ushers, ticket takers, vendors, se-

curity personnel, management and sales personnel, there are also those employed
in these dependent industries as well as others who indirectly supply the products
and services (hotel personnel, truckers) whose jobs may be lost as a result of cur-

tailed sports revenues.
A majority of the employees who would lose their jobs under this proposal would

be residents of urban areas who are entering their first level of employment: the
worker in the meat processing plant; the man who makes the hot dogs; tne parking
lot attendant; the usher; the beer vendor, etc.—these are the people who will be
hurt the most.

IV. THE PROPOSED REDUCTION WILL ADVERSELY AFFECT SIGNIFICANT REVENUES
REAUZED BY STATE AND LOCAL GOVERNMENTS FROM THE SPORTS INDUSTRY

In addition to the loss of revenue and jobs in the ^ivate sector discussed above,
the proposed reduction will have a serious negative effect on state and local munici-

pal governments. The sports industry provides significant revenues to local govern-
ments in the form of "direct" payments such as admissions taxes, rentals for use
of municipally owned arenas and other taxes, as well as "indirect" payments that
result from activities associated with the sporting event—taxes on novelties, conces-

sions, entertainment and the like. For example, the Shils report estimated that in

1983 the sports industry produced over $15,100,000 in direct payments to the City
of Philadelphia and an additional $20,500,000 in taxes from sports related indus-
tries for an aggregate contribution to municipal revenues of $35,600,000. During the
1991-92 season NhL U.S. Member Clubs alone made more than $25,000,000 in pay-
ments, not including state and local income taxes, to state and local municipal gov-
ernments for sales tax, ticket surcharges, property taxes and rental pa3Tnents. The
aggregate pajmients by all sports teams is doubtless at least four times that
amount. These revenues are critical to the municipalities that receive them.

Thus, the inexorable impact of the proposal ana its corresponding decrease in at-

tendance and related spending will be to reduce payments from sports teams to

state and local governments. A reduction in sports-related spending will also limit

the ability of municipalities to meet previous capital commitments. For example,
nine of the sixteen NHL U.S. teams currently rent municipally-owned arenas and

pay rent to municipalities based in part upon revenue from ticket sales. Significant
reductions in ticket sales revenue—and corresponding reduction in rental payments
will severely diminish the ability of many municipalities to pay for those facilities.

*The 1.7 multiplier was used in the Shils report, supra.
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The municipalities will suffer additional losses in sales and other taxes that will
occur from the corresponding decrease in spending: at restaurants; on parking; nov-
elties; and on concessions.
The ultimate result will be an increase in local property and sales taxes to com-

pensate for the loss of rent and taxes payable by tne sports teams. Such a scenario
would be an ironic unanticipated consequence of the tax proposal: the cost of reduc-

ing the deductibility of busmess meal and entertainment expenses will be billed to

the so-called "ordinary taxpayer" who may not be attending a sporting event or uti-

lizing the sporting arena at all.

V. THE PROPOSAL WILL ADVERSELY AFFECT SIGNIFICANT PUBLIC WORKS PROJECTS

A further consequence of this proposal will be to discourage major sports-related
public works projects and threaten the new jobs that are typically created by such

projects.
In the NHL alone there are at least 10 new U.S. hockey arenas in the proposal

or construction stage (others in the planning stage) that are ultimately dependent
upon the economic health of sports rranchises. Wlien considering the other profes-
sional sports, the number of planned construction projects is likely significantly
more. The feasibility of these

projects
is based upon a minimum level of rentals, ad-

mission taxes, sales taxes ana other revenues produced by the teams. It is possible
that many of these proposed arenas may not reach the construction phase if this

legislation passes. Loss of these proposed arena projects, the cornerstones of urban
revitalization, will severely hamper the Administration's goal of rebuilding our
cities.

The economic importance of an arena project to a
municipality

is apparent from
the example of one NHL Team, located in a smaller geographic market, that is con-

templating a new arena. The economic impact study prepared by Ernst & Young
Valuation Services in connection with that planned new arena concluded that:

—^the total economic output associated with the project to the city would grow
from approximately $36,400,000 preceding construction to $81,600,000 in the

post construction phase, with a high of $124,100,000 during the construction

phase;—there would be an increase in employment (direct and indirect) from an average
annual level of 350 jobs pre-construction to an average of 469 jobs post-con-

struction, with a high of 1010 jobs during construction;—^the state and local municipalities would realize increased tax revenues from an
estimated $5,300,000 tmnually pre-construction to an estimated $11,300,000 an-

nually post-construction, with $12,100,000 annually during the peak construc-

tion phase.

It is clear from this analysis that these projects are a significant source of increased

jobs and revenues to the private and public sector. It may be, however, that few,
if any, new sports facilities will be constructed if the proposal is enacted. As you
may be aware, financing for arena projects, both public and private, is dependent
on projected revenue streams from the arena. The proposal's adverse impact on
team and facility revenue will

imperil and, indeed, in some cases eliminate the busi-

ness financing of multi-million aoUar investment projects which would otherwise

contribute substantially to the economies and vitality of cities throughout the coun-

try.

Thus, whereas the Administration's economic objecti^'e8 are to stimulate growth
and job creation, the proposal, in fact, has the unintended effect of eliminating a

great number of jobs, threatening major projects which are a primary focus of their

communities and are keys to the future growth of the cities whose vitality is of

msgor importance to the economy.

VI. UNINTENDED IMPACT ON SMALL BUSINESS

A The stated underlying rationale for the proposal is that the reduction in the

deductible percentage "will reduce the amount of personal expense inherent in these

expenditures that are deducted for tax
purposes."

This rationale fails, however,
when it is applied to the situation of the small business persons and entrepreneurs.

Several years ago a member club of the NHL in a small market conducted a de-

mographic survey of its business season ticket holders. That survey found that 66%
of those businesses surveyed were either

individually
owned or small businesses

with less than 250 employees. In fact, it is the NHLs experience that the typical
business season ticket holder or business purchaser of individual game tickets is the

small business person. The tickets purchased by small businesses are generally used

for customers, suppliers, employees, and as a marketing tool to enhance relation-
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ships with present customers and clients and, more importantly, to develop new
ones.

The entertainment of current and prospective customers, suppliers, and clients at

sporting events is one of the few ways in which the small business can compete with
its large corporate competitors. Small businesses cannot, for example, afford to un-
derwrite extensive advertising campaigns involving multi-media exposure or to at-
tend seminars and trade shows at resort locations. Such advertising and promotion
opportunities, which remain totally deductible, are reserved for large entities with
vast resources. A sporting event provides the small business person with a perfect
setting to "compete' on an equal footing with big business by providing the business

person with three to four hours of close contact with the customer, client, or sup-
plier. Unlike the typical business lunch or seminar, attending a sporting event pro-
vides the small busmess with a unioue format for conducting business and the data
from our Member teams indicates tnat it is the small businesses that take advan-
tage of this opportunity.

In this difficult and extremely competitive economy, small businesses must be

highly sensitive to changes in their expenses, and would be most disadvantaged by
the Treasury's proposal. Thus, the Administration's proposal would have the unin-
tended effect 01 reducing the competitiveness and undermining the growth of small
businesses.

VII. UNINTENDED EFFECT—INCREASED TICKET PRICES AND LOCAL TAXES

Another damaging consequence of the proposal will be on the "ordinary fan" at-

tending games. Most significant expenses for a team are fixed—rent, operation, sala-
ries—and, in the sports industry today, the only possible way to recoup lost reve-
nues resulting from the proposed reduction would be through ticket price increases.
In order to cover the projected per team loss of revenues in the NHL, the average
U.S. ticket price would have to go from $24.75 to $29.25 ($58.50 for a pair) and
$2,457.00 for a pair of season tickets—a price beyond the means of a majority of

"ordinary fans" (who may be small businessmen) whom the proposal would purport-
edly benefit. For sports teams it is season ticket revenues, more than individual

game day purchases, that are the lifeblood of the sports industry. Marginal fran-
chises and those in small cities could not stand such a price increase and would
have to move or die.

VIII. THE CONSEQUENCES OF THE PROPOSAL'S EFFECT OF REDUCED REVENUES TO
SPORTS TEAMS AND NHL TEAMS IN PARTICULAR

We have seen the economic benefits to localities produced by sports teams and
sporting events and the significant adverse effects that result if spending related to

tne sports industry is caused to be reduced. The adverse affects resulting from en-
actment of the proposal are distinct possibilities

—not cries of wolf—especially when
viewed from the perspective of the sports industry itself and hockey in particular.
The estimated decrease in gate receipts will likely have serious implications to

many NHL teams. Member clubs of the NHL are extremely dependent upon gate
receipts

—more so than any other major professional sport
—and a large percentage

of each Member Team's gate receipt is directly tied to support from the local busi-
ness community. On an average, at least sixty percent (60%) of a team's revenues
are from gate receipts. Unlike the other major sports, the NHL cannot rely on reve-
nues from television to support its Teams. In 1991-92 the average share of national
television revenue for each of the NHL teams amounted to less than $1,500,000 or

less than 7.3% of the average total revenues and the figures for 1992-93 will not
be substantially different. The projected reduction in gate revenues may in some in-

stances, bring mto question the economic viability of certain NHL teams. Thus, the

proposed reduction does have serious and real consequences to professional sports.
It also will produce economic injury to the related industries and employees which
depend on sports for their survival and will place an increased burden on the ordi-

nary fan and ordinary taxpayer in the form of higher ticket costs and additional
taxes to support municipally financed sports facilities.

This is at least the fourth time in recent years federal legislation has sought to

punish the sports and entertainment industry under the guise of "fairness." Our
ability to amortize the cost of player contracts has been sharply restricted; the de-

ductibility of the premium price paid for luxury boxes has been substantially elimi-

nated; the deductibility of tickets and related sports and entertainment expendi-
tures has already been reduced by 20 percent. A further reduction by another 30

points—for an industry that contributes so much to the economy and the morale of
the American people

—is totally unwarranted. Abuses are adequately dealt with
under the existing statute, regulations and rulings. The further onslaught on the
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sports and entertainment industries as proposed would itself be unfair and would

produce only lost revenues, lost tax revenue and lost jobs.^ We urge that needed tax

proceeds be generated—as they can be—by measures applied across the board in all

industries, without discrimination and without needless harm to an important seg-
ment of the economy.

Statement of the Navajo Nation

indian employment and investment tax incentives to address indian country
unemployment and infrastructure deficiencies

My name is Peterson Zah. I am the elected President of the Navajo Nation, the

country's largest Indian tribe. Spanning the states of Arizona, New Mexico and
Utah, the Navajo Nation has a total land area equivalent in size to the State of
West Virginia, and encompasses almost one-third of all American Indian lands in

the Lower-48 states.

I thank the Chairman and the Members of the Committee for the opportunity to

submit this written statement for inclusion in the hearing record. My statement is

in strong support of the "Indian Employment and Investment" tax incentives about
which the Navajo Nation previously testified before this Committee in February,
1992, and which the 102d Congress subsequently enacted last October as Sections

1131 and 1132 of H.R. 11, the 'llevenue Act of 1992." But for President Bush's veto

of that legislation on the day following the general election, those Indian country
incentives could, as we speak, be helping tribal leaders in 32 states address what
I described last year as "tne

deplorable
conditions existing in Indian country—condi-

tions which truly are a national disgrace."
The Indian country tax incentives which Congress passed in H.R. 11 have now

been re-introduced in the Senate and the House as S. 211 and H.R. 1325, respec-

tively. With a proven legislative track record, these measures have continuing bipar-
tisan support; to date, five Members of this Committee—from both sides of the

aisle—are co-sponsors of S. 211.

The purposes of my statement are threefold. First, to make you aware of Indian

country conditions that cry out for the type of innovative, private sector-oriented

economic development tools that these tax incentives represent. Second, to explain

why these Indian country tax incentives—because they can potentially benefit all

of Indian country—are far superior to the Administration's pending proposals to es-

tablish just one Indian "empowerment zone" and five Indian "enterprise commu-
nities." Finally, I will attempt, with all the persuasive powers at my disposal, to

convince you of the urgent need for, and the singular importance of, adoption of

these Indian country tax incentives by the Committee in the 1993 tax legislation

that you will report to the full Senate.

CONDITIONS IN INDIAN COUNTRY

Indian Unemployment and Poverty—56%. For American Indians, 56% is a tragic

number, because it constitutes the average Indian unemployment rate on reserva-

tions throughout the United States. As Chairman Daniel K. Inouye reported during
the Select Committee on Indian Aifairs 1989 hearings on Indian economic develop-
ment:

The unemployment rate on the majority of Indian reservations is

simply incomprehensible to the average Ajmerican. During the height of

the so-called Great Depression in the 1930's, unemployment averaged 25 to

30%. In 1989 the average rate in Indian country is 52%!

In 1993, that rate is 56%.
The conditions of poverty that persist throughout Indian country are unspeakable.

Despite our reputation as one of the tribes which is "better off," 56%—coinciden-

tally
—of Navajo people live below the poverty level. It is not unusual for households

at reservations across the country to lack telephone service, or electricity, or run-

ning water, or all of the above. The result is that here, within the borders of the

United States of America, most reservations have living conditions which are far

^The concept, that tax changes are counterproductive and revenue negative if they would ad-

versely affect jobs or revenue in an industry, has been accepted by the Administration and
House Ways and Means Committee as the basis for repeal of the excise tax on boats, aircraft,

automobiles, jewelry, and furs. The repeal of the luxury tax was based on data submitted by
those industries to show that the tax had a serious economic impact on revenues and jobs—
precisely what the data set forth in the submission on behalf of professional sport also shows.
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worse than exist in many of the Third World countries to which the federal govern-
ment provides substantial foreign aid.

Stated simply, there is no single group of U.S. citizens that—uniformly—
is more economically-deprived than American Indians living on reserva-
tions; there is no classifiable set of locations that—uniformly—is more defi-
cient in infrastructure and job opportunities than Indian reservations.

Disincentives to Private Sector Investment in Indian Country—If one were to trav-
el reservation-by-reservation—across 32 states—he or she would well understand
the economic deprivation that tribal leaders and Indian people confront each and
every day. We work very hard to attract new private sector jobs and investment to
our reservations. The Navajo Nation, for example, offers the advantages of a large
workforce, rich natural resources, an ideal location, and a well-trained, sophisticated
three-branch government. However, tribal leaders' efforts are continuously undercut
by a variety of obstacles—endemic to investing on reservations—that have pre-
vented Indian country economies from securing their fair share of the business and
jobs in this country.

First and foremost are massive infrastructure deficiencies. For example, the Nav-
jyo reservation has 2,000 miles of paved roads, while West Virginia is the same size
and has 18,000 miles. Many of the dirt roads on which our people heavily depend
are simply impassible when the weather is bad. As noted above, even something so
basic as telephone service is lacking in Indian country; over half of aU reservation
Indian households lack basic telephone service. Roads, telephones, electricity, etc.

are taken for granted by investors/employers even in the most distressed inner cities

of the United States, but their absence from large portions of Indian country poses
a daunting barrier to tribal leaders' attempts to attract new private sector invest-
ment and jobs.
Another significant disincentive to economic development—which I hope the Com-

mittee will address in the future—is the growing problem of Mouble taxation,"
wherein states increasingly are assessing taxes on non-Indian business activities

permitted by, and occurring wholly on, Indian lands. As I explained in July of 1991
to the House Ways and Means Subcommittee on Select Revenue Measures:

This double taxation interferes with our ability to encourage economic ac-

tivity and to develop effective revenue generating tax programs.

We find it especially hard to attract business to the reservation unless we
make concessions that nearly defeat the purpose of wtmting to attract busi-
ness to the reservation in the first place.

These infrastructure deficiencies, double taxation and related problems lead to the
same result nationwide—Indians do not compete on a level playing field with even
the most economically distressed non-Indian areas. As a result, Indian country is

typically left behind, or left out altogether, from economic development opportuni-
ties. To help level that playing field, and to provide tribal governments ana Indian

country business planners with additional tools to compete, the Navajo Nation be-
lieves that new approaches—tied to the tax code, and geared to the private sector—
must be tried.

INDIAN EMPLOYMENT AND INVESTMENT TAX INCENTIVES

Indian Country Tax Incentives: The Preferred Approach—I will not review in de-

tail the specifics of the "Indian Employment and Investment" tax incentives. They
were added to H.R. 11 by the Senate, and thereafter adopted by the full Congress
in October, 1992. The legfislative language is set forth at pages 45-53 of the "Con-
ference

Report
to Accompany H.R. 11" (H.R. Report No. 102-1034, issued October

5, 1992); the Conference Committee's detailed explanation of those Indian country
tax incentives can be found at pages 715-718 and 721-725 of the Report.

In summary, the Employment Credit provides for a 10% credit to the employer
based on the qualified wages and qualified health insurance costs paid to an Indian.
As an added incentive, a significantly higher employment credit of 30% is offered

to reservation employers having an Indian workforce of at least 85%. The credit,
which is limited to "new hires" and to those employees who do not receive wages
in excess of $30,000, focuses on job creation and would be allowed only for the first

seven years of an Indian's employment.
The Investment Tax Credit is geared specifically to reservations where Indian

uneniployment levels exceed the national average by at least 300%. The legislation

provides 10% for personal property, 15% for new construction property
and 15% for

infrastructure investment on or near reservations. (If a nationwide investment tax
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credit and/or employment credit were to be adopted in 1993, the Indian reservation
tax credit percentages would likely need to be adjusted upward to maintain the so-

called "Indian differential," which is absolutely essential in order to help mitigate
the unique problems—particularly the lack of infrastructure—that act as disincen-
tives to Indian country investment.) One-half of the specified credit percentages
would be available for qualifying investments on reservations where unemployment
exceeds 150% but does not exceed 300% of the national average.

In response to concerns raised by several Members during Senate consideration
of these measures in 1992, "anti-gaming" restrictions were incorporated in H.R. 11.

These prevent both the investment and employment incentives from being used with

respect to the development and/or operation of gaming establishments on Indian
reservations.
Most importantly, these incentives would potentially benefit all of Indian country.

This is the critical difference between these Indian country tax incentives and alter-

native approaches that would provide only for a limited number of Indian

enipowerment zones and/or enterprise communities.

Empowerment IEnterprise Zones and Other Pending Proposals Will Not Help In-

dian Country—Now, I am not opposed to the enterprise zone concept; in fact, I testi-

fied generally in favor of such proposals several years ago. However, that approach
is woefully inadequate for Indian country. The Administration's limited Lidian
empowerment/enterprise zone proposal could possibly help a very few
tribes, but would prove counterproductive because it would dash the hopes
of the many other reservations around the country which were not selected
as zones, and whose people would not benefit at all. Thus, for all of those res-

ervations not selected, an Indian empowerment/enterprise zone approach would
leave unabated the pervasive poverty and high unemployment that have perpetually
defined life on those reservations.

Significantly, even those reservations that might be selected as zones under a lim-

ited Indian empowerment/enterprise zone approach would be unlikely to benefit.

First, some of the zone-specific incentives contained in the Administration's proposal
would have little usefulness in Indian country (e.g., the low-income housing credit).

More importantly, as previously noted, due to the lack of infrastructure, "double tax-

ation" by the states and related problems, Indian reservations simply cannot
compete with even the most economically-distressed inner cities and other
non-Indian communities. In other words, given the choice, new business would
in almost all instances opt to locate in non-Indian areas to avoid the unique difficul-

ties that are inherent in locating on reservations. Therefore, Indian empowerment /

enterprise zones offering the identical incentives as non-Indian rural zones would re-

main unable to compete on anything close to a level playing field.

Similarly, it is unreasonable to expect that Indian country can benefit from pro-

posals for nationwide tax incentives (e.g., an extended/expanded targeted jobs tax

credit) where the tax incentives offered to Indian country £ire identical to incentives

available in non-Indian areas as well. Again, to avoid the unique difficulties inher-

ent in locating on reservations (e.g., the higher non-wage costs resulting from infra-

structure deficiencies), potential investors/employers in almost all instances would
locate in non-Indian areas. "Thus, by not recognizing and taking steps to address

(i.e., by providing incentives that contain, or constitute, an "Indian differential'') In-

dian country's unique problems, proposals for nationwide incentives offering iden-

tical benefits in Indian and non-Indian areas would simply preserve the existing
unlevel playing field.

Accoraingly, it is this set of unique Indian country circumstances—highlighted by
the unconscionable 56% average Indian unemployment rate—that require and ius-

tify a separate program for American Indians, such as that which the Senate last

year included in H.R. 11 by adopting the Indian country tax incentives in lieu of

then-pending proposals to establish a limited number of Indian enterprise zones.

Fortunately, tne trust responsibilities, treaty obligations and laws of the United

States provide the basis for Congress to do so. Adopting a separate, reservation-

based program for American Indians is consistent witn the distinctive legal and po-
litical status of Indian tribes and their govemment-to-govemment relationship with

the Federal government, and has been upheld by the Supreme Court (Morton v.

Mancari. 417 U.S. 535 (1974)).

INDIAN COUNTRY TAX INCENTIVES ARE URGENTLY NEEDED

For almost a decade, Chairman Daniel Inouye, Co-Chairman John McCain, Sen-

ator Pete Domenici and other Members of the Senate's Committee on Indian Affairs

had sought to amend the tax code to provide incentives for new private sector in-

vestment in Indian country. However, little progress was made during that period.
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As Chairman Inouye noted last year, in comments applauding Congressional adop-
tion of these tax incentives in H.R. 11, "it has been a difficult, and I must admit,
an often lonely battle to compete with numerous other interests seeking changes to

the tax code before the Finance Committee" and, I might add, the House Ways and
Means Committee.

In 1992, I designated federal tax incentives as one of my administration's highest
legislative priorities. Drawing from bills previously introduced by Chairman Inouye,
Co-Chairman McCain, Senator Domenici and other Indian Committee Members, the

Navajo Nation developed the initial legislative language for these peuticular employ-
ment and investment tax incentive proposals. Thereafter, under the bipartisan lead-

ership of Chairman Inouye, Co-Chairman McCain, Senator Domenici and Senator
Simon of the Indian Committee, with the interest and attention of Senators Baucus
and Boren of the Finance Committee, and ultimately with the support of then-

Chairman Bentsen and Ranking Member Packwood of the Finance Committee, the

full Senate adopted the Indian country tax incentives in lieu of the then-pending
Finance Committee bill provisions that would have created enterprise zones on just
ten reservations.

In so doing, the Senate wisely opted for a legislative response that fit the problem,
recognizing that the nationwide Indian unemployment problem warranted a nation-

wide, reservation-based program to address it. Subsequently, the Senate-passed pro-
visions were accepted by the House in Conference, and enacted in the vetoed H.R.
11.

Indian Country Tax Incentives Are Consistent With Clinton Administration
Goals—Having come so far in 1992, Indian country felt reasonably confident that

the new Administration would take the lead in promoting these measures to help
address the staggering Indian unemployment levels and the massive reservation in-

frastructure deficiencies that exist—uniformly—in Indian country. When I partici-

pated in President Clinton's pre-Inauguration "Economic Summit" in Little Rock, I

reviewed the urgent need for Indian economic development; explained that new in-

vestment and jobs in Indian country would also spill over to provide economic bene-

fits to adjoining non-Indian communities; and stressed that American Indians are

not looking for hand-outs, but only a helping hand. Frankly, the Administration's

failure to date to include these Indian country incentives in its proposals
—and to

focus, instead, on a very limited number of Indian empowerment zones (one) and

enterprise communities (five)—has been a disappointment.
In "putting people first," the federal government could well benefit from giving

Kriority

attention in this year's tax bill to those citizens whom our nation historically

as neglected until last—^American Indians. These Indian country tax incentives

offer hope throughout all of Indian country that new private sector investment, jobs,
and infrastructure development may at last become a reality in some of the most
destitute areas of the United States. As a result, the Indian reservation investment

and employment tax incentives enjoy the support of Indian tribes across the nation

and, in fact, can help to attract economic development to reservations in:

Alabama
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Significantly, the Indian country tax incentives have a proven legislative track

record and continuing bipartisan support in the Congress.

CONCLUSION

American Indians cannot continue—for yet another generation—to compel our

young people to leave their homes and their families because meaningful employ-
ment opportunities are lacking in Indian country. Today, these "Indian Emplojmient
and Investment" tax incentives remain as urgently needed as ever before.

In January, Chairman Inouye and Co-Chairman McCain re-introduced, as S. 211,
the identical Indian country tax incentive provisions that the 102d Congress adopt-
ed in H.R. 11. Chairman Bill Richardson of the Subcommittee on Native American
Affairs of the House Natural Resources Committee has introduced, as H.R. 1325,
a companion bill in the House. On March 10, 1993, twelve Members of the Senate—
from both parties

—wrote to Secretary Bentsen to urge that the Administration in-

clude these provisions in its final tax package to be submitted to the Congress.
Mr. Chairman and Members of the Committee, the stage is set. This Committee

can, in 1993, exercise the leadership to help Indian country achieve this long-sought

legislative goal that, after years of frustration, we came so close to realizing in 1992.

In closing, 1 would simply like to quote fi*om the written statement that I submitted

to the Committee last year in support of these incentives:

Helping American Indians to help themselves is neither a Democratic issue

nor a Republican issue; it's not a conservative policy or a liberal policy; it's

not even a "special interest" issue. Rather, it is a "human" issue that must,
and deserves to be, addressed from a national perspective on a biparti-
san basis, and with a real sense of urgency warranted bv the deplorable
conditions existing in Indian country—conditions which truly are a national

disgrace.
I sincerely appreciate the opportunity to submit this statement. I respectfully urge

that the Committee take the lead on this issue by moving away from the inadequate
and counterproductive Indian empowermentyenterprise zone approach, and instead

including in the 1993 tax legislation the modest—but extremely important—Indian

country tax incentives that the Congress in fact adopted last October.

Attachment.
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QlCniicb S>ialci^ ^ervctie
WASHINGTON. DC. 20510

March 10, 1993

The Honorable Lloyc Bentsen
Secretary
Department of the Treasury
1500 Pennsylvania Avenue N.W.
Washington, D.C. 20220

Dear Mr. Secretary:

It is our understanding that the Administration is
continuing to formulate its proposal for enterprise
zones. Toward that end, we, as co-sponsors of S. 211,
the "Indian Employment and Investment Act of 1993,"
urge that the Administration include in its final
proposal the Indian country employment and investment
tax credits contained in that bill. As you know, with
your help, those identical provisions were included in
last year's tax bill (H.R. 11) that President Bush
vetoed.

Indian reservations in 32 states throughout the
nation are characterized by staggering unemployment
(which, according to Chairman Inouye of the Committee
on Indian Affairs, averages 56% nationwide), nagging
poverty and huge infrastructure deficiencies. These
and related problems unique to Indian country continue
to undercut the hard work by tribal leaders in our
states, and other states, aimed at encouraging economic
development on Indian reservations.

Providing only for a limited number of Indian
enterprise zones would help a few tribes, but would
leave unaddressed the economic deprivation that defines
life on all. of the other reservations not chosen as
zones. On the other hand, the Indian reservation
employment and investment tax credits, which were
adopted last year in lieu of the ten Indian zones
previously set aside in the Senate bill, offer a
nationwide response to a nationwide problem. They
could potentially benefit all of Indian country by
providing an innovative, private-sector oriented
approach to attract new investment and jobs to some of
this nation's most destitute areas.
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Indian tribes strongly supported these
comparatively modest provisions (which the Joint
Committee on Taxation estimated would cost $181 million
over a 5-year period) of this long-sought legislation.
We urge that you consider including these provisions in
the final tax package the Administration forwards to
the Congress.

With best regards.

Sincerely,
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Statement of the New York State Society of
Certified Public Accountants

Introduction

The New York State Society of Certified Public Accountants
(NYSSCPA) is the largest accounting organization in the nation
representing the CPAs of a specific state. NYSSCPA membership
niimbers in excess of 3 3,000 CPAs. Our members practice in all
sizes of firms and represent all types of clients in planning their
business transactions and in calculating their tax liabilities. As
a result, our members are able to provide enormous insight into the
likely behavior of business and individual taxpayers in response to
proposed changes in the tax law.

Historv--the 1986 Teix Reform Act

The truth of this assertion was demonstrated in 1985, when the
Society submitted comments on President Reagan's tax proposals for
"Fairness, Growth and Simplicity." In our analysis, we stated our
fear that, "Average tcixpayers will be bombarded with stories of the
large tax savings of the wealthy, compared with their minor savings
under the President's plan." We went on to state, "The use of the
Tax Code to achieve economic and social aims has strongly
influenced the structures of business and of investment patterns in
this country. . . .Repeal of current incentives will disturb these
structures, perhaps seriously." The analysis listed those
individuals and entities whose activities we felt would face at
least some disruption. Included in this list were:

Real estate syndicators, mortgage bankers, builders and others
aided by various real estate incentives;

State and local governments forced to find new sources of
revenue or make hard choices concerning decreased services;

Capital intensive industries dependent on ACRS and the
investment credit; and

Banks, insurance companies and other entities whose operations
could be profoundly affected by the proposals.

We feel that our comments concerning the 1985 tax proposals were on
the mark in many instances and that much of the negative effect of
the 1985 proposals might have been avoided had they been recrafted
to take into consideration analyses such as ours. We, as well as
many others, believe the decline in the real estate market can be
attributed in large measure to the changes in the passive loss
rules enacted in 1986. This decline in real estate, in turn, seems
to have lead to financial difficulties in the savings and loans and
in the insurance industry. It is possible that much of our
economic slump of the last few years may be traceable to the 1986
tax law changes. It is our hop^ that comments made concerning
President Clinton's proposals will be weighed carefully to avoid
the economic disruption generated by the 1986 Tax Act.

Simplification of the Tax Law

Any tax law changes that are enacted this year should be drafted to
be as simple as possible. If the current tax law is not
simplified, and any changes made to it made as simple as possible,
our tax system is likely to eventually fall under its own weight.
It is important to always remember that ours is a voluntary
compliance system, and unless people understand the tax law and
feel that it is reasonable and fair, many may begin to perceive
that fully complying with it is not worth the effort.
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Every time there have been tax law changes enacted in recent years,
these changes have been referred to as "Accountants' and Lawyers'
Relief Acts." While this generates chuckles and more than a few
nods of agreement from the clients of tax professionals who are
forced ^o pay increased fees, the reality is that the increased
complexity of the tax law and the pace of the change have
enormously eroded the profitability of most tax practices. Each
tcix law change requires many hours of training teix staff and of
revising tax practice procedures. Additionally, in recent years
many tcix changes have been rather far-reaching, not necessarily
grounded in sound tcix policy but, rather, means of achieving
revenue neutrality without government's being forced into admitting
a tax rate increase is necessary.

These kinds of changes require substantial amounts of additional
time to complete a tax return, and this frustrates both taxpayers
and tax professionals. Often there is simply more paper to file
and more taxes to pay, while the government keeps making assurances
that there has not been a tax rate increase. This is a confusing
situation at best and one that adversely affects taoc practices and
tax administration.

"Back-Door" Revenue Raising

It does seem fairly clear to us that a tax rate increase may be
necessary to raise significant amounts of revenue to reduce the
deficit. The maximum tax rates were probably reduced too much in

1986, since spending was not correspondingly reduced, resulting in
the mushrooming of the deficit.

However, we would like to urge that Congress keep in mind that many
deductions were eliminated or capped in 1986, thereby substantially
diminishing the benefit of the tax rate cuts for many middle income
Americans in particular. Eliminating deductions generally serves
to simplify the tax code, certainly an end which we applaud.
However, eliminating deductions for taxpayers who have made
investment decisions, at least partly hinging on the tax law,
serves to erode taxpayers' trust in the tax law and their respect
for it. Thus, the imposition of the passive loss rules (albeit on
a phased-in basis) on taxpayers who were able to afford the
investment in certain pieces of real estate only because of the tax
benefits these properties provided, permanently harmed many of
these Americans economically. There have been numerous personal
bankruptcies, as well as business failures, as a result of the 1986
tax law changes. The goal of eliminating tax shelters was a
laudable one, but it should have been achieved in a more gradual
fashion, in order to cause less economic pain. In the future, any
tax legislation should seek to avoid such economic disruption by
only applying to prospective transactions .

Furthermore, rather than putting limits on deductions that are
otherwise allowable under the tax code. Congress should be more
honest with the American people and, if the revenue is really a

necessity, raise the tax rates? This makes the tax code much
easier to work with and it gives taxpayers a clearer picture of the
true rate of tax they are paying.",

A Value Added Tax

As for considering some type of value added tax. Congress should
recognize that while it may be a relatively painless way to raise
vast amounts of money while leaving income tax rates untouched, it
is again a fairly dishonest way of dealing with the American
people. Congress would be able to point with pride to the fact
that it had not fiddled with the income tax rates--or was perhaps
even able to lower them. However, imposition of such a new and
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regressive tax would create a vast new bureaucracy which would be
expensive to establish and maintain. Furthermore, once such a
taxing scheme is in place, it would become as easy to raise its
rates as it was in the early days of the income tax so that soon
the U.S. VAT rate could approach that of Great Britain. Instead of
providing a new form of temptation for increasing spending.
Congress should start making hard choices under our current system
as to where spending cuts can be made and programs curtailed.

The New York State Society of Certified Public Accountants will be
pleased to explain or to discuss further einy of the points touched
on above or discussed in our following detailed einalysis of
specific provisions.

SPECIFIC PROVISIONS

Investment Ta^c Credit

Position
We believe there may be easier and more effective ways to encourage
investment in new plant and equipment them through an investment
tax credit. This is particularly true if the credit is to be
incremental, thereby favoring those businesses that were unwilling
or unable to invest during the prior uncertain years in our economy
and punishing those that went ahead and took the plunge.
Furthermore, any credit that is not made permanent makes it
difficult for businesses to plan their investments and spread them
over a period of years in an organized, well thought-out fashion.

These problems can be addressed by not targeting the credit at
either small business or incremental investments. Although the
pre-1986 Act credit was quite complex, if the stimulus of a credit
is deemed essential, we would favor following its approach.

Analysis
For businesses paying tax at a lower rate, a credit is more
valuable than a deduction or exclusion. Thus, by its nature the
investment tax credit benefits small businesses. The current
proposal would go further and only make the credit permanent for
smaller enterprises, but, even then, at a reduced rate. This does
not appear to take into consideration the realities of the current
business mix in the U.S. , our global economy and the way businesses
are run today.

Any credit that is provided should be allowed to all businesses and
on some type of permanent basis. Our large airplane, automobile,
electronics and computer manufacturers are finding it harder and
harder to compete either overseas or even within our own shores.
Any credit that is not available to these operations on the same
basis that it is available to other enterprises--and on a permanent
basis--is not targeted to take into account the reality of today's
business climate. Any small manufacturers who wish to start up
should be encouraged by our tax law, but they do not appear to be
the wave of the future as it becomes more costly to establish such
businesses and to purchase the necessary equipment to compete in a
meaningful way.

The incremental nature of the credit would drcimatically increase
complexity. Measuring base period investments would, in many
cases, require burdensome research to identify the types of
investments included in the base period calculation.

In addition, it is not clear that any credit would be available for
purchasing rebuilt assets, such as airplanes or boats. In fact,
the proposal makes it clear that the credit would not be available
for the purchase of used equipment. Another fact of life in
today's economy is that much of the equipment used in businesses is
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too costly to purchase new and may be even better if rebuilt than
purchased new. Also, due to environmental and conservation
concerns, we should generally be encouraging the rebuilding of

equipment wherever possible. Thus, we feel that the law should
distinguish between rebuilt and used equipment and specify that the
credit is available for rebuilt assets.

The small business credit would not be available to businesses
having gross receipts of more than $5 million. Thus, a business
with $5,000,001 in gross receipts would be ineligible. Although a

phased-out definition of small business would add complexity, such
an amendment seems necessary to make the proposal fair.

Finally, the amount of the credit which is proposed would be fairly
insignificant to stimulate certain investments. For three year
property, the cimount of the credit- would only be 2.33 percent
during the years in which a 7 percent credit was available to small
businesses. After two years, when the credit fell to 5 percent,
the credit for three year property would be only 1.67 percent.
Such a small benefit does not seem to justify the additional
administrative complexity that would be added. Furthermore, to

generate more immediate stimulus from the credit, the carryback of
unused credits to years prior to the effective date of the

legislation should be allowed.

It may be that concentration on making long-term, low cost loans
available to all businesses for the purchase of plant, equipment,
furniture and other business assets would be a much more effective,
lower cost solution to achieve the retooling of existing
manufacturing concerns and the start-up of new small businesses,
the creators of the greatest amount of new jobs. If a government
program could be developed to encourage lenders to provide funds
for this purpose, either through tax or some other incentives, it

seems that it could substantially stimulate business investment in

capital assets.

Permanent Extension of R&E Credit

Position
There should be government support of research and experimentation
efforts. However, a tax credit does not seem to provide the

necessary impetus. We strongly urge that a new means of promoting
research efforts be found--particularly for start-ups.

Analysis
For many businesses that are starting up, a tax credit will provide
very little benefit since the start-up may have no taxable income

and, therefore, no tax liability for the credit to offset.

Furthermore, the credit is tremendously complicated to calculate
and the start-up will find itself incurring large professional fees

to determine a credit that is of no current benefit. The proposed
modifications to the credit seem to only exacerbate this problem
for newer businesses. They add still more calculations that the

business must make, again at a time when the business may have no

tax liability for the credit to offset.

This credit is also very difficult to calculate due to the

vagueness of the definition of qualified research expense. This

vagueness has lead to many disputes between taxpayers and the IRS.

We recognize that it may not be possible to more specifically
define the term qualified research expense. However, this may be

an area for Congress to make available non-traditional dispute
resolution techniques.

More available government research grants and less costly loans to

fund research could be the answer. These possibilities are

certainly less complex. Again, the government could establish
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programs to encourage lenders to provide low-cost funds for
research prograims . Full deductibility of research and
experimentation expenses, even in the start-up phase of a business,
could also provide significant benefits in a less complicated
manner than the credit.

It adds to complexity that the same research expenditures can also
be used, at least to some extent, to calculate deductions. If
expenses do qualify for the credit, perhaps the rate of the credit
should be increased to something more than the maximum tax rate,
and the deductibility of the expenses should be disallowed.

Rather than requiring the amendment of 1992 returns, if a credit is
enacted, effective as of July 1, 1992, the taxpayer should be
allowed to include any benefits from it in the 1993 return.

Capital Gains Exclusion for Certain Small Business Stock

Position
We favor a targeted capital gains provision, such as this, to

encourage very specific economic behavior. It seems to us to be
more cost-effective than across-the-board cuts in capital gains
rates.

Analysis
This provision, as expcuided in later proposals released by
President Clinton, seems to encourage the kind of venture capital
investment in start-up companies that will be needed. We

particularly applaud the increase in the excludc±>le eunount of the

gain.

Modify Passive Loss Rules for Certain Real Estate Persons

Position
We applaud providing relief from the passive loss rules for real
estate professionals. It has never made sense to limit the

deductibility of losses from legitimate business activities.

Analysis
The rule, as proposed, seems to reach those real estate

professionals who need this kind of relief. However, it does not'

spell out what would happen to their losses carried forward into
1993.

Increased Depreciation Period for Nonresidential Real Property

Position
We oppose once again extending the depreciation period for real

property- -this time, nonresidential real property from 31.5 years
to 37 years.

Analysis
The more often depreciation periods are chauiged, the more
complicated it becomes for smaller taxpayers to keep records and
for their advisers to be able to recall all of the applicable rules
without referring to volumes of reference materials.

Additionally, extending the period for the write-off of
nonresidential real property seems to be directly contrary to the
Administration's desire to encourage small businesses and to
increase the investment in them. If anything, there should be more
direct incentive for investing in business property. One way to

provide this is to give more up-front tax benefits for investment
in real property used in a business and to speed up the write-off
of the investment in that property.
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AMT Treatment of Gifts Qf Appreciated Property

Position
We support the exclusion from the alternative minimum tax (AMT)
preference for charitable contributions of appreciated property.

Analysis
The tax law can stimulate or retard vital activities, such as
maintaining educational and cultural institutions. This provision
proved to be a very effective stimulus for prompting gifts to such
institutions, and it should be reinstated in its expanded version
that includes all charitable gifts of appreciated property.

Self-Employed Health Insurance Deduction

Position
We believe that the health insurance deduction for the self-
employed should provide parity with the deduction allowed to

corporate businesses and should be made permanent. Such
legislation would benefit farmers, entrepreneurs, accountants,
attorneys and other professionals, and tradespeople, as well as the
owner/employees of S corporations.

Analysis
Absent this provision, a disparity is created between the tax
treatment of owners of incorporated and unincorporated businesses
(e.g., sole proprietorships, partnerships cuid, in this case, S

corporations) . An incorporated business can generally deduct, as
an employee compensation expense, the full cost of any health
insurance coverage provided for its employees, including owner-
employees. By contrast, a self-employed individual operating
through an unincorporated business, or a more than 2 percent
shareholder in an S corporation, can only deduct the cost of health
insurance for himself and his dependents to the extent that it
exceeds 7.5 percent of adjusted gross income.

Prior to July 1, 1992, mainly as a vestige of Section 89 which
never became effective, a self-employed individual was allowed to
deduct as other than an itemized deduction up to 2 5 percent of the
amount paid for health insurance coverage for himself, his spouse
and his dependents. The proposal would reinstate this partial
deduction from July 1, 1992, through December 31, 1993. Instead of

malcing taxpayers amend 1992 tax returns to ta)ce advantage of it, we

suggest that they simply be allowed to include the deduction for
the whole 18-month period in their 1993 returns. This would
dramatically simplify their filing burdens, while delaying the
revenue cost of this provision to the Treasury and not

substantially harming the taxpayer financially.

We have always been sensitive to distinctions created in the tax
law between incorporated and unincorporated entities. Since 1982,
with the exception of a few provisions, the rules governing
qualified pension plans have created parity. We believe that the
rules regarding health plans should also be reevaluated in order to
eliminate major distinctions. This is particularly true in light
of the dramatically increasing cost of health insurance.

We assume that this provision is drafted to be effective only
through 1993 with the intention that the comprehensive health care
reform bill will address this issue for payments made in later

years. We urge the Administration to create parity as part of its
health care reform package. We do not see any rational reason for

establishing preferential treatment for health insurance coverage
for a specific form of doing business. A decision as to the form
of entity in which a business should operate should be made based
on tax and non-tax issues other than this.
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Assuming any health care reform package will contain changes in the
rules regarding the deductibility of health insurance premiums, and
knowing that such major changes could take a considerable time to
be enacted into law, we urge that this provision be extended
permanently. Then, if this particular set of rules is not
addressed legislatively prior to December 31, 1993, we will not
find ourselves yet again in the situation of needing to legislate
an extension in the application of these rules.

Increased Tax Rates for Higher Income Individuals

Position
We generally support the need for an increase in individual tax
rates to help reduce the deficit. As CPAs, we do not contend that
a particular rate is right or wrong; however, we do favor open and
honest rate adjustments to raise revenues, when needed, rather than
hidden revenue increases, such as "floors," "ceilings," "percentage
disallowances" and other mechanisms designed to disguise the fact
that there has been a tax increase. Accordingly, we favor a fifth
rate, rather than a maximum rate of 3 6 percent plus a stated
surcharge. We do believe that the $250,000 threshold for the
surcharge is set at too low a level .

Analysis
It is important to realize, however, that when tax rates are
increased today, the rate increase is much more significemt than it
was pre-1986 when there were many credits and deductions available
to cushion an increase in rates.

We are also concerned that the brackets at which the maximum tax
rate will apply are often set much too low for those teixpayers
living in high income, high cost urban areas. Clearly, a married
couple filing a joint return that has $140,000 in taxcible income
has a very different standard of living in New York City, Los
Angeles or Washington, D.C., compared to what they would have at
this income level in Syracuse or Topeka. We think the cut-offs
proposed by this Administration are more realistic than those which
have been enacted in the last few tax laws. However, we would like
to see more attention given to the discrepancies in the costs of
living in the various areas of the U.S. It should be possible to
come up with a way of graduating tax rates based on where a

taxpayer lives, similar to the concept the IRS uses in fixing its
per diem travel expense allowances for various metropolitan areas.

We would also recommend that Congress reinstate full deductibility
of itemized deductions and personal exemptions, even if this means
a slight additional increase in the maximum individual tax rates.
It is much more difficult for taxpayers to accurately predict their
tax liabilities when it is necessary to factor in these phase outs.

Provisions to Prevent Conversion of Ordinary Income to
Capital Gain

Position
The proposal, in general, attempts to prohibit the conversion of

ordinary income to capital gain. It would, specifically, tax net
long-term capital gain at ordinary income rates to the extent the
taxpayer elects to take the gain into account in determining
investment income for computing the limitation on the deductibility
of investment interest. We oppose this proposal, at least to the
extent it redefines investment income, in that it adds enormous
complexity for the sake of accelerating tax revenues.

Analysis
Taxpayers who choose to exclude their net long-term capital gains
income from determining their net investment income will simply
defer the time at which they can use their investment interest
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expense. Any investment interest that is limited as a result ot
the investment income limitation will carry forward and can be used
in a later year when sufficient investment income is generated.

To the extent a taxpayer tries to avoid this new limitation, he or
she will be forced to use alternate financing arrangements, such as
home equity loans, that are more e'jcpensive than borrowing against
securities. This will be detrimental to the securities industry in
that it will reduce the available business. It will also allow
taxpayers who use alternat.e financing arrangements to circumvent
the margin requirements.

The provision may also discourage long-term investment in small
capitalization stocks since these usually generate no investment
income other than long-term capital gains. This is certainly
contrary to the proposals in this bill which would provide
preferential capital gains treatment to taxpayers who invest for
the long term in small capitalization companies.

Reduce Deductible Portion of Business Meals and Entertainment

Position
We strongly oppose the current disallowance of 20 percent of the
deduction for business meals and entertainment. We think
increasing the nondeductible amount to 50 percent is very bad tax
policy .

Analysis
The {iisallowance of legitimate business deductions is simply a

hidden tax increase—something wg have indicated several times that

we greatly oppose. We feel that Congress should be honest with the

American people as to the true tax rate which is imposed on them.

Furthermore, we think it is bad economic cind tax policy for

businesses to be hindered in their spending decisions by the tax

law. Additionally, disallowance provisions, such as this one, add

substantial complexity to the tax law.

This proposal also does not take into account that different sizes

and types of businesses operate differently. Big businesses create

goodwill primarily through institutional advertising while small

businesses spend much more, proportionally, on business

entertaining to create goodwill with existing customers and to woo

new ones. Since small businesses are the greatest creators of new

jobs in our economy, our tax law should serve to encourage their

efficient operation. Proposals such as this one have the opposite

effect--increasing recordkeeping burdens, accounting fees and tax

bills.

Further, this increase in the limitation will have the effect of

curtailing entertaining at restaurants, resulting in decreased

revenues, leading to less income tax revenues, less local sales tax

revenues, and less employment.

Deny Deduction for Club Dues

Position
We also oppose disallowance of this deduction.

Analysis
In many communities, the accepted way of building customer

relations is through entertaining at clubs--especially for the

smaller business. In certain towns across America, big companies
have corporate dining rooms on the premises. Other businesses must

either use the country club or the local diner to entertain their

business contacts. Therefore, the club dues a company pays are

often business necessities. Disallowing such deductions again
makes it harder for businesses to conduct their affairs in a manner

that makes sense, given today's life styles. Certain clubs provide
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the right atmosphere to engage in serious business discussions to
a much greater extent than any office setting or restaurant.
Furthermore, at a golf, tennis or exercise club, it is possible to
establish a different level of business camaraderie than it is in
an office setting.

Our tax law should be structured to encourage the efficient and
profitable operation of businesses. The more profitable they are,
the more tax revenues that will be collected. If club membership
contributes to this end, it should be favored by the tax law
instead of resulting in one more hidden tax increase.

It is important to keep in mind that the law already requires that
more than 50 percent of the business use of the club be proved
before any portion of the club dues are deductible.

Require Securities Dealers to Mark to Market

Position
While we recognize that this is the way business is actually
conducted in the securities industry, we do not support the idea
that taxable income should be accelerated through mark-to-market
concepts .

Analysis
Even though requiring securities dealers to mark their inventories
of securities to market will currently result in additional taxable
income since the securities markets are strong, the Treasury must
understand that some day this provision could actually be a revenue
loser, if the markets decline dramatically. Furthermore, the
income required to be recognized by a securities firm under this
proposal could well disappear in the succeeding taxable year. The
only time such a mark-to-market concept has been applied previously
in the tax law is with respect to regulated futures contracts. And
this was in exchcuage for favorable capital gains treatment of these
contracts.

It does seem to us that Congress should now deal with the problems
presented in the financial industiry by the Arkansas Best decision.
While the mark to market proposal takes into account the way the
securities industry actually operates, so should other provisions
of the tax law. In the global economy of today, there are enormous
amounts of hedging of currency and interest rate fluctuations.
This is no more than prudent business practice. If there are
losses in these hedging positions, the losses should not be deemed
capital but should, instead, be treated by the tax code as ordinary
business deductions. This is not necessarily the conclusion the
IRS will reach after Arkansas Best . There is a real need for
clarification of the tax law in this area.

If it were necessary for Congress to specifically require marking
to market of securities dealers' inventories in exchange for relief
from Arkansas Best , we could support such a trade-off.

Reporting Rule for Service Payments to Corporations

Position
We oppose this provision as creating vast amounts of additional
paperwork that provide no meaningful information to the government.

Analysis
Corporations use many different year ends--not simply the calendar
year end. All 1099s provided to them would be on a calendar year
basis. Such 1099s will simply serve to create confusion among the
corporate recipients, mandate substantial additional filings for
the payors and give the IRS very little additional information for
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matching purposes. The paperwork burden created by this proposal
is in no way justified by the miniscule benefit that it would
produce in the compliance area--presumably only the ability to
match the 1099s filed for calendar year corporations against the
income they report .

Raise Standard for Accuracy-Related and Preparer Penalties

Position
We disagree with the need for this proposal.

Analysis
Just a few years ago, Congress passed the Improved Penalty
Administration and Compliance Tax Act. The Act was the product of
an unprecedented collegial process, initiated by Congressman
Pickle, involving the tax writing committees, the IRS, the
accounting profession, the Bar and other interested parties.

In our view, the current proposal is the type of tinkering which
has crippled penalty provisions in the past and would lead to
reduced, rather than improved, compliance. Furthermore, reasonable
basis has never been a satisfactory standard in that it is

extremely difficult to define. If a taxpayer makes adequate
disclosure and the IRS is put on notice thereby, there is
sufficient opportunity for the Service to challenge the position.

Modify Tax Shelter Rules for Purposes of the
Substantial Understatement Penalty

Position
We disagree with the need for this proposal.

Analysis
Unlike the prior proposal, the provision at which this proposal is
aimed was not changed in 1989. The section at issue contains a
penalty to deter tax shelter investments.

We submit that the growth of tax shelter investments seems to us to
have been effectively halted--both by the provisions of the 1986
Act and by our clients' experiences in the later years of their tax
shelters. Many times, not only did they lose their entire
investment, but they found themselves liable on notes for many
years while picking up phantom income for tax purposes. Often, on
audit, they faced not only enormous tax liabilities, but
substantial penalties and interest computed at the very high rates
of the Eighties.

Furthermore, this provision seems to add no real teeth to the law.
If the taxpayer can indeed show that the reasonably anticipated tax
benefits from the shelter did not significantly exceed the
reasonably anticipated pre-tax -economic profit from the tax
shelter, then it is likely that there would be no deficiency and,
therefore, no penalty.
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Statement of the Price Waterhouse Royalty Coalition

I. introduction

This testimony is submitted by Price Waterhouse on behalf of a broad-based coali-

tion of companies formed to advocate the retention of current-law treatment of for-

eign royalties.

Reflecting the trend to global markets, the companies in our coalition relied on

foreign operations for 41 percent of worldwide gross receipts, totalling over $250 bil-

lion in 1992. These companies invest billions of dollars in the United States develop-
ing valuable intangible assets that must be utilized in world markets to recoup de-

velopment costs. Coalition companies employ 740,000 people in the United States,

including 74,000 in R&D-related activities (89 percent of worldwide R&D employees)
and spent almost $11 billion domestically on R&D.
Competition in global markets is fierce—the companies in our coalition had fewer

employees last year, both in the United States and abroad, than they did 10 years
ago. Our long-term survival requires global operations designed to maximize econo-

mies of scale and economic efficiency. By competing globally for market share, we
preserve high-quality jobs in our U.S. headquarters. Moreover, foreign affiliates are

crucial to U.S. exports—in 1992, over 60 percent of our exports were sold by our

foreign affiliates.

Every company in the Price Waterhouse Royalty Coalition supports the Presi-

dent's broad economic policy goals and objectives, namely to build an environment
for economic growth focusing on the creation of new jobs, long-term economic invest-

ment, and reducing the federal budget deficit. However, we believe that the specific

proposal to change the tax treatment of foreign source royalties is inconsistent with
these economic goals for the following reasons:

• The royalty proposal
would reduce domestic R&D and could provide an incen-

tive for U.S.-based multinational corporations to move R&D and other jobs over-

seas. Royalties from the license of intangible property to overseas users is an

important source of well-paying U.S. jobs in the area of R&D, marketing, man-
agement, information systems, and other administrative areas that support the

development of intangible property.
• Business and competitive circumstances often dictate that U.S.-based MNCs
perform significant activities abroad involving the use of intangible assets (such
as manufacturing, distribution, and technical support) in order to penetrate and
survive in foreign markets; it would be counterproductive for U.S. international

tax policy to discourage such activities.

• The royalty proposal would increase the over-taxation of foreign income of U.S.-

based MNCs.

II. the administration's royalty proposal

The Administration has proposed including all foreign source royalty income in

the separate foreign tax credit limitation category for passive income (i.e., the "pas-
sive basket"). Treasury's Greenbook ^

provides the following rationale for the royalty

proposal:

The treatment of substantial portions of foreign source royalty income as

general limitation income for foreign tax credit limitation purposes . . . can
result in a tax preference for licensing of intangible property to a foreign

person for use in production activities abroad. ... In contrast, royalties or

other income received for the use of intangible property in domestic activi-

ties generally cannot be similarly sheltered. (Emphasis added).

Treasury maintains that the royalty proposal will encourage expanded use of in-

tangible property in domestic activities (instead of foreign activities), thus leading
to U.S. job creation and growth at the expense of foreign job creation and growth.^
On the surface, such reasoning has appeal. Indeed, other factors being equal, we
agree that the U.S. tax system should not promote foreign-based activity at the ex-

pense of U.S.-based activity. However, on closer analysis, the royalty proposal could

produce results at odds with the Administration's broad policy goals, for the reasons

set forth below.

^See "Summary of the Administration's Revenue Proposals" (Department of the Treasury,

February, 1993), at page 58.
2 See also Department of the Treasury memorandum titled "Administration Proposal on the

Tax Treatment of Royalties" dated April 14, 1993 ("April 14 Treasury memorandum ).
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III. FOREIGN ACTIVE BUSINESS OPERATIONS ENHANCE U.S. JOBS AND U.S. ECONOMIC
GROWTH

Three decades ago, U.S. corporations accounted for over half of all multinational
investment in the world, our nation produced about 40 percent of world output, and
we were the world's largest lender of

capital.
Tax policy makers felt little need to

analyze how the U.S. tax system affected the competitiveness of U.S. companies in

world markets.
Our economy is no longer so dominant that global competition can be ignored in

formulating tax policy. U.S. corporations now account for less than one-third of mul-
tinational investment, the U.S. economy produces less than 30 percent of world out-

f)ut,

and we are the world's largest debtor. Three decades ago, 18 of the world's 20

argest corporations were headquartered in the United States; today, only nine U.S.

corporations rank in the top 20.

Arguments that we must discourage U.S. investment abroad to protect domestic

employment are obsolete. In an increasingly open economy, discouraging U.S. com-

panies from producing in the most efficient locations will not protect U.S. jobs; in-

stead, these jobs will go to foreign-based multinationals with lower costs. Indeed,
the evidence suggests that multinational investment promotes exports: two-thirds of

U.S. merchandise exports were associated with U.S. multinationals; and the indus-

tries that are most active overseas tend to be the same industries that are the most
effective exporters. In short, global investment strategies are critical to the competi-
tiveness of the U.S. economy.
Thus, any proposal designed to prevent U.S. companies from operating inter-

nationally would be counter-productive to the Administration's broad policy goals.
Recent studies confirm that increased foreign business activity enhances the level

of U.S. employment auid overall U.S. economic growth; and that sales by foreign af-

filiates of U.S.-based MNCs come at the expense of foreign competitors rather than
U.S. exporters.
Some have argued that overseas investment by U.S. multinationals represents a

drain on investment at home. Yet, over the last decade, foreign income has exceeded

foreign investment in U.S.-owned foreign corporations. Thus, the growth in U.S. di-

rect investment abroad has been financed internally and not by outflows of capital
from the United States.

IV. BUSINESS PRACTICES AND NECESSITIES DICTATE FOREIGN ACTTVITY

U.S.-based MNCs derive active foreign income purely because business consider-

ations, rather than tax motivations, require the use of U.S.-developed intangibles in

geographic proximity to foreign markets.^ U.S. companies license intangibles abroad

for a multitude of business reasons. Some are as basic as local-content requirements
that necessitate that at least a portion of such products sold in a foreign country
be produced in that country. Thus, royalties often support and promote exports of

U.s! manufactured goods.
For example, U.S. exporters of heavy equipment, such as power generation equip-

ment and locomotives, are oft«n forced by their customers to engage local suppliers
for the low-value added portion of a particular product in order to meet local content

preferences or requirements of purchasers. To meet this request for local content,

the local suppliers need access to the U.S. manufacturer's specifications and tech-

nical expertise. These suppliers, sometimes referred to as manufacturing associates,

pay substantial royalties for access to the U.S. exporter's technical information

which enhances the exporter's return. Such royalties, of course, are a critical part
of the overall economic return in what is fundamentally an export activity. Without

the requisite local content, the export order often would not be obtained. The license

in this case is not a vehicle for giving technology to a foreign producer. Rather, the

license preserves the technology and controls its use so that the U.S. producer can

protect its technology for future exports.
For many industries, it simply is not feasible to supply foreign markets by export

alone. "The unit cost of shipping many of the products produced by companies in our

coalition is extremely high. The added costs of transporting such products across

oceans—including the shipping costs, foreign duties, and other expenses—would

make it impossible for U.S. companies to compete with foreign companies producing

*
Moreover, current U.S. tax rules (see Code sections 482 and 367(d), discussed infra) effec-

tively require a U.S.-based MNC to make its intangibles available to foreign affiliates by a li-

cense requiring royalties reflective of the ongoing value of the intangible. Failure to complv with

these and related rules can result in the iniposition of substantial penalties. Additionally, as

discussed, infra, the "look-through" rules of Code section 904(dX3) encourage royalty and other

deductible payments to reduce foreign income taxes.
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those products locally. For many consumer goods, particularly food products, it

would, simply not be practical to ship products abroad, due to spoilage and other
factors. Foreign licensing also is required where, for example, FDA regulations pre-
clude the manufacture and export of drugs that have not been approved in the Unit-
ed States.

In addition, many foreign jurisdictions continue to discriminate in favor of local

manufacturers in terms of granting early product approvals and favorable in-market

pricing. There can be significant duty advantages to supplying products destined for

the EC from a European location. Maintaining an EC manufacturing presence also

permits the exercise of EC patent rights and, thus, avoids possible compulsory li-

censing.
'*

Finally, there are instances where a company will Ucense it's products to

a third-party abroad in order to gain access to that party's products (i.e., cross-li-

censing arrangements) or to otherwise establish a business relationship with that

party.

Treasury's Arguments are not Realistic

In an example included in the April 14 Treasury memorandum, a U.S.-based
MNC faces the choice of exploiting a valuable U.S.-created manufactviring patent in

the United States or, alternatively, in a foreign country. Specifically, its choice is

whether to construct a plant in the United States and use the patent in the plant
to generate U.S. source income, or to have its foreign subsidiary construct the plant
overseas and, licensing the patent from the United States, to derive foreign source

remanufacturing and sales income. Under the example as presented, the two choices

appear to be mutually exclusive.

However, Treasury's notion that U.S. companies have two alternatives—to manu-
facture and sell in the United States or to manufacture and sell abroad—is unrealis-

tic. In fact, if it is profitable to manufacture and sell in the United States, compa-
nies will do so. Moreover, if a valuable U.S.-developed intangible can be successfiilly

exploited both in the United States and abroad, there is nothing in the current tax

rules that would prevent a taxpayer from exploiting the intangible in both locations.

Statistics Show Foreign Income Bears Higher Tax Burden Than U.S. Income

Data suggests that U.S.-based MNCs do not operate abroad because of U.S. teix

incentives; indeed, current law provides an overall disincentive for U.S. companies
to operate abroad. According to statistics released recently by the General Account-

ing Office (GAO), worldwide tax as a percentage of worldwide income of U.S.-based

MNCs (37.1 percent) far exceeded U.S. tax as a percentage of U.S. income (32.9 per-
cent) for accounting periods ending in 1989. ^ This data demonstrates that, while ag-

gregate U.S. income is subject to an eflFective tax rate less than the U.S. statutory
rate, foreign income is subjected to a rate in excess of the U.S. statutory rate. Thus,
foreign income of U.S.-based MNCs is subject to a higher level of taxation than U.S.

income.
A recent Price Waterhouse study found that a U.S. multinational manufacturing

in Italy and selling into Europe through a Swiss sales subsidiary would pay an ef-

fective tax rate of 35.2 percent as compared to an average effective tax rate of 29.2

percent if the European operation had been owned by a Canadian, French, German,
Japanese, Dutch, or British parent. The higher eflFective tax rate for the U.S. multi-

national—ranging from four percentage points in the case of Germany to 10 percent-

age points in France—is tantamount to a surtax that foreign-based multinationals

do not bear.

This higher overall tax burden borne by U.S. multinationals on foreign income is

explained in large part by the bias in our current tax system in favor of over-taxing

foreign income. For example, the current rules mandating the allocation of interest

* In many less developed countries, maintenance of foreign-owned patents requires proof of ac-

tual production or exploitation of the patented subject matter within those countries. For the

most part, these patent "working" requirements can not be met simply by exporting finished

products from another country. Failure to meet these requirements may subject the U.S. com-

pany to sanctions or otherwise put the company's operations in that country into jeopardy.
*US GSeneral Accounting OfTice, 1988 and 1989 Company Effective Tax Rates Higher than in

Prior Years, August 1992, GAO/GGD-92-111. Foreign tax as a percentage of foreign income is

higher than worldwide tax on worldwide income (37.1 percent) because this percentage is a

weighted average of U.S. tax as a percentage of U.S. income (32.9 percent) and foreign tax as

a percentage of foreign income.
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expense® and state income taxes'^ against foreign income frequently result in the

imposition of "residual" U.S. tax on foreign income that has guready borne foreign
income tax at a rate higher than the U.S. statutory rate.

V. THE ROYALTY PROPOSAL WOULD INHIBIT U.S. EMPLOYMENT AND ECONOMIC GROWTH

The proposal would discourage research and development (R&D) activity in the Unit-

ed States and, in some cases, encourage shifting research and investment outside

of the United States.

U.S. companies with excess foreign tax credits would seriously consider increasing
the development of intangibles overseas in countries where intangibles-related in-

come is taxed more favorably than in the United States. ® This would entail the re-

moval of R&D activity and related jobs to foreign countries. This would be especially

likely for those U.S.-based MNCs that frequently are in an excess foreign tax credit

position (due, for example, to the over-allocation of U.S. interest expense to foreign
mcome) and which for business reasons are required to conduct active business op-
erations involving the use of intangibles in foreign markets.

The royalty proposal would further erode the ability of U.S.-based MNCs to compete
against foreign multinationals in overseas markets.

As noted above, foreign income is more heavily taxed than U.S. income. Adoption
of the royalty proposaT would increase the level of over-taxation. The net resiilt

would be a further erosion of the ability of U.S.-based multinationals to compete in

foreign markets against foreign-based multinationals that do not shoulder a similar

home-country tax burden.

VI. THE PROPOSAL REPRESENTS UNSOUND TAX POUCY

The current foreign tax credit limitation provisions are far more complex and re-

strictive than those of other countries. However, a mitigating feature is that active

business income is generally included in the overall or "general" basket. Moreover,
items of non-movable active income derived from the same business are almost

never subject to separate limitations. The look-through rules of section 904(d)(3) of

the Code generally ensure this result for royalties paid between members of a U.S.

group by basketing" these royalty payments with reference to the underlsdng eam-
mgs out of which these royalties are paid.
The royalty proposal would carve out one slice of active income generated from

an integrated business activity for separate treatment. Developed intangible assets

used by members of an affiliated group engaged in an active integrated business are

as "active" in nature as tangible assets used in the active integrated business. This

"active" characterization is equally applicable regardless of where in the group (i.e.,

in which entity and in which geograpnic location) the asset is employed, and regard-

less of the characterization of the income derived from the use of the intangible in

the business (e.g.. sales income, royalty or rental income).

The proposal to carve out a slice of active income and tax it as passive income

is inappropriate as a matter of tax policy for the following reasons:

Active vs. Passive Income

Under the Administration's proposal, foreign income taxes paid on a slice of active

foreign income could not be credited against tax on the active income derived from

the same integrated business. Some may argue that this "schedular" approach is ap-

propriate because current law permits undesirable "averaging." However, this argu-

ment ignores "the integrated nature of U.S. multinational operations abroad"^ as

recognized in 1986 by Congress when it created the current treatment of royalties.

Thus, Congress validated the notion that the foreign income taxes paid on the active

* Under section 864(e) of the Code, interest incurred by a US consolidated group (including

financing subsidiaries engaged in unrelated businesses) is allocated to all of the income—domes-

tic and foreign—of the group, including income from foreign subsidiaries. However, interest ex-

pense of a foreign subsidiary, in effect, is allocated only to its own income. This results in the

over-allocation of U.S. incurred interest expense to foreign source income, thus inappropriately

reducing the foreign tax credit.

'The regulations require that state income taxes be allocated to, foreign mcome. This reduces

the foreign tax credit, notwithstanding that state income texes do not relate legally or concep-

tually to the generation of foreign income. Moreover, no foreign government allows a deduction

for income taxes paid to any state. „„„ . . • u i.u
8
Ownership of^the intangibles developed through these offshore R&D activities would then

rest with the foreign afFiliate(8), thus eliminating the requirement to make royalty payments
into the United States.

^ Joint Committee on Taxation, General Explanation of the Tax Reform Act of 1986, May 7,

1987, (the "1986 Bluebook") at 862.
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income of the business relate conceptually to all of the active income from the busi-

ness derived by the U.S. parent. Moreover, Congress believed that "averaging" only
would be inappropriate "when it would distort the purpose of the foreign tax cred-

it."
10

Branch vs. Controlled Foreign Corporation (CFC)

The royalty proposal frequently would have the effect of imposing a higher effec-

tive U.S. tax rate on income from an active business operated in corporate rather

than branch form. Under current law, the inclusion of royalty and other types of

income received from CFCs in the overall basket is intended to equate the U.S. tax

treatment of CFCs with foreign branches. The Report of the Senate Finance Com-
mittee to the 1986 Tax Reform Act (Senate Report) states:

The look-through rules are intended to reduce disparities that might other-

wise occur between the amount of income subject to a particular limitation

when a taxpayer earns income abroad directly (or through a foreign

branch), and the amount of income subject to a particular limitation when
a taxpayer earns income abroad through a controlled foreign corporation or

other related person.
^^

U.S. international tax policy has recognized the merits of treating branches on a

par with CFCs, and vice-versa. The royalty proposal would undercut the ability of

many U.S.-based MNCs to operate abroad through CFCs even though the oper-
ational needs of the foreign business may weigh in favor of corporate, rather than

branch form.

Discourages Foreign-Tax Deductible Repatriations

The effect of the royalty proposal runs counter to a fundamental U.S. tax policy

goal of encouraging companies considering ways to reduce their overall tax burden

to first seek methods for reducing foreign taxes. In this regard, the Senate Report
states:

The committee bill subjects interest, rents, and royalties to look-through
rules because such payments often serve as alternatives to dividends as a

means of removing earnings from a controlled foreign corporation, or other

related person . . . Under the foreign tax credit system, the payment of [de-

ductible] interest, rents, and royalties by controlled foreign corporations and
other related foreign corporations whose dividends carry a deemed-paid
credit may . . . reserve for the United States more of the pre-credit U.S.

tax on these U.S.-owned corporations' foreign earnings than the payment of

dividends. ^^

Increase in Royalty Payments to U.S. Parents Since 1984 is Consistent with

Congressional Intent—Not an Abuse

Some have argued that the rapid rise in net royalties received from foreign affili-

ates by U.S. parents is indicative of a "tax abuse" which merits adoption of the Ad-

ministration's royalty proposal. This view ignores Congressional intent as indicated

by the legislative history of the changes made to section 367(d) in 1984 and to sec-

tion 482 in 1986. In fact, section 367(d) was designed to ensure that royalties would

be paid for the use of U.S.-developed intangibles by foreign affiliates, instead of

transferred, without consideration, as a contribution to capital:

In response to the substantial tax advantages available to taxpayers if they
could transfer intangibles . . . without the payment of any royalty . . .

,
Con-

gress amended section 367(d) in 1984 to provide that ... a transfer of in-

tangibles to a foreign corporation . . . would be treated as a sale of the in-

tangibles . . . amounts included in income of the transferor on such a trans-

fer must reasonably reflect the amounts that would have been received

under an agreement providing for payments contingent on productivity, use

or disposition of the property.^^
In 1986, Congress amended section 482 to increase the amount of royalties paid

with respect to the transfer of intangibles in cases where these royalties were

deemed to be inadequate. In the legislative history of the 1986 Act, the Joint Com-
mittee on Taxation stated:

>°Ibid.

"S. Kept. No. 99-313, 99th Cong., 2d Sess. 314 (1986). See also the 1986 Bluebook at 866.
12 Ibid.

i^The 1986 Bluebook at 1012.
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Congress was concerned that the provisions of sections 482, 367(d), and 936
. . . may not have been operating to assure adequate allocations to the U.S.
taxable entity of income attributable to the intangible in these situations. ^'*

As a result of the changes to sections 367(d) and 482 in 1984 and 1986, respec-
tively, it is not surprising that royalty payments from foreign affiliates increased
more rapidly than foreign direct investment after 1984. Rather than a "tax abuse,"
this result is precisely what Congress intended. According to the most recent data
from the Commerce Department's Bureau of Economic Analysis, royalties from un-
related foreign parties have doubled from $1.9 billion in 1986 to $3.8 billion in 1991.
If the growth in foreign royalties after the 1986 Act were tax motivated, one would
not have expected a large increase in royalties from unrelated parties. Other factors,
such as the explosive growth of U.S. software and motion picture licensing to foreign
markets appears to be an important explanation for the growth in foreign-source

royalty income. For example, overseas revenues from films and ancillary activities

nearly tripled from $2.4 billion in 1986 to $6.3 billion in 1991. In addition, foreign
sales and services by U.S.-based computer software companies increased from $43.9
billion in 1985 to $88.8 billion in 1991, a 100 percent increase that also in part ex-

plains the increase in foreign-source royalties.
The growth in international joint ventures in recent years also may have contrib-

uted to the rise in royalty payments. Increasinglv, U.S. companies joint venture
with foreign partners to gain access to foreign markets. In these arrangements, the

U.S. partner frequently contributes valuable intangibles while the foreign partner
contributes financing as well as manufacturing and distribution capabilities. Such

joint ventures have provided U.S. companies with a wider range of options for maxi-

mizing the value of their intangible assets in foreign markets. It should be noted
that the growing use of international joint ventures has occurred in spite of formida-

ble tax disadvantages for U.S. companies participating in such ventures. ^^

VII. SUMMARY

We support the Administration's broad policy goals to build an environment for

long-term economic growth. The royalty proposal runs counter to these goals be-

cause it threatens the competitiveness of U.S.-based MNCs and U.S. jobs.
The royalty proposal would discourage domestic research and development activ-

ity. This woula mean less investment in the United States. The royalty proposal
would further erode the ability of U.S.-based MNCs to compete against foreign-
based MNCs in overseas markets. For these reasons, as weU as the tax policy rea-

sons stated above, we urge the Administration and the Committee to reconsider the

royalty proposal.

'••Ibid, at 1014.
i** Robert J. Patrick, "A Review of U.S. Tax Laws Applicable to Cooperative International Busi-

ness Ventures," Tax Notes International, (March 1990).
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Statement of the Puerto Ricans in Civic Action

Thank you for allowing us to present testimony which will
have 3 direct impact upon the political and economic future
of the 3.5 million U.S. citizens in Puerro Rico.

These are great days for our organization. We are seeing the
successful result of our hard and persistent work to explain
to the United States government, the real truth behind
Section 936. Since 1986 we have been coming to Congress to
tell you that Section 936 is producing too few jobs in P.R
at. a huge cost to the U.S. Treasury.

Section 936 workers represent only a small portion of the
Puerto Rican economy. According to Puerto Rican Government
statistics, they comprise only 12% of the total work force
on the island. It not only carries outrageous costs, but it
is also highly ineffective. As a physician, Puerro Rico's
persistent unemployment rate in excess of 15% and a growing
public sector tells me that I am dealing with a sick
economy .

Section 936 is largely the cause of this sickness because it
has obstructed P.R. from a strategy of economic growth where
our productive people could earn their own way. It has
stopped us from growing like the rest of the 50 states.

Many people said that our grassroots organization would be
crushed by the propaganda and lobbying power of the pro-93o
machinery and their unlimited economic resources to protect
their 3 billion tax break-

As a matter of fact, part of the S3 billion tax break
provided by Section 936 has been used to hire experts inside
the Washington beltway to defend Section 936. One of the
studies to support Section 936 has been done by a distin-
guished economist of Price Waterhouse who worked for Con-
gress and at the time defended a wage credit formula as a
substitute for Section 936.

But we have persisted. We visited you frequently, we mailed
you the facts.. We faxed you the facts. We presented our
studies on Section 936, and you heard us.

This exercise in democracy is the most wonderful example of
what the United States is all about. Many tried to discour-
age us by comparing our quest with David and Goliath, but
your actions prove that the common individual is important
to the United States and will be heard.

For this reason we thank many members of this Committee. We
thank Congressman Rostenkowski , Congressman Stark, Congress-
man Pickle, Senator- Pryor, and many others. We also thank
President Clinton, for including the economic changes that
we have been advocating in his agenda for change. We partic-
ularly thank your wonderful staff for the many hours spent
with us. We commend you for not expecting us to settle for a
tax credit program in lieu of the American dream.
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GOVERNMEKT STUDIES CONFIRM FINDINGS

And when you ordered your own studies, these confirmed our
findings ! The proponents of 936 now have to answer to those
concerned with the horrendous deficit and our incredible
health care costs. They can no longer defend rationally why
almost 50% of the Section 936 tax benefits go to 60 drug
companies that only provide 18% of the jobs provided by all
Section 936 corporations.

They can no longer defend in a plausible way the fact that
the tax benefits have almost tripled since the 1970 's, while
the number of jobs provided has remained relatively stagnant
in the same period.

WE AGAIN EXPRESS OUR GRATITUDE FOR THE SUPPORT TO OUR
REQUEST THAT THE PRESENT FAILED ECONOMIC MODEL IN PUERTO
RICO BASED ON SECTION 936, WITH ITS HIGH PRESSURE, TAX
BENEFIT DRIVEN, AND BIG BUCKS POLITICS THAT SURROUND IT, BE
REPLACED WITH A SOUND DOMESTIC ECONOMIC POLICY WHICH WILL
BRING BENEFITS TO ALL THE CITIZENS OF THE UNITED STATES
INCLUDING THOSE LIVING IN PUERTO RICO.

TBBREPORE, WE SUPPORT PRESIDENT CLINTON'S PROPOSAL TO CHANGE
SECTION 936 but we must insist that any proposal
seriously considered as alternative to Section 936, meet the
following conditions:

PUERTO RICO MUST BE INCLUDED IN THE NATIONAL DOMESTIC POLICY
PLAN AND NOT AS IF IT WERE A SEPARATE ENTITY FROM THE UNITED
STATES .

Since Puerto Ricans are United States citizens and P.R. is
part of the United States, PUERTO RICO WOULD BENEFIT IF
TREATED AS AN INTEGRAL PART OF A NATIONAL GROWTH AND JOB
CREATION STRATEGY, just as we have been part of the national
defense strategy since all World Wars and during the Cold
war.

The policy of the Clinton Administration and the 103rd.
Congress towards Puerto Rico must be the same as it is for
the nation as a whole.

For example:

- We do not believe that a gradual phase-in of a wage credit
or giving a 936 company an alternative under the old system
will help since it will only create another special tax
treatment for who knows how many years .

- Congress should phase-in the wage credit system immediate-
ly and only for two or four years when it could again be
re-evaluated. The target jobs tax credit, which is the only
wage credit in the code, has been reviewed, improved and
re-authorized every one or two years.

- Puerto Rico needs to be considered as a possible site for
an enterprise zone. The enterprise zone proposal in last
year's H.R.ll bill include wage credits, reduced capital
gains taxes, lower depreciation rates, and new investment
tax credits.
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SECTION 936 MUST NOT HIDE BEHIND THE STATUS OUESTIOM

You probably know that our grassroots organization is mostly
comprised of people who desire statehood for moral, politi-
cal, and economic reasons, and our reasoning is sound.

However, let me assure you that I strongly believe that 936
should be phased out regardless of Puerto Rico's political
statjis, because it represents an unfair and unnecessary
burden on the U.S. taxpayer and the U.S .Treasury .

And please, do not be distracted by the spin doctors who
can't find a way to defend their case and now claim that our
interest in this matter is related to our push for state-
hood. This is just another argument to distract the discus-
sion from the real issues.

Kational managed change in the Section 936 program is what
this is really about. Pi^ease be assured that Puerto Rico's
self determination process will turn on much more fundamen-
tal issues than on what you do on Section 936.

In our view, this Committee and the Congress must not become
unduly preoccupied with Puerto Rico's political status issue
in connection with its evaluation of President Clinton's
proposal.

The President's position should be considered on its merits
as part of an overall national economic recovery program to
which Puerto Rico must be willing to contribute, and from
which Puerto Rico must benefit along with the rest of the
nation. You must reject the notion that the interests of
Puerto Rico and those of the Nation are at odds.

However, we would be remiss not to say, that until the
people of P.R. achieve real self determination and establish
a more perfect relationship with the Federal government, we
will have no basis for knowing if the so called benefits of
936 were worth the price we have paid by remaining a terri-
tory, subject to Federal law and policy promulgated without
our democratic participation.

We were appalled to see the pro-936 components organize and
practically force the workers in P.R. and their political
leaders to march in their favor. But, although we thought
that all that could be done and said about Section 936 had
been said, we recently discovered a new outrageous fact:

SECTION 936 TEMPORARY EMPLOYMENT

He have strong reasons to believe that more than 1/3 of the
18,000 workers in pharmaceutical companies work under
temporary job services, a practice that we understand is
also being widely used in the United States.

Some of these "temporary work" companies in Puerto Rico have
even put up shop right next to the areas where these corpo-
rations operate. This constitutes a cruel economic and
mental abuse with the workers and their families !

Considering the fact that these companies are not paying
federal taxes and that they are making excessive profits in
their drug prices, we ask you to order an investigation into
this matter and find a way to put a stop to this.
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This is an easy way out of having to pay employee benefits,
curtailing labor rights and bypassing unions. These workers
might even be collecting federal unemployment between jobs.
This might be legal, but it is definitely immoral and you
owe it to your constituents to look into this.

RESULTS OF THE SPECIAL TAX TREATMEWT

And what has been the result of pursuing economic develop-
ment based on federal tax exemption ? Today P.R. stands at

the bottom of the economic ladder, compared to the 50

states.

The most significant impact Section 936 has on the island is
that this supposed great economic credit given to us by
Washington is also the reason given for denying the loyal
U.S. citizens in P.R. greater or even equal access to other
Social and economic development programs .

We are denied full participation in such important programs
as Medicaid, Social Security and the JOBs program, which
provide training and child care funds for parents of poor
children. In other words. Section 936 is taking money out of
Puerto Rico's citizens pockets and replacing those dollars
as 936 company profits.

While Congress has denied the 3.5 million U.S. Citizens in
Puerto Rico the full participation in these programs, it
instead has provided two federal tax credits. Section 936

provides a tax credit for US corporations and Section 933
provides tax exemption for individuals and island corpora-
tions.

In doing so. Congress has forced Puerto Rico to follow an
economic development program different from the economic
strategies by the 50 states, and which has not worked.

LACK OF PROPER HEALTH CARE

As a result of this lack of assistance, the island's health
care system is in shambles. We insist that any change in
Section 936 must be accompanied by improvements in our
health system and assistance to the needy. We don't want you
to forget that the taxes that these companies will bring to
the United States' treasury will come from business generat-
ed in Puerto Rico.

We continue to sustain the following positions on Section
936:

I. 936 IS NOT CRITICAL TO PUERTO RICO'S ECONOMY AND ANY
CHANGE WILL NOT CAUSE THE ECONOMY TO COLLAPSE.

Section 936 has existed for almost 25 years and yet, its
workers represent a small portion of the Puerro Rican
economy. The level of unemployment on the island continues
too high at 18% . Over the last twenty years the rate of
unemployment has fluctuated between 13 - 17%. These facts
don't speak out in favor of Section 936.
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As a matter of fact much of the labor intensive portion of
the manufacturing process of 936 companies is now being done
through twin plant operations in the Dominican Republic and
other Caribbean countries which increases the tax free

profit margins for the companies but reduces employment in
Puerto Rico.

To sustain our position, we would like to include for the
record, the testimony offered to the Puerto Rico Senate on
March 3, 1993 by Marcos Rodriguez, President of the Puerto
Rico Government Development Bank.

Mr. Rodriguez said: •* I can assure you that not even in the
worst of cases would the impact be as damaging as the
studies that have been done in the past have projected. They
all suffer from the same flaw:

They seem to respond to the public and private interests
that commissioned the studies and they foresee the disap-
pearance of 100% of direct jobs in 936 companies, and even
the indirect jobs. These merchants of doom, who freely make
inflammatory statements to the press and legislative commit-
tees like this one, are not serving Puerto Rico well."

•• The results of our preliminary analysis indicate that more
than 75% of the direct jobs in 936 companies would not be
affected as a result of a replacement of the existing
incentives with a wage credit of at least 65% as proposed by
President Clinton."

And he concluded: ".... contrary to what persons and enti-
ties may have testified before the committee, Puerto Rico
will not sink. And frankly, it doesn't have to get on its
knees, either."

ZI.ALMOST ALL OF THE 936 COMPANIES WILL NOT LEAVE PUERTO
RICO IF SECTION 936 IS SIGNIFICANTLY CHANGED.

According to data available from the P. R. Government Develop-
ment Bank:

a) 37,651 direct jobs, or 36.2 of total employment, are with
companies whose tax benefits would not change under the
Clinton proposal.

b) 21,258 jobs, or 20.4% are with companies whose tax
benefits would be affected by less than 25%.

c) 24,553 jobs, or 23.6% are with companies whose tax
benefits would be affected between 25% and 50% .

d) 20,599 jobs, or 19.8% are with companies whose tax
benefit would be affected between 50% and 75%.

The truth, Mr. Chairman is that the wage credit proposal
will reduce somewhat the extraordinary U.S. taxpayer subsi-
dized profits enjoyed by a few corporations in P.R., and not
affect the vast majority of the Section 936 corporations.
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Pharmaceuticals are not going to leave P.R.I It would make
no business sense to close these facilities down and build
entire new facilities elsewhere at a great cost. The Pharma-
ceutical companies make their investment back after only 15
months and still need to have FDA approval for their produ-
cts in the U.S.

So, despite the many different voices you will hear today,
we all know that change is inevitable, that we live in a new
era of change, and that Puerto Rico can not exempt itself
any longer from that change. We are ready for that change
and grow with the rest of the nation, and addressing the
Section 936 issue is a critical first step in the right
direction.

Puerto Rico cannot be excluded from national policy debates
and then be treated as "special", out of mis-directed
paternalism, that tends to condemn the patriotic people of
this island to the political and economic twilight zone.

The Clinton Administration and Congress will be doing the
right thing by defining a national economic strategy which
includes Puerto Rico. That is the promise of America, and
the loyalty of U.S. citizens of Puerto Rico to this country
includes our belief that the United States of America will
keep her promise of democracy and equality.

Mr. Chairman that concludes my testimony. For the record 1
would like to submit the following additional items:

1. Copy of the testimony of Mr. Rodriguez-Ema's , President
of the P.R. Government Development Bank, before the P.R.
Senate Labor Committee.

2. Copy of Mr. Peter Merrill's work : The Possessions Tax
Credit and Puerto Rican Economic Development.

3. A paper by Mr. Alexander Odishelidze expressing some
interesting views on Section 936 which the Committee should
consider.

4. A copy of a March 24, 1993 Editorial on Section 936 which
appeared in the Washington Post and copy of my response to
that Editorial.

5. Newspaper articles which help support our comments.

The Vice President of our organization. Attorney Luis
Costas, a foremost expert on Section 936 is available to
answer your technical questions.
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Statement of Puerto Rico Manufacturers Association

Mr. Chairman and distinguished members of ihis committee, we are pleased to
have the opportunity to come before you today to raise the issue of fairness in re-

gard to the proposed change of Section 936 of the U.S. Internal Revenue Code.
The Puerto Rico Manufacturers Association is a trade organization that rep-

resents more than 1,800 members, who employ approximately 200,000 workers in
the production and service sectors of Puerto Rico's economy.
We'd like to start by posing a question, which hopefully will be answered to your

satisfaction today. Is it fair to close the door of economic opportunity for the people
in Puerto Rico?

In our estimation that is exactly what the proposal of the Clinton Administration
will accomplish. In order to come to that conclusion you have to view Section 936
for what it has become. Section 936 is the stimulus for a core sector of our economy,
a generating force that has impact on every other component of economic activity.
The macroeconomic arguments to support that fact have been presented to you re-

peatedly whenever the Congress has looked at the impact of Section 936.

Today, therefore, we would like to focus on the arguments relating to fairness that
have not had wide consideration in the past.

First, there is a tendency to see Section 936 as an issue involving large multi-
national corporations and the U.S. Treasury. In that context we are talking about
an issue that involves only tax revenues. That is an unfair view when the very basis
of our economy is built on that incentive program. When taking that view, however,
it is easy to look at this source to increase revenues for the Treasury at a time when
the nation is being asked to make sacrifices.

Second, we must look at Puerto Rico's ability to make the sacrifice being asked
of it and what impact that will have on the ability of our people to progress in the
future. What has been proposed is nothing short of a complete dislocation of the

economy of Puerto Rico in disproportion to anj^hing being asked of our fellow Amer-
ican citizens on the U.S. mainland. That would clearly be vmfair. In regard to the

ability to make the sacrifice, the following table presents a fair comparison of the
Puerto Rico economy in relationship to the U.S. economy.

ECONOMIC INDICATORS. UNITED STATES AND PUERTO RICO

Economic Indicator
'

United States
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IMPACT OF CLINTON ADMINISTRATION'S $240 BILLION REVENUE PROPOSAL

Economic indicator
'



442

revenues. It, in fact, changes the structure of our economy in a way that will keep
Puerto Rico from OEirticipating in the industrial development of the future. That
would be exceedingly unfair.

Today, Puerto Rico ranks among the most attractive sites in the world for indus-
trial investment because of a combination of factors, the most important of which
is a reasonable potential for growth based on the income incentives of Section 936.
Until a better system is in

place
to fulfill that essential development fimction, Puer-

to Rico can ill-aflFord to make new sacrifices. For example, it must be asked how a
wage credit will function as an incentive to attract the new industries that are

springing up in biotechnologies? Such industries are highly capital intensive, but
while they employ relatively few people directly, they represent promising new core
industries with substantial spinoff in supporting economic activity and emplojmnent.
The proposal under your consideration will effectively close the door to such

progress by making further high technology development unfeasible for the future.
To call upon the people of Puerto Rico to sacrifice their future in that way will be
the most unfair act of all.

We know this body could not act in such a manner because it is against the tradi-
tion of fairness that constitutes the American way of life that we all cherish.
Thank you for the opportunity of appearing before you today.

Statement of Semiconductor Industry Association

The Semiconductor Industry Association (SLA) is comprised of U.S. semiconductor
manufacturers. Its member companies account for 85 percent of U.S. semiconductor
production and employ over 200,000 Americans. Members of SLA are greatly im-

pacted by the President's tax proposals and wish to convey our concerns to the
Members of the Senate Finance Committee.
Semiconductors are the heart of America's high-technology industry, account for

$25.5 billion in worldwide sales and are the heart of the U.S. electronics industry
which employs over 2.4 million Americans. While we appreciate President Clinton's

attempt to increase capital investment by domestic industries, the fact remains that
the President's economic proposals will not help the U.S. semiconductor industry.
SLA urges the Administration and the Congress to develop additional means of en-

couraging capital investment in semiconductors.
The industry faces intense foreign competition, including the use of unfair trade

practices and foreign government promotion. For example, the Japanese government
allows Japanese companies extremely rapid depreciation on semiconductor manufac-
turing equipment (almost complete expensing in the first year). The semiconductor

industry is extremely capital intensive—U.S. producers invest 14 percent of sales in

new capital equipment—so U.S. government tax policy has a significant impact on
the industry's global competitiveness.

President Clinton emphasized the role of government in preserving America's

high-technology industry. The President has also proposed, as part of his economic

agenda, a temporary investment tax credit (ITC), a permanent research and experi-
mentation (R&E) credit, and alternative minimum tax (AMT) depreciation reform.

Unfortunately, these initiatives, as proposed, generally would not improve the com-

petitive position of the U.S. semiconductor industry. Moreover, the President's pro-
posals to eliminate deferral of U.S. tax on certain foreign subsidiary manufacturing
income and revise treatment of foreign royalty income would damage the inter-

national competitiveness of the industry.
The proposed ITC

applies only to increases in investment spending. However,
since most U.S. semiconductor companies have continued to invest during the recent

recession, much of this industry's future investment would be ineligible for the ITC,
diminishing the stimulus potential of the credit. Equipment with shorter economic
lives, like high-tech assets, also receive a lower ITC rate under the proposal. In ad-

dition, because the ITC would lapse after two years, it would do nothing to stimu-
late capital investment after 1994.

Likewise, a number of semiconductor firms will receive little benefit from the pro-

posed R&E credit. The R&E credit would be limited to R&E spending above a
threshold level that is based on the ratio of R&E spending to sales during the 1984-
1988 "base period." During this period, however, many high-tech companies main-
tained their R&E investments despite declines in sales due to Japanese companies

illegally "dumping" their products in the United States. Thus, the R&E to sales

ratio threshola for these companies is
disproportionately high. Because only R&E

spending above this threshold would be eligible for the credit, many high-tech com-

panies would be unable to use most or all of the credit. The semiconductor industry
spends about 12 percent of its sales each year on R&E activities.
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The Administration's AMT reform
proposal

also does little for the U.S. semi-
conductor industry. For example, making AMT depreciable lives the same as regiilar
tax depreciable lives may provide quicker AMT depreciation to certain industries.

However, under current law, the depreciable life of semiconductor manufacturing
equipment is five years for both regular tax and AMT purposes even though the
true economic life of semiconductor manufacturing equipment should entitle it to

three year depreciation. Unless the tax law is changed to allow three year deprecia-
tion for semiconductor manufacturing equipment, the Administration's proposal to

make AMT depreciable lives the same as regular tax depreciable lives would not be
beneficial. This proposed change in the depreciable life of semiconductor manufac-

turing eauipment has widespread support in Congress and Senators Baucus and
Packwooa plan to reintroduce legislation to make this change.
The U.S. semiconductor industry would be adversely impacted by the proposed

elimination of deferral of U.S. tax on certain foreign subsidiary manufacturing in-

come. Under this proposal, our foreign competitors, who benefit fi-om generous tax
deferral re^mes and tax-saving treaties that allow them to repatriate low-taxed

earnings without additional tax, would have a serious competitive advantage over
U.S. firms. Our foreign competitors would also have an advantage if the revised for-

eign royalty income proposal is adopted. Treating this income as earned from pas-
sive sources would be detrimental to the competitiveness of this industry.

Since the Administration's three key tax mcentive proposals do not address the
needs of the U.S. semiconductor industry, it is vital for the economic health of this

industry as well as the economic and national security of the country that an addi-

tional means of encouraging capital investment in semiconductor manufacturing be
enacted. SLA urges the Committee to support three-year depreciation of semiconduc-
tor manufacturing equipment.

STATEMEhfT OF TAX EXECUTIVES INSTITUTE, INC.

BACKGROUND

Tax Executives Institute is the principal organization of corporate tax profes-
sionsds in North America. Our approximately 4,800 members represent more than

2,400 of the leading corporations in the United States and Canada. TEI represents
a cross-section of the business community, and is dedicated to the development and
effective implementation of sound tax policy, to promoting the uniform and equitable
enforcement of the tax laws, and to reducing the cost and burden of administration
and compliance to the benefit of taxpayers and government alike. TEI is firmly com-
mitted to maintaining a tax system that works—one that is consistent with sound
tax policy, one that taxpayers can comply with, and one in which the IRS can effec-

tivelv perform its audit function. TEI is pleased to submit the following comments
on the international provisions of President Clinton's Proposals for Public Invest-

ment and Deficit Reduction (S. 876 in the Senate and H.R. 1960 in the House).

OVERVIEW

Seven years ago, when the Tax Reform Act of 1986 became law, a "compact" was
reached between the government and taxpayers. At that time, the tax base was
broadened and several tax incentives were eliminated in exchange for a lowering of

the rates and a generally simpler tax system (especially for individuals). One of the

promised consequences was stability
—something that is absolutely essential to busi-

ness. To plan, one has to know what the rules are and what they will be. Of course,
there was a price that the business community had to pay for the promised stability:

although the 1986 Act was revenue neutral overall, it exacted $120 billion in addi-

tional taxes over five years from the corporate community. It also imposed compli-
ance burdens out of all proportion to thfe tax policies supposedly served by the un-

derlying statutory provisions.
The 1986 Act exacted a particularly severe cost fi-om U.S. multinational corpora-

tions because the fundamental changes were in large part paid for by changes in

the international area. Taken together, the 1986 Act changes—including the inter-

est allocation rules, the increase in the number of foreign tax credit limitation "bas-

kets," and the introduction of the passive foreign investment regime, exacted a

heavy tax and compliance toll and severely affected the ability of U.S. companies
to compete effectively overseas.

Now the President proposes in S. 876 to make additional changes in the inter-

national area that would add unnecessary complexity to the Internal Revenue Code
and diminish the ability of U.S. business to effectively compete abroad. Consider,
for example, the proposal to tax in advance of repatriation to the United States cer-

70-749 0-93-15
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tain accumulations of foreign earnings deemed to be "excessive." The proposal states

that a change is needed to prevent the "excessive accumulation" of foreign earnings.
There are, however, already two overlapping sets of anti-deferral rules, one that was
enacted in 1962 called Subpart F and the second, relating to "passive foreign invest-

ment companies" (PFICs), which was enacted in 1986 to do the very thing the Presi-

dent's proposal is intended to do: end the deferral of tax on passive assets. In other

words, in terms of tax policy, the proposal is redundant. In terms of tax administra-

tion, it is tremendously complicated. Rather than end the redundancy and stream-
line the law, the President's proposal would add another layer of rules and another

layer of costs and, we submit, gamer very little revenue for the government. Al-

though provisions such as the allocation of 100 percent of a company's research and

experimentation expense to the place of performance would bring some much needed

stability to that area, the President's international proposals, on balance, will seri-

ously impede the competitive ability of U.S. companies.
In the ensuing sections of this statement, 'TEI sets forth its views on specific

international tax proposals contained in the President's economic package.

ALLOCATION OF RESEARCH AND EXPERIMENTATION EXPENSES

1. President's Proposal. Treas. Reg. §1.861-8(e)(3) generally provides that research
and experimentation (R&E) expenses may be allocated to domestic and foreign
source mcome based on either tne taxpayer's relative amounts of domestic and for-

eign source gross income or the taxpayer's relative gross sales receipts from domes-
tic or foreign sources. If the sales method is used, the taxpayer must first allocate

30 percent of its R&E expense to gross income from the location where most of its

R&E activity is conducted. Since 1981, the regulation has been modified eight times

by temporary legislation. The most recent statutory rule permits the taxpayer to al-

locate 64-percent of U.S.-based R&E expense to domestic source income and 64-per-
cent of foreign-based R&E expense to foreigjn source income. The statutory rule ex-

pired on June 30, 1992, but a Treasury announcement permits the taxpayer to con-

tinue using the 64-percent allocation rule until the end of 1993.

Section 2311 of the President's proposal would allocate 100 percent of the R&E
expense to the place of performance of the R&E. The proposal would apply to tax-

able years be^nningafler December 31, 1993.

2. tEI Position. TEI agrees that a permanent solution to the allocation of R&E
expense is warranted. The on-again, on-again effect of the frequent statutory modi-
fications has been counterproductive to fostering U.S.-based research. As the sum-

mary of the President's proposal states, "A direct allocation of United States-based

R&E expenses to domestic source income encourages taxpayers to conduct R&E in

the United States." The allocation rules under the Treasury regulations represent
a clear disincentive to the performance of R&E activities in the United States. It

is time for Congress to simplify the R&E allocation rules and make them perma-
nent. Simplicity and permanence would reduce the

compliance
costs associated with

the complex, changing rules. We believe that the President's proposal would accom-

plish these goals.
TEI therefore recommends adoption of the rule to allocate R&E expenses to the

place ofperformance.

TREATMENT OF ROYALTIES AS PASSIVE INCOME FOR FOREIGN TAX CREDIT PURPOSES

1. President's Proposal. To ensure that the forei^n^ tax credit offsets only the U.S.

tax on the taxpayer's foreign source income, section 904 of the Code prescribes a

statutory limitation formula. This foreign tax credit (FTC) limitation is calculated

separately for certain categories
—or "baskets"—of income, including passive income.

Passive income generally includes rents, royalties, interest, and other types of in-

come defined in section 954(c) of the Code (generally referred to as "foreign personal

holding company income"). There are two exceptions for royalty income: (i) certain

royalties received from foreign affiliates are categorized on a look-through" basis

that oft«n results in the royalties being treated as general limitation income; and
(ii) royalties received from an unrelated party in the active conduct of a trade or

business are excluded from the passive basket.

Section 2312 of the Presidents proposal would provide for the treatment of all for-

eign source royalty income as income in the separate basket for passive income. An
Administration's briefing paper on this issue states that the change is necessary to

eliminate the tax incentive to produce goods abroad. The Administration also states

that the
proposal

"will prevent taxpayers from sheltering low-taxed or untaxed for-

eign royalties from U.S. tax by offsetting the U.S. tax on those royalties with foreign
taxes paid on other business income (this is called 'cross-crediting")." The provision
would apply to taxable years beginning after December 31, 1993.
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2. TEI Position. In 1986, Congress greatly expanded the categories of income that
must be segregated into FTC "baskets." To prevent taxpayers from avoiding these

limitations, it also expanded the types of income subject to section 904(d)(3), which

prescribes "look-through" rules to preserve the character of income when it is earned
through related parties.* In enacting the 1986 amendments. Congress concluded
that tne overall limitation was consistent with the integrated nature of U.S. multi-
national operations and that the averaging of foreign tax rates generally should be
allowed. It recognized, however, that cross-crediting should not be allowed when it

would distort the purpose of the FTC limitation.^ It provided a separate FTC basket
for passive income because of its concern that passive investments can often be

quickly shifted or easily made in low or no tax jurisdictions.^
TEI submits that allocating royalties from a related party

to the passive basket
would undermine the policy decisions made when the 1986 Act was enacted. More-
over, the proposal wotud actually serve as a disincentive to companies to repatriate
their earnings and would exacerbate double taxation by creating excess FTCs that

may never be offset against U.S. income.
"Hie look-through rules embodied in section 904(d)(3) recognize that royalties re-

ceived from a related party should retain the character of income out of which the

royalty was paid. Interest, rents, and royalties received from a related party are all

payments of the earnings of a foreign affiliate. Realization that the "form" of the

repatriation should not lead to a different characterization under the FTC rules led

the American Law Institute to conclude in 1986 that royalties passing from one
member of an affiliated group to another have the same character ana should be
treated as non-passive income, unless the underlying income of the related party is

passive. In such circumstances, the royalty is just one part of an integrated enter-

prise.^
In enacting the expanded look-through rules in 1986, Congress also recogfnized

that interest, rents, and royalties often serve as alternatives to dividends as a
means of removing earnings from a foreign affiliate. Congress determined that such
income should be treated at least as favorably as dividends eligible for the deemed

paid credit so that payment of the former would not be discouraged, stating that

Decause interest, rents, and royalty payments are generally deductible in foreign
countries (while dividends are not), they "reduce foreign taxes of U.S.-owned foreign

corporations more than dividend payments do."^ In other words, "cross-crediting" is

neither abusive nor the unintended result of the 1986 Act changes. It is a perfectly

legitimate means of ensuring the proper operation of the Code s foreign tax credit

provisions.^
Now comes the Administration to argue that treating all foreign source royalty

income as passive is necessary to eliminate the "tax preference" for licensing intan-

gibles to a foreign person for use in production activities abroad. This argument,
however, defies common sense, and ignores the manner in which companies conduct
business. For economic, non-tax business reasons, many businesses must produce
their products close to the place of sale. A manufacturer of processed foods, for ex-

ample, will license his patent on the products to an overseas subsidiary to preserve
freshness, to adapt to local market conditions, or to avoid the high cost of shipping
those products for sale into that region. Forcing such a company to make an uneco-

' From 1984 (when section 904(dK3) was enacted) to 1986, a limited "look-through" rule ap-

plied to dividends, Subpart F income, and interest.
^ Staff of the Joint Committee on Taxation, General Explanation of the Tax Reform Act of

1986, 99th Cong., 2d Sess. 862 (1987) (herinafler cited as the "7986 General Explanation").
^Id. at 863.
* American Law Institute, International A.spects of United States Income Taxation 247 (May

14. 1986) (hereinafter cited as the "ALI Report").
*H.R. No. 99-426, 99th Cong., 1st Sess. 341 (1985) (hereinater cited as the "House Report"^.

See also 1986 General Explanation at 866. Moreover, Congress concluded that the look-through
rule for royalties reduces the disparity between the tax treatment of branches and subsidiaries:

Look-through rules reduce disparities that might otherwise occur between the amount of in-

come subject to a particular limitation when a taxpayer earns income abroad directly (as

through a foreign branch) and the amount of income subject to a particular limitation where
a taxpayer earns income abroad through a controlled foreign corporation.

1986 General Explanation at 866.

^The Administration has cited the increase in royalty payments since 1986 as supporting the

need to change the treatment of
royalties.

It fails to recognize, however, that in 1986, Congress
enacted section 367(d) to require the recognition of gain on the transfer of intangible property
firom a U.S. person to a foreign corporation in a tax-free exchange and amended section 482 to

require that transfers of intangible property by commensurate with the income attributable to

the tangible. The increase in royalties paid since 1986 may be linked to these changes, rather

than to any tax-avoidance motive that the Administration may justifiably seek to curb.
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nomic—and uncompetitive—decision to avoid the receipt of passive basket income
would be counterproductive. The proposal thus represents

—not the removal of an
incentive to operate abroad—but rather, the use ot the tax laws to discourage what
is sensible from a business standpoint. Moreover, treating all royalty income as pas-
sive might cause companies to locate their R&D activities abroad, thereby finistrat-

ing the policy underlying the President's proposal concerning the allocation of R&D
expenditures.
The Administration also argues that the provision is necessary to prevent the

cross-crediting of high-taxed income with low-taxed royalties. This argument as-

sumes that corporations operate abroad solely for tax-related reasons. This is simply
not true. Businesses operate overseas for myriad reasons, not the least of which may
be operating efficiency. The cross-crediting argument also ignores the fact that mul-

tinational corporations generally conduct their business on a worldwide basis. In

1977, a task force chaired by Congressman Rostenkowski concluded that the averag-

ing of foreign taxes was frequently appropriate, explaining—
Many businesses do not have separate operations in each foreign country
but have an integrated structure that covers an entire region (such as

Western Europe). In these instances a good case can be made for allowing
the taxes paia to the various countries within the region to be added to-

gether for purposes of the tax credit limitation.'

Although Congress has rejected the enactment of one overall FTC limitation, it

has generally restricted the separate FTC limitations to classes of income that are

"movable."^ Because the source of royalty income depends upon the country in

which the use of (or right to use) the intangible arises, the source is not "movable"

in the same sense that other income may be.^ Moreover, to the extent the provision
is motivated by a perception that taxpayers operate overseas purely for tax-related

reasons, it is misdu-ect«i. The proposal will increase the cost of repatriating funds

through dividends from high-withholding tax jurisdictions and thus encourage tax-

payers to reinvest their foreign earnings in active foreign operations.^"
TEI therefore recommends that royalties should not be treated as passive income

for purposes of the foreign tax credit limitation.

CURRENT TAXATION OF CERTAIN EARNINGS OF CONTROLLED FOREIGN CORPORATIONS

1. President's Proposal. The United States generally does not tax the foreign in-

come of foreign subsidiaries of U.S. corporations when earned. Rather, the tax on

foreign income is "deferred" until the income is repatriated through the payment of

divi(&nds to the parent corporation. There are, however, several exceptions to the

deferral rule. Under Subpart F of the Code, certain types of income received by con-

trolled foreign corporations (CFCs) are currently taxed as a constructive dividend

to U.S. shareholders. Subpart F income is generally income that is considered "mov-

able" from one taxing jurisdiction to another and that is subject to low rates of taix.

The passive foreign investment company (PFIC) rules overlap with the Subpart
F rules to tax active overseas business operations. The PFIC rules were enacted in

1986 to remove the economic benefit of tax deferral and the ability to convert ordi-

nary income into capital gain which was available to U.S. investors in foreign in-

vestment funds. Untortunately, the definition of a PFIC is so broad it has resulted

in the classification of many corporations with active businesses (and substantial

passive income or assets) as PFICs—even in situations where the foreign corpora-
tion is subject to high rates of tax.

Section 2301 of the President's proposai would require 10-percent U.S. sharehold-

ers of certain CFCs to include in income currently their pro rata shares of a speci-

fied portion of the CFC's current and accumulated earnings. The proposal would

apply to a CFC—including a CFC that is a PFIC—holding passive assets that rep-

resent 25 percent or more of the value of the CFC's total assets. The portion of cur-

rent and accumulated earnings subject to inclusion ("includable earnings") would be

'House Committee on Ways and Means, Recommendations of the Task Force on Foreign
Source Income, 95th Cong., 1st Sess. 35 (March 1977).

^See House Report at 333.
9AL/ Report at 342.
•"With respect to royalties from unrelated parties, the ALI Report concludes that for self-de-

veloped intangibles, licensing "can be said to merely one of the many techniques for realizing

a return on the resulting asset and should not be differentiated from the use of the property
by, for example, a foreign subsidiary the utilizes the property in carrying on its own business."

ALI Report at 342. Again, because the source of the royalty is not "movable," the ALI Report
concluoes that the royalties should be left in the general limitation basket. Id. We submit that

royalties received in the active conduct of a trade or business should not be relegated to the

passive limitation basket.
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the lesser of (i) total current and accumulated earnings and profits, or (ii) the
amount by which the value of the CFC's passive assets exceed 25 percent of the
value of its total assets. The proposal would generally be effective for taxable years
of CFCs beginning after September 30, 1993 and to taxable veeirs for U.S. share-
holders to which or with which such taxable years of CFCs end. The proposal would

provide for a phase-in of the amount subject to current inclusion over a five-year

period.
2. TEI Position. TEI strongly objects to the proposal to tax in advance of repatri-

ation to the United States certain accumulations of foreign earnings deemed to be
"excessive." As a policy matter, the Institute disputes the need to overlay another

type of regime on top of Subpart F. The PFIC provisions
—which themselves are a

prime example of legislative overkill—were enacted to prevent the very situation

that the Administration now seeks to address: to eliminate deferral on passive as-

sets. We submit that the last thing the tax system needs is another regime that,
in terms of tax policy, is wholly redundant. In terms of administration, the Presi-

dent's proposal is tremendously complicated. It would add needless complexity to an
already complex area and reduce the ability of U.S. multinationals to compete
abroad. In addition, to the extent it imposes U.S. tax on earnings derived from ac-

tive business operations, the proposal is unprecedented and constitutes a drastic de-

parture from the policy underlying the existing exceptions to deferral which tax pas-
sive or easily "movable" income.

Moreover, we question
whether the proposal would encourage companies to invest

in facilities in tne United States since corporations investing overseas generally
tend to "plow back" the resulting profits in the business of that foreign affiliate. In

reality, the provision could perversely act as an inducement to invest in active man-

ufacturing facilities abroad to reduce a company's passive assets. The provision will

not stop mtemational expansion, although it may make U.S. companies less able

to compete with their foreign competitors.
The Institute also objects to the effective date of the provision. The proposed bill

would be effective for taxable years of CFCs beginning after September 30, 1993 and
to taxable years for U.S. shareholders to which or with which such taxable years
of CFCs end. Thus, the provision will be effective for many companies for the 1993
taxable year. As a practical matter, this is insufficient lead time for large multi-

nationals who must gather information from their subsidiaries in order to prepare
their tax return. A September 30 effective date is simply impractical.

Finallv, TEI objects to the provision to the extent that it would tax retained earn-

ings and assets of foreign subsidiaries from prior years. Such retroactive application
of the tax laws would be unwarranted and quite frankly inequitable. The retroactive

effective date would also be unprecedented; when similar provisions (such as section

956's investment-in-U.S.-property regime or the Subpart F rules) were enacted, the

statute applied prospectively to future investments. The same policy should be fol-

lowed here.

TEI therefore opposes the repeal of deferral for "excessive" earnings of controlled

foreign corporations.

TRANSFER PRICING INITIATIVE

1. President's Proposal. Section 6662 of the Code imposes a penalty of 20 percent
of the amount of anv understatement of tax attributable to "substantial valuation

misstatements." Under section 6662(e), the penalty is imposed either (i) when the

transfer price adjustments in any one taxable year exceed $10 million, or (ii) when
the transfer price or adjusted basis for property or services exceeds 200 percent or

more (or is 50 percent or less) of the amount ultimately determined to be the "cor-

rect" transfer price. This so-called section 482 penalty is increased to 40 percent of

the imderstatement if there is a "gross valuation misstatement," which is defined

as adjustments exceeding $20 million, or 400 percent or more (or 25 percent or less)

of the "correct" transfer price. Under section 6664(c), the penalty does not apply to

any portion of the understatement if the taxpayer has reasonable cause for the posi-
tion taken and acted in good faith with

respect
to that position.

Section 2322 of the Resident's proposal would amend section 6662(e) to reduce
the threshold for imposition of the 20 percent penalty from $10 million to the lesser

of $5 million or 10 percent of gross receipts. For imposition of the 40 percent pen-
alty, the threshold would be the lesser of $20 million or 20 percent of gross re-

ceipts.
^^

' * The President's proposal would not affect the appli<?ation of the 200 percent/400 percent
tests.
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In addition, the President's proposal would amend section 6662(e) to provide that
the reasonable cause and good faith exception will be satisfied only if the taxpayer
provides contemporaneous documentation demonstrating the application of one or

more reasonable transfer pricing methodologies to the taxpayers controlled trans-

actions. In order for the application of the transfer pricing methodologies to be rea-

sonable, any procedural or other requirements imposed by regulation must be ob-

served and documented. In addition, methods otner than those specifically pre-
scribed in the regulations may be reasonable if the taxpayer establishes that, at the
time of the transaction, the prescribed methods will not be likely to lead to an
arm's-length result and that the so-called fourth method actually applied was likely
to lead to such a result. The provision would be effective for taxable years beginning
after December 31, 1993.

2. TBI Position. TEI strongly opposes the reduction of the $10 million threshold
under section 6662(eXl)(BXii). Quite frankly, the section 482 penalty violates fun-

damental principles of what penalties should and should not be.^^ We submit that
the ill-advised policy that led to the enactment of section 6662(e) in 1990 should not
be compounded by reducing the $10 million threshold; rather, the statute should be

repealed.
Penalties should be enacted to encourage compliant behavior and to punish tax-

payer misconduct. To be effective in deterring culpable behavior, the penalty must
warn taxpayers in advance that they will be held to a certain standard of conduct
and the operative standard must be clearly defined and attainable. In reforming the
Code's penalty regime in 1989, Congress recognized that penalties were being un-

evenly and unfairly assessed under old section 6661 (the substantial understate-
ment penalty), among other provisions. H.R. Rep. No. 101-247, 101st Cong., 1st

Sess. 1393 (1989) (hereinafter cited as the "1989 House Report"). Congress also con-

firmed that the mechanical assertion of penalties is simply wrong. See 1989 House

Report at 1405 ("In the application of penalties, the IRS should make a correct sub-

stantive decision in the first instance rather than mechanically assert penalties with
the idea they will be corrected later.").

We submit that the section 482 penalty undermines the integrated penalty reform

provisions that Congress enacted in 1989. As Congress recognized at that time, im-

posing a penalty where the standard of conduct is unknown or unknowable (such
as the highly fact-intensive transfer pricing area) unfairly penalizes taxpayers with-

out advancing the fiindamental goal of increasing compliance. The section 482 pen-
alty represented bad tax policy when it was enacted in 1990 and it represents bad
tax policy now.*^ Sections 6662(e) and (h) should therefore be repealed. At a mini-

mum, the President's proposal to lower the $10 million threshold under section

6662(e)(l)(BKii) should be rejected.
Absent repeal of the statute, TEI supports the enactment of a realistic de minimis

nile, based on a percentage of total intercompany sales. The President's proposal
recommends such a test, based on the gross receipts

of the
taxpayer.

It misguidedly
ties the provision, however, to the dollar threshold test, providing that the

penalty
would apply to a net section 482 adjustment that was the lesser of $5 million or

10 percent of gross receipts (or $20 million or 20 percent of gross receipts). Such
a provision ignores the size and multitude of intercompany transactions that must
be monitored by multinational corporations. We submit that in circumstances where
the total net section 482 adjustments are insubstantial in relation to the value of

the
taxpayer's

total gross intercompany transactions, no penalty should be asserted.

The dollar thresholds under sections 6662(e) and (h) of the Code should therefore

be eliminated or the test changed to the greater of $5 million/$20 million or 10 per-
cent/20 percent of gross receipts.
With respect to the contemporaneous documentation provision, the President's

proposal essentially codifies the reasonable cause and good faith exception set forth

m the recently proposed section 6662 regulations (which require contemporaneous
documentation to escape the section 482 penalty). The Institute generally supports
the codification of a specific reasonable cause exception. We believe, however, that

significant Questions remain about the proposed standard, especially to the extent

it Decomes tne exclusive means of escaping the section 482 penalty.

^^See IRS Commissioner's Executive Task Force, Report on Civil Penalties (1989), reprinted
in BNA's Daily Tax Report No. 35 (Feb. 23, 1989)

(Special Supplement).
'^Engrafting and ad hoc penalty on the integrated substantial understatement penalty led the

Treasury Department to oppose enactment of the section 482 penalty in 1990. See Testimony
of Kenneth W. Gideon, Assistant Secretary of the Treasury for Tax Policy, reprinted in Hearings
on Tax Underpayments by U.S. Subsidiaries of Foreign Companies Before the Subcommittee on

Oversight of the House Committee ofe Ways and Means, 101st Cong., 2d Sess., July 10 and 12,

1990.
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The determination of the "correct" transfer price between related parties is an in-

herently factual, complex undertaking. Recent court cases demonstrate that highly
trained economic experts may substantially disagree on the proper pricing method
in a particular factual setting. The recent temporary section 482 regulations them-
selves acknowledge that there is rarely any single, unassailable "right" answer. ^"^ In

these circumstances, the section 482 penalty should not be routinely applied; rather,
it should be limited to instances of truly culpable behavior.

TEI submits that the reasonable cause exception should encompass safe harbors
or presumptions of good-faith conduct. We recommend that the contemporaneous
documentation reauirement in the President's proposal be recast as a safe harbor
from assertion of the penalty. In other words, a taxpayer should be entitled to a pre-

sumption of reasonable cause and good faith where it can show that it has adopted
a business policy designed to establish arm's-length prices between related parties,

produces contemporaneous documentation showing how the transfer price was set,

and verifies that the business policy was in fact followed. Such a provision would
serve two purposes: (i) it would mitigate the severe underpajmient penalty that may
result from second-guessing a taxpayer's analysis and interpretation of complex fac-

tual data; and (ii) it would clarity the definition of "contemporaneous documenta-
tion" (which is undefined in both the President's proposals and the section 482 pen-
alW regulations).^*

Raving contemporaneous documentation of transfer prices, however, cannot and
should not be the sole means of satisfying the reasonable cause exception. Other
safe harbors should be available. For example, if a taxpayer's pricing methodology
has been continuously reviewed by the IRS for a certain number of years and found

acceptable, reasonable cause and good faith should be deemed to exist. The reason-

able cause and good faith standard should also be deemed satisfied for the amount
of any timely, voluntary, self-assessed adjustment. Thus, where a taxpayer volun-

tarily self-assesses a net section 482 adjustment by filing an amended return, brings
the adjustment to the attention of an IRS agent during an audit, or otherwise cor-

rects an error through its normal accounting procedures, no penalty should be as-

sessed. TEI believes that self-assessment upon the discovery of an error is evidence

of good faith compliance that should negate any otherwise applicable section 482

penalty.
TEI also believes that taxpayers who wish to use the so-called fourth method for

establishing transfer prices should not be required to prove the inapplicability of the

other prescribed methods in order to avoid the section 482 penalty. Establishing the

inapplicability of a pricing method effectively requires the taxpayer to prove a nega-
tive, that no other pricing methodology produces an arm's-length price, and creates

the presumption that the use of an "other" method is inherently wrong. This is a

difficult, if not impossible, burden to meet.
In sum, TEI recommends that section 6662(e) and (h) of the Code be repealed. At

a minimum, the President's proposal to lower the $10 million threshold should be

r^ected. In addition, the President's proposal should be revised to codify a "contem-

poraneous documentation" standard as a safe harbor, i.e., as one means of satisfying
the reasonable cause and good faith exception of section 6662(e). Finally, the proposal
should be revised to eliminate the requirement that a taxpayer disprove the applica-

bility of the other prescribed methods to establish reasonable cause.

EARNINGS STRIPPING RULES

1. President's Proposal. Section 163(j) was added to the Code in 1989 to prevent
the possible erosion of the U.S. tax base by the use of excessive deductions for inter-

est paid by a taxable corporation to a tax-exempt related party. In enacting the

earnings stripping provision. Congress was primarily concerned with the thin cap-
italization of corporations. "The current provision limits the U.S. interest deduction

when (i) a corporation's debt-to-equity ralio exceeds 1.5 to 1; (ii) the interest is paid
to a related party who is exempt from U.S. taxation; and (iii) the corporation has

^*See Temp. Reg. §1.482-lT(dX2) (permitting a range of arm's-length prices to be used under
all methodologies).

'*The Institute has grave concerns about the codification of the contemporaneous documenta-
tion requirements now set forth in the proposed section 6662(e) regulations. Section 2322 of the

President's proposal would require the documentation to be in existence at the time the return

is filed and that the data be produced within 30 days of an IRS request. Because of the time

required to gather the necessary data, taxpayers may not be able to complete an economic studv

by the return filing date. We suggest that, at a minimum, the statute adopt a flexible approach
that takes into account the difficulties taxpayers encounter in obtaining accurate data as of the

time the return is filed and in producing that data for the IRS.
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"excess interest expense," i.e., its net interest expense exceeds 50 percent of its ad-

justed taxable income plus the excess limitation carry forward.
Section 2207 of the President's proposal would provide that any loan from an un-

related lender that is guaranteed by a related party would be treated as related

party debt for purposes of the earnings stripping rule. Except as provided by regula-
tions, a guarantee would be defined to include any arrangement under which a per-
son directly or indirectly assures the payment of another's obligation. The proposal
would apply to any interest paid or accrued in taxable years commencing after De-
cember 31, 1993, without regard to when the underlying loan agreement was exe-
cuted. Moreover, for taxable years commencing after December 31, 1993, the Admin-
istration has announced its intention to apply the earnings stripping rules to any
indebtedness issued on or before July 10, 1989 (or issued after that date pursuant
to a binding written contract in effect on such date).

2. TEI Position. TEI submits that the interest disallowance rule should apply only
where the transaction presents a possibility of earnings being "stripped." Hence, sec-

tion 163(j) only applies to interest that is not subject to U.S. income tax on the

payee/recipient. If, for example, a domestic corporation pays interest to its foreign

Earent
that is subject to the 30-percent withholding tax, section 163(j) is inapplica-

le. In such a case, no earnings have been "stripped" from the United States with-
out taxation and the domestic subsidiary's interest expense is properly deductible.

Similarly, where a U.S. subsidiary of a foreign parent corporation borrows from
a U.S. bank (or other taxable third-party lender) and pays interest on the loan to

the U.S. lender, there is no earnings stripping, regardless of whether such loans are

guaranteed (or otherwise supported) by the borrower's foreign parent. All of the in-

terest paid to the U.S. lender is fully subject to U.S. income tax. TEI submits that
section 163(j) should not be expanded to deny an interest deduction to the U.S. sub-

sidiary in such circumstances.
In addition, the President's proposal would discriminate against U.S. companies

that are foreign owned vis-a-vis their U.S. competitors that are domestically owned.
In either situation, indebtedness owed to U.S. lenders may be guaranteed by the

corporate psu-ent. Denying an interest deduction to a foreign-owned company might
not only violate the anti-discrimination clauses of treaties with many countries, but
would also represent bad tax policy.
When the earnings stripping provision was enacted in 1989, Congress expressed

concern that the use of loan guarantees not be used to circumvent the application
of the rule. It recognized, however, that loan guarantees were often given in the or-

dinary course of business:

Some have argued that the House report's discussion of parent-guaranteed
debt would potentially have made ordinary third-party financing trans-
actions subject to the disallowance rule, in view of the common practice of

having parents guarantee the debt of their subsidiaries in order to reduce
the cost of third-p£uly borrowings. The conferees intend to clarify that the

provision is not to be interpreted generally to subject third-party interest
to disallowance under the rule whenever such a guarantee is given in the

ordinary course.^®

This rationale remains valid today. Loan guarantees that are given in the ordinary
course of business should not be viewed as a tax-avoidance device.

Finally, TEI objects to the retroactive nature of the provision. The proposed ex-

pansion of the earnings stripping provision would apparently apply to transactions
that were entered into before December 31, 1993. It would also apply the earnings
stripping rules to any indebtedness issued on or before July 10, 1989. Such retro-

active application of the proposal is inequitable, unwarranted and, in our view, to-

tally unprecedented. The proposed effective date is especially improper in light of
the conscious decision made m 1989 to make section 163(j) generally prospective.
TEI therefore opposes broadening the earnings stripping provision.

CONCLUSION

Tax Executives Institute appreciates this opportunity to present our views on the
international provisions of President Clinton's Proposals for Public Investment and
Deficit Reduction. If you have any questions, please do not hesitate to call me at

(408) 765-1202 or Timothy J. McCormally of the Institute's professional staff at

(202) 638-5601.

le H.R. Rep. No. 101-386, lOlst Cong., Ist Sess. 566 (1989).
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Statement of Unilever United States, Inc.

Good Morning. My name is Richard A. Goldstein. I am President and Chief Exec-
utive Officer of Unilever United States, the U.S. subsidiary of Unilever, an Anglo-
Dutch multinational. Unilever's shares are traded on the New York stock exchange,
and Unilever United States is headquartered in New York City.

Unilever has been doing business in the United States since 1895. Our major op-
erating companies in the United States include Lever Brothers, Thomas J. Lipton,
CheseBrough-Pond's, Van den Bergh Foods, Elizabeth Arden, Calvin Klein cosmet-
ics, and National Starch and Chemical Company. We employ approximately 24,500
people in more than 115 plants and facilities in 27 states—incluaing New York and
many of the states represented by members of the Committee. We have $9 billion
invested in U.S. assets and in 1993, we expect to manufacture almost $10 biUion
of products in the U.S., a significant portion of which will be exported. Some of our
brand names with which

jyou may be familiar are: Good Humor ice cream; Lever
2000 and Dove soap; Wisk, Surf and Sunlight cleaning products; Lipton tea and
soups; Wish-Bone salad dressings; Country Crock and Promise margarines; Close-

up and Aim toothpastes; Vaseline and Q-tip products; Elizabeth Arden cosmetics,
and Calvin Klein fragrances.

Unilever is committed to being a part of a growing U.S. economy and remaining
a responsible corporate citizen—which includes paying our fair share of federal,
state and local teixes. I am testifying on behalf of Unilever, and also as Chairman
of the Organization for International Investment sometimes referred to as "OFII."
OFII members consist of more than fifty U.S. businesses whose parent companies
are headquartered in countries outside the U.S., including the United States most
important trading partners. OFII members include some ofthe largest foreign inves-
tors in the United States, employing a significant portion of the almost 5 million
Americans who work for U.S. foreign-owned companies. A list of the OFII members
is attached.

My purpose in being here is to oppose legislation which will unfairly limit the

ability of my company and others like us to continue to compete in the U.S. where
we have already invested so heavily for so many years. I refer to the so-called "en-
hanced earnings stripping" provision in the President's tax proposals.

BACKGROUND

The new proposal would "enhance" the current law regarding earnings stripping
now contained in IRC section 163(j)). This statute was passed in 1989 over the

strong objection of the Treasury Department and our foreign trading partners, aU
of whom objected because it discriminates against U.S. foreign-owned companies.
The existing statute limits interest deductions to companies which have a debt to

equity ratio of more than 1.5 to 1 computed on a tax oasis and whose net interest

payments to a related tax-exempt entity", e.g. any foreign related company, iexceed

50% of adjusted taxable income. The existing legislation is, in effect, a thin capital-
ization" rule which limits interest deductions only for foreign-owned companies.
The current statute applies only to debt issued after July 10, 1989, and leaves

the issue of when guarantees by a foreign parent will be considered loans to be re-

solved in regulations. Although proposed regulations have been issued under section

163(j), the treatment of guarantees has been specifically reserved. Thus, there is no
guidance to the application of the current earnings stripping rules to guarantees ex-

cept as provided in the legislative history.
The legislative history of section 163(j) contains a detailed discussion of problems

presented by loan guarantees and specifically states that "in view of the common
practice of having parents guarantee the debt of their subsidiaries in order to reduce
the cost of third-party borrowings, the conferees intend to clarify that the provision
is not to be interpreted generally to subject third party interest to disallowance
under the rule whenever such a guarantee is given in the ordinary course." See Con-
ference Report of Omnibus Budget and Reconciliation Act of 1989, (H.R. Rep. No.

386, 101st Cong., 1st Sess., at 567(1989).
While specifically exempting loan guarantees given "in the ordinary course" from

the operation of the earnings stripping rules, the Conference Report also states that
there are circumstances in which loan guarantees should be covered by the rules
and clearly envisions that the Treasury Department would issue regulations setting
forth those circumstances. One very important admonition to the Treasury Depart-
ment is made with regard to the effective date of such regulations: "The conferees

expect that any such regulations would not apply to debt outstanding prior to the
notice of the rule if and to the extent that the regulations depart from positions the
Service and the Treasury might properly take under analogous principles of present
law that would recharacterize guaranteed debt as equity. Ibid (emphasis added.)
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DESCRIPTION OF THE PROPOSAL

The new proposal would "enhance" the current statute by chane[ing it in two fun-

damental ways: (1) the original "grandfather" exemption for debt issued prior to

July 11, 1989 would be eliminated so that the restrictions on interest deductions in

section 163(j) would apply to Ball interest paid or accrued for tax years beginning
after December 31, 1993; and (2) all loans guaranteed by a related party would be
considered related party debt subject to the earnings stripping rules, similarly effec-

tive for interest paid or accrued in t£ix years beginning after December 31, 1993.

OBJECTIONS TO THE PROPOSAL

• Punishes nonahusive transactions

This new proposal
will disallow interest deductions in totally nonahusive situa-

tions in which, for example, a U.S. subsidiary borrows from a U.S. bank and obtains

a guarantee from its foreign parent
in order to lower its interest costs. Lenders, both

domestic and foreign, normally expect parent company assurances that the subsidi-

ary will pay its debts in order to grant the best interest rates. A lower interest rate

means a smaller tax deduction, hence higher taxable income. There is no rationale

for denying an interest deduction where the parent guarantee does no more than
assure a better interest rate in the ordinary course of commercial lending.
The entire rationale for the earnings stripping rules rests upon the assumption

that some U.S. subsidiaries are inflating their interest costs to their foreign parent,
i.e. "stripping earnings" out of the U.S. oy disguising dividend payments as interest

and paymg this interest to a "tax-exempt" entity
—the foreign parent. There is no

rationale for denying interest deductions in situations where the interest deductions

are actually lower than they would have been without the parent guarantee and the

interest payments are subject to tax in the U.S.

• Violates our tax treaties ad exacerbates the discriminatory effect of the existing law

All U.S. tax treaties contain a general nondiscrimination article which states that

foreign investors will not be subjected to tax laws which are "more burdensome than
the taxation and connected requirements to which other similar enterprises" are

subjected. Most treaties also follow the U.S. Model Income Tax Treaty provision that

interest paid by a foreign person is "deductible under the same conditions" that

would apply to citizens.

The current earnings stripping statute runs afoul of these articles because it dis-

allows interest dedurtions tor U.S. foreign-owned companies where similarly situ-

ated U.S.-owned companies face no disallowance. The new proposal exacerbates the

discriminatory effect of current law since it will apply solely on the basis of foreign

ownership even where lenders are domestic and there is no tax base erosion from
inflated or non-taxed interest pa}rment8 to foreign persons.

• Effective date is retroactive, totally unfair ad imposes an unprecedented burden on

existing debt

The original earnings stripping legislation was made to apply only to loans that

were made after the date of House Ways and Means Committee action, July 10,

1989. This enabled affected companies to try to arrange their affairs to comply with
the law to avoid imposition of its penalties. The new proposal eliminates the original

"grandfather" for existing debt and applies the new restrictions on guarantees to all

interest paid or accrued after December 31, 1993.

The current proposed violates one of the most fundamental principles of effective

tax policy by imposing a tax penalty on debt that is already committed under long
term contracts, mclumng public offerings. It will be very costly for some of these

companies to try to buy back such debt at a premium in order to avoid a tax pen-
alty. There is nothing to warrant such harsh treatment of companies that acted in

good faith reliance upon the law in effect at the time they entered into these obliga-
tions.

Whatever decision is made with regard to the treatment of loan guarantees,
whether in new legislation or regulations, it should

apply only to debt issued after

the effective date, and not to interest paid or accrued after tne effective date. TTie

legislative history of the existing statute makes clear that this was the original in-

tent, but fundamental fairness also requires that any new niles be prospective in

application.

• Treats companies from treaty countries more harshly than those from nontreaty
countries

The origined earnings stripping statute treats
companies

from treaty countries

more harshly than those from non-treaty countries, ana this new proposal will make
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that discrimination worse. Under the current earnings stripping niles companies
with parents in non-treaty countries are not subject to the earnings stripping rules
because any interest which they pay to their foreign parent is subject to a 30 per-
cent withholding tax, and thus the mterest is not paid to a "related tax-exempt en-

tity."
Under the new proposal, this anomaly becomes even more significant since when-

ever a U.S. subsidiary borrows from a U.S. third party with a guarantee from its

parent company, and the parent company is located in a non-treaty country (i.e.,

subject to tne 30 percent withholding tax on direct interest payments), the new leg-
islation will not be applicable and neither will the 30 percent withholding tax.

• Invites retaliation or mirror legislation

As in all legislation which discriminates against U.S. foreign-owned companies,
there is alwavs the risk of retaliation or, at a minimum, mirror legislation applica-
ble to the subsidiaries of U.S. companies operating abroad. Since the U.S. is still

a net exporter of investment capital, it is important that the U.S. government not
enact legislation which could provide justification for treaty partners similarly to ig-
nore their treaty obligations and to discriminate against U.S. companies operating
in foreign jurisdictions. The discrimination of the existing legislation is expanded in

the new proposal, thus making retaliation or mirror legislation more likely.
• Discourages foreign investment in the U.S. just when we should be encouraging

it

The rapid growth in foreign investment in the U.S. during the 1980s has come
to a dramatic halt in the 1990s. In 1992 there was actually a net disinvestment of

$3.9 billion in the U.S. by foreign companies. This new proposal which discriminates

against foreign investment will certamly not help reverse this trend and, thus, is

especially ill-conceived under the circumstances. The U.S. should be sending pre-

cisely the opposite message to those seeking to invest capital and create jobs in the
U.S.

• Will not raise significant revenue because interest deductions will increase

The relatively small projected revenue increase of, on average, $33 million to $175
million per year, depending upon whether one uses the Joint Committee on Tax-
ation or the Treasury Department estimates, does not justify the substantial ad-
verse tax and trade policy ramifications of this

proposal.
To the extent that U.S. for-

eign-owned companies respond to the new
legislation by borrowing without a parent

guarantee at a nigher interest cost, their U.S. interest deductions will increase and
thereby lower their U.S. tax liabilities. In addition, the removal of foreign parent
guarantees will have the collateral effect of weakening loan portfolios of U.S. banks
and other investors holding debt of these companies.

In conclusion, let me pomt out that U.S. foreign-owned compamies doing business
in America, such as Unilever United States, neither receive nor seek special tax
treatment. We simply ask for the same treatment as other U.S. companies. The new
earning stripping proposal expands the discrimination of the existmg statute, and
does it retroactively. We urge you to delete this proposal from the final version of

any tax bill which you consider.

Thank you for the opportunity to testify.

Statement of Hon. Dr. Rudi V. Webster, Ambassador of Barbados to the
United States of America

I. executive summary

Barbados is deeply concerned about the proposal of the Clinton Administration
and Senator Pryor to reduce or repeal section 936 tax provisions.

If enacted, this legislation will have a negative and detrimental impact on the
CBI/936 proCTam and on the economic stability and growth of Caribbean countries.

Barbados believes that 936 funds are an important catalyst and resource for invest-

ment and economic development in the region.
Barbados believes that a change or loss of 936 funding could impact adversely on

the economic and social gains of the past five years. A reversal of this trend would
result in an unstable economic and political climate which could threaten democracy
and human rights in the region. Such an environment could make countries more
vulnerable to drug trafficking, money laundering, illegal inimigration and organized
crime.

In addition to these adverse effects on the Caribbean this proposal could result
in a weakening of tax cooperation just when the U.S. Government needs to improve
its infrastructure for international tax compliance and raising revenue.
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11. THE 936 CARIBBEAN DEVELOPMENT PROGRAM—BENEFITS TO PUERTO RICO AND THE
CARIBBEAN

The 936 Caribbean Development Program has produced significant achievements.
As of December 31, 1992, 117 projects had been promoted in 13 Caribbean coun-

tries, creating more than 29,000 direct jobs and an investment of more than $1 bil-

Uon.

By mid-March 1993, $684.6 miUion worth of investments were funded by the
same source in nine countries covering 46 projects and creating 13,000 jobs. By year
end 1993, total disbursement could reach $1.5 billion.

Many of the infrastructure projects financed by 936 fiinds will provide for ex-

Eandea
communications, transportation, and other trade and investment linkages

etween the United States and the Caribbean. Already these linkages have resulted
in a trade balance between Puerto Rico and the Caribbean, in excess of $1.7 billion.

Trade between Puerto Rico and the Caribbean increased by 58% during the last five

years.
The qualified possession source investment income (QPSII) and the 100% credit

on interest earnings have been a powerful incentive to deposit funds in Puerto Rico
and to invest in Caribbean Basin Countries. A withdrawal of this treatment will re-

sult in a significant reduction in manufacturing activity in Puerto Rico.

A decrease in U.S. foreign assistance to the region during the last five years was
partially compensated by the 936 technical assistance and collaboration program.
Changes to the 936 legislation would therefore seriously aflFect the future of tech-
nical assistance in CBI countries.

III. THE 936 CARIBBEAN DEVELOPMENT PROGRAM—BENEFITS TO THE U.S. ECONOMY

The Sixth Annual Report on the Impact of the Caribbean Basin Economic Recov-

ery Act on U.S. Industries and Consumers, shows that in 1990, for the fifth consecu-
tive year, the U.S. had a trade surplus with Caribbean Basin countries of $2.1 bil-

lion. The Caribbean Basin was the 11th largest export market for the U.S. and grew
5.6% in 1990 compared with 1989.
The U.S. Department of Commerce estimates that each $1 billion in U.S. exports

creates 20,000 U.S. jobs. Hence, the $9.7 billion in U.S. exports to the region in 1990

supported almost 200,000 U.S. jobs. In addition, it is estimated that for every dollar

earned in the Caribbean Basin, 60 cents is used towards buying U.S. products. On
average, over 45% of all CBI imports are sourced from the U.S., which is the highest
in the Latin American region.

IV. ADVERSE CONSEQUENCES OF THE REDUCTION OF SEC. 936 TO THE U.S.

Reduced financing and development in the C£U'ibbean Basin will cause adverse
economic impact in the U.S., including a reduction in exports and a loss of jobs. The
foUowing are some of the areas that will be negatively anected:

A. Decreased Tax Cooperation

Ironically, although the proposed changes to Sec. 936 will raise revenue, signifi-

cant long-term iiyurv may result in the ability of the U.S. to raise revenue because
the loss of Sec. 936 benefits is likely to result in some governments cancelling
TIEAs, and in their reluctance to conclude tax and other related enforcement trea-

ties with the U.S.
The new Administration has pledged to raise revenue in part from tougher inter-

national tax compliance. Yet the Sec. 936 proposal risks jeopardizing the ability of

the U.S. Government to raise revenue in the Caribbean region which many U.S.

persons utilize for tax and business planning purposes. Indeed, the TIEA program
was designed to combat evasion and avoidance of U.S. tax by U.S. taxpayers.

In February 1986, testimony indicated that the lack of success of the TIEA pro-

gram was due to insufficient incentive, and at that time only 5 of the 29 eligible
CBS countries had signed TIEAs. However, when the TIEA program was linked to

936 financing benefits, the number rose to 12. The removal of these benefits will

make the cumulative incentives for signing future TIEA agreements less attractive.

B. Diminished Ability to Conclude Treaties

The reduction of 936 benefits may be regarded as a violation of U.S. tax treaty

obligations. In 1981, the U.S. Government terminated all the U.K. tax treaties that
had been extended with the Caribbean. Barbados and the U.S. then concluded a

treaty in 1984 along with a TIEIA. After a len^hy ratification process in which both

Treasury and the Joint Committee on Taxation made written studies of the 1984
income tax treaty between the U.S. and Barbados, the U.S. Congress within one

year of the signing enacted legislation overriding the exemption of federal excise
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tax. In December 1992, a protocol to the existing treaty was signed, partly to com-
pensate for the override. In the last session of Congress, Sec. 302 of HR 5270, the
Foreign Income Tax Rationalization and Simplification Act of 1992, proposed to
override the protocol.

C. Erosion of Criminal and Enforcement Cooperation
Criminal and enforcement cooperation between the U.S. and the Caribbean is at

a critical juncture. The U.S. has concluded Mutual Legal Assistance in Criminal
Matters Treaties with some countries, such as the Bahamas, the Cayman Islands,
Jamaica, and Panama. The U.S. has begun to conclude modem extradition treaties
with Caribbean and Latin American coimtries. In addition, cooperation has included

investigation and prosecution of commodities futures, securities crimes, money laun-

dering, and a host of other matters.
The U.S. Government would like and indeed needs to expand its formal anti-

money laundering enforcement agreements and other forms of cooperation. Main-
taining the spirit of its existing treaty commitments will enable the U.S. to enhance
enforcement cooperation with Caribbean governments.
The significant reduction of 936 benefits and unraveling of the TIEA network

would strike a blow to regional enforcement cooperation at a time when the region
should be strengthening cooperation against organized crime, narcotics trafficking,
money laundering, and other criminal conduct.

Prepared Statement of Samuel Y. Sessions

Chairman Moynihan and Members of the Committee:

I am pleased to have this oppor>,unity to present testimony
today concerning the President's proposals on the possessions tax
credit, earnings stripping, and the revenue provisions affecting
international businesses. These proposals are designed to ensure
that all businesses bear their fair share of the tax burden and to
eliminate tax incentives that favor operation abroad rather than
operation in the United States.

TREATMENT OF ROYALTIES IN COMPUTING FOREIGN TAX CREDIT
AND ALLOCATION OF RESEARCH EXPENSE

Current Law

U.S. persons are taxable on their worldwide income, including
income from foreign sources. To avoid double taxation, a foreign
tax credit is allowed for income taxes paid to a foreign country.
The foreign tax credit is limited, however, to the taxpayer's U.S.
tax liability with respect to net foreign source income. A
taxpayer will have "excess foreign tax credits" if foreign taxes

paid on foreign source income exceed its U.S. tax on that income.
A taxpayer will have "excess limitation" and will owe "residual
U.S. tax" if foreign taxes paid on foreign source income are less
than its U.S. tax on that income.

The foreign tax credit limitation is calculated separately for
certain categories of foreign source income. The separate
categories include various types of income that are typically
subject to either low or high rates of foreign tax or that are

easily located in a low-tax jurisdiction. Most active business
income is subject to a residual or "general" foreign tax credit
limitation. The separate categories prevent "cross-crediting" of

foreign taxes paid at rates higher than the U.S. rate on items of

income in one category against residual U.S. tax payable on items
of income in another category that are taxed at low foreign rates.

"Cross-crediting" is generally permissible, however, with respect
to items of high-taxed and low-taxed income in the same category.
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Foreign source royalties derived by licensing intangible
property for use overseas are generally included within the
existing separate category for passive income. There are, however,
two significant exceptions under which foreign source royalties may
be included in the general limitation category. First, royalties
derived in the active conduct of a trade or business and received
from an unrelated person are treated as general limitation income.
Second, any royalty received or accrued from a controlled foreign
corporation (CFC) in which the taxpayer is a U.S. shareholder is
treated as income in the general limitation category or in a

separate category to the extent that it is properly allocable to
income of the payor corporation in such category. Under this
"lookthrough" rule, for example, royalties paid to a U.S. parent
corporation by a CFC that earns only general limitation income may
be treated by the U.S. parent as general limitation income.

To compute the foreign tax credit limitation for each
category, it is necessary to determine the taxable amount of
foreign source income in that category. Expenses incurred by the
taxpayer must therefore be allocated to U.S. source income or a

category of foreign source income. Allocation of an expense to
foreign source income reduces the foreign tax credit limitation for
the relevant category, while allocation of an expejise to U.S.
source income does not affect the foreign tax credit limitation.
For this reason, U.S. taxpayers generally prefer to have expenses
allocated to U.S. source income.

Treasury Regulations issued in 1977 provide detailed rules for
the allocation of deductible research and experimental expenditures
("research expenses") . Under this regulation, research expenses
are generally allocated on a product category basis, and a taxpayer
may choose either a sales method or a gross income method. Under
the sales method, 30 percent of the research expense is generally
allocated directly to U.S. source income, and the remainder is
apportioned among U.S. and foreign source income based on the
taxpayer's relative proportions of U.S. and foreign sales receipts
in the relevant product category. Under the gross income method,
all research expense is apportioned between U.S. and foreign source
income based on the taxpayer's relative proportions of U.S. and
foreign gross income in the product category. No exclusive
apportionment to U.S. source income is permitted.

Since 1981, the 1977 Treasury Regulation has been subject to
a series of temporary statutory modifications. The most recent
temporary rule, which expired midway through the first taxable year
beginning after August 1, 1991, permitted taxpayers to allocate 64
percent of the expense of U.S. research directly to U.S. source
income. Similarly, 64 percent of the expense of foreign research
was allocated directly to foreign source income. The remaining
research expense was apportioned, at the election of the taxpayer,
on the basis of either sales receipts or gross income.

In June, 1992, the IRS announced that the Treasury Department
and the IRS had undertaken a review of the 1977 Treasury Regulation
and that, pending this review, taxpayers are not required to apply
the regulation during an 18-month transition period. Instead,
research expenses incurred during this transition period may be
allocated and apportioned in accordance with a transition method
based on the statutory "64 percent" rule described above.

Reasons for Change

Foreign source royalties generated by licensing intangible
property for use abroad are generally deductible against foreign
income and thus subject to no net basis foreign tax. In addition,
royalties are generally subject to low rates of foreign withholding
tax, or exempt from withholding tax altogether, under an income tax
treaty. In the absence of "cross-crediting" opportunities, foreign
source royalties would generally be subject to residual U.S. tax.
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Foreign source royalties that are included in the general
limitation category, however, can be sheltered from residual U.S.
tax through "cross-crediting" of excess foreign taxes paid on other
business income in the general category.

This opportunity for "cross-crediting" can create a tax
preference for income derived through licensing intangible property
for use overseas — as compared to income derived from the use or
license of intangible property in the United States. This tax
preference may constitute an incentive for the use of intangible
property in foreign rather than domestic manufacturing activities.

In addition, opportunities for elimination of residual U.S.
tax on foreign royalties may result in an unacceptable erosion of
the U.S. tax base. For example, a taxpayer may develop intangible
property through research activities undertaken in the United
States. When research expense deductions (and credits) are claimed
on a current basis, as permitted under existing law, these expenses
cannot be apportioned to income later generated by that intangible.
Under existing law, moreover, these expenses are often allocated
substantially to U.S. source income earned in the year of
deduction. As a result, foreign source royalty income generated by
intangible property often is not reduced by an appropriate amount
of related expense. These rules, in combination with the foreign
tax credit rules, increase the potential for erosion of the U.S.
tax base. Foreign source royalty income is sheltered from U.S. tax
through "cross-crediting," while related expense deductions (and
credits) reduce tax on other, often U.S. source, income.

Finally, the "lookthrough" rule that attributes royalties
received from CFCs to the various limitation categories based on
the underlying income of the CFC does not have its intended result
when "cross-crediting" opportunities exist. This rule was intended
to encourage the repatriation of foreign earnings through
deductible (for foreign tax purposes) royalty payments, thereby
reducing foreign tax liability and increasing the residual U.S. tax
collected. When taxpayers may eliminate the resulting U.S. tax
through "cross-crediting," however, the fisc realizes no benefit
from the reduction in foreign tax liability.

The numerous statutory modifications to the rules governing
allocation of research expense have resulted in uncertainty and
complexity and have impeded the efforts of U.S. taxpayers to plan
research and development activities. The Administration believes
that permanent allocation and apportionment rules will facilitate
planning and promote compliance. In addition, the Administration
hopes to encourage the conduct of research activities in the United
States by ensuring that the expenses associated with such
activities do not reduce the foreign tax credit limitation.

The Administration's Proposal

The Administration's proposal would treat all foreign source
royalties attributable to the licensing of intangible property as
income within the existing separate foreign tax credit limitation
category for passive income. To prevent avoidance of this rule,
the proposal would provide the saiie treatment for any payment made
in consideration of a sale or other disposition of intangible
property, to the extent such payment is contingent on the
productivity, use, or disposition of the property. The existing
separate category for passive income prevents "cross-crediting" of
excess foreign taxes paid on business income against residual U.S.
tax on passive income (which is typically low-taxed) . Inclusion of
all foreign source royalties within this category will similarly
prevent taxpayers from sheltering foreign royalty income from
residual U.S. tax through "cross-crediting."
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The proposal would permit taxpayers to group all royalties
together for purposes of applying the so-called "high-tax kickout"
from the passive category. Under the high-tax kickout, income that
would otherwise be included in the passive category may be treated
as general limitation income if it is subject to an effective
foreign tax rate equal to the maximum U.S. rate. The grouping rule
will permit taxpayers to "cross-credit" excess foreign taxes paid
on royalties earned in a high-tax country against residual U.S. tax
on other royalties earned in low-tax countries.

The proposal will also provide a favorable rule for the
allocation of research expense. Under the proposal, 100 percent of
the taxpayer's expense attributable to research activities
conducted in the United States may be allocated to U.S. source
income. This rule will encourage the conduct of research and

development in the United States by ensuring that the expenses of
U.S. research do not reduce the foreign tax credit limitation. The
expense of foreign research activities will be apportioned among
U.S. and foreign source income on the basis of the taxpayer's
relative proportions of U.S. and foreign gross sales receipts. We
believe that this apportionment rule best reflects the relationship
of foreign research expense to U.S. and foreign source income.

Effective Date

The proposal would apply to taxable years beginning after
December 31, 1993.

FOGEI/FORZ and SHIPPING WORKING CAPITAL

Current law

For most industries, foreign source income earned on temporary
investments of working capital is categorized as passive income for

foreign tax credit limitation purposes. Segregating this income,
which is typically subject to low foreign tax, in the passive
}=jasket reduces taxpayers' ability to "cross-credit" higher foreign
taxes paid on other foreign source income. If taxpayers were
allowed to mix high- and low-taxed foreign income, they would have
an incentive to invest working capital abroad where it would be
subject to little or no foreign tax.

Under a vestige of prior law, the oil and gas and shipping
industries enjoy an exception to this treatment of working capital,
which enables them to cross-credit. As a result, they have an
incentive to invest working capital abroad to generate low-taxed,
foreign source income to absorb higher foreign taxes paid on other
foreign income.

In addition to the general foreign tax credit limitation, a

special limitation, which pre-dates the baskets established by the
1986 Act, prevents the cross-crediting of particularly high foreign
taxes on foreign oil and gas extraction income ("FOGEI") . A
similar provision applies to foreign oil related income ("FORI") .

Under current law, income from the temporary investment of working
capital related to oil and gas activities is treated as FOGEI or
FORI even though it is not itself subject to the same high foreign
rates. Allowing lower taxed income on foreign investments of

working capital to be averaged with the higher taxed extraction
income reduces the effectiveness of the FOGEI and FORI limitations.

Reasons for Change

No industry besides oil and gas and shipping currently enjoys
special treatment of working capital. This preferential treatment
is difficult to support. As long as the typically low foreign
taxes associated with passive income from working capital are
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permitted to be averaged with higher foreign taxes associated with
active foreign income, taxpayers will have an incentive to locate
their passive investments abroad rather than in the U.S. This
incentive under current law is even more pronounced in the context
of oil and gas because of the opportunity to inflate the special
credit limitation with foreign working capital income.

The Administration's Proposal and its Effects

The Administration's proposal would eliminate the preferential
treatment currently accorded the oil and gas and shipping
industries by categorizing as passive all dividend and interest
income that would be in the passive basket if earned by any other
industry. These rules would apply for general foreign tax credit
purposes and for purposes of the special FOGEI/FORI limitation of
Code Section 907. Thus, residual U.S. tax payable on foreign
dividends and interest, whether or not the income is attributable
to temporary investments of working capital, would not be offset by
higher foreign taxes paid on other types of foreign source income.
Elimination of opportunities for "cross-crediting" should reduce
the incentive that taxpayers in the oil and gas and shipping
industries now have to maximize the amount of earnings
characterized as "working capital" and invested abroad. The
proposal would apply to income earned in taxable years beginning
after December 31, 1992.

REQUIRE CURRENT TAXATION OF CERTAIN EARNINGS OP
CONTROLLED POREIGN CORPORATIONS

Current Law

The United States generally taxes U.S. persons currently on
their worldwide income. However, U.S. shareholders of a foreign
corporation generally are not taxed currently by the United States
on foreign income earned by the corporation. Rather, U.S. tax on
such income generally is deferred until the income is repatriated.

The Code provides several exceptions to this general tax
deferral regime for foreign income earned by U.S. shareholders
through a foreign corporation, including the subpart F rules
applicable to controlled foreign corporations and the passive
foreign investment company rules.

Under the subpart F rules, a U.S. person owning 10 percent or
more (a "10 percent U.S. shareholder") of a "controlled foreign
corporation" ("CFC") is required to include in income currently its
pro rata share of the "subpart F income" of the CFC. A CFC
generally is defined as a foreign corporation more than 50 percent
owned by 10 percent U.S. shareholders. Subpart F income generally
includes passive income, as well as certain types of active income
considered to be particularly mobile. However, it does not include
most types of active business income.

The passive foreign investment company ("PFIC") rules are
designed to eliminate the benefit of deferral of U.S. tax on a U.S.
shareholder's pro rata share of ^ the PFIC's total undistributed
earnings. These provisions apply regardless of the U.S.
shareholder's percentage ownership. A corporation (whether or not
a CFC) is a PFIC if (1) 75 percent or more of its gross income for
the taxable year is passive income, or (2) 50 percent or more of
its assets produce, or are held for the production of, passive
income. For this purpose, passive income generally does not
include active banking or insurance income.

A U.S. shareholder of a PFIC may elect to include currently in
income its pro rata share of the PFIC's total earnings. If this
election is not made in a timely manner, the U.S. shareholder is

subject to an interest charge when it receives certain
distributions of PFIC earnings or disposes of PFIC stock.
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Reasons for Change

Under current law, U.S. shareholders of CFCs may defer U.S.
tax on the CFCs earnings that are not subpart F income, until the

earnings are repatriated or a PFIC inclusion is triggered. Many
CFCs are able to defer tax indefinitely on accumulated income by
managing their passive income and assets so as to avoid exceeding
the PFIC thresholds.

The Administration believes that the broad deferral provisions
of present law create a significant tax incentive to hold earnings
in passive investments offshore, instead of repatriating or

reinvesting them in an active business. This incentive is
difficult to justify on competitiveness or other policy grounds.

The Administration's Proposal

The proposal would curtail deferral for certain earnings
invested in passive assets abroad. It would require 10 percent
U.S. shareholders of certain CFCs to include in income currently
their respective pro rata shares of a specified portion of the
CFCs current and accumulated earnings.

The proposal would apply to any CFC (including a CFC that is
a PFIC) holding passive assets representing more than 25 percent of
the value of its total assets.

The portion of current and accumulated earnings subject to
inclusion would be the lesser of (1) total current and accumulated
earnings and profits, or (2) the amount by which the value of the
CFCs passive assets exceeds 25 percent of the value of its total
assets. Earnings subject to inclusion would be adjusted to account
for eunounts previously taxed.

For purposes of this proposal, passive assets generally would

be defined as under the rules that now apply in determining whether
a foreign corporation is a PFIC.

The proposal generally would be effective for taxable years of
CFCs beginning after September 30, 1993 and for taxable years of
their U.S. shareholders ending with or within such taxable years.
Under a phase-in rule, however, the amount subject to current
inclusion in a taxable year would be limited to the U.S.
shareholders' respective pro rata shares of the applicable
percentage of the total earnings of the CFC subject to inclusion
for the year under the proposal. The applicable percentage would
be 20 percent for the taxable year beginning during the 12 months
immediately following September 30, 1993, 25 percent for the
taxable year beginning during the 12 months immediately following
September 30, 1994, 35 percent for the taxable year beginning
during the 12 months immediately following September 30, 1995, 50

percent for the taxable year beginning during the 12 months
immediately following September 30, 1996, and 100 percent for
taxable years beginning after September 30, 1997.

IMPROVED ENFORCEMENT OF SECTION 482

Current Law

Section 6662(a) imposes a penalty in the amount of 20 percent
of any underpayment of tax attributable to certain section 482
allocations that constitute substantial valuation understatements.
For this purpose, a substantial valuation understatement arises if

(1) the transfer price for any property or services (or for the use
of property) claimed on a return is 2 00 percent or more (or 50

percent or less) of the amount determined under section 482 to be
the ann's length price, or (2) the net section 482 adjustment
exceeds $10 million. The penalty is increased to 40 percent in the
case of a gross valuation misstatement, which arises if (1) the
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transfer price for any property or services (or for the use of

property) claimed on a return is 400 percent or more (or 25 percent
or less) of the amount determined under section 482 to be the arm's
length price, or (2) the net section 482 adjustment exceeds $20
million.

Section 482 adjustments are excluded in determining the $10
million or $20 million net section 482 adjustment thresholds if the

taxpayer acted in good faith and had reasonable cause for

establishing the particular transfer price. The statute does not
elaborate on what constitutes "good faith" or "reasonable cause."

Reasons for Change

Largely because there is no statutory or regulatory
elaboration of the reasonable cause and good faith exception, the
IRS has not attempted to apply the substantial or gross valuation
misstatement penalties to section 482 adjustments. A statutory
definition of the exception would provide the Service with guidance
necessary to enforce the penalties more effectively. More
effective penalties in turn would enhance compliance with the arm's

length standard.

Many multinationals currently appear to ignore the arm's

length standard when determining their transfer prices. Moreover,
taxpayers under audit typically feel no obligation to provide the
examiner with data demonstrating that their prices satisfied the
arm's length standard. As a result, the examiner most often bears
the burden of demonstrating that a particular intercompany price
was not established on an arm's length basis. The examiner thus

normally must obtain comparable uncontrolled transactions data and

apply a transfer pricing methodology to the data. Requiring
taxpayers to prove use of a reasonable transfer pricing methodology
would further enhance 482 compliance by reducing the burden on
examiners and encouraging the taxpayer to develop supporting data

prior to an audit.

Finally, the current threshold of $10 million for imposition
of the 20 percent penalty may not create an adequate inducement for
all taxpayers to comply with the arm's length standard. For many
taxpayers, a $10 million section 482 adjustment would be extremely
large in relation to the volume of intercompany transactions.

Lowering the $10 million threshold and adding an additional
threshold based on a percentage of a taxpayer's gross receipts
would broaden the incentives for all taxpayers to comply with
section 482 and to provide documentation of their attempted
compliance to examiners.

Administration's Proposal

Section 6662(e) would be amended to provide that a net section
482 transfer pricing adjustment would not result in a substantial
or gross valuation misstatement penalty if the taxpayer provided
documentation demonstrating the application of one or more
reasonable transfer pricing methodologies to the taxpayer's
controlled transactions. Although it need not have been prepared
at the time that the relevant "intercompany transactions were

completed, the documentation must have been prepared before the

taxpayer's tax return for the taxable year was filed.

A reasonable transfer pricing methodology is defined as any
method provided under the section 482 regulations (other than so-
called "other" methods) for determining an arm's length result with

respect to the type of transaction under review ( e.g. . transfer of

tangible property) if the method is applied in a reasonable manner.
The application of a method will not be reasonable unless the

taxpayer observes and documents any procedural or other

requirements imposed by the regulations with respect to the
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particular method. For example, if adjustments required under a

particular method are not made, the taxpayer's application of the

method would not be reasonable.

Methods other than those specifically prescribed in the
section 482 regulations may be reasonable if the taxpayer can
establish that, at the time of the controlled transactions, the

specifically prescribed methods would not have been likely to lead
to an arm's length result but the method actually applied would
have been. If, prior to filing its tax return, the taxpayer
becomes aware that, more likely than not, the chosen method did not
lead to an arm's length result, then application of that method is
no longer reasonable.

In some cases it only will be possible to apply a transfer
pricing methodology based on data from a preceding taxable year or

years. Sole reliance on such data is acceptable (solely for
purposes of section 6662(e)) unless more current reliable data
becomes available prior to filing the tax return for the relevant
year.

The thresholds for imposition of the substantial or gross
valuation misstatement penalties would be modified. A net section
482 transfer pricing adjustment would potentially be subject to the
20 percent penalty if it exceeded the lesser of $5 million (as
compared to the current $10 million) or 10 percent of the
taxpayer's gross receipts. The 4 percent penalty would
potentially be triggered if the net section 482 transfer pricing
adjustment exceeded the lesser of $20 million or 20 percent of the
taxpayer's gross receipts. The Administration's legislative
proposal would be effective for taxable years beginning after
December 31, 1993.

The Administration further proposes to initiate an enforcement
initiative targeted at transfer pricing abuses. This initiative
entails the addition of 235 full-time employees for the 1994 fiscal
year at a cost of $30.6 million. It includes additional
international examiners, improved coordination of transfer pricing
issues within the IRS, improved training of examiners, and a

greater emphasis on avoidance of lengthy and expensive litigation
through Advanced Pricing Agreements. It is expected that, in

conjunction with the legislative proposal, this initiative will
result in a substantial improvement in compliance.

DENIAL 07 PORTFOLIO INTEREST EXEMPTION FOR CONTINGENT INTEREST

Current Law

Under current law, a 30 percent tax generally is imposed on
the gross amount of U.S. source interest, dividends, rents or other
investment income paid to a nonresident alien or foreign
corporation. The 30 percent tax, however, does not apply to
"portfolio interest." Subject to certain exceptions ( e.g. .

interest paid to a related person) , the term portfolio interest
includes any interest, provided that certain procedural
requirements are satisfied.

Whether a financial instrument is treated as debt for federal
income tax purposes, and therefore the income on the instrument
qualifies for the portfolio interest exemption, depends on the
facts of the particular case. Under existing case law, however, an
instrument may qualify as debt even if the instrument provides the
holder with significant equity participation rights.

For example, a domestic corporation that owns commercial real
estate might issue a debt instrument to a foreign investor that
pays a fixed amount of annual interest plus additional annual
amounts equal to a percentage of the rental income derived by the
corporation. Alternatively, the instrument might pay a contingent
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amount at maturity equal to a percentage of any increase in the
fair market value of the real property owned by the corporation
over the term of the loan. Under current law, the contingent
interest paid on such instruments would qualify for the portfolio
interest exemption even though the income represents a significant
equity participation in the underlying venture.

Reasons for Change

A significant erosion of the U.S. tax base results from

applying the portfolio interest exemption to interest that

represents a participation in the profits or other gain derived
from a venture. If the foreign investor held a direct ownership
interest in the venture, the income or gain realized by the
investor typically would be subject to U.S. tax ( e.g. . as

dividends, rent or gain taxable under the Foreign Investment in

Real Property Tax Act (FIRPTA)). Indeed, in some cases r e.q. . with

respect to dividends) , the debtor would not be able to claim a

deduction for the amount paid.

Administration's Proposal

The portfolio interest exemption would be made inapplicable to
certain types of contingent interest. In particular, subject to
certain exceptions, the term "portfolio interest" would not include

any amount of interest that is determined by reference to:

(i) any gross or net income or cash flow of the debtor or a

related person,

(ii) any change in the value of property owned by the debtor
or a related person, or

(iii) any dividends, partnership distributions or similar

payments made by the debtor or a related person.

Interest generally would be subject to the provision only if

the rate of interest is contingent. Thus, the provision would not

apply if a debt instrument pays a fixed rate of interest but the

timing (although not the amount) of repayment of principal is

subject to contingencies.

The provision would be subject to certain express "safe

harbors." Under these, the provision would not apply where —

(i) the amount of interest is determined by reference to the

value of actively traded property, such as commodities or

publicly traded stock — other than an interest in real

property subject to FIRPTA;

(ii) the amount of interest correlates with the income, cash

flow, or value of property of the debtor or a related person
merely because the debtor or related person enters into a

hedging transaction to reduce the risk of interest rate or

currency fluctuations with respect to such interest;

(iii) the interest is paid with respect to a regular interest
in a REMIC, or another debt instrument described in section

1272(a) (6) (C) of the Code, and all or substantially all of the
amount of such interest is determined by reference to any
other amount of interest that is not contingent within the

meaning of this provision (or by reference to the principal
amount of indebtedness on which such other interest is paid) ;

or

(iv) the interest is contingent solely by reason of the fact
that it is paid with respect to nonrecourse or limited
recourse indebtedness.
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Denying the portfolio interest exemption in the circumstances
covered by the proposal prevents the tax-favored treatment of debt

paid to foreign persons from being utilized to transform taxable
rents, dividends and other income into tax-exempt interest.

The provision would not override existing U.S. income tax
treaties that reduce or eliminate the 3 percent withholding tax on
interest paid to foreign persons.

ATJTHORIZATION OF REGULATIONS CONCERNING CONDUIT ARRANGEMENTS

Current Law

Some taxpayers engage in various types of conduit arrangements
for the purpose of achieving unwarranted tax benefits. For

example, a transaction that, in substance, represents a direct loan
between two parties might be formally structured as back-to-back
loans involving a third party.

There is little guidance under current law concerning the
circumstances under which a three-party financing arrangement will
be recharacterized as a two-party transaction for federal income
tax purposes on the grounds that the intermediary party is a mere
conduit in the transaction. Few reported court cases address the
issue.

The IRS has issued public and private rulings on point.
However, taxpayers have questioned whether existing law provides
adequate authority for the results reached in the rulings.

Reasons for Change

The uncertainty in the law has created incentives for
taxpayers to engage in conduit arrangements for tax avoidance
purposes.

Administration's Proposal

The Secretary would be authorized to issue regulations that
set forth rules for recharacterizing any multiple-party financing
arrangement as a transaction between any two (or more) of the
parties, where such a recharacterization is appropriate to prevent
avoidance of tax.

POSSESSIONS TAX CREDIT

Current Law

Section 936 of the Internal Revenue Code provides that U.S.
corporations with active business operations in a U.S. possession
generally may claim a credit that completely offsets the U.S. tax
liability on the earnings from such operations. In addition, the
earnings from these operations may be invested in certain financial
instruments and earn interest income free of U.S. tax. Dividends
paid by a section 93 6 corporation to a U.S. corporate shareholder
that owns all the stock of the section 936 corporation also are
effectively exempt from U.S. tax. (Such dividends do, however,
constitute adjusted current earnings for purposes of the
alternative minimum tax) .

Reasons for Change

Section 936 of the Internal Revenue Code was enacted to
promote jobs and investment in Puerto Rico and other possessions.
Section 936 has in fact contributed to the development of the
manufacturing and banking sectors in Puerto Rico, While the
provision therefore has achieved some significant successes (in
1989 section 936 companies employed 105,000 workers, representing
about 12 percent of the island's total employment), many have
suggested that the provision could be modified to achieve most or
all of these successes at a greatly reduced level of tax
expenditures .
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Many studies conducted over the past 15 years have indicated
that a disproportionate share of the tax benefits attributable to
section 936 is realized by intangible-intensive industries that
create relatively little economic growth or activity. For

instance. Treasury data indicates that while the average
pharmaceutical worker in Puerto Rico earned $30,400 in total

compensation in 1989, the tax expenditure for each such job was

$66,081, or 217 percent of wages. Companies accounting for only
12.6 percent of section 936 employment received 63.5 percent of
total section 936 benefits. Furthermore, at the end of 1989,
section 936 corporations held only $3.6 billion in net plant and

equipment in Puerto Rico. Data of this nature suggests that while
section 936 has promoted economic growth in Puerto Rico, the growth
is too small in relation to section 936 tax expenditures.

The reason for this disparity is that the section 936 credit
is tied to the maximum amount of income that a company can earn in
the possession, rather than the number of jobs and amount of
investment attributable to the company's operations in the

possession. As a result, the corporations that claim the largest
tax benefits under section 936 often are the corporations that
produce the most profitable products, rather than those
corporations making the largest contribution to economic growth in
Puerto Rico.

The Administration's Proposal

In general, the current rules under section 936 would be

unchanged. Two limitations would, however, be placed on the
benefits that otherwise could be claimed under section 936. First,
the credit for active business operations would be limited to 60

percent of wages paid (as defined under the Federal Unemployment
Tax Act (FUTA)) . Wages would continue to be fully deductible. The
combination of the credit and the deduction comes close to a 100

percent wage credit. The proposal would be phased in over three

years. The amount of wages taken into account for each employee
would be limited to the amount of wages subject to federal social

security withholding. This base includes wages, vacation
allowances, and payments in kind and is currently $57,600. This
limit would be pro-rated (based upon the portion of the year that
the employee worked) in the case of part-time and part-year
workers.

Second, the tax exemption for income from qualified
investments of possession source earnings would be limited to the
income attributable to assets with a value equal to 80 percent of
the firm's average annual tangible business investment within the

possession. For this purpose, tangible business investment would
include inventory and property, plant and equipment.

Effects of Proposal

Linking the credit directly to jobs and capital investment
will create incentives for corporations to increase their

employment and capital investment in the possessions. In addition,
companies will be able to claim a credit with respect to income
attributable to intangible assets only to the extent that such
income is linked to Puerto Rican employees and capital investment.

The proposal is designed to minimize disruption to the Puerto
Rican economy by disproportionately affecting those companies
accounting for the smallest fraction of employment. Companies
employing a large number of workers relative to their existing
section 936 tax credits will be unaffected. For companies above
the 60 percent wage credit threshold, the proposal provides a

powerful incentive to increase employment. For every $100 of extra

wages, they would obtain a ^60 tax credit plus a full tax deduction
for wages worth $36 (assuming the new corporate rate) — close to
a 100 percent wage credit.
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The revisions to the Administration's proposal reflect an
effort to respond to the priorities identified by the Governor.
The revisions provide a specific tax benefit for passive
investments of section 936 companies. Moreover, by tying this
benefit to the level of investment in tangible assets, an indirect
capital investment incentive is created.

ENHANCEMENT OF EARNINGS STRIPPING RULES

Current Lav

Under present law, a thinly capitalized corporation may not
claim a current deduction for excessive interest paid to a related
party if the interest income is exempt from U.S. tax. These
"earnings stripping" rules apply, for example, if a foreign parent
corporation capitalizes a U.S. subsidiary with excessive amounts of
debt and the interest payments on the debt are exempt from 3 0%

withholding tax under a U.S. income tax treaty. The rules also
apply if the related party is a domestic tax-exempt entity.

The earnings stripping rules apply to a corporation only if it
has a debt-equity ratio in excess of 1.5 to 1 and the corporation's
net interest expense exceeds 50% of its adjusted taxable income for
the year. The amount of interest that is disallowed equals the
lesser of the "excess interest expense" ( i.e. . the amount by which
net interest exceeds the 50% of adjusted taxable income limitation)
or the total "disqualified interest" ( i.e. . the total interest paid
to related parties that is exempt from U.S. tax). Amounts
disallowed may be carried over indefinitely and claimed in a later
year to the extent that the taxpayer has excess limitation in that
later year.

Pursuant to a "grandfather" provision in the enacting
legislation, interest paid or accrued on any fixed-term debt
instr\ament issued on or before July 10, 1989 (or issued pursuant to
a binding contract in effect on such date) is not treated as
disqualified interest for purposes of the earnings stripping rules.

Reasons for Change

The earnings stripping rules can be easily circumvented if the
rules are not applied to a loan from an unrelated party that is

guaranteed by a related party. Although the interest on guaranteed
debt is paid to an unrelated lender, the debt serves as a close
substitute for a direct related party loan because of the
fungibility of money. For example, since one dollar is a perfect
substitute for another, the use of guaranteed debt to finance a

foreign-controlled U.S. corporation frees up other capital for
other uses by the foreign parent. There is, thus, a close economic
equivalence between (i) a loan from a bank to the U.S. subsidiary
that is guaranteed by the foreign parent, and (ii) a loan from the
bank to the foreign parent, followed by an on-lending by the parent
to the U.S. subsidiary.

The Administration's Proposal

The earnings stripping rules would be amended to provided that
the term "disqualified interest" includes any interest paid with
respect to a loan from an unrelated lender that is subject to a

disqualified guarantee and on which no gross basis tax is imposed.
Subject to certain exceptions, a "disqualified guarantee" would
mean any guarantee by a related foreign person or a related
domestic tax-exempt entity. Except as provided in regulations, the
term "guarantee" would mean any arrangement under which a person
directly or indirectly assures, on an unconditional or contingent
basis, the payment of another's obligation.
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To the extent provided in regulations, the provision would not
apply to guaranteed debt if the interest on the indebtedness would
have been subject to net basis taxation had the interest been paid
to the guarantor. The provision also would not apply if the debtor
corporation owns a controlling ( i.e. . 80 percent) interest in the
guarantor.

For purposes of the provision, interest would be considered
subject to "gross basis" taxation if tax is imposed on the gross
amount of interest income. Interest subject to withholding tax
under section 871(a) or section 881(a) of the Code would satisfy
this condition. Interest paid to a U.S. lender that is subject to
net basis taxation under section 11 of the Code would not.

In addition, for taxable years commencing after December 31,
1993, the earnings stripping rules would apply to interest paid on
any indebtedness issued on or before July 10, 1989 (or issued after
such date pursuant to a binding written contract in effect on such
date) .
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