EFFECTS OF PROPOSED TAX REFORMS
ON THE INTERNATIONAL

COMPETITIVENESS OF U.S.
INDUSTRIES

Report on Investigation

No. 332-220 Under Section
332 of the Tariff Act of
1930

USITC PUBLICATION 1832

APRIL 1986

United States International Trade Commission / Washington, DC 20436



UNITED STATES INTERNATIONAL TRADE COMMISSION

COMMISSIONERS

Paula Stern, Chairwoman
Susan W. Liebeler, Vice Chairman .
Alfred E. Eckes
Seeley G. Lodwick

David B. Rohr
Anne E. Brunsdale‘

Kenneth R. Mason, Secretary to the Commission

This report was principally prepared by
Donald J. Rousslang, Office of Economics
with the assistance of Paul Golding, Andrew Parks
and Richard Boltuck, Office of Economics

Office of Economics
John W. Suomela, Director

Address all communications to
Kenneth R. Mason, Secretary to the Commission
United States International Trade Commission

Washington, DC 20436



CONTENTS

Executive Summary-------------------------- B
Introduction------mc oo oo

Purpose

and overall design of the study--------------=----“co-ccc-- ,

Major provisions of the proposed tax changes------------=-----------
Reduction in tax rates on income of individuals-----------------
Elimination of the ACRS and the ITC---------c--cmmcmmammmmmaa
Reductions in the statutory corporate tax rates-----------------
Combined net effects of the major proposed tax changes----------

Scope of the study---------cmmmmmm et e

Methodology

The effects on production costs-------ccccmmcmmmmmmm oo

The effects on international capital flows and the
aggregate trade balance----------c-ccc o eeeee oo
The effects on industry trade flows------------cmmommmmm oo
Applying the Model----------mcmmm e

The Results
Appendix A.
Appendix B.

The provisions of the proposed tax reforms-----------------
Summary of testimony before the Commission on the

effects of tax changes not quantified in this report------------------

Appendix C.

International comparisons of tax rates on income

from capital------- - oo

Appendix D.
Appendix E.

Technical equations---------cccmcmmommmm oo -
Notice and agenda for the Commission hearings on

the effects of proposed tax reforms on the international
competitiveness of U.S. industries---------------commmmmooo

Appendix F.

Senate Finance Committee and the Commission’s reply

Letter of November 27, 1985 From the Chairman,

Bibliography-=------cccmm e e

Tables

1. Present discounted value of depreciation allowances and

real

w N

economic depreciation, by asset-----------ccccoommoaoomon

Economic rate of depreciation and investment tax-------------------
Calculated marginal effective tax rates by asset under

current law and each proposed reform--------------ccmmmmccaana-

4. Change

in cost of capital gross of economic depreciation

caused by moving from the current law to the proposed

tax

reforms, and the marginal effective tax rates under

current law and the proposed tax reforms, by input-

output sector------=-m-m st e et e e e e e
5. Corporate percentages of nonresidential investment by

IndusStry-----cm s m e e

ac)
Fg
[0}

CONNOUWNFHJ

=

14
15
29
49
93
101
111
115

123
127

17
19

21

23

25



10.

11.

12.

ii

CONTENTS

Shares of property type income and estimated direct price
effects of the proposed tax reforms, by input-output

o S e e i L

Total price effects of the proposed tax reforms, by input-

OULPUL SECLOL === = s mmmm o s oo e e e

Elasticities of demand for U.S. exports and U.S. imports,
and ratios of 1984 exports and imports to 1984 domestic

OUEPUL = === oo s e oo oo oo e meememm—eemcaoo

Impact of the House tax proposal on trade under flexible
exchange rates when the aggregate trade balance deteriorates

by 83 billion--------cmmm e

Impact of the House tax proposal on trade under flexible

exchange rates--------cmmmcm i i et e oo

Impact of President'’s tax proposal on trade under flexible
exchange rates when the aggregate trade balance improves

by §1.7 billion-----------cc i oo

Impact of President's tax proposal on trade under flexible

exchange rates-------cccmmmm oo ee e -

Impact of the House tax proposal on trade under fixed

exchange rates---------mcmm oo e -

Impact of President’s tax proposal on trade under fixed

exchange rates--------c---cmmmmm e

Comparisons of highlights of current law and the

President's proposal, individual income---------c-cccccoaooo--
Average tax rate and change in taxes paid by income class-------
Corporate income tax rates----------cm-ecmoommmmm oo
CCRS asset classes under the President's proposal---------------

Effective corporate tax rates on income from equity
financed investments with various rates of inflation

for 46 percent taxpayer under current law-----------------s---

Effective tax rates on equity financed investments in

equipment and structures under the President’s proposal-------
Utilization of investment tax credits in 1981-------------------

Effective corporate and personal income tax rates on
equity financed investments when the returns to capital

are distributed equally between dividends and capital gains----

Effective corporate income tax rates on equity financed
investments when the returns to capital are distributed

equally between dividends and capital gains-------------------

Comparison of highlights of current law and the President’s

proposal, capital and business income-------=------------------

Change in receipts by source if the President'’s proposal

is dmplemented--------- s oo e e

30

32

35

37

39
41
44
46
56
57
58
59
60
61
62
63

64

65

67

il



aaaQ
~N oW

iii

CONTENTS
Page
Tax rates and taxable income brackets for filing status
under the House Ways and Means Committee bill------------------ 76
Average income tax liability and tax rate, under present
law and Committee bill, by income class, 1987----------c-mcmen-- 76
Present law corporate tax rates------------------scmonnmcaoaanon- .76

Corporate income tax as a percentage of total budget

receipts and total income tax receipts, under present

law and under the Committee bill------------cemmomammnnnnacnnn- 77
Summary of estimated revenue effects of tax provisions of

H.R. 3838, as reported by the Committee on Ways and Means,

fiscal years 1986-1990--------cc-ccccmcmm e mmmmme o 78
Estimated revenue effects of tax provisions of H.R. 3838,

as reported by the Committee on Ways and Means,

fiscal years 1986-1990------c-ccmmmommm i 81
Tax treatment of asset user----=----c-ccooommmmmmmea e 105
Tax treatment of financial investor--------------cc-ccocooonnonn- 106
Distribution of major sources of tax revenue in

selected countries, 1982--c-cmmmmmmm e e e 107

International comparisons of the present value of cost
recovery allowances for light manufacturing equipment

per 100 dollars of new investment-----------cc-ccocommocmmonoo- 108
Comparisons of the capital cost tax wedge--------=--c--ccco-munn- 108
Effective marginal tax rates in 1980-----------cc-ccmommmcannnn 109

Marginal effective tax rates on investment in Japan
and the United States--------ccccccmm e n 109

il



iv



Executive Summary

The Senate Finance Committee asked the International Trade Commission to
determine the effects that tax reform proposals made by the President and the
House Ways and Means Committee would have on the international competitiveness
of U.S. industries. This is the first time in nearly a decade that the
Commission has been asked to study the trade impact of major domestic
legislation.

-In response to the Committee’s request, this study estimates how the
proposed tax changes would affect the imports and exports of U.S. industries.
The study also estimates the effects of these proposals on the cost of capital
and on relative prices (but not the overall level of domestic prices). The
estimates cover all major sectors of the U.S. economy. The sectors are those
of the Commerce Department’s small input-output table.

Effects of tax reform on trade

o When looking at individual industries, the estimated trade effects
of either reform proposal are small relative to domestic output.

This is true even though our estimating methods tend to overstate the trade
effects. Two major determinants of the importance of the trade effects in an
industry are the price sensitivity of imports and exports, and the importance
of imports and exports relative to domestic output.

o Our best estimates show that, for either the President's or the
House proposal, none of the adverse trade effects would be as great
as 1 percent of U.S. output.

The industries that would be affected most adversely by the President’s
proposal would be Office computing and accounting machines, and Motor vehicles
and equipment. The increase in net imports in these sectors is 0.6 percent
and 0.7 percent of domestic production, respectively. No other industries
would be adversely affected by as much as 0.5 percent of domestic production.

Under the House proposal, the industry most adversely affected would be
Chemical and fertilizer mineral mining. Net imports in the industry would
increase by as much as 0.9 percent of domestic production; no other industry
would be adversely affected by as much as 0.5 percent of domestic production.

o Under both proposals, the industry benefiting the most would be
Footwear and other leather products.

The decrease in net imports for this industry would be from 1.7 to 2.4 percent
of domestic output under the President’s proposal and from 3.0 to 4.4 percent
under the House proposal.



Other industries that would benefit under the President’s proposal
include Other agricultural products, with a decrease in net imports of from
0.7 to 0.8 percent of domestic output; Leather tanning and finishing, 1.1 to
1.3 percent; and Miscellaneous manufacturing, 1.1 to 1.8 percent.

Other industries that would benefit under the House proposal include
Apparel, with a decrease in net imports of from 0.6 to 0.9 percent of domestic
output; Household furniture, 0.3 to 0.6 percent; Leather tanning and
finishing, 0.5 to 0.9 percent; Office, computing, and accounting machines, 0.3
to 1.1 percent; Radio, TV, and communication equipment, 0.4 to 0.7 percent; ‘
Aircraft and parts, 0.8 to 1.3 percent; and Miscellaneous manufacturing, 0.4
to 1.7 percent.

Effects on the cost of capital

0 The effect on the cost of capital would vary significantly among
different types of assets. Most short-lived assets would be
adversely affected by both proposed reforms, whereas very long-lived
assets would be favorably affected.

After accounting for the asset mix used by each industry, it was found that
the changes in corporate taxes in the President’s proposal would reduce the
average cost of capital for most industries, whereas the changes in the House
Ways and Means Committee proposal would increase the cost of capital for every
industry except Real estate and rental. The two proposals would raise average
corporate taxes by similar amounts. However, the two proposals differ
markedly in the rate at which returns from new investment are taxed, and it is
this rate that determines the effect on the cost of capital.

A characteristic of the House bill is that it would provide more uniform
tax rates among different industries. The marginal effective corporate tax
rate (the tax rate on the last, or "marginal," unit of corporate investment)
generally would vary more among different industries under the President'’s
proposal than Under the House bill.

Under the President’s proposal, the largest reductions in the cost of
capital among traded-goods industries would occur in Apparel, Miscellaneous
textile goods, Leather tanning and finishing, and Footwear and other leather
products. These declines were between 7 and 8 percent. Under the House
proposal, the largest increases in the cost of capital among traded-goods
industries would occur in Iron and ferroalloy mining, Nonferrous metal mining,
Paper and allied products, Paperboard containers, and Motor vehicles and
equipment. These increases would range from 9 to 10 percent.
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Effects on Prices

o Even if all of the changes invthe‘cost of capital were completely
passed through by each industry at each stage of production, the
changes in prlces in the traded goods industries would st111 be

quite small.

Under the President's proposal, these price changes (mostly price reductions)
would all be less than 3 percent. Under the House proposal, these price
changes (mostly price increases) would all be less than 4 percent. Under both
proposals, the largest price increase would occur in Communications, except
radio and TV. Under the House proposal, the second 1argest price increase
would be in Electric, gas, water and sanitary services. Under the President’'s
proposal, the second largest prlce 1ncrease would be in Transportation and
warehousing.

Scope and limitations of the Commission’s study

o The focus of the study is on the effects of the proposed tax changes
on international trade of individual U.S. industries, and these are
not the same as the effects on total domestlc output of these
industries.

The effects of tax changes on domestlc output are likely to exceed the effects
on trade. For example, even in an industry with no international trade,
domestic producers would probably still experience some loss in sales lf a tax
increase raised their output price.

o Without its own macroeconomic model, the Commission was unable to
make estimates of the aggregate trade balance effects of either
tax-reform proposal.

However, the Commission made estimates of what the trade effects would be for
each industry if the aggregate trade balance changed in accordance with the
predictions of various macroeconomic models, 1/ and if it did not change at
all. Estimates of the industry trade effects were also made as though the
value of the dollar were fixed.

1/ For the House proposal, these were the predictions from Wharton
Econometric Forecasting Associates, Inc., Jan. 29, 1986, and Lawrence H.
Meyers and Associates, Nov. 25, 1985. For the President’s proposal, these
were the predictions from Wharton Econometric Forecasting Associates, Inc.
Oct. 16, 1985. All of these models predicted fairly small effects on the
aggregate trade balance.
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For any industry, tax reform directly affects the cost of doing business,
but it also affects the environment in which the industry must operate. For
example, the 1981-1982 investment tax incentives lowered the cost of capital
to U.S. firms, but by reducing tax revenues they added to the large increase
in the Federal budget deficit, which caused large capital inflows and
contributed to a stronger U.S. dollar. The stronger dollar resulted in an
unprecedented increase in U.S. imports and stagnating exports.

There are other possible macroeconomic considerations that should be
mentioned. For example, if tax reform is revenue neutral but slows down
economic activity, it would also tend to cause a decline in imports. In such
a case, U.S. industries would be harmed by tax reform even while the trade
balance is improving.

The above examples illustrate that the effects of tax reform on
international trade might be different from what one would expect. 1In
particular, the effects of tax reform on international competitiveness cannot
be addressed by looking only at the direct effects of tax reform on the cost
of capital. It is also necessary to account for macroeconomic considerations,
such as the effects on international capital flows.

o In evaluating the effects of the two tax reform proposals on
industry trade balances, the Commission considered only the tax
changes that would cause a predictable change in business costs.
Other changes, such as the treatment of personal income earned
overseas, are only discussed qualitatively.

It would have been impossible to take into account the effect of every
proposed change, even if more than four months were allowed to complete the
study. Included in the analysis were the effects of the changes in
depreciation schedules, the elimination of the Investment Tax Credit, the
reductions in the statutory corporate tax rates, and the introduction of a
deduction for dividends paid. These changes in the tax code account for most
of the predictable change in the relative international competitiveness of
U.S. industries.

Methodology

To estimate the trade effects of the proposed tax changes, the first step
was to determine the effects on the cost of capital by industry. We
overstated these cost changes by calculating the cost changes as though no
firm would reduce its costs by changing its manufacturing techniques or
accounting methods in response to the tax changes. The second step was to
calculate the change in the cost of inputs for each of the industries. To do
this the prices of each industry were treated as though the entire change in
its tax bill were completely passed on to its customers. Again, no
substitution by its customers was allowed for, thus this technique also
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overstates the cost change for each industry. The final step was to take
these upper bound estimates of price change and to translate them into changes
in exports and imports by industry. In this last step, three cases were
considered. 1In the first case, an exchange rate adjustment was included that
caused the industry trade effects to sum to the aggregate trade balance effect
predicted by one of the macroeconomic models. In the second case, the
exchange rate adjustment was included that caused the industry trade effects
to sum to zero. (The results from the first and second cases were very
similar, and are viewed as the "best" estimates.) In the third case, no
exchange rate adjustment was included.
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Introduction

Purpose and overall design of the study

The purpose of this study is to determine how the tax reforms proposed by
the President and the House Ways and Means Committee would affect the
international competitiveness of U.S. producers. 1/ More precisely, the study
provides estimates of how these proposed tax changes would affect U.S. imports
and exports in individual industries. The remainder of this section
summarizes the analysis and points out the main issues that need to be
addressed in order to construct these estimates.

There are two ways in which tax reform can affect international
competitiveness: It can change production costs and the pattern of domestic
prices, and it can affect international capital flows. Tax changes that
affect domestic costs of production but that have no effect on international
capital flows would not affect overall U.S. competitiveness. However, tax
changes that affect capital flows would have a corresponding effect on overall
competitiveness, regardless of their effect on the costs of individual
industries. '

These statements follow directly from the balance-of-payments identity
and are not derived from any disputable hypothesis. According to this
identity, the balance on international capital flows and the trade balance
must sum to zero. Thus, one approach to examining the trade effects of tax
reform is to determine the effects on international capital flows and then use
the balance-of-payments identity to obtain the effects on trade flows. Such
an approach was outlined by Auerbach (1986). He notes that net capital flows,
and therefore the trade balance, must equal private savings of U.S. residents
minus the private and government demands for credit within the United States.
This means that tax reform can only reduce the trade deficit if it reduces
domestic investment demand or the government demand for credit (the budget
deficit), or if it increases private U.S. saving. Since the proposed reforms
are largely revenue neutral, this leaves private saving and investment demand
as the primary conduits by which the reforms can influence the trade balance.
However, the effects of tax reform on saving and investment are quite
difficult to determine. In particular, no one has been able to construct a
reliable estimate of the response of private saving to a change in the rate of

1/ Throughout this study, a tax change that reduces exports or increases
imports will be said to reduce international competitiveness. A tax change
that increases exports or reduces imports will be said to increase
international competitiveness. The effect on overall international
competitiveness is the effect on the aggregate trade balance.



return, 1/ let alone the response to a change in taxes. Furthermore, the
effects of the proposals on direct foreign investment of U.S. multinational
firms are complicated and difficult to determine. 2/ As a result, even the
direction of the net effect of these reforms on overall international
competitiveness is open to question.

These considerations indicate the need to account for macroeconomic
effects of the proposed tax changes. In particular, although estimates of the
actual magnitude of the effects of the proposed tax reforms on international
capital flows cannot be determined precisely, these effects cannot be
ignored. 3/ This study accounts for these effects by incorporating the
results from macroeconomic models of the U.S. economy that have been used to
estimate the overall trade-balance effects ‘of the proposed reforms. 4/

The contribution of this study is to prov1de estimates of the effects on
individual industries. This is done by first determining the effects of the
proposed tax changes on output prices and then applying a trade model to
calculate the effects on trade flows by individual industry. The model is
similar to the ones used by Basevi (1968) and Rousslang and Suomela (1985) to
estimate the trade effects of U.S. import tariffs. The remainder of this
first part describes the major provisions of the proposed tax reforms and
briefly describes how each would affect U.S. international competitiveness.
It also discusses the scope and limitations of the study. The second part
describes the method used to estimate the trade effects of the proposed tax
reforms. The third part describes how the estimates were constructed and the
fourth part presents the results. ‘

Major provisions of the proposed tax changes

This section provides a broad discussion of the four main tax changes
that are common to both of the new tax proposals. These are the reduction in
tax rates on 1nd1v1dugls the replacement of the Accelerated Cost Recovery
System (ACRS); the elimination Qf the Investment Tax Credit (ITC), and the

1/ A number of studies have found that taxes have an important effect on
investments of multinational corporations. (See, for example, the survey in
Kopits, 1976.) 1In the most recent study, Hartman (1985, p. 484) finds that "A
change in U.S. tax pollcy which tends to diminish the tax rate faced by
foreigners (for example a decrease in federal or corporate income taxes),
provides strong encouragement to increase foreign investment in the U.S."

2/ Fortunately, such results are available for both proposals. (See
page 14.)

3/ Fullerton (1982) provides a brief summary of attempts to estimate this
responsiveness.

4/ Mentz (1986) notes that both proposed reforms are revenue neutral as
regards their impact on taxation of foreign income.



reduction in the overall statutory tax rate on corporate income. Each change
is considered in isolation, as if it were the only change from current law.
More detailed discussions of the other provisions in both proposals are given
in appendixes A and B. 1/

The ACRS allows firms to.take generous depreciation allowances that often
exceed the actual rate at which depreciable assets wear out in the first years
of the asset’s life. This provision was designed in part to offset the
effects of inflation on depreciation allowances. With high inflation rates,
depreciation allowances based on true economic rates of depreciation are not
sufficient to replace wornout assets. The ACRS compensates for this by
letting firms get their depreciation allowances back faster, before they are
eroded by inflation. The President’s proposal moves depreciation allowances
closer to the actual rate at which assets wear out, but it also indexes
depreciation allowances for inflation. Thus, the President’s proposal
provides more generous depreciation allowances than current law at high rates
of inflation, but is sometimes less generous than current law at low rates of
inflation. The House Ways and Means Committee proposal also moves
depreciation allowances closer to the actual rate at which assets wear out,
but the allowances are only partially indexed for inflation.

The ITC gives a credit against current tax liabilities equal to
10 percent of the firm’s current investment in new machinery and
equipment. 2/ This provision is an obvious incentive to such investment and
can result in substantial tax savings to those who can take advantage of it.

To keep the exposition as simple as possible and to concentrate on the
relative price effects of the tax changes, the remainder of this broad
discussion assumes that the proposed tax changes would not affect the average
domestic price level. The focus is on relative price changes because these
are important in determining the individual industry effects of the proposed
changes.

Reduction in tax rates on income of individuals.--The reduction in tax
rates on income of individuals affects the cost to U.S. producers of both
capital and labor. Consider first the effect on the cost of labor. By
reducing taxes on wages, the proposed rate reduction would tend to lower labor
costs of U.S. producers. The size of the reduction in labor costs depends on
how responsive the labor supply is to a change in the wage rate. This
responsiveness has been the subject of considerable debate, but most studies

1/ App. A lists the provisions in each proposal and shows the expected
effect of the various proposed changes on U.S. tax revenues. App. B lists the
concerns about some of these provisions that were expressed by industry
representatives at the Commission hearings on the tax reform proposals and in
post-hearing briefs to the Commission.

2/ The ITC is only 6 percent for investment in autos.



find it to be fairly small, 1/ indicating that the tax reduction would
probably have little effect on labor costs of producers. However, to the
extent that labor costs are reduced, this would tend to cause prices of
labor-intensive industries (industries where labor costs account for a high
proportion of the total value added) to decline relatlve to prices of other
industries.

The reduction in individual tax rates on income from capital would tend
to lower costs of capital to U.S. producers by shifting downward the supply
curve of capital they face, increasing the supply of capital at any given
price. This cost reduction would be greatest for industries that are
relatively capital intensive and would tend to cause their prices to decline
relative to prices of other industries. This effect is also likely to be
small. By itself, the tax reduction would not make U.S. investment more
attractive relative to foreign investment opportunities, because U.S.
residents must pay the same tax rate on income from capital regardless of the
geographical source of this income. 2/ Therefore, it would increase the
supply of capital to U.S. producers only to the extent that it increased total
U.S. saving. However, changes in the returns to saving appear historically to
have elicited only very modest changes in the saving rate. 3/ Instead, saving
appears to be determined largely by income. Furthermore, part of any
increased U.S. saving would go abroad, both as a result of U.S. residents
keeping a balance between domestic and foreign investments in their portfolios
and in response to the reduction in U.S. rates of return that might be caused
by the increased supply of saving. For these reasons, the lower tax rate on
capital income of individuals would probably have little effect on the cost of
capital.

Prices of labor-intensive industries and prices of capital-intensive
industries cannot both fall relative to each other. The net effect of the
reduction in labor costs and capital costs on the pattern of prices among U.S.
industries is difficult to determine accurately, since we lack reliable
estimates of the parameters that are needed to make such a determination.
However, the net effect will be smaller than the effect of either the labor or
the capital cost reduction by itself, and since both effects are likely to be
small, the net effect is also likely to be small. This means that in the
absence of any effects on international capital flows, the reduction in tax
rates on income of individuals is likely to have little effect on relative
prices among individual industries.

1/ See, for example, the study by Burtless and Hausman (1978). Fullerton
(1982) provides a handy summary of studies that have estimated labor supply
elasticities. This responsiveness is not given by the ordinary supply of
labor facing a given industry. The ordinary supply curve indicates the
response of labor to a change in the industry wage holding comnstant the wages
in all other industries. For purposes of estimating the effects of the tax
reduction, what is needed is the supply curve facing the industry when any
wvage change in the industry is matched by the same percent change in every
other industry.

2/ There is no withholding tax on foreign interest income from the United
States, and the tax rate on foreign dividend income from the United States is
largely fixed by treaty.

3/ Statistical studies on the value of this elasticity are inconclusive.
See, for example, Boskin (1978) and the criticism of this work by Hourey and
Hymans (1978). 4



The outflow of part of the increase in U.S. saving mentioned above would,
in the short run tend to depress the value of the dollar in foreign exchange
markets and improve the overall U.S. trade balance. In the longer run, the
increased net foreign investment would lead to increased repatriation of
income from abroad, putting upward pressure on the dollar and reducing
competitiveness of U.S. industries. The effects on overall competitiveness
would probably not be very great in either the short run or the long runm,

because the response of saving to the tax reductions would probably not be
very great.

Elimination of the ACRS and the ITC.--The elimination of the ACRS and ITC
would reduce substantially the after-tax returns to investment in new
machinery and equipment. Industries that invest heavily in such assets would
experience an increase in their cost of capital, which would tend to cause
them to experience price increases relative to other industries. This effect
on relative prices might be more important than the effect of a change in
overall individual tax rates for two reasons. First, unlike a uniform change
in the tax rate on all capital income, the elimination of ACRS and ITC will
cause shifts away from certain types of capital (namely equipment and -
machinery) toward other forms. Thus, costs of this type of capital would
increase even if the overall supply of saving for U.S. investment remained
unchanged. Second, since U.S. income from foreign investment does not now
receive benefits from the ACRS or ITC, elimination of these benefits for
domestic investment would tend to make foreign investment relatively more
attractive, both for U.S. and foreign investors, and tend to cause capital to
move away from the United States. This would further increase costs of
capital to all U.S. producers. 1/ However, in the short run these
international capital outflows would tend to cause the dollar to depreciate,
which would help reduce prices of all U.S. producers relative to foreign
competitors.

International competitiveness of U.S. producers that use machinery and
equipment relatively intensively is impaired by the increase in the cost of
this type of capital. This cost increase would adversely affect trade in
these industries, which would tend to cause the dollar to depreciate. In the
short run, the dollar might tend to depreciate further due to the effect of
the tax changes on international capital flows. Thus, in the short run the
net effect on the international competitiveness of U.S. producers that use
machinery and equipment relatively intensively is ambiguous. ' The increase in
their cost of capital would raise their production costs and their prices, but
the tendency toward depreciation of the dollar would help reduce their prices
relative to foreign competitors. International competitiveness of other
industries that use less machinery and equipment is likely to improve. Their
prices will be relatively unaffected by these tax changes, but they will gain

price advantage relative to foreign producers as a result of the dollar
depreciation. :

In the longer run, the initial capital outflows would give rise to mnet
capital inflows as they later give U.S. residents greater income from foreign
investments and causes foreign investors to receive less income from U.S.

1/ If, as is sometimes the case, capital is quite mobile internationally
within an industry, the effects of these tax changes on new domestic
investments in the industry could be particularly adverse.



investments. This would tend to cause the dollar to appreciate and reduce the
international competitiveness of all U.S. industries. Thus, in the longer run
the effect of the tax changes on international competitiveness of
nmachinery-intensive industries is unambiguously adverse, but the effect on
competitiveness of other industries is ambiguous. In the very long run, after
the effects on capital flows are largely dissipated, the net effect of these
tax changes would be to reduce international competitiveness of
machinery-intensive industries and increase that of other industries. 1In the
absence of any net negative effects on international capital flows, any net
negative effects on trade of U.S. machinery-intensive industries must be made
up by net positive effects on trade of other U.S. industries.

Reductions in the statutory corporate tax rates.--A reduction in the
statutory corporate tax rate would tend to cause U.S. investors to shift their
investments away from countries where rates are higher than the new U.S.
rates. This is true because, although U.S. corporations get a tax credit
against their U.S. taxes equal to the foreign income taxes they pay, such
credits are useless to the extent that they exceed the U.S. tax liability.
This would make countries with higher tax rates less attractive to U.S.
investors relative to countries with lower tax rates. Also, the President’s
reform proposals would prevent multinational corporations from applying excess
tax credits generated in any foreign country to their U.S. tax liabilities on
income from investments in other foreign countries, and the House bill would
prevent multinationals from using excess foreign tax credits generated in one
type of activity from being applied to their U.S. tax liability on foreign
income from other types of activity. Thus, the reduction in the statutory
rates in either proposal would probably tend to cause a net capital inflow,
since U.S. investment opportunities would be made more attractive relative to
investments in some high-tax countries. This capital inflow would tend to
cause the dollar to appreciate, impairing the international competitiveness of
U.S. producers in the short run. At the same time, it would reduce capital
costs of U.S. producers and tend to cause a decline in prices of
capital-intensive industries relative to other U.S. industries.

For capital-intensive industries, the price advantage from the lower cost
of capital and the possible price disadvantage from the exchange rate
appreciation make the short-run trade effects of the reduction in the
statutory corporate rates ambiguous. The effects on international
competitiveness of other U.S. industries is unambiguously negative. In the
long run, after the effects on capital flows have largely worn off, the
reduction in the statutory rates would tend to improve international
competitiveness of capital-intensive industries and impair the competitiveness
of other industries.

This discussion of the effects of a reduction in the U.S. statutory rates
assumes that there is no response on the part of foreign govermments. This
assumption is unrealistic, since many countries use tax incentives to attract
foreign investment. However, since repatriated income of U.S. investors is
taxed at the U.S. rate and a tax credit is given for foreign income taxes,
there is an incentive for foreign governments to tax income of U.S. affiliates
at the same rate. 1/ They would merely lose tax revenue to the U.S. Treasury

1/ Some incentive arises because U.S. taxes due on income from foreign
subsidiaries of U.S. corporations are deferred until that income is
repatriated. However, the effects of this tax deferral are generally believed
to be fairly small. See, for example, Rousslang and Pelzman (1984).



without attracting any additional U.S. investment. On the other hand, if they
failed to reduce their rates in response to a reduction in U.S. rates, they
would provide a disincentive for U.S. investment. To prevent this, other
countries might lower their corporate income tax rates to counter the
reduction in the U.S. rates.

Combined net effects of the major proposed tax changes.--The above
discussion shows that the trade effects of the various tax changes often
conflict with one another, and the net effect is often ambiguous. Therefore,
the direction as well as the magnitude of the trade effects must be determined
with the aid of empirical evidence.

A few qualitative statements are possible. To the extent that a proposed
reform raises the cost of capital, it will adversely affect international
competitiveness of capital-intensive industries in the long run. If the
proposed reform reduces the tax rate on income from foreign affiliates of U.S.
corporations relative to the tax rate on their domestic income, it could cause
net capital outflows from the United States that would work to improve the
overall U.S. trade balance (and overall U.S. competitiveness) in the short
run. However, it should be noted that increases in competitiveness purchased
at the expense of a dollar depreciation are not necessarily beneficial to all
U.S. residents. A dollar depreciation would raise the prices U.S. residents
must pay for imports.

Scope of the study

Determining the trade effects of all of the proposed tax changes would
require considerable resources, and it is necessary to limit the scope of the
exercise. The following describes the major limitations of this study.

First, the focus of the study is on the effects of the proposed tax
changes on international trade of individual U.S. industries, and these are
not the same as the effects on total domestic output of these industries. In
particular, the effects of tax changes on output are likely to exceed the
effects on trade. For example, even in an industry with no international
trade, domestic producers would probably still experience some loss in sales
if a tax increase raised their output price.

Second, the study is not directly concerned with whether the present tax
system or either of the proposed alternatives favor or discriminate against
particular U.S. industries compared with some system that might be perfectly
fair or neutral. Instead, it is concerned only with how the tax proposals
would change the international competitiveness of individual industries. 1In a
similar vein, the tax policies of other countries are relevant for this study
only insofar as they determine how the proposed tax changes would affect costs
of U.S. producers or international capital flows. In particular, a comparison
of foreign and U.S. tax laws, showing how laws in different countries are more
or less favorable to individual industries or to different types of capital
investment, cannot be used directly to help measure the trade effects of the
tax proposals. Such comparisons are more useful when policymakers are
considering how to tax U.S. industries fairly, and deciding what tax
incentives to provide various U.S. industries in the face of foreign tax
provisions that might substantially help or hinder competitiveness of specific
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industries abroad. 1/ They appear to provide little help in evaluating the
trade effects of proposed tax changes. 2/ To identify these effects, all
other factors must be held constant. Nevertheless, in the interests of
completeness, appendix C summarizes some of the comparisons that have been
made between U.S. and foreign tax provisions. The comparisons are limited to
taxes on income from capital.

Third, the study does not give quantitative evidence to address an
important argument in the debate over the effects of the proposed tax changes
on international competitiveness. This is the argument that investment in new
machinery, which both of the new tax proposals tend to discourage relative to
current U.S. law, is needed to keep U.S. industries modern. According to this
argument, most technology is embodied in machinery, and investment in new
machinery is the primary means by which new technology is introduced into the
production process. Thus, even though they treat research and development
expenditures in much the same way as the current law, the new tax proposals
might have the effect of discouraging technological advance, with significant
adverse consequences for international competitiveness of U.S. industries in
the long run. is argument would provide strong support for maintaining
current preferential tax treatment for investment in new machinery, and it
needs to be examined carefully.

Although there is little empirical evidence that bears directly on this
argument, some inferences can be made from economic reasoning. According to
elementary trade theory, the only way a country can give some of its local
producers a permanent competitive edge in international markets is at the
expense of other domestic producers that compete internationally. Thus, for
long-run international competitiveness, the question becomes "Should action be
taken to help international competitiveness of machinery-intensive industries
at the expense of other U.S. industries?" The answer depends on whether the
market allocates resources efficiently. The presumption of both the
Administration and the House Ways and Means Committee is that their tax
proposals, by treating all capital investments more neutrally instead of
favoring investment in machinery, will improve overall efficiency. In the
words of the committee:

"The committee’s fundamental view, embodied also in contemporaneous
proposals for tax reform, is that the tax system makes the greatest
contribution to economic growth when it has the lowest possible tax
rates and does not try to prescribe how growth will happen. The
strategy that any particular business might choose as most
promising- -whether to employ more or less equipment or labor, adopt

1/ The role of taxes as an instrument of industrial policy is
discussed in some detail in U.S. Congress, Subcommittee on Economic
Stabilization of the House Committee on Banking, Finance and Urban
Affairs (1984).

2/ After examining such comparisons, the staff of the Joint Committee
on Taxation concluded that "comparative studies of tax policy and
economic performance do not appear to provide conclusive evidence that
countries with low effective tax rates achieve greater growth and

investment than countries with high effective tax rates." (U.S.
Congress, Joint Committee on Taxation, 1986, p. 15.) 1In fact, the data
they present seems to show that high tax rates go with high rates of 8

growth and investment.



different management practices, alter marketing and purchasing
procedures, and so on--is a matter the committee feels is best left
to private decisionmaking, undistorted by large tax preferences
which presume that one answer fits all cases. This is the reason
for the committee’s decisions to scale back special tax benefits
for expenditures on depreciable assets and to lower marglnal tax
rates." 1/

An argument has been advanced that investment in new machinery that
puts new technology to work might generate some positive returns that
private investors are unable to capture. (These uncaptured returns are
called external economies, or externalities.) This argument maintains
that the market might not allocate sufficient resources to new machinery-
and supports retention of the ITC and the ACRS to offset this alleged
imperfection. 2/ However, measurable positive externalities for
investment in machinery have not yet been demonstrated.

A stronger argument in favor of leaving the current tax code
unchanged might be that the new proposals would discourage new
investment in a number of industries and could cause significant
adjustment costs in the short run that would substantially outweigh the

long-run efficiency gains. As noted by the Subcommittee on Economic
Stabilization:

"Our economic structure has adjusted in response to the
'economy-shaping’ features of the tax code, and adjustment to a
neutral tax system could impose significant transition costs.
Mature basic industries are the principal beneficiaries of many of
the investment provisions of the corporate tax code, and it has
been argued that they stand to lose if simplification ends these
preferences . . . . This concern needs to be addressed." 3/

The estimates from this study on the disaggregate trade effects of the

proposed tax changes are meant to provide some information about these
potential disruptive effects.

1/ U.s. Congress, House Ways and Means Committee (1985), p. 146.

2/ The effects on international competitiveness is an issue because the
output effects of a given incentive or disincentive to investment in machinery
can be magnified through trade. For example, in the absence of intermational
trade, a new tax on machinery used in, say, the domestic auto industry might
have little effect on investment in such equipment if the total U.S. demand
for cars were not very price responsive. But in the presence of trade, the
disadvantage to domestic producers could cause significant reductions in
domestic output and investment in the auto industry, even if total sales of
new cars in the United States remained fairly constant. In short, according
to this argument the United States might lose benefits of externalities from
investment in machinery and equipment, and these benefits might be eagerly
picked up by foreign countries. Indeed, this is an important element in the
debate over industrial targeting. (See the report by the U.S. International
Trade Commission, 1983.)

3/ U.S. Congress, Subcommittee on Economlc Stablllzatlon of the House
Committee on Banking, Finance and Urban Affairs (1984), p. 6.



10

Fourth, this study does not attempt to model the trade effects of all of
the provisions in either the President’s proposal or the House bill. Instead,
it models only the effects of the main provisions that affect corporate taxes
in both sets of proposals. These are the elimination of the investment tax
credit, the changes in the schedule of depreciation allowances, the
introduction of deductions for dividends paid, and the changes in the overall
statutory corporate tax rate. The elimination of the investment tax credit
and the return to less generous depreciation rules were repeatedly cited in
testimony before the Commission as the most important provisions in the
proposed tax reforms from the viewpoint of effects on U.S. competitiveness. 1/
Analyses of the effects of other tax changes, such as the effects of
restricting the use of foreign tax credits and other changes in U.S. taxation
of foreign source income, of changes in rules affecting depletion allowances,
and of changes in taxation of income of U.S. workers abroad, are limited to
statements made about these provisions in testimony before the Commission 2/
and to qualitative discussions.

Finally, this study considers only the effects of tax reform on the cost
of capital and ignores the effects on cash flows of corporations. That is, it
concentrates on the tax on returns from new investment and ignores the tax on
returns from investment already in place. This procedure is the common
approach to estimating the effects of taxes on prices and the allocation of
resources. It is possible that changes in cash flow would also have some
effect on new investment decisions of firms, but there is little reason to
expect this effect to be quantitatively important.

Methodology

The methodology for estimating the trade effects of the proposed tax
changes can be divided into three main parts. The first part describes the
method used to estimate the effects of the proposed tax changes on production
costs of the individual industries. The second part describes the method used
to calculate the effects of the tax changes on international capital flows and
the aggregate trade balance. The third part describes the method used to
estimate the effects of the cost changes and the change in capital flows on
trade flows in individual industries. This section provides an overall
description of all three methods. Most of the technical equations are
relegated to appendix D.

The effects on production costs

As was discussed in the introduction, the effect on production costs of a
tax on capital income depends on whether the tax is passed forward to
producers or is absorbed by ultimate owners of capital. The same is true for
the effects of a tax on wages of workers. In both cases, whether the tax is
passed forward depends on whether the taxed party can escape the tax by moving

1/ See Official Transcript, Proceedings Before the U.S. International Trade
Commission, "The Effects of Proposed Tax Reform on the International
Competitiveness of U.S. Industries," investigation 332-220, Washington, DC,
Jan. 28, 1986. '

2/ These statements are summarized in App. B.
10
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elsewhere, either to another industry or to another country. For example, an
increase in the tax on wages of workers in one U.S. industry would tend to put
that industry at a disadvantage in hiring workers, since the industry would
need to offer workers a higher pretax wage. Thus, the tax increase would be
largely passed forward to producers in the industry. On the other hand, a
uniform increase in the tax on wage income of workers in all industries would
probably be largely passed back to workers, who would then receive a lower
wage after taxes. This is true, because the reduction in net wages would
probably cause few workers to withdraw from the labor market, and domestic -
workers would have no other avenue open to them to escape the tax increase.

This same line of argument applies to a uniform change in the tax on
capital income of individuals, since the supply of saving appears to be fairly
inelastic with respect to the rate of return. Although international
investment opportunities might allow owners of capital to escape a tax
increase if it were levied only on income of domestic residents from capital
at home and not on their income from foreign investments, or if the tax caused
foreign residents to reduce their U.S. investments, neither appears to be the
case for the proposed changes in taxes on income of individuals.

In light of these considerations, this study concentrates on the effects
of the proposed changes in the corporate income tax. Even if some of the
reductions in the tax on income of individuals in these proposals were passed
through in the form of wage decreases or decreases in the overall cost of
capital, the effect of these tax reductions on relative prices would partially
cancel each other. In contrast, the changes in corporate taxes do not affect
returns from domestic and foreign source income uniformly, and capital can
leave the corporate sector within the U.S. economy. Therefore, since it is
changes in relative prices (along with the change in the exchange rate) that
determine the effects on trade flows of individual industries, it seems
appropriate to concentrate on the change in corporate taxes. The corporate
tax changes included in the model are the elimination of the Investment Tax
Credit, the changes in depreciation allowances, the introduction of dividend
deductions, and the reductions in the overall statutory rate.

There are two major shortcomings in this approach if the results of the
study are to be interpreted as the effects of all the changes in the proposed
tax reforms. First, although uniform reductions in taxes on both wage and
capital income of individuals are not generally expected to cause significant
reductions in wage or capital costs of producers, these expectations are based
on the notion that the elasticity of the labor supply and the elasticity of
the supply of saving are small. However, as was already noted, there is some
dispute as to the size of these parameters. Second, the model fails to
consider a number of changes in corporate taxes. Although the changes that
are ignored are not expected to have an important effect on international
competitiveness of most industries, they could have important effects in some
industries. For example, both proposals would change depletion allowances and
these changes could have an important effect on capital investment in some
natural resource industries. Even industries that are not directly affected
by the ignored changes could be affected indirectly through a change in the
cost of an intermediate input. In view of these shortcomings, strictly
speaking the only claim that can be made for the quantitative results of the
study is that they provide estimates of the effects of the four changes in
corporate taxes that are explicitly included in the model.

11
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The changes in corporate taxes affect relative prices through their
effect on the cost of capital. There is a fairly standard method for
determining the effects of corporate taxes on the cost of capital. This
method is described in considerable detail in King and Fullerton (1984). It
is based on the Hall-Jorgenson (1967) cost-of-capital formula and has been
widely used. 1/ The form of the equation used in this study is 2/

R=[i(l -u+¢c) -p+dl(L -k -2)/(1 -u+¢c)-4d, (1)

where R = the equilibrium real rate of return before taxes and after
accounting for depreciation,

i = the nominal rate of interest,
u = the statutory corporate income tax rate,

c = the tax savings from the deduction for corporate dividends paid
per dollar of pretax returns,

p = the rate of inflation,
d = the rate of economic depreciation,
k = the investment tax credit per dollar of investment,
z = the present value of the tax savings from the depreciation allowance.
Since firms can invest in bonds or physical capital, there should be an
equality between what firms can earn after taxes on their capital investments
and what they could earn from the bond market. 3/ The after-tax earnings from
an investment in bonds is given as
B=i(l -u+¢c) -p (2)
vhere B is the real rate of return in the bond market. The marginal effective

corporate tax rate measures the difference between R and B as a'percent of R,
or

E=(R - B)/R, (3)

where E is the marginal effective corporate tax rate, which is also a measure
of the increase in pre-tax returns needed to compensate for corporate taxes,
or the percent increase in the cost of capital caused by the corporate tax.

1/ See, for example, Jorgenson and Sullivan (1981), Hulten and Wykoff
(1981), Gravelle (1982), Fullerton and Henderson (1985), and Fullerton (1985).

2/ Equation (1) is adapted from Fullerton and Henderson (1985).

3/ This is the assumption of firm arbitrage. It is used in Bradford and
Fullerton (1983), Fullerton (1985), and Fullerton and Henderson (1985). For
an alternative, see Brumbaugh and Gravelle (1984).

12
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The main effects of the new tax proposals on corporate income are the
elimination of the ITC, the replacement of the ACRS, the reduction in the
statutory corporate income tax rate, and the deduction for dividends paid.
The effects of each proposal on the cost of capltal can be calculated by
making the appropriate changes in equations (1) and (2) above.

The effects of changes in the depreciation allowances are captured in the
variable z, the present value of the tax savings from the depreciation
allowance. For example, a scheme that postponed depreciation allowances would
yield a lower value of tax savings from depreciation allowances. This
variable is the product of the statutory .corporate tax rate, the present value
of the depreciation allowances per dollar of depreciable base, and the
depreciable base per dollar of new investment. (This base is less than unity
for assets for which the ITC is used.) The variable c accounts for the
effects of the corporate deduction for dividends paid. This variable is the
product of the statutory corporate tax rate, the dividend deduction, and the
dividend payout rate. Under the President’s proposal, the dividend deduction
is 10 percent. Under the Ways and Means Committee proposal, this deduction
begins with 1 percent in 1987 and climbs by 1 percent each year until it
reaches 10 percent. (There is no dividend deduction under current law.)

The calculations of the effective tax rates are designed to capture the
effect of tax changes on new investment decisions. For purposes of
determining these effects, the change in the marglnal effective tax rate is
the appropriate concept to use. The marginal effective tax rate should not be
confused with average tax rates. A detailed analys1s,of the difference
between average and marginal rates and the appropriate uses for each is given
in Fullerton (1984). A simple example demonstrates this difference. An
increase in taxes on income from capital already in place coupled with a
substantial decline in taxes on income from new investment would obviously
give an incentive for new investment, even though these changes combined could
raise total tax collections. '

Several additional factors are important in determining the price effects
~of the changes in marginal effective corporate taxes. First, the marginal tax
rate obviously varies by type of asset, since elimination of the ITC and the

proposed changes in depreciation allowances have different effects on

_ investments in different assets. Therefore, it is necessary to measure the
marginal tax rate for each asset and then use data on the asset mix of each
industry to find the appropriate marginal tax rate for the industry. Second,
the change in the cost of capital must be converted to a change in output
price. To do this, it is necessary to measure the returns to capital as a
percent of total costs in the industry. This was done by measuring the return
to property income as a percent of industry sales. (These data are available
from the input-output table for the United States.) Finally, since
corporations account for only part of total sales of the various industries,
the price effects of the change in their costs might be diluted by the
presence of producers whose costs are not directly affected by the changes in
corporate taxes. However, it is also possible that the supply of corporate
investment to some sectors is highly elastic, so that returns to corporations
in the sector are held close to the overall return to all corporations. In
such cases, corporate costs could determine industry prices, even if
corporations accounted for only a part of total output.

13
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The effects on internatiénal capital flows and the
aggregate trade balance

Estimating the effects of the proposed tax changes on international
capital flows and the aggregate trade balance is probably the most difficult
part of determining the disaggregate trade effects of the proposed tax
changes. Estimates of the aggregate trade-balance effects require a complete
general equilibrium model of the U.S. economy. To obtain these aggregate
estimates, this study relies on results from macroeconomic models that have
been used to simulate the aggregate trade balance effects of the tax reform
proposals. (The following results are all given in constant 1984 dollars.)
Simulations by Wharton Econometric Forecasting Associates, Inc. 1/ show that
the House Ways and Means proposal would increase the trade deficit by an
annual average of about $100 million over the period from 1987 to 1990.
Simulations by Laurence H. Meyer and Associates 2/ (using the Washington
University macroeconomic model) show that this proposal would increase the
trade deficit by an annual average of about $3 billion from 1986 to 1990. For
the President’s proposal, simulations by Wharton Econometric Forecasting
Associates, Inc. 3/ show that the tax changes would improve the trade balance
by an annual average of about $1.7 billion over the period from 1986 to 1990.

The results of these macroeconomic models are used in this study only to
obtain evidence on the likely effects on the trade balance. The effects on
the overall level of exports and imports predicted by these models will
generally not be the same as those predicted in this study. The estimates in
this study do not predict changes in overall demand or in total demand of
individual industries. The estimates address only the question of the change
in competitiveness of domestic and foreign suppliers in satisfying this
demand. 4/ '

The effects on industry trade flows

After determining the total price effects of the proposed tax changes and
the effects on the aggregate trade balance, these effects are combined to
produce the estimates of the effects on trade flows by industry. The method
used is a straightforward application of the standard model developed by
Basevi (1968), except that an equation is added to account for the effects on
international capital flows. This is the same basic method used by Rousslang
~and Suomela (1985) to calculate the trade effects of an import surcharge.
According to this method, the change in imports in each industry is determined
by the responsiveness of industry imports to the change in price of the
competing domestic suppliers, the change in price (the total price effect)
caused by the tax change, and the change in the exchange rate that would be

1/ Wharton Econometric Forecasting Associates, Inc., Jan. 29, 1986.

2/ Lawrence H. Meyers and Associates, Nov. 25, 1985.

3/ Wharton Econometric Forecasting Associates, Inc., Oct. 16, 1985.

4/ Changes in trade lead to changes in domestic demand for inputs to
production that lead to further changes in trade, and these secondary trade
changes are also ignored in this study. However, most of these secondary
trade effects are fairly small. (See Rousslang and Parker, 1981.)
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necessary to ensure that the sum of all the industry changes in imports and
exports was equal to the net change in international capital flows.
Similarly, the change in exports in each industry is determined by the
responsiveness of industry exports to a change in the industry price, the
total price effect of the tax change, and the exchange rate change.

The detailed equations for calculating the effects on imports and exports
are given in Appendix D. Estimates of the effects on imports and exports are
made for 62 industry categories of the Commerce Department’s small
input-output table. Data on price responsiveness of U.S. imports and exports
are taken from the study by Robert Baldwin (1976).

Applying the Model

Marginal effective tax rates were calculated from equations (1) and (2)
for 53 different types of assets. Calculations were based on a real after-tax
rate of return of 4 percent and expected inflation of 5 percent. 1/ Since the
real rate of return and the expected inflation are taken as given, this means
that inflation adds more than point-for-point to the nominal interest rate, as
in Darby (1975).

When measuring marginal effective tax rates, it is assumed that firms
take full advantage of the various incentives in the tax system. For example,
it is assumed that in making investment decisions, firms count on getting full
benefits from the ITC and that they plan to take the most generous
depreciation expenses allowed. This procedure tends to overstate the effects
on investment decisions of many of the proposed tax changes. For example,
some firms might not count on being able to take the full ITC on new
investments owing to insufficient tax liabilities. Their investment decisions
would presumably not be as adversely affected by elimination of the ITC as if
they had counted on getting the full tax benefit of this credit. Similarly,
some firms do not depreciate assets as rapidly as current law allows, and so
are less affected by changes in asset recovery periods.

The rates of economic depreciation used in the calculations are based on
those in Hulten and Wykoff (1981) and Jorgenson and Sullivan (1981). These
studies provide economic depreciation for more aggregate categories of assets
than those used in this study. To get depreciation rates for the less
aggregate categories, the rates in these studies were adjusted according to

the schedule of asset lives in Gorman, Musgrave, Silverstein, and Comins
(1985), p. 42. 2/ '

A dividend payout rate of 35 percent was used to calculate the tax
savings from the deduction for corporate dividends paid. 3/ For the House

1/ These are standard assumptions for these variables. See, for example,
Fullerton (1985), Fullerton and Henderson (1985), and U.S. Department of
Treasury (1985).

2/ Economic depreciation cannot be inferred from these asset lives, because
assets do not depreciate uniformly during their lifetimes.

3/ This is the average dividend payout rate of all U.S. corporations for the
period from 1984 to 1985, as reported in U.S. Department of Commerce (1986).
The introduction of a deduction for corporate dividends might increase this|s

rate, thus lowering the cost of capital by slightly more than is indicated in
our calculations.
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bill, only one-half of the dividend deduction was phased in. Future
depreciation allowances were discounted at 9 percent (the firm’s after-tax
rate of interest) and schedules of depreciation allowances were calculated

assuming that firms depreciate assets as rapidly as allowed under each of the
tax laws considered.

Table 1 shows the present value of depreciation allowances for each asset
class under current law and each of the proposed tax reforms. 1/ Table 2
shows the economic rate of depreciation and the ITC for each asset type.

Table 3 provides the calculated marginal effective tax rate for each asset
under current law and under each of the proposed reforms.

Each industry uses a variety of assets for its production process.
Therefore, the marginal effective tax rate for each industry is a weighted
average of the marginal effective tax rates of the assets used by the
industry. The weights used to calculate industry tax rates are based on the
average industry investment mix from 1974 to 1984. These investment weights
were used to allocate the 53 asset tax rates among 61 industry categories.

The asset investment weights for each industry were provided by the Department
of Commerce in the form of computer data tapes. However, these weights do not
include inventories or land. Investment weights for these latter assets were
obtained from U.S. Department of Treasury (1985b), which lists inventories,
land, and depreciable assets of corporations by industry. The use of actual
investment weights rather than weights based on capital stocks is not
completely appropriate, because short-lived assets are more heavily
represented than they should be. This method was used for lack of the needed
data on capital stocks. This procedure tends to overstate the adverse effects
of both the President’s proposal and the House bill on the cost of capital to
industries, since both proposed reforms would increase the tax rate on most
short-lived assets and reduce the tax rate on longer-lived assets. Table 4
shows the marginal effective corporate tax rate for each of the 61 industries
under current law and under each proposed reform. (These 61 industries are
not the same as the input-output industries used in the trade calculations
below.) This table also shows changes in the cost of capital that would
result from the changes in corporate taxes in each proposed reform. Table 5

shows corporate investment as a share of total investment in each of these
industries.

The percent change in the cost of capital was applied to the share of
property income for each industry to measure the direct effect of a tax reform
on the output price of the industry. The share of property income in the
total value of output by industry is taken from the small imput-output table
for the United States published by the U.S. Department of Commerce (1984).
Therefore, it was necessary to concord the 61 industry categories from the
Commerce Department’s investment flow model to the 77 industries of the
Commerce Department’s input-output model. Table 6 presents the shares of
property income and the estimated direct price effects of both the proposed
tax reforms for the input-output industries.

1/ The discounted values of depreciation allowances for the various asset
classes under current law and under the President’s proposal are available in
U.S. Department of Treasury (1985, pp. 152-157). The figure for Petroleum and
natural gas shafts and wells reflects a high proportion of investment in this
asset that is expensed. . : 16
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Table 1.

Present dlscounted value of depreC1at10n allowances
per dollar of investment, by asset

| | | [
No. | Asset | ACRS 1/ | CCRS 2/ | 1IDS 3/
I B , | P
| | | I
| o , B IR I
1 | Household furniture and fixtures----------| 0.837 | = .0.890. | 0.811
2 | Other furniture and fixtures=--------=----- | .837 | . .89 |  .751
3 | Fabricated metal products=========-== -—-=- | .837 | .890 | ..811
4 | Steam engines and turbines---------------- | .837 | .853 | ..627
5 | Internal combustion engines and turbines--l .837 |  .853 | . 751
6 | Farm tractors-------=---=-e-ceceeccccocaax| .837 | .920 | . 811
7 | Construction tractors=========cecececeeaaa- | .837 | .920 | . .863
8 | Agricultural machinery, except tractors---| .837 | ..8%0 |  .751
9 | Construction machinery, except tractors---| .837 | .920 |  .811
10 | Mining and oilfield machinery----- =---=--=-| ° ",837. ] .920 | = .811
| : | N T R
11 | Metalworking machinery--------------------| .837 | . .920 |. .751
12 | Special industry machinery, n.e.c.=--------|  .837 | . .920 | - .751
13 | General industrial equipment------==------]  .837 | = .,920 .| . .751
14 | Office and computing machinery------------ | .837 | .940 | .811
15 | Service industry machinery---------======-| .837 | .920 | .+ 751
16 | Communication equipment-=-====-=cececcauax | .837 | .890 | .751
17 | Electrical apparatus------=-c--scceccccua- | .837 | .890 | . 811
18 | Household electrical equipment====-====--- | .837 | .890 | . 811
19 | Other electrical equipment, n.e.c.====-=-- | .837 | .890 | . 811
20 | Trucks, buses, and truck trailers=====---- | . 837 | . 940 | . 863
l | | I
21 | Autos---=-===-e-cececcceccccccccccccee——a | .908 | .954 | . 863
22 | Aircraft------=-==-cc=ceecmcccmcmcaoao- | .837 | .920 |  .751
23 | Ships and parts--~=e=cc-cccccmccmmcncanncn | .837 | .853 | . 627
24 | Railroad equipment=-=-=--vecececmmmmcacacn | .837 | .890 | . 676
25 | Scientific and engineering instruments----| .837 | .920 | . 811
26 | Photocopy instruments and equipment-=--=---- | .837 | .920 | . 811
27 | Other nonresidential equipment==========-- | .837 | .890 | . 811
28 | Industrial building-===-==s-=ecececccccan-n | .570 | .853 | . 627
29 | Mobile (commercial) offices=========cecan- | .570 | .890 | . 347
30 | (Commercial) office buildings=========c-=- | .570 | .610 | . 347
l I I l
31 | Commercial warehouses=========cce-cececacx | .570 | .610 | . 347
32 | Other commercial buildings=======-====-c==- | .570 | .890 | .751
33 | Religious buildings=-======<-cccmceccaunu- | .570 | .610 | . 347
34 | Educational buildings=--========cccmceccan= | .570 | .610 | . 347
35 | Hospital and institutional buildings-~----- | .570 | .610 | . 347
36 | Hotels and motels-=~-====ccccmcccccaccnaan- | .570 | .610 | . 347
37 | Amusement and recreational buildings------ | .570 | .610 | . 627
38 | Other nonfarm buildings=-==-=====-===ccece-- | .570 | .610 | . 347
39 | Railroad structures, not replacement track| .613 | .890 | .676
40 | Telephone and telegraph-------=------c---- | .613 | .853 | .676
| I | |
41 | Electric light and power===-=====c-vcecec--- | .613 | .853 | 1959
42 | Bas ===--=-=-mmmmmemmcmmemcmmemm—eeoeen |  .707 |  .853 |  .627
43 | Local transit utilities--==-=-=ceccccmceno-o | .707 | .853 | . 811
44 | Petroleum pipeline public utilities-=---=--- | .707 | .853 | .559
45 | Farm======e--ecemecee e | .570 | .610 | .751



18

Table 1.
Present discounted value of depreciation allowances
per dollar of investment, by asset--Continued

| I | |
No. | Asset | ACRS 1/ | CCRS 2/ | 1IDS 3/
] | | |
| | | |
| | I |
46 | Petroleum and nat. gas shafts, wells------ | 0.967 | 0.963 | 0.921
47 | Other mining shafts and wells------------- [ .837 | .920 | .751
48 | Other nonresidential structures-=---=----- | .570 | .853 | . 347
49 | Railroad replacement track---=--=-=====-=---- | .837 | .890 | .676
50 | Nuclear fuel-===---we-cmceccmecnmcncnncnan- | .837 | .890 | . 863
| , | | l
- 51 | Residential structures-===-=--==-cecccecccao | .570 | .610 | . 347
52 | Inventories=--=---- L L E L L L | .000 | .000 | . 000
53 | Land==-=--=ceccocmccnmnccm e n e e e | .000 | .000 | . 000
| ' l ]

1/ Accelerated Cost Recovery System (current law).

2/ Capital Cost Recovery System (President's proposal).

3/ Incentive Depreciation System (Congressional proposal).

4/ Over half of the investment in this asset is expensed, leading to the high
average discounted value of depreciation allowances.

Source: Calculated by the staff of the U.S. International Trade Commission.
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Table 2. ,
Economic rate of depreciation and investment tax credit
per dollar of investment
| I |
| | Real |
| | economic | Invest-
| | deprec- | ment tax
No. | Asset | iation | credit
| | |
I I |
I I I
1 | Household furniture and fixtures-----=------c-cc-cc--- | o0.110 | 0.10
2 | Other furniture and fixtures--=---====--e-cccccooc--- | 115 | .10
3 | Fabricated metal products=-=-=--=-==cecemccaccccocao- | .092 | .10
4 | Steam engines and turbines-----------ccc-ceccoooooo-- | .050 | .10
5 | Internal combustion engines and turbines--=--<=------ | .150 | .10
6 | Farm tractors=====-=====c-=--ccoccccccoccoccaconconoo- | .173 | .10
7 | Construction tractors=-=-=--=-==-ee-cecccccccccncann- | 151 .10
8 | Agricultural machinery, except tractors-------------- | .097 | .10
9 | Construction machinery, except tractors-------------- | 172 | .10
10 | Mining and oilfield machinery----=--=-==c=cc-cccaca-- | .165 | .10
| I I
11 | Metalworking machinery----==-=-ececcccccececnccrccaaxa" | .123 | .10
12 | Special industry machinery, n.e.c.======c=cc-ecccana-| .103 | .10
13 | General industrial equipment----------c-cccccccccooo- | .123 | .10
14 | Office and computing machinery----=---==-==-ecccccacoa- | .273 | .10
15 | Service industry machinery----=====c==cccececnccacaqx | .165 | .10
16 | Communication equipment--==-======ceceeccccmcacccanaa- | .123 | .10
17 | Electrical apparatus=-==--=-====c--cc-cececccocoa-o - .112 | .10
18 | Household electrical equipment---==--===cc=ccccccco-c- | .151 | .10
19 | Other electrical equipment, n.e.c.====-===ccc-=-ce--- | . 151 | .10
20 | Trucks, buses, and truck trailers-------=---cc--ce--- | . 254 | .10
I | I ‘
21 | Autos--=~----ccmcemccccncecececccmecec e mecee e m e e | .333 | .06
22 | Aircraft-=--=--ecc-eeccoccccmcccccncccmencccceonnaon | .183 | .10
23 | Ships and parts======-==-==c-=cccccccccccccccconcoao- | .075 | .10
24 | Railroad equipment===========c=cecccceccncccccmncaan" | .066 | .10
25 | Scientific and engineering instruments-----=-=--=---- | .150 | .10
26 | Photocopy instruments and equipment-------=--====c---- 1 .166 | .10
27 | Other nonresidential equipment-=========ccec-mcceeaa- | .150 | . 10
28 | Industrial building----=====--ccceccccceccmcrccacanna-" | .036 | .00
29 | Mobile (commercial) offices=======-ccccccmcccccoananx | .041 | .00
30 | (Commercial) office buildings-=====-=-cececccccnncau- | .025 | .00
I I I
31 | Commercial warehouses============cccmececccccaocoaaax | .025 | .00
32 | Other commercial buildings==-========-c-ccocccccccaan- | .025 | .00
33 | Religious buildings===========c=ccececcmcmceccccaannn | .019 | .00
34 | Educational buildings==========--c-cemcocccccacnaaana | .019 | .00
35 | Hospital and institutional buildings==----=======c=--- | .023 | .00
36 | Hotels and motels--=====-==c-ccecocecccanccccnccncana- | .045 | .00
37 | Amusement and recreational buildings-==-=-====c=c---- | L0467 | .00
38 | Other nonfarm buildings-==========scecceccccaccccanna-" | .045 | .00
39 | Railroad structures, not replacement track----------- | .018 | .19
40 | Telephone and telegraph-==-=======-cceccccccecncnaaaax | .033 | . 10
| I |
41 | Electric light and power-=====---ceccccccnccccccccnax | .030 | .10
42 | Gas ===--c-memmmeeeceecdccceccecccceccccnccc e | .030 | .10
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Table 2.
Economic rate of depreéiationdand,investment tax credit
‘ ' per dollar of investment--Continued

| | I

| | Real |

| | economic | Invest-

| | deprec- | ment tax
No. | Asset | iation | credit

| | |

| I I

| | |
43 | Local transit utilities--===-==--ccccccccconncncaana- | 0.045 | 0.10
44 | Petroleum pipeline public utilities-----===-====cc-e-- | .045 | .10
45 | Farm--=--=-=-=-cccecccccccccccccccccecceocccomoe—maeo | .024 | .00
46 | Petroleum and nat. gas shafts, wells==--=-ce-ecececax] .076 | .10 1/
47 | Other mining shafts and wells==-=====-cccmeccnceceanaa| .056 | .10
48 | Other nonresidential structures----------=----------- | .045 | .00
49 | Railroad replacement track==-===--=-c-=cc-eccoccaacaan | . 151 | .10
50 | Nuclear fuel===-=-=--mcrcccccrcceccceccccccncaccaaan- | .250 | .10
- . | .
51 | Residential structures---==-==--==---ccccccoccoocoooooo- | .015 | .00
52 | Inventories-=========c--eccoccmccccccacoococonooomoo- | .000 | .00
53 | Land===========c==csmmecmecceeeeeeeceeee—eee—e————e- | .o000 | .00

] L |
"1/ Applies only to the part of this asset that is not expensed.

Source: Economic rates of depreciation are based on those in Hulten and
Wykoff (1981) and Jorgenson and Sullivan (1981), and economic lives in Gorman,
Musgrave, and Silverstein (1985). Investment tax credits were imputed by the
staff of the U.S. International Trade Commission.
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Table 3.

Calculated marginal effective tax rates by asset

"under current law and each proposed reform

(Percent)
l I | |
| | | | House
| | | | Ways and
N | | Presi- | Means
No. | Asset | Current | dent's | Committee
| | law | proposal | proposal
I I l |
I , | R I
1 | Household furniture and fixtures--=--=----- | -4.2 | 15.8 |  28.2
2 | Other furniture and fixtures-=----==s====== | =-4.3 | ~16.2 | ' 34.8
3 | Fabricated metal products-=========-we---=|  =3,7 |  14.1 | ~25.6
4 | Steam engines and turbines------=--cece-e- | =-2.5 | 13.0 | . 31.7
5 | Internal combustion engines and turbines--| -5.3 | 24,0 |  39.5
6 | Farm tractors------------c-ccceccecmacaaa- | -6.0 | 16.2 |  35.7
7 | Construction tractors--=======cceccecccccax | 5.4 | . 14.8 | 26.6
8 | Agricultural machinery, except tractors---| -3.8 | "14.6 | 32.0
9 | Construction machinery, except tractors---| -6.0 | 16.1 |  35.6
10 | Mining and oilfield machinery--------==-==- | -5.8 |  15.7 | 34.9
| I | I
11 | Metalworking machinery========cceccaccacan | 4.6 | 1279 | 35.9
12 | Special industry machinery, n.e.c.========| 4,0 | 115 | 33.0
13 | General industrial equipment------------- =1 4.6 | 12.9 | 35.9
14 | Office and computing machinery--==-=----=-= | -9.1 | 17.6 | 45.0
15 | Service industry machinery--------ceccee-= | -5.8 | 15.7 | 41. 4
16 | Communication equipment-=======c=cccccecax| 4.6 | 16.9 | 35.9
17 | Electrical apparatus=-======ce-cccececcccaan | 4.2 | 15.9 | 28.4
18 | Household electrical equipment===-=<======= | -5.4 | 19.2 | 33.3
19 | Other electrical equipment, n.e.c.======-= | -5.4 | 19.2 | 33.3
20 | Trucks, buses, and truck trailers-=<-==---- | -8.5 | 16.7 | 35.8
| | | I ‘
21 | Autos-=====-ccccceccmccmccc e e ee | -9.8 | 16.3 | 41. 4
22 | Aircrafte==--c-cccccmrcmcccccncccccncccann | -6.3 | 16.8 | 43.4
23 | Ships and parts-=---s=e=-cccccccccccnncnaann | -3.2 | 16.1 | 37.2
24 | Railroad equipment--======wececcccccccccaaa" | 2.9 | 11.7 | 32.2
25 | Scientific and engineering instruments----| -5.3 | 14.7 | 33.2
26 | Photocopy instruments and equipment------- | -5.8 | 15.7 | 35.0
27 | Other nonresidential equipment=--=======--- ] -5.3 | 19.2 | 33.2
28 | Industrial building-=======-ceccccamcacaca- | 41.0 | 11.2 | 28.1
29 | Mobile (commercial) offices======cccmccecn | 42.6 | 9.2 | 42,2
30 | (Commercial) office buildings=--===~=====- | 37.3 | 22.3 | 37.0
| | l |
31 | Commercial warehouses=======-==ccccccmcaanax | 37.3 | 22.3 | 37.0
32 | Other commercial buildings=--=~-========c-- | 37.3 | 7.5 | 18.3
33 | Religious buildings=======c=-cccccmcccncn- | 35.1 | 20.7 | 34.7
34 | Educational buildings=======s-cecccaccaaax | 35.1 | 20.7 | 34.7
35 | Hospital and institutional buildings=-==---- ] 36.6 | 21.8 | 36.2
36 | Hotels and motels-======c--cccccecmcncacna" | 43.8 | 27.3 | 43. 4
37 | Amusement and recreational buildings=-=----- | 44.3 | 27.8 | 31.0
38 | Other nonfarm buildings====--=-cececececax | 43.8 | 27.3 | 43.4
39 | Railroad structures, not replacement track| 19.8 | 6.7 | 20. 6
40 | Telephone and telegraph====----ce-cccacea- | 23.7 | 10.8 | 24.6
[ I I |
41 | Electric light and power===--=-c=c~ccece--- | 23.0 | 10.4 | 29.9
42 | Gas ====mmemccccmeeecccemcmecceeceena oo ] 14.2 | 10.4 | 26.5
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Table 3.
Calculated marginal effective tax rates by asset
under current law and each proposed reform--Continued

(Percent)
| ' | | |
| l l | House
| | | | Ways and
1 | | Presi- | Means
No. | _ Asset | Current | dent's | Committee
| | law | proposal | proposal °
| | | |
I I | |
| | l |
43 | Local transit utilities===-==-ce-cceceecaa- | 16.7 | 12. 4 | 18.2
44 | Petroleum pipeline public utilities------- | 16.7 | 12.4 | 34.1
45 | Farm--------======acececcmccmmamammmmmnan | 370 | 22,1 |  18.0
46 | Petroleum and nat. gas shafts, wells------ | 7.5 | 4.6 | 11.2
47 | Other mining shafts and wells-==~======-c-- | -2.6 | 8.0 | 24.8
48 | Other nonresidential structures-=----=----- | 43.8 | 12.4 | 43.4
49 | Railroad replacement track---========-ce--| -5.4 | 19.2 | 46.1
50 | Residential structures----=-=-===ceceeceeaox | 33.5 | 19.6 | 33.2
| | | |
51 | Inventories---=-===<--=-mcceccccccnconcanaa" | 46.0 | 31.2 | 35.6
52 | Land-========-ccceccccmcmmccccccccc e | 46.0 | 31.2 | 35.6
| | | ]

Source: Compiled by the staff of the U.S. International Trade Commission.
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Table 4.
Change in cost of capital gross of real economic depreciation caused by
moving from the current law to the proposed tax reforms, and the marginal
effective tax rates under current law and the proposed tax reforms,

by input-output sector

(In percent)

Change in cost

Marginal effective

| |
| | I :
| | of capital | tax rates
| | | House | | | House
Input- | | Presi- | Ways & | | Presi- | Ways &
output | | dent's | Means | Current | dent's | Means
sector | Sector description | reform | reform | law | reform | reform
| | | ] | ]
| | l | l I
1 | Livestock and products----- |  =3.6 | 2.5 | 22,1 | 22.3 | 31.8
2 | Other agric. products------ |  =-3.6 | 2.5 | 22,1 | 22.3 | 31.8
3 | Forestry/fishery products--| -1.0 | 6.8 | 15.8 | 21.4 | 36.7
4 | Ag./forest/fishery serv.---| -1.0 | 6.8 | 15.8 | 21.4 | 36.7
5 | Iron/ferroalloy mining----- | 1.9 | 9.6 | 4.4 | 14.4 | 30.8
6 | Nonferrous metal mining----| 1.9 | 9.6 | 4.4 | 14.4 | 30.8
7 | Coal mining------=-=-===-=- | 1.8 | 9.3 | 53 | 16.0 | 32.8
8 | Crude petroleum/nat. gas---| -1.5 | 2.6 | 10.7 | 9.4 | 17.9
9 | Stone mining & quarrying---| 1.3 | 8.4 | 6.1 | 15.9 | 32.6
10 | Chemical mineral mining----| 1.3 | 8.4 | 6.1 | 15.9 | 32.6
11 | New construction=-==-=---=--- | =-0.7 | 5.8 | 15.5 | 21.5 | 34.5
12 | Maintenance construction---| -0.7 | 5.8 | 15.5 | 21.5 | 34.5
13 | Ordnance and accessories=---| -5.0 | 3.5 | 22.7 | 20.3 | 34.8
14 | Food and kindred products--| -2.8 | 5.4 | 16.9 | 17.9 | 33.4
15 | Tobacco manufactures------- | -5.4 | 3.1 | 23.1 | 19.7 | 34.5
16 | Fabrics and thread mills---| -2.1 | 7.2 | 14.5 | 16.9 | 33.6
17 | Misc. textile goods--=-=----- | -2.1 | 7.2 | 14.5 | 16.9 | 33.6
18 | Apparel---=-=--====c==c=no- | -7.1 | 0.1 | 285 | 23.8 | 35.0
19 | Misc. textile products----- | -7.1 | 0.1 | 28.5 | 23.8 | 35.0
20 | Lumber and wood products---| -0.6 | 7.4 | 11.2 | 16.4 | 33.7
21 | Wood containers------------ |  -0.6 | 7.4 |  11.2 | 16.4 | 33.7
22 | Household furniture-------- | -5.8 | 2.5 | 23.8 | 19.6 | 34.2
23 | Other furniture-=-----=------ | -5.8 | 2.5 | 23.8 | 19.6 | 34.2
24 | Paper and allied products--| 0.8 | 9.1 | 8.2 | 16.2 | 32.6
25 | Paperboard containers------ | 0.8 | 9.1 | 8.2 | 16.2 | 32.6
26 | Printing and publishing----| -0.9 | 7.9 | 11.7 | 16.1 | 34.3
27 | Chemicals and products----- | -0.5 | 6.9 | 11.9 | 17.4 | 32.1
28 | Plastics and synthetics----| -0.5 | 6.9 | 11.9 | 17.4 |  32.1
29 | Drugs------=-=c====c=acmu- | -0.5 | 6.9 | 11.9 | 17.4 | 32.1
30 | Paints, allied products=----| -0.5 | 6.9 | 11.9 | 17.4 |  32.1
31 | Petroleum refining--------- | -3.2 | 5.3 | 16.2 | 15.4 | 32.8
32 | Rubber & misc. plastic----- | -1.4 | 7.9 | 13.3 | 16.8 | 34.4
33 | Leather tanning/finishing--| -7.9 | 0.1 | 28.5 | 22.8 | 34.8
34 | Footwear & leather prod.---| -7.9 | 0.1 | 28.5 | 22.8 | 34.8
35 | Glass and glass products---| 0.1 | 7.9 | 9.8 | 16.9 | 35.2
36 | Stone and clay wear-------- | 0.1 | 7.9 | 9.8 | 16.9 | 35.2
37 | Primary iron/steel manu.---| -0.0 | 8.2 | 10.3 | 16.7 | 33.1
38 | Primary nonferrous manu. -=--| -0.0 | 8.2 | 10.3 | 16.7 | 33.1
39 | Metal containers~---=------- | -2.2 | 6.6 | 16.0 | 18.4 | 234.8
40 | Heating, plumbing, prod.---| -2.2 | 6.6 | 16.0 | 18.4 | 34.8
41 | Screw machine products----- | 2.2 | 6.6 | 16.0 | 18.4 | 34.8
42 | Other fabricated metal----- | -2.2 | 6.6 | 16.0 | 18.4 | 34.8
43 | Engines and turbines------- | -2.5 | 5.6 | 18.0 | 19.6 | 35.5
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Table 4.
Change in cost of capital gross of real economic depreciation caused by
moving from the current law to the proposed tax reforms, and the marginal
effective tax rates under current law and the proposed tax reforms,

by input-output sector--Continued

(In percent)

Change in cost

Marginal effective

| |
| | l
| | of capital | tax rates
| | | House | | | House
Input- | | Presi- | Ways & | | Presi- | Ways &
output | | dent's | Means | Current | dent's | Means
sector | Sector description | reform | reform | law | reform | reform
] | | | ] |
| I | | | |
44 | Farm and garden machinery--| -2.5 | 5.6 | 18.0 | 19.6 | 35.5
45 | Construction/mining mach. --| -2.5 | 5.6 | 18.0 | 19.6 | 35.5
46 | Materials handling mach. ---| -2.5 | 5.6 | 18.0 | 19.6 | 35.5
47 | Metalworking machinery----- | -2.5 | 5.6 | 18.0 | 19.6 | 35.5
48 | Special industry mach. ----- | -2.5 | 5.6 | 18.0 | 19.6 | 35.5
49 | General machinery---=------- | -2.5 | 5.6 | 18.0 | 19.6 | 35.5
50 | Misc. mach., not electric--| =2.5 | 5.6 | 18.0 | 19.6 | 35.5
51 | Office/computing machines--| -2.6 | 5.5 | 17.6 | 19.3 | 34.1
52 | Service industries mach.=---| -2.6 | 5.5 | 17.6 | 19.3 | 34.1
53 | Electric equipment===-==--=-- |  -2.6 | 5.5 | 17.6 | 19.3 | 34.1
54 | Household appliances==--=---- | -2.6 | 5.5 | 17.6 | 19.3 | 34.1
55 | Electric lighting equip.---| -2.6 | 5.5 | 17.6 | 19.3 | 34.1
56 | Radio & TV equipment--=---- | =-2.6 | 5.5 | 17.6 | 19.3 | 34.1
57 | Electronic components==-=---- | -2.6 | 5.5 | 17.6 | 19.3 |  34.1
58 | Misc. electrical mach. -=--- | -2.6 | 5.5 | 17.6 | 19.3 | 34.1
59 | Motor vehicles and equip. --| 0.5 | 9.9 | 8.8 | 16.5 | 35.4
60 | Aircraft and parts--------- | -4.9 | 3.3 | 22.6 | 20.5 | 34.5
61 | Other transportation eq.=---| 4.9 | 3.3 | 22.6 | 20.5 | 34.5
62 | Scientific instruments----- | -3.6 | 5.0 | 19.6 | 19.1 | 35.1
63 | Optical equipment--=--=----- | -3.6 | 5.0 | 19.6 | 19.1 | 35.1
64 | Misc. manufacturing-------- |  =5.0 | 3.5 | 22,7 | 20.3 | 34.8
65 | Transportation/warehousing-| 3.3 | 13.5 | 2.1 | 15.6 | 35.9
66 | Communications----=-===-=---= | 3.2 | 117 | 42 | 157 | 32.9
67 | Radio and TV broadcasting--| 1.5 | 8.2 | 9.1 | 19.6 | 33.8
68 | Utilities services=======--- | 0.2 | 9.1 | 11.2 | 14.0 | 31.0
69 | Wholesale & retail trade---| =-6.5 | 0.3 | 27.5 | 22.6 | 33.6
70 | Finance and insurance------ | -1.2 | 7.0 | 14.9 | 18.9 | 36.1
71 | Real estate and rental----- | -13.4 | -2.9 | 35.1 | 22.6 | 34.0
72 | Hotels, personal services--| -5.1 | 4.3 | 26.0 | 23.0 | 38.5
73 | Business services--=-==---=- | 2.6 | 10.4 | 3.7 | 18.5 | 37.5
74 | Eating/drinking places----- | -5.1 | 4.4 | 26,0 | 22.7 | 38.7
75 | Automobile repair/service--| 2.9 | 8.9 | 1.6 | 18.3 | 35.4
76 | Amusements-=-==---===--==c-c-- | 0.7 | 7.2 | 12.4 | 21.7 | 34.8
77 | Medical & educ. services---| =-0.7 | 7.4 | 15.1 | 20.0 | 35.9
| | | | |

Source: Compiled by the staff of the U.S. International Trade Commission.
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Table 5.--Corporate investment as a share of total
nonresidential investment by industry

Code .
No. L Industry
: In percent
1 o h e R L i e T 8.0
2 Agricultural services, forestry, and fisheries-------: 33.0
3 Metal mining------------- —---- R LR T P : 98.2
4 Coal mining-------------- e L T e 95.3
5 0il and gas extraction--------------------- TR - 80.5
6 Nonmetallic minerals, except fuels—-i----s---; ------- : 94.5
7 Construction-------=-cccou--- e : . 85.0
8 Lumber and wood products ------ R mmmmmme e : 90.9
9 : Furniture and fixtures--------ccccocoamaannn e mm———- : 98.3
10 : Stone, clay, and glass products----- R e R EEEN 98.9
11 ¢ Primary metal industries---------- D R R : 99.1
12 : Fabricated metal products-----------------“--ummmn- : ©98.8
13 : Machinery, except electrical-----------ccmmmmcccnann- : : 97.2
14 : Electric and electronic equipment--------------- - : ‘ 99.8
15 : Motor vehicles and equipment-----------c--mcumcmno--- : 100.0
16 "¢ Transportation equipment, except motor vehlcles------: : 99.7
17 : Instruments and related products--------------------- : - 100.0
18 : Miscellaneous manufacturing industries--------------- : 98.6
19 : Food and kindred products-------=-c-mccmmcoonaannon D 99.2
20 : Tobacco manufactures----- B : - 100.0
21 ¢ Textile mill products----------cmmemmmmmoacannnnx - : ’ 99.5
22 : Apparel and other textile products------------------- : 97.8
23 : Paper and allied products----------------“--ccc--- : 100.0
24 : Printing and publishing---------=-ccmmmmmmmnonno- : 97.2
25 ¢ Chemicals and allied productg---=-----ccecoocomomoann- : 99.7
26 : Petroleum and coal products-----=--ce-cmmooaaaaoonn : 100.0
27 : Rubber and miscellaneous plastics products----------- : 100.0
28 : Leather and leather products--------------cccuucuon-- : 98.6
29 : Railroad transportation---------ccecccecmonamaoom- : 100.0
30 : Local and interurban passenger transit--------------- : 82.0
31 : Trucking and warehousing---------------touccmoon : 67.0
32 : Water transportation---------eccmcccmmmaaaaaa oo : 85.0
33 : Transportation by air---------c-cc-cmmmmoan : 98.0
34 : Pipelines, except natural gas-------------=--c------- : 100.0
35 : Transportation services----------c--cocommmoonnn : 80.0
36 : Telephone and telegraph-----------cccmmmmmona oo : 98.9
37 : Radio and television broadcasting-------------------- : 90.0
38 : Electric services----------ccmmmcomoa i : 78.4
39 : Gas services------------mmmmme e : 100.0
40 : Sanitary services-------------mom oo : 95.0
41 : Wholesale trade------e-mmcmcmcmcmooo i a e : 96.3
42 : Retail trade--------cccmmmmmmmmee e eeeee e e m : 86.3
43 : Federal reserve banks-------=--=c-cmocoommmmmma oo : 100.0
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Table 5.--Corporate investment as a share of total
nonresidential investment by industry--Continued

QP WRIANANFRHFHFOFOOOOOO®X

Code
No. : Industry

: In percent
44 : Commercial and mutual banks---------------ccooo- : 99.
45 1 Credit agencies other than banks-------------ouoooo-- : 99.
46 : Security, commodity brokers, and services------------ : 90.
47 : Insurance carriers-------------c-c---ocooa e : 100.
48 : Insurance agents, brokers, and services-------------- : 60.
49 : Real estat@=-=--cccmcmmom i m e e eee o : 20.
50 : Holding and other investment companies--------------- : 30.
51 : Hotels and other lodging places---------=-ccccc-acn-- : 60.
52 : Personal services----------ccccmmioi e : 75.
53 : Business services----------cmcmmii it : 95.
54 ! Auto repair, services, and garages------------------- : 96.
55 : Miscellaneous repair services--------------c-ccconn-- : 68.
56 : Motion pictures-------=--=-c-ccccccomi e : 86.
57 : Amusement and recreation services-------------------- : 92.
58 : Health services-=---cevommcmmmm e e i ce e : 74,
59 : Legal services-----------oommmo e : 25.
60 : Educational services----------c-c-c--cceiiia o : 85.
61 : Social services, membership organizations, and

miscellaneous professional services---------------- : 65.0

Source: Bureau of Economic Analysis, U.S. Department of Commerce.

Insert table 5.
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Table 6.

Shares of property type income and estimated direct price effects
of the proposed tax reforms, by input-output sector

(In percent)

l
| Direct price
|
|

I l
| |
] | Share effects
| | of | House
Input- | | property| Presi- | Ways &
output | | type | dent's | Means
sector | Sector description | income | reform | reform
l | ] |
1 | | | |
1 | Livestock and livestock products--=-=====ec=--- | 7.2 | -0.3 | 0.2
2 | Other agricultural products-========cececcccc-- | 42,1 | -1.5 | 1.0
3 | Forestry and fishery products=----=-cccecccec--- | 45.2 | -0.4 | 3.1
4 | Agricultural, forestry, and fishery services---| 17.6 | -0.2 | 1.2
5 | Iron and ferroalloy ores mining-=====-=-=-=---- | 13.4 | 0.3 | 1.3
6 | Nonferrous metal ores mining------=-==---=----- | 10.7 | 0.2 | 1.0
7 | Coal mining==-===-=-====ccceccemmmmec e e | 22.1 | 0.4 | 2.1
8 | Crude petroleum and natural gas-------- cmemmee- | 57.6 | =-0.8 | 1.5
9 | Stone and clay mining and quarrying--=---------- |  24.7 | 0.3 | 2.1
10 | Chemical and fertilizer mineral mining=---=------ | 29.4 | 0.4 | 2.5
11 | New construction========c-eccccccccccncccannan- | 7.1 | -0.0 | 0.4
12 | Maintenance and repair construction------------ | 6.6 | -0.0 | 0.4
13 | Ordnance and accessorieg----=--===-c=cc-cccee--- | 14.0 | -0.7 | 0.5
14 | Food and kindred products=--=--=======c=cec-c--- | 10.1 | -0.3 | 0.5
15 | Tobacco manufactures==-==-=--sceececcececccnanx- | 18.1 | -1.0 | 0.6
16 | Broad and narrow fabrics, yarn and thread mills| 6.2 | -0.1 | 0.4
17 | Miscellaneous textile goods and floor coverings| 12.8 | -0.3 | 0.9
18 | Apparel==-=-=s-cceccecccncec e ce e a e | 8.0 | -0.6 | 0.0
19 | Miscellaneous fabricated textile products------ | 9.9 | -0.7 | 0.0
20 | Lumber and wood products, except containers----| 14.8 | -0.1 | 1.1
21 | Wood containers====-===---c-ccmcmmmaaaoa- ————-- | 4.3 | -0.0 | 0.3
22 | Household furniture-===--=-=---=cc-ceccccnacaaa- | 8.3 | -0.5 | 0.2
23 | Other furniture and fixtures=--===-=-cee=c----- | 12.4 | -0.7 | 0.3
24 | Paper and allied products, except containers---| 12.5 | 0.1 | 1.1
25 | Paperboard containers and boxeg-----=--=-===---- | 11.5 | 0.1 | 1.0
26 | Printing and publishing-=---===--c-cecccccacaaa- | 12.5 | -0.1 | 1.0
27 | Chemicals and selected chemical products------- | 14.5 | 0.1 | 1.0
28 | Plastics and synthetic materials-------=--=c==- | 8.0 | -0.0 | 0.6
29 | Drugs, cleaning and toilet preparations-------- | 18.7 | -0.1 | 1.3
30 | Paints and allied products===-======-ecccccnaa-" | 13.7 | -0.1 | 0.9
31 | Petroleum refining and related industries------ | 3.9 | -0.1 | 0.2
32 | Rubber and miscellaneous plastic products------ | 13.0 | 0.2 | 1.0
33 | Leather tanning and finishing=-==-==--c=-ceece-x | 13.4 | -1.1 | 0.0
34 | Footwear and other leather products------==-=-=--- | 8.5 | -0.7 | 0.0
35 | Glass and glass products=========-cccccccccnanx | 12,2 | 0.0 | 1.0
36 | Stone and clay products=========--cceccccamncaax | 14.9 | 0.0 | 1.2
37 | Primary iron and steel manufacturing----====--- | 5.2 | -0.0 | 0.4
38 | Primary nonferrous metals manufacturing-=-=-=----- | 7.9 | -0.0 | 0.6
39 | Metal containers-==-=-=----=---eeecccccancmeeaa—- | 13.6 | -0.3 | 0.9
40 | Heating, plumbing, structural metal products---| 11.7 | -0.3 | 0.8
41 | Screw machine products and stampings==--=-=-=-=-=-- | 9.7 | -0.2 | )7 0.6
42 | Other fabricated metal products=--=--=====c=-=-=- | 16.9 | -0.4 | 1.1
43 | Engines and turbines----====-=--c-ccmecenmaana- | 13.4 | -0.3 | 0.8
44 | Farm and garden machinery----=-=-----ceccccacaax | 15.6 | -0.4 | 0.9
45 | Construction and mining machinery-----=-======- | 12.2 | -0.3 | 0.7
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Table 6.

Shares of property type income and estimated direct price effects
of the proposed tax reforms, by input-output sector--Continued

(In percent)

Direct price

|
|

Share |_effects
I

l |
I |
| I
| | of | House
Input- | | property| Presi- | Ways &
output | | type | dent's | Means
sector | Sector description | income | reform | reform
| ] | |
I | | |
46 | Materials handling machinery and equipment----- | 14.0 | -0.4 | 0.8
47 | Metalworking machinery and equipment----------- | 17.7 | -0.4 | 1.0
48 | Special industry machinery and equipment------- | 13.2 | -0.3 | 0.7
49 | General machinery and equipment=------=======--- | 15.0 | -0.4 | 0.8
50 | Miscellaneous machinery, except electrical----- | 9.2 | -0.2 | 0.5
51 | Office, computing, and accounting machines----- | 9.9 | -0.3 | 0.5
52 | Service industries machines======--c-cceccceua- |  13.9 | -0.4 | 0.8
53 | Electric industrial equipment and apparatus----| 13.5 | -0.3 | 0.7
54 | Household appliances----======-cccccccnmccccaax | 16.3 | -0.4 | 0.9
55 | Electric lighting and wiring equipment--------- | 17.7 | -0.5 | 1.0
56 | Radio, TV, and communication equipment--------- | 4.8 | -0.1 | 0.3
57 | Electronic components and accessories---------- | 7.8 | -0.2 | 0.4
58 | Misc. electrical machinery and supplies--=------ | 13.2 | -0.3 | 0.7
59 | Motor vehicles and equipment-=--=-===ce-ccecec-- | 7.6 | 0.0 | 0.8
60 | Aircraft and parts---------=-cecceccccccccccanaa | 5.3 | -0.3 | 0.2
61 | Other transportation equipment=--=-----=--cccec-- | 5.3 | -0.3 | 0.2
62 | Scientific and controlling instruments--------- | 15.0 | -0.5 | 0.8
63 | Optical, ophthalmic, and photographic equipment| 25.2 | -0.9 | 1.3
64 | Miscellaneous manufacturing---=======c-==--e--- | 14.1 | -0.7 | 0.5
65 | Transportation and warehousing==-=-=----===ccc-a- | 13.8 | 0.5 | 1.9
66 | Communications, except radio and TV---=-=====-=- |  34.8 | 1.1 | 4.1
67 | Radio and TV broadcasting---=======cccecccccaax | 24.3 | 0.4 | 2.0.
68 | Electric, gas, water, and sanitary services----| 26.4 | 0.0 | 2.4
69 | Wholesale and retail trade-======-==cc-cceccca- | 15.6 | -1.0 | 0.0
70 | Finance and insurance-----=====esceccccscecccaaa- ] 15.6 | 0.2 | 1.1
71 | Real estate and rental-==--=====-cccccoccaanaa- |  59.3 | -8.0 | -1.7
72 | Hotels, personal and repair services exc. auto-| 24.4 | -1.3 | 1.0
73 | Business services-===----cccccccmmcccccnmacncaan | 33.1 | 0.8 | 3.4
74 | Eating and drinking places=========ccccccccacax | 10.2 | . | .
75 | Automobile repair and services-==----=----e-c---- |  25.1 | 0.7 | 2.2
76 | Amusements---=====-cceccccmmccmee e e e ————— ] 16.9 | 0.1 | 1.2
77 | Medical, educ. services and nonprofit org.----- | 119 | -0.1 | 0.9
| | |

Source: Compiled by the staff of the U.S. International Trade Commission.
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The above procedure tends to overstate the direct price effects of the
reform for two reasons. First, it treats that any cost change as being fully
passed through to customers as an equal change in price. This would be true
only if the supply curve of producers were perfectly elastic or the demand
curve of customers were perfectly inelastic. Neither case is generally true.
Second, it uses corporate supply curves in place of the industry supply
curves. This procedure might be appropriate for some manufacturing industries
where the corporate sector comprises the entire industry, but it is probably
not appropriate where noncorporate producers supply a significant portion of
total output. According to the data in table 5, corporations account for the
bulk of output in manufacturing, but the corporate share in agriculture and
some other nonmanufacturing sectors is fairly small.

The use of investment weights to translate asset tax rates into industry
rates tends to overstate further the price effects of the House bill, since
(as shown below) that bill raises the cost of capital to industries. However,
the President’s proposal reduces the cost of capital, so use of investment
weights tends to understate the price effects of that proposal. The direct
price effects were transformed into total price effects using the input-output
equations described in appendix D. Table 7 shows the resulting total price
changes for each proposed tax reform. Almost all the total price effects are
negative for the President’s proposal and positive for the House bill.

The Results

The total price effects in table 7 were combined with estimates of U.S.
import demand elasticities and elasticities of foreign demand for U.S. exports
(shown in table 8), ratios of trade to total domestic output (also shown in
table 8), and estimates from the macroeconomic models described in the
previous section. Estimates were also made for the case where there is no
effect on international capital flows.

The results of these computations are presented in tables 9 through 12.
Each table shows the effects on exports, imports, and the trade balance by
industry. These effects were calculated using 1985 trade flows. Changes in
exports and imports are also shown as percents, and the change in the trade
balance is shown as a percent of domestic output for each industry. The trade
changes are measured in terms of prices before the tax increase. Otherwise,
they would reflect in part the change in prices caused by the tax changes and
would not accurately depict changes in quantities. For example, if the demand
for an industry's exports were very price inelastic, an increase in the
industry’s output price caused by a tax increase would cause the value of its
exports to actually increase, even though the quantity exported and the firm's
export earnings after taxes would both fall. '
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Table 7.
Total price effects of the proposed tax reforms, by input-output sector

(In percent)

I | |
| | | House
Input- | | Presi- | Ways &
output | ‘ | dent's | Means
sector | Sector description | reform | reform
| | |
I l |
1 | Livestock and livestock products=--=-=----c-ccceccccccccnca"- | -1.7 | 1.5
2 | Other agricultural products=-======-=eeeccccccccccanoaoaax | -2.6 | 1.7
3 | Forestry and fishery products=====---c-cccccacaccccacaana-" | -0.7 | 3.8
4 | Agricultural, forestry, and fishery services------------- | -0.8 | 2.0
5 | Iron and ferroalloy ores mining------=--==c--eccccccccuax | -0.0 | 2.4
6 | Nonferrous metal ores mining-==--======-c----ccc--coc---- | -0.1 | 2.0
7 | Coal mining========--ecceececccccccccecccmco oo e oo | 0.1 | 3.0
8 | Crude petroleum and natural gas=-==-=====-=----=-ccec-cacc--o- | -1.8 | 1.8
9 | Stone and clay mining and quarrying------=-=-=-====-c=---- | -0.0 | 2.9
10 | Chemical and fertilizer mineral mining-=--~------==--=----- | 0.1 | 3.6
11 | New construction-=-=---c=-ccecmocccccccccccccmecmnccnaan-a- | -0.3 | 1.7
12 | Maintenance and repair construction-----=-----=-=c-------- | -0.3 | 1.2
13 | Ordnance and accessories-=-=====---ceccccccomrcccncnnnan- | -0.9 | 1.2
14 | Food and kindred products=========-ee-cccmccccccacaaaaaa- | -1.1 | 1.8
15 | Tobacco manufactures---=-=-=--=--c-cececccccccccnccccecnnna- | -1.8 | 1.6
16 | Broad and narrow fabrics, yarn and thread mills=-=====-=--- | 0.6 | 1.8
17 | Miscellaneous textile goods and floor coverings---------- | -0.6 | 2.2
18 | Apparel-=--===ecccccccccccceccccccccce e e a o | -1.0 | 0.9
19 | Miscellaneous fabricated textile products=--=-=========---- | -1.2 | 1.1
20 | Lumber and wood products, except containers-----=--------- | -0.4 | 2.5
21 | Wood containers=======s--c-cceemcmeceecceeccececccecea—a—- | -0.3 | 1.7
22 | Household furniture-----=---=-=--cccccccccmmcm e ccceaa- | -0.8 | 1.4
23 | Other furniture and fixtures----------- R R LR | -1.0 | 1.4
24 | Paper and allied products, except containers------------- | -0.2 | 2.5
25 | Paperboard containers and boxes-=========-------ccc--oo-- | -0.1 | 2.5
26 | Printing and publishing-==-=-====cc=cccececmmccecnnccnaaaan0- | -0.4 | 2.1
27 | Chemicals and selected chemical products====-====c==c==c--| 0.4 | 2.5
28 | Plastics and synthetic materials==-----=---cceccccccecaca- | -0.4 | 2.0
29 | Drugs, cleaning and toilet preparations=--------=-===c---- | -0.4 | 2.7
30 | Paints and allied products========c-cccccceccmcccccecanna" | -0.4 | 2.3
31 | Petroleum refining and related industries---======c------ | -1.3 | 1.8
32 | Rubber and miscellaneous plastic products===========----- | -0.5 | 2.1
33 | Leather tanning and finishing--------====-==c=cmccacacnn- | -1.6 | 1.2
34 | Footwear and other leather products-----==-==---c--ccecaa-- | -1.1 | 0.9
35 | Glass and glass products====-=====e-ececcaccencmmceccana- | -0.2 | 2.0
36 | Stone and clay products============cecccmccecconcncoanoao | =-0.2 | 2.5
37 | Primary iron and steel manufacturing-------===-cecccece--- | -0.2 | 1.6
38 | Primary nonferrous metals manufacturing-----===-==cc----- | -0.2 | 1.9
39 | Metal containers====-==-esccemmcmmcecccccmccmcecceceneaa | -0.5 | 2.0
40 | Heating, plumbing, and structural metal products=---=--=---- | -0.5 | 1.7
41 | Screw machine products and stampings-=---=--==-======c-c---- | -0.4 | 1.6
42 | Other fabricated metal products--=-=-==---c-cccemcccacnanx | -0.6 | 2.0
43 | Engines and turbines----==----cmmemcmeec e | -0.6 | 1.7
44 | Farm and garden machinery-------===-=ccccmccccccacccnanx- | =-0.7 | 198
45 | Construction and mining machinery----------=-ccccccacou-- | -0.6 | 1.6
46 | Materials handling machinery and equipment-------=------- | =-0.6 | 1.6
47 | Metalworking machinery and equipment------=====c-c-ccco--- | -0.6 | 1.7
48 | Special industry machinery and equipment-------==-===---- | -0.6 | 1.5
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Table 7.

Total price effects of the proposed tax reforms, by input-output sector--Continued

(In percent)

| | |
| | | House
Input- | | Presi- | Ways &
output | | dent's | Means
sector | Sector description | reform | reform
| | |
| | |
49 | General machinery and equipment==-=-=---=cccccocmnmmaaaa- | -0.6 | 1.7
50 | Miscellaneous machinery, except electrical-------=-==cc-- | 0.4 | 1.3
51 | Office, computing, and accounting machines-=---=-=-====c--- | -0.6 | 1.4
52 | Service industries machines===--====cececcccccccaccnccncnua- | -0.7 | 1.7
53 | Electric industrial equipment and apparatus-------------- | -0.6 | 1.5
54 | Household appliances==--====-ce-ecccccccccccaccccncnccaca- | -0.7 | 2.0
55 | Electric lighting and wiring equipment=----=====c=ceceaaax | 0.7 | 1.9
56 | Radio, TV, and communication equipment=-------==c-ce-e--- | -0.6 | 1.0
57 | Electronic components and accessories====--=---==-eccee--- | -0.5 | 1.3
58 | Misc. electrical machinery and supplies-=--==--===ccce--- | -0.6 | 1.6
59 | Motor vehicles and equipment=====-=-=ecececcccaccccacanan | -0.2 | 1.8
60 | Aircraft and parts----------ccccccccmcccnccne e | -0.5 | 1.0
61 | Other transportation equipment-----===----crcccmcccaaanan- | -0.6 | 1.1
62 | Scientific and controlling instruments-=<--===-=ccccccno- | -0.8 | 1.6
63 | Optical, ophthalmic, and photographic equipment---=-=-=----- | -1.1 | 2.1
64 | Miscellaneous manufacturing----===----ccccccccmcncccccnn- ] -1.0 | 1.5
65 | Transportation and warehousing------===---c-cceccccaaauaa- | 0.3 | 2.7
66 | Communications, except radio and TV----=--=ccceccccecncna- | 0.9 | 4.4
67 | Radio and TV broadcasting-=-===-====-ccccccmcmconncccnan=a- | -0.1 | 2.8
68 | Electric, gas, water, and sanitary services=-=---=----=------ | -0.4 | 3.9
69 | Wholesale and retail trade--=----==-=--ccccccccmcccnacana- |  -1.3 | 0.7
70 | Finance and insurance--=----===-c-ecccccccccccccnnccnnan" | -0.5 | 2.0
71 | Real estate and rental--------cccc-cmccrcrecnmemnncnenaa" | -8.5 | -1.6
72 | Hotels, personal and repair services exc. auto--===-=---=--- | -1.7 | 1.7
73 | Business services=-==--c----eememcemcmncecceencmeee e | 0.6 | 4.0
74 | Eating and drinking places=---====-smceecccmcoccmmmn e | -0.7 | 1.0
75 | Automobile repair and services---=----c-mecmecmccmoeeaoan | 0.4 | 3.0
76 | Amusements-=--====-=--c-cceeee e eeecnemmeee—eeea | 0.4 | 2.2
77 | Medical, educ. services and nonprofit org.----=======-=--- | -0.7 | 1.5
| | |
Source: Compiled by the staff of the U.S. International Trade Commission.
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Table 8.

Elasticities of demand for U.S. exports and U.S.
and ratios of 1984 exports and imports to 1984 domestic output

imports,

Ratio: trade

I I I
| I |
Input- | | Elasticities | to domestic
output | | of demand | production
sector | Sector description | Exports | Imports | Exports |Imports
il | | | |
I I I |===-- Percent-----
I I I I I
1 | Livestock and products====-=======--- | 2.09 | 0.40 | 0.45 | 1.11
2 | Other agric. products==--===-=-cec---- | 2.08 | 0.43 | 24.32 | 7.36
3 | Forestry/fishery products-=-======-=-- | 1.20 | 0.70 | 2.23 | 12.51
4 | Ag./forest/fishery serv, -=======c-c-- | 1.20 | 0.70 | 0.00 | 0.00
5 | Iron/ferroalloy mining--=-========c--- | 1.21 | 1.21 | 16.24 | 27.99
6 | Nonferrous metal mining=--======-=---- | 1.21 | 1.21 | 4.54 | 35.56
7 | Coal mining=======c=-ccccecccmmccacax | 1.21 | 1.21 | 15.16 | 0.48
8 | Crude petroleum/nat. gas----========= | 1.21 | 1.21 | 0.32 | 3.93
9 | Stone mining & quarrying---=-=======-- | 1.21 | 121 | 811 | 9.17
10 | Chemical mineral mining--=-=======--- | 1.21 | 1.21 | 10.64 | 30.57
11 | New construction=--=--=-s-cmecccmcccan | 0.00 | 0.00 | 0.00 | 0.00
12 | Maintenance construction-===-=====--- | 0.00 | 0.00 | 0.00 | 0.01
13 | Ordnance and accessories-===-=====--- | 1.20 | 0.60 | 8.45 | 0.97
14 | Food and kindred products==--=======--- | 2.62 | 1.14 | 3.64 | 5.24
15 | Tobacco manufactures===-====cceeeee-- | 2.62 | 1.14 | 5.24 | 0.40
16 | Fabrics and thread mills~---===-==w-- | 1.30 | 1.30 | 2.36 | 8.72
17 | Misc. textile goods=========ceceee--x | 1.30 | 1.30 | 6.31 | 8.23
18 | Apparel-----------;c-cmccccceccnceaa- | 2.00 | 3.77 | 1.66 | 31.32
19 | Misc. textile products-=--==-==-ce--- | 1.30 | 1.30 | 3.15 | 7.72
20 | Lumber and wood products=-----==-====-- | 1.64 | 1.68 | 8.49 | 9.05
21 | Wood containers-=-====ceeecccececaca" | 1.40 | 1.42 | 5.61 | 11.19
22 | Household furniture--=-=---ec-cceeea-- | 1.00 | 6.00 | 1.86 | 13.40
23 | Other furniture------=----ccccccaaaa- | 1.00 | 6.00 | 2.17 | 3.86 -
24 | Paper and allied products-=-=-======-- | 3.77 | 1.40 | 5.62 | 9.20
25 | Paperboard containers=--=-=-==-====---- | 3.77 | 1.40 | 0.00 | 0.43
26 | Printing and publishing---=---======- | 3.77 | 1.40 | 1.29 | 1.08
27 | Chemicals and products==-==---=ce=e--- | 1.65 | 1.65 | 17.63 | 10.48
28 | Plastics and synthetics-=---===c==e-= | 1.85 | 1.65 | 12.11 | 4.22
29 | Drugs---------=====cm-mm-ecmmcmaoon | 1.65 | 1.65 | 5.97 | 3.90
30 | Paints, allied products===========--- | 1.85 | 1.65 | 2.34 | 0.93
31 | Petroleum refining------=---cccccaca- | 1.65 | 1.65 | 2.77 | 32.59
32 | Rubber & misc. plastic======--cccee-- | 1.85 | 6.00 | 4,31 | 7.86
33 | Leather tanning/finishing---=-=-===== | 1.85 | 4.00 | 17.46 | 23.46
34 | Footwear & leather prod. -==-=======-- | 1.8 | 4.00 | 3.13 | 98.99
35 | Glass and glass products--=-========= | 0.8 | 1.60 | 6.43 | 9.92
36 | Stone and clay products-=-----=-=c==-- | 1.50 | 3.31 | 2.40 | 7.60
37 | Primary iron/steel manu. -=--=-=====c=- | 1.17 | 2.00 | ~2.67 | 15.30
38 | Primary nonferrous manu, =====---=====- ] 0.30 | 1.10 | 10.37 | 21.85
39 | Metal containers=-----==----ceccacaoa- | 1.00 | 1.50 | 1.22 | 1.29
40 | Heating, plumbing, prod. ==--=--=-=--- | 0.20 | 1.00 | 3.15 | 1.67
41 | Screw machine products--------=--~-=- | 1.00 | 100 | 1.03 | 3.75
42 | Other fabricated metal-------==-===== | 1.33 | 2.10 | 4.16 | 11253
43 | Engines and turbines--======e-cc-=--- | 1.05 | 1.05 | 32.13 | 1.37
44 | Farm and garden machinery----=----=--- | 1.05 | 1.05 | 10.58 | 13.70
45 | Construction/mining mach. ============ | 1.05 | 1.05 | 21.19 | 5.96
46 | Materials handling mach. -----=--===-== | 1.05 | 1.05 | 12.68 | 20.55
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Table 8.

. Elasticities of demand for U.S.

exports and U.S. imports,

and ratios of 1984 exports and imports to 1984 domestic output--Continued

Ratio: trade

I l l
| I |
Input- | | Elasticities | to domestic
output | . | of demand |__production
sector | Sector description - | Exports | Imports | Exports |Imports
| | | . |
I I | [===-- Percent-----
| l : I | o
47 | Metalworking machinery------====--=-- | 3.20 |  3.20 | 10.94 | 12.09
48 | Special industry mach. =====-===-ce-c-- | 1.05 | 1.05 | 14.01 | 20.53
49 | General machinery-----=-=-=cceccccau-- | 1.05 | 1.06 | 12.81 | 13.88
50 | Misc. mach., not electric===========- | 1.05 | - 1..05 | 11.88 | 0. 06
51 | Office/computing machines======-=====- | 4.43 | 3.87 | 36.14 | 27.22
52 | Service industries mach. ==========-==]| 1.05 | 1.05 | 11.50 | 1. 36
53 | Electric equipment==--=====scecccacc- | 1.75 | 1.04 | 12.89 | 8.80
54 | Household appliances--===-----==c---- | 2.00 | 0.80 | 7.16 | 18.41
55 | Electric lighting equip. ========c=v-- |  4.20 |  5.42 | 5.85 | 9.35
56 | Radio & TV equipment--==-=-=-=====ccec-x | 2.00 | 2.80 | 9.16 | 29.27
57 | Electronic components-=========--ec-- | - 5.42 | 0.50 | 15.65 | 21.52
58 | Misc. electrical mach. ======c==cc-c-- | 5.42 |- 2.80 | 23.00 | 23.66
59 | Motor vehicles and equip. -=========--- | 2.40 | 2.40 | 9.68 | 30.78
60 | Aircraft and parts------------=-=-=-- | 3.77 | 6.00 | 20.51 | 6.23
61 | Other transportation eq.=-==========- -l 2,29 | 361 | 6.81 | 7.10
62 | Scientific instruments=-===-===c-cec-- | 2.78 | 2.16 | 22.87 | 13.32
63 | Optical equipment===---===ccmcmcecncax | 1.40 | ~1.40 | 11.47 | 21.65
64 | Misc. manufacturing-----=====-ccce--- | 2.80 | 3.77 | 29.90 | 71.40
65 | Transportation/warehousing----~-==---- | 0.00 | 0.00 | 0.00 | 0. 00
66 | Communications======--ccccemaccccaanax | 0.00 | 0.00 | 0.00 | 0.00
67 | Radio and TV broadcasting==-====-=--- | 0.00 | - 0.00 | 0.00 | 0.00
68 | Utilities services==--===cc-cecceoao-- | 0.00 | 0.00 | 0.00 | 0. 00
69 | Wholesale & retail trade---=-====-==--- | 0.00 | 000 | 0.00 | 0.00
70 | Finance and insurance---==-==-=ce-c-- | 0.00 ] 0.00 | 0.00 | 0.00
71 | Real estate and rental--=====c-=-c--- | ©0.00 | 0.00 | 0.00 | 0.00
72 | Hotels, personal services-=======-==-=]| 0.00 | 0.00 | 0.56 | 0.25
73 | Business services=-------e--cececaao-- | ©0.00 | 0,00 | 0.00 | 0.00
74 | Eating/drinking places==========c---- | o000 | 0.00 |  0.00 | 0.00
75 | Automobile repair/service-=====-===-=== | 0.00 | 0.00 | 0.00 | 0. 00
76 | Amusements---===-=--c--cecemcccccceaaao | ©0.00 | ©0.00 | 0.12 | 0.06
| Medical & educ. services==========--- | 0.00 | ©0.00 | 0.05 | 0.04
| : | | |

77

Source: The elasticities are from Baldwin (1976).

Ratios of trade to domestic

production were compiled by the staff of the U.S. International Trade Commission.
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Table 9 shows the effects of the House bill when the trade balance
deteriorates by an annual gverage of $3 billion (as predicted by L.H. Meyers)
and table 10 shows the effects of the House bill when the trade balance
remains unchanged. This latter case is sufficiently close to the Wharton
prediction that the trade balance would move toward deficit by an average of
of $100 million to make a separate set of estimates for this case
unnecessary. The changes in trade are changes in quantities, valued at
initial prices (prices prior to the tax changes). The quantity changes are
different from the actual changes in the value of imports and exports. For
example, for the case depicted in table 9, the actual trade balance would
deteriorate by $3.0 billion instead of the $1.1 billion change in quantity
shown. For the case depicted in table 10, the change in the actual value of
exports would be exactly the same as the change in the actual value of
imports, and the change on the actual value of the trade balance would be
Zero.

The pattern of gains and losses in tables 9 and 10 are quite similar,
indicating that the estimates of the disaggregate effects are not very
sensitive to changes in the overall trade balance of the magnitude predicted
by the macroeconomic models. The main result that emerges is that the effects
are uniformly small. 1/ The largest losses relative to domestic output levels
occur in Iron and ferroalloy ores mining (I/0 5, -.3 percent to -.4 percent),
and Chemical and fertilizer mineral mining (I/O 10, -.8 percent to
-.9 percent). The largest gains are in Apparel (I/0 18, +.6 percent to +.9
percent), Leather tanning and finishing (I/0 33, +.5 percent to + .9 percent),
Footwear and leather products (I/0O 34, +3.0 percent to +4.4 percent), Aircraft
and parts (I/0 60, +.8 percent to +1.3 percent), and Miscellaneous
manufacturing (I/0 64, +.4 percent to +1.7 percent).

The results for the President’s proposal are reported in tables 11 and
12. Again, the trade effects are uniformly small when expressed as percents
of domestic output, and the results are not very sensitive to changes in the
overall trade balance of the magnitude predicted by the macroeconomic models.
The largest losses are in Iron and ferroalloy ore mining (-.3 percent to
-.4 percent), Chemical and fertilizer mineral mining (-.3 percent to
- .4 percent), Office computing and accounting machines (I/0 51, -.1 percent to
-.6 percent), Motor vehicles and equipment (I/0 59, -.5 percent to
-.7 percent), and Aircraft and parts (-.l1 percent to -.4 percent). The
largest gains are in Other agricultural products (I/0 2, +.7 percent to
+.8 percent), Leather tanning and finishing (+ 1.1 percent to +1.3 percent),
Footwear and other leather products (+1.7 percent to +2.4 percent), and
Miscellaneous manufacturing (+1.1 percent to +1.8 percent).

1/ This main result is consistent with the findings by Jane Gravelle
(1986). Her study finds that the House proposal would have uniformly small
effects on relative prices across industries.
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The procedures used to generate the results in tables 9 through 12 tend
to overstate the effects of the proposed changes in corporate taxes included
in the model for several reasons. First, it was assumed that corporations now
take full advantage of the ITC and ACRS, so that they would feel the maximum
adverse effects from elimination of these provisions. Second, it was assumed
that all of the changes in taxes were fully passed forward to buyers in the
form of price changes, both the direct effects of the tax changes and the
indirect effects embodied in prices of intermediate inputs. For example, one
might more reasonably expect that the tax changes would be fully absorbed by-
domestic producers in industries where the U.S. supply is small relative to
the foreign supply and where domestic and foreign output are close
substitutes, such as most matural resources. Finally, it was assumed that
corporations are the marginal suppliers in each industry, so that over the
relevant range the industry supply and the corporate supply are the same.

However, the effects on capital flows that were included in the
calculations limited the trade effects of both proposals, and these effects
were not chosen so as to provide upper-bound estimates of the trade effects.
Instead, they were based on existing estimates of macroeconomic models. Since
estimates of the effects on capital flows are subject to considerable error, a
set of estimates was prepared in which it was assumed that capital flows were
perfectly accommodating to the changes in trade caused by the price effects of
the tax changes. That is, it was assumed that exchange rates were unaffected
by these tax changes. The results of these calculations should definitely
provide upper-bound estimates of the trade effects of each proposal.

Table 13 presents the results for the House bill under fixed exchange
rates. All traded goods industries experience trade losses. However, the
loss amounts to 2 percent or more of domestic output in only five industries:
Footwear and other leather products (-4.2 percent), Office computing and
accounting machines (-3.9 percent), Miscellaneous electrical machinery and
supplies (-3.0 percent), Motor vehicles and equipment (-2.1 percent) and
Miscellaneous manufacturing (I/0 64, -6.0 percent).

Table 14 presents the results for the President’'s proposal under fixed
exchange rates. All industries with trade except Chemical and fertilizer
mineral mining (I/0 10), experience trade gains under this proposal, and the
loss in this industry is negligible. The largest gains are in Leather tanning
and finishing (+2.0 percent), Footwear and other leather products (+5.1
percent) and Miscellaneous manufacturing (+4.2 percent).

A comparison of the data in table 8 and the results reported in tables 9
through 14 reveals that price sensitivity of imports and exports, and the
importance of imports and exports relative to domestic output are major
determinants of the importance of the trade effects in the industry.
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Appendix A
The Provisions of the Proposed Tax Reforms
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This appendix describes briefly the provisions of the proposed tax
reforms that are the most important departures from current law from the
viewpoint of their effects on international competitiveness of U.S. producers.

Provisions of the President’s Proposals to the Congress for
Fairness, Growth, and Simplicity

Individual income taxes

The main change in individual taxes from current law is that marginal tax
rates on personal income would be reduced. The current system generally
allows for 14 different tax brackets ranging from 11 percent on the low end to
50 percent on the high end. (For single individuals, there are 15 brackets
between the high and low rates.) The President's proposal would replace these
rates with only three brackets--15, 25, and 35 percent. According to
estimates by the Treasury Department, the proposed changes would reduce
overall individual tax liabilities by 7 percent and would reduce the overall
marginal tax rate by 19 percent. The marginal tax rate refers to the tax rate
that applies to the last dollar of income earned by the taxpayer. A reduction
in the marginal tax rate is important because it reduces the disincentive
effect that taxes produce on taxpayer efforts to generate additional income.

Figure 1 shows how marginal tax rates would be changed for different family
incomes. ‘

In addition to changing the personal income tax rates, the President’s
proposal would also change a number of other personal income tax provisions
from current law. These are summarized in table A-1. The most important of
these changes is the elimination of deductions for state and local taxes. The
net effect of all the proposed changes in personal taxes on average tax rates
for different family income groups is shown in table A-2.

Taxes on capital and business income

The main changes in tax rates on income from capital from current law
from the viewpoint of the effects on U.S. international competitiveness are a
reduction in the statutory rate, elimination of the Accelerated Cost Recovery
System (ACRS), and elimination of the Investment Tax Credit (ITC). The
current law taxes corporate income at a graduated rate, from 15 percent on
taxable corporate income up to $25,000 to 46 percent on taxable corporate
income over $1 million. The proposed law also provides for a graduated rate
beginning with 15 percent but ending with 33 percent for taxable corporate
income above $360,000. (The current and proposed laws are summarized in
table A-3.) In addition, the exclusion of the first $100 in dividend income
on individual tax returns allowed for in the current law would be repealed.
Instead, corporations would be allowed to deduct 10 percent of dividends paid
to their shareholders. This deduction is meant to reduce the double taxation
of capital income, since this income is taxed both at the corporate and
individual levels. This change would benefit industries that distribute a
large share of their earnings in the form of dividends, such as the
communications industry and public utilities. Table A-4 shows how assets can
be depreciated under the Capital Cost Recovery System (CCRS). Tables A-5 and
A-6 show how the changes in depreciation rules would alter effective tax
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rates. Table A-5 shows the effective tax rates for various types of assets
under current law and table A-6 shows the effective rates under the proposed
law.

The current depreciation rules allow corporations to deduct depreciation
allowances according to an accelerated schedule. That is, they are able to
recover the value of most depreciable property in a period significantly
shorter than the econoic life of this property. The proposed law (the CCRS)
would replace the ACRS with a depreciation schedule based more closely on the
economic life of the asset. Since the ACRS is not indexed for inflation, the
effective tax rate on capital income varies substantially with inflation. The
CCRS, in contrast, is indexed for inflation.

Current law allows for an investment tax credit equal to 10 percent of
the corporation’s investment in certain depreciable property (mostly machinery
and equipment), except 3-year property (largely automobiles, light trucks, and
research and experimentation property), which receives a tax credit of only 6
percent. Table A-7 shows the use of the investment tax credit by various
industries.

An illustrative example summarizing the effects of the President’s
proposed tax changes on effective tax rates on various types of corporate
assets is shown in tables A-8 and A-9. Table A-8 shows the effects on the
effective corporate tax rate on corporate income, and table A-9 shows the
effects on the combined corporate and personal tax rates on corporate income.

The President’s proposals also include a number of other changes,
including a revision of capital gains tax rates and the tax treatment of
inventories. These are summarized in table A-10. The most important of these
changes from the standpoint of revenue effects is a provision to deny the rate
reduction benefits attributable to excess depreciation. Some taxpayers
(mostly corporations) used rapid initial depreciation to shift their tax
liabilities into the future. These shifted tax liabilities would be
substantially reduced by the reduction in marginal tax rates, providing a

windfall gain to these taxpayers. The proposed provision would then eliminate
this windfall.

Overall, the President’s proposed tax reforms would leave total income
tax collections approximately the same as they would have been under the old
tax law. The net revenue effects are summarized in table A-11.

Provisions of the House Ways and Means Committee Tax Proposals
Individual income taxes

The House Ways and Means Committee proposals (hereafter the committee
bill) would lower individual marginal income tax rates and replace the current
system of 14 different tax brackets (15 for individuals) with four brackets,
as shown in table A-12. The committee bill also raises the amount of income
that can be earned before tax liabilities are incurred and increases the
pexrsonal exemption. The net effect of these and the other changes contained
in the committee bill is to lower the overall individual tax liability by an
estimated 9 percent. Table A-13 compares the average income tax liability and

tax rate fox different income groups under current law and under the committee
bill. 52
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Taxes on capital and business income

The main changes in corporate tax rates in the committee bill are a
reduction in the statutory rate, elimination of the ACRS and elimination of
the ITC. The new corporate tax rate schedule specified in the committee bill
is shown in table A-14. In addition, the committee bill does not allow
exclusion of the first $100 dollars in dividend income on individual tax
returns and instead allows corporations to deduct 10 percent of dividends paid
to shareholders. These provisions are basically the same as those in the
President's proposals.

The committee bill replaces the ACRS with the Incentive Depreciation
System (IDS). The IDS generally provides for longer depreciation periods that
are more closely related to the economic life of the depreciable asset. The
IDS groups assets into 10 classes according to the economic life of the
asset. The assets in the first 9 classes can be depreciated by the double
declining balance method, switching to the straight line method at a time to
maximize the depreciation allowance. Assets in IDS class 10 are depreciated
by the straight-line method. In all cases, the salvage value of property is
treated as zero. Depreciation deductions on new investments after enactment
of the bill will be subject to adjustments for inflation beginning in 1988.

The bill also makes numerous other changes in corporate taxes rules.
Like the President's proposed changes, the committee bill would substantially
alter the share of total taxes paid by individuals and by corporations, as
shown in table A-15. Unlike the President's proposals, the committee bill is
not quite revenue neutral, and would increase overall tax revenues by an
estimated $7.3 billion in 1986, though it would reduce overall tax revenues in
later years. The revenue effects of the bill and its various provisions are
summarized in tables A-16 and A-17.
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Table A-1l.--Comparison of highlights of current law and the
President’s proposal, individual income

Current Law (1986)

President's Proposal

Individual tax rates

Exemptions
Self, spouse
Dependents

Zexo bracket amount
Single
Joint
Heads of Household

Two-earner
deduction

Earned income credit

Child care expenses

Fringe benefits
Health insurance

Group-term life
insurance, legal
services, dependent
care, education
assistance

Parsonage allowance
Wage Replacement

Unemp loyment
compensation

Workers' compen-
sation

Veterans’ dis-
ability benefits

14 rate brackets

from 11 to 50%, indexed

$1,080, indexed
$1,080, indexed

$2,480, indexed
$3,670, indexed
$2,480, indexed

Yes

Yes ($550 maximum)

Tax credit

Not taxed

Not taxed

Not taxed

Taxed if AGI over
$12,000 ($18,000
if married)

Not taxed

Not taxed

3 rate brackets
15,25, and 35%, index

$2,000, indexed
$2,000, indexed

$2,900, indexed
$4,000, indexed
$3,600, indexed
No

Increased and indexed
(8726 maximum)

Deduction

Limited amount taxed

Not taxed

Not taxed

Taxed

Taxed, but eligible
for expanded and
indexed credit for
elderly and disabled

Not taxed

ed
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Table A-1.--Comparison of highlights of current law and the
President's proposal, individual income--Continued

Current Law (1986)

President's Proposal

Itemized Deductions

State and local
income tax

Other state and

local taxes

Charitable

Mortgage interest

Other personal
interest

Medical expenses

Tax Abuses

Entertainment
expenses

Business meals and
travel expenses

Income shifting
to children and
via trusts

Retirement savings

IRA
Spousal IRA
Gorporate pensions

Social security

Deductible

Deductible

Deductible by
itemizers and
nonitemizers

Deductible

Personal interest
deductible; invest-

ment interest limited

to $10,000 over
investment income

Deductible (above
5% of AGI)

Deductible

Deductible

Permissible

$2,000
$250
Tax deferred

Generally not taxed

Not déductible

Not deductible, unless
incurred in income-
producing activity

Deductible for
itemizers, but no
deduction for non-
itemizers

Deductible, for
principal residences

Limited to $5,000 over
investment income for
expanded definition of
interest subject to limit
(with phase-in)
Deductible (above 5%

AGI)

Not deductible

Deduction denied for
50% of meal costs
above cap

Curtailed, except for
post-death trusts

$2,000
$2,000
Tax deferred

Generally not taxed

Source: Office of the Secretary of the Treasury, May 28, 1985.
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Table A-2.--Average tax rate and change in taxes paid
‘by income class
(In percent)
Average Tax Rate R
Income Class Current Law : President’s Proposal . Change in Taxes

Less than $10,000 1.4 0.9 -35.5
$10,000 - $15,000 3.2 2.5 -22.8
$15,000 - $20,000 4.6 4.0 -13.5
$20,000 - $30,000 6.3 '5.7 -8.7
$30,000 - $50,000 7.8 7.3 -6.6
$50,000 - $100,000 9.4 9.0 -4.2
$100,000 - $200;000 13.2 12.7 -4.1
$200,000 and Over 21.0 18.7 -10.7

Totai 8.7% 8.1% -7.0%

Source: Office of the Secretary of the Treasury, May 28, 1985.
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Table A-3.--Corporate income tax rates
Current law

For corporate income under $100,000, tax generally is imposed under the
following schedule:

Tax Rate Taxable income
(1) 15 percent up to $25,000
(2) 18 percent ‘ between $25,000 and $50,000
(3) 30 percent ‘ between $50,000 and $75,000
(4) 40 percent between $75,000 and $100,000

The graduated rates are phased out for corporations with taxable income over
$1,000,000, so that corporations with taxable income of $1,405,000 or more
pay, in effect, a flat tax at the 46 percent rate.

President's Proposal

Tax Rate Taxable income
(1) 15 percent up to $25,000
(2) 18 percent = between $25,000 and $50,000
(3) 25 percent between $50,000 and $75,000

The graduated rates would be phased out for corporations with taxable income
over $140,000, so that corporations with taxable income of $360,000 or more
would pay, in effect, a flat tax at the 33 percent rate.

Source: Office of the Secretary of the Treasury, May 28, 1985.
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Table A-4.--CCRS asset classes under the President'’s proposal

CCRS : Classification : Deprec. : Recovery
Class : of ACRS Property : Rate 1/ : Period 2/
Class 1 3-year property 55 % 4
Class 2 Trucks, Buses, and Trailers 44 % 5

Office, Computing, and
Accounting Equipment

Class 3 Construction Machinery, Tractors, 33 % 6
Aircraft, Mining and 0il Field
Machinery, Service Industry
Machinery, and Instruments

Class 4 5-year, 10-year, and 15-year public 22 % 7
utility property not assigned to
Class 2,3, or 5 -- E.g., Metal
Working Machinery, Furniture and
Fixtures, General Industrial
Machinery, Other Electrical
Equipment, Communications Equipment,
Fabricated Metal Products, and
Railroad Track and Equipment

Class 5 Railroad Structures, Ships and Boats, 17 % 10
Engines and Turbines, Plant and
Equipment for Generation, Transmission
and Distribution of Electricity, Gas
and Other Power, and Distribution Plant
for Communications Services

Class 6 18-year property; 15-year low-income 4 % 28
housing

1/ The depreciation method switches from a constant declining-balance rate
to the straight-line method in the year of service in which the straight-line
method produces greater depreciation allowances than the declining-balance
rate would, assuming a half-year convention for computation of the
straight-line method.

2/ The recovery period is the number of years over which cost recovery is
computed under the straight-line method. A consequence of assuming a
half-year convention for purposes of computing depreciation rates under the
straight-line method is that depreciation schedules cover one year more than
the recovery periods.

Source: Office of the Secretary of the Treasury, May 28, 1985.
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Table A-5.--Effective corporate tax rates on income from
equity-financed investments with various rates of
inflation for 46 percent taxpayer under current law 1/

Asset Class : Inflation Rate (Percent)
(Years) : 0 : 5 : 10
3 -75 -9 18
5 -47 -4 16
10 -6 19 31
15 8 33 43
18 27 39 45

1/ Assumptions: Real return after tax is four percent.
The investment tax credit selected is the maximum allowable
for new equipment (6 percent on three-year equipment and
ten percent on 5-, 10-, and 15-year equipment). Effective
tax rates are the difference between the real before-tax
rate of return and the real after-tax rate of return
divided by the real before-tax rate of return.

Source: Office of the Secretary of the Treasury, May 28,
1985.
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Table A-6.--Effective tax rates on equity financed investments in
equipment and structures under the President’s pro<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>