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INTRODUCTION

The House Committee on Ways and Means has scheduled a pub-
lic hearing on July 31, 1996, on issues relating to the impact on
manufacturing, energy, and natural resources of replacing the Fed-
eral income tax. The hearing will focus on the effects of the follow-
ing possible proposed replacement tax systems: (1) a national retail
sales tax, (2) a value-added tax, (3) a consumption-based flat tax,
(4) a cash flow tax, and (5) a “pure” income tax. Some of these pro-
posals have been the subject of introduced legislation. On March 6,
1996, Messrs. Schaefer, Tauzin, Chrysler, Bono, Hefley, Linder,
and Stump introduced H.R. 3039, the “National Retail Sales Tax
Act of 1996.” On May 26, 1994, Senators Boren and Danforth intro-
duced S. 2160, the “Business Transfer Tax,” which is a subtraction-
method, value-added tax. On July 19, 1995, Mr. Armey and Sen-
ator Shelby introduced H.R. 2060 and S. 1050, respectively. These
bills provide consumption-based flat taxes. On April 25, 1995, Sen-
ators Nunn and Domenici introduced S. 722, the “USA Tax Act of
1995”, which contains two consumption-based taxes—a cash flow
tax on individuals and a subtraction-method, value-added tax on
businesses. This pamphlet,! prepared by the staff of the Joint Com-
mittee on Taxation, describes several aspects of present law and
the various tax restructuring proposals with respect to firms en-
gaged in the production of manufactured goods, energy, and natu-
ral resources.

Part I of this pamphlet is an overview of the discussions con-
tained in the remainder of the pamphlet. Part II provides a de-
scription of certain present-law income tax provisions that apply to
firms engaged in the production of manufactured goods, energy,
and natural resources. Part III of the pamphlet provides back-
ground and data with respect to such firms. Part IV provides a de-
scription of some of the proposed alternatives to replace the present
Federal income tax. Part V is a discussion of particular issues re-
lated to the proposed replacement tax systems and the treatment
of firms engaged in the production of manufactured goods, energy,
and natural resources. The Appendix presents the present-law re-
Slovery periods of depreciable property and background economic

ata.

1 This document may be cited as follows: Joint Committee on Taxation, Impact on Manufac-
gurirlng 6Erzergy, and Natural Resources of Replacing the Federal Income Tax (JCS-7-96), July
1, .
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I. OVERVIEW

In the first decade following World War II, manufacturing ac-
counted for as much as 30 percent of gross domestic product
(“GDP”). Since that time manufacturing’s share of GDP has gradu-
ally, but steadily, declined, having been less than 20 percent since
1985. While manufacturing’s share has declined, real output of
manufacturing has grown nearly six-fold over the period. Mining
output (a proxy for the natural resources industry) has fallen as a
share of GDP over the past 45 years while output of the utility sec-
tor (a proxy for retail energy provision) has increased as a share
of GDP over the same period. As with manufacturing output, the
real value of output in these sectors has grown substantially.

The manufacturing, energy, and natural resources industries are
more capital intensive than the average of all United States indus-
tries. While manufacturing’s share of total output has declined over
the years, manufacturing continues to account for a large share of
U.S. investment. The Department of Commerce estimates that the
manufacturing sector accounted for 26.9 percent of total nonresi-
dential fixed private net investment made in the United States in
1994. Net investment in equipment and structures in the mining
industry generally and in the oil and gas extraction industry has
been negative since 1986, as estimated depreciation of existing in-
vested capital has exceeded gross new investment.

Most manufacturing, energy, and natural resource production is
undertaken by firms that are organized as “C corporations.” This
form of business entity affects the Federal income tax treatment of
the firm as well as of its investors and influences the firm’s capital
structure. In addition, the manufacturing, energy, and natural re-
source industries may be characterized as businesses that make
significant investments in capital goods. The present-law Fedral in-
come tax generally requires the amount of such expenditures to be
capitalized and recovered over time. This treatment is required in
order to meet the objective of more closely measuring income by
matching the deduction for the expenditures with the recognition
of the income from the revenue stream that the expenditures gen-
erate, or are expected to generate. However, present law allows
more rapid cost recovery or other tax benefits for certain expendi-
tures related to manufacturing, energy, and natural resource pro-
duction that otherwise would be provided under the general theory
of income measurement. These provisions take many forms, includ-
ing expensing, accelerated tax depreciation, percentage depletion,
capital gains preferences, and tax credits. However, the alternative
minimum tax may act to reduce some of the benefits provided by
some of these provisions.

Various Federal excise taxes are imposed on the manufacturing
sector and on manufactured goods and natural resource products.
Revenues from these taxes are, in many cases, dedicated to trust
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3

funds to finance programs related to the industries whose products
are subject to tax.

This pamphlet describes five alternatives to replace the current
income tax system. These are (1) a national retail sales tax, (2) a
value-added tax, (3) a consumption-based flat tax, (4) a cash flow
tax, and (5) a “pure” income tax. Other than the “pure” income tax,
these alternative tax systems generally are consumption-based,
rather than income-based, taxes. The major difference between a
consumption-based tax and an income-based tax relates to the
treatment of savings. Under an income-based tax, returns to sav-
ings (e.g., dividends, interest, and capital gains) generally are sub-
ject to tax; under a consumption-based tax, these returns generally
are excluded from the tax base. This exclusion may be provided by
taxing consumption directly, excluding investment income from the
base, or providing a deduction for increased savings. The current
Federal “income” tax contains some features that are consumption-
based (e.g., the expensing of certain capital costs).

The primary issues that tax restructuring creates for manufac-
turing, energy, and natural resource industries involve the taxation
of returns to new investment and the taxation of returns generated
by the existing capital stock invested in the sectors. Analysts gen-
erally believe that investment responds to the cost of capital. Tax-
ation affects the cost of capital because it creates a wedge between
the returns investors receive and the actual returns on invest-
ments.

If tax restructuring alters the after-tax returns to new invest-
ment, it could alter the magnitude and type of future economic
growth. Under a consumption tax, returns to saving are not taxed.
Investment by a business in income-producing property, such as
machinery and equipment, is a form of saving. Thus, the consump-
tion-based taxes remove the tax wedge between the returns inves-
tors receive and the actual returns on investments, thereby lower-
ing the cost of capital. A lower cost. of capital may lead to increased
investment in the United States. Unlike under the consumption-
based taxes, the tax wedge would remain in a “pure” income tax.
However, in broadening the base of the tax, a “pure” income tax
may enable marginal tax rates to be lowered. Declines in the mar-
ginal tax rate applicable to investment income generally reduce the
tax wedge and, hence, reduce the cost of capital. In addition, tax
policy can distort the allocation of private investment funds among
competing uses and thereby make less efficient the current level of
private investment. The various tax reform proposals generally
would eliminate such distortions. -

The introduction of a consumption tax may affect the prices of
existing assets, the overall level of prices, and the level of interest
rates. Those changes could lead to windfall losses and benefits for
certain taxpayers. In light of these windfalls, a shift to a consump-
tion-tax base may necessitate the design of specific transition rules
to reduce the windfall effects. However, because the burden of
taxes is ultimately borne by individuals and not by business enti-
ties, equitable transition relief across individuals may be difficult
to achieve by granting transition relief to certain business entities
or classes of assets.
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The present-law income tax rules that require capitalization of
expenditures often involve complexity and increased recordkeeping
burdens as taxpayers are required to distinguish between deduct-
ible and capitalizable costs, determine the proper period over which
capitalized costs should be recovered, and maintain records to de-
termine the unamortized amount of the capital assets. Fewer tax
accounting rules are needed under a consumption tax. Moreover,
rules regarding capitalization, inventory. flows, depreciation, and
other cost recovery would no longer be required. The elimination of
these rules would simplify the tax accounting for capital-intensive
businesses. As under present law, some rules would be needed
under a consumption-based tax in order to determine the proper
period for taking items of gross income and expense into account.
The substitution of new, potentially complex tax accounting rules
in a consumption tax for old, potentially complex tax accounting
rules under the income tax may not ease the compliance burden of
some taxpayers. In any event, the enactment of any new tax Sys-
tem, no matter how simple, brings with it a degree of complexity
for those accustomed to the old system.

One of the goals of a “pure” income tax is to properly measure
economic income so as not to distort investment decisions. Present
law provides various tax accounting rules that attempt to reach
this income measurement. Many of these provisions were enacted
as part of the Tax Reform Act of 1986, which broadened the income
tax base and lowered income tax rates. Some of these provisions,
including the corporate AMT and the uniform capitalization rules,
have been criticized as being complex. Because it generally is con-
ceded that income is difficult to measure, expanding the income tax
base under a “pure” income tax likely will introduce additional
complexity to the income tax system.
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IL PRESENT LAW AND BACKGROUND

A, Manufacturing
1. In general '

Choice of entity and capital structure

As described in Part III, most manufacturing, energy, and natu-
ral resource production is undertaken by firms that are organized
as “C corporations.”? The form of entity affects the tax treatment
of the entity as well as of its investors. A C corporation’s income
generally is taxed when earned at the corporate level, and is taxed
again at the individual level when distributed as dividends to indi-
vidual shareholders. Corporate deductions and credits reduce only
corporate income and are not passed through to individual share-
holders. :

Corporations are taxed at rates ranging from 15 percent (for tax-
able income up to $50,000) to 35 percent (for taxable income over
$10,000,000). The intermediate rates are 25 percent and 34 per-
cent. The benefit of graduated rates below 34 percent is phased out
for corporations with taxable income between $100,000 and
$335,000. Thus, a corporation with taxable income between
$335,000 and $10,000,000 is effectively subject to a flat rate of 34

ercent. A similar phaseout applies to corporate income between
§15,000,000 and $18,333,333, so that a corporation with income
above that amount is effectively subject to a flat rate of 35 percent.
In addition, an alternative minimum tax (described below) may
apply to a corporation. '

The tax treatment of the entity and its investors can affect the
choice of the capital structure of a corporation (e.g., whether to
raise funds as debt or as equity), because debt and equity invest-
ments are treated differently at both the corporate and shareholder
levels. In general, in determining taxable income, interest expense
is deductible by a C corporation but amounts distributed as divi- .
dends are not. Subject to business considerations, this creates a tax
incentive favoring debt over equity in the capital structure. Both
interest and dividends are taxed as ordinary income to individual
investors and are tax exempt to tax-exempt investors, such as pen-
sion plans. However, certain investors may prefer interest to divi-
dends. For example, foreign investors may be exempt on certain in-
terest received from U.S. corporations, but are subject to withhold-
ing tax on dividends. Other investors may prefer dividends to inter-
est. For example, a corporate investor generally must include all
interest received as ordinary income, but may exclude at least 70
percent of dividends received from another corporation (80 percent
if the shareholder owns at least 20 percent of the corporate stock,
and 100 percent if the shareholder owns at least 80 percent of the
corporate stock). The differing treatment of debt and equity for tax
purposes has led to numerous disputes regarding the proper classi-
fication of a particular investment as debt or equity. The form of
the instrument is not necessarily controlling. However, taxpayers

2 The term “C corporation” refers to subchapter C of the Code, which contains rules 'govéfning
the tax treatment of certain transactions of such corporations and their shareholders.



