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D e l i v e r e d  Lv Band 

The Bonorable  
Bob Packwood, U.S.S. 
259 R u s s e l l  S e n a t e  O f f i c e  B u i l d i n g  
Washington,  D. C. 20510 

Re: - T a x  R e f o r m  

Dear M r .  Chairman: 

During t h e  ongoing d e b a t e  o n  t h e  e x c i s e  t a x  p r o v i s i o n s  o f  t h e  
Finance  Committee t a x  r e f o r m  p r o p o s a l ,  c o n s i d e r a b l e  misunder-  
s t a n d i n g s  have a r i s e n  w i t h  r e s p e c t  t o  t h e  payment o f  t h e  t o b a c c o  
e x c i s e  t ax .  The a t t a c h e d  e x p l a n a t o r y  s t a t e m e n t  makes it c l e a r  .. . 
t h a t :  

-- t h e  cigarette e x c i s e  t a x  is imposed upon 
m a n u f a c t u r e r s  when t h e i r  p r o d u c t s  l e a v e  t h e  f a c t o r y  
p r e m i s e s  ; 

-- on a v e r a g e  t h e  m a n u f a c t u r e r s  pay t h i s  t a x  b e f o r e  
t h e y  are re imbursed  by t h e i r  d i s t r i b u t o r s  s o  t h a t  
t h e y  - lose s u b s t a n t i a l  sums o f  i n t e r e s t  on t h e  
t r a n s a c t i o n ;  and 

-- because  a l l  major companies are r e q u i r e d  t o  r e m i t  
t h i s  t a x  t o  t h e  T r e a s u r y  th rough  e l e c t r o n i c  f u n d s  

. t r a n s f e r  ( E F T ) ,  t h e  m a n u f a c t u r e r s  g a i n  no i n t e r e s t  
wha t soever  th rough  check l a g  " f l o a t . "  

I n  s h o r t ,  e x i s t i n g  law imposes s u b s t a n t i a l  n e t  company l o s s e s  
t a r o u g h  t h e  e x c i s e  t a x  payment system. 

The Finance  Committee d r a f t  would impose a d d i t i o n a l  v e r y  
s u b s t a n t i a l  l o s s e s  by e l i m i n a t i n g  t h e  d e d u c t i o n  f o r  the e x c i s e  
t a x  payments and i n d e x i n g  t h e  t a x  t o  i n f l a t i o n .  E l i m i n a t i o n  o f  
t h e  d e d u c t i o n  i n  e f f e c t  imposes a n  income t a x  on e x c i s e  tax 
payments -- c l e a r l y  u n f a i r ,  c e r t a i n l y  c o n t ~ a d i c t o r y  to t h e  b a s i c  
p r i n c i p l e  that a n  income t a x  is supgosed to  t a x  income, and 
pechaps  u n c ~ n s = i t u t i o n a l  for that r e a s o n .  The Tobacco I n s t i t u t e  
s t a t e m e n t  on t h e  e x c i s e  t a x  p r o v i s i o n s  oe the Committee d r z f t ,  a 
copy of which 1 have e n c l o s e d ,  e l a b o r a t e s  on t h e s e  g o i n t s .  
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F i n a l l y ,  I have enclosed f o r  your information a copy o f  a r e p o r t  
by a g r i c u l t u r e  s p e c i a l i s t s  S c h n i t t k e r  Associates that e x p l a i n s  
the  adverse  impact o f  t h e s e  e x c i s e  p r o v i s i o n s  o n  gra in ,  grape and 
tobacco growers. 

P l e a s e  ask your s t a f f  t o  c a l l  m e  if you have any ques t ions .  

S i n c e r e l y ,  

Robert J. Lewis 

Enclosures ( 3 )  

RJL/msr  



PROCEDURES FOR COLLECTION AND PAYMENT 
OF CIGARETTE EXCISE TAXES 

Under current  law excise t a x  re turns  must be f i l e d  every 
15 days. Payment of the  t a x  reported in such re turn  m u s t  be 
paid on the 25th day following the l a s t  day of the r e tu rn  
period. [ O r  the t en th  day following the l a s t  day of the next 
succeeding return period]. 

The or ig ina l  procedure f o r  co l lec t ing  excise taxes  on 
tobacco products involved prepayment by purchase of t a x  
stamps, even before manufacture of t h e  product. As p a r t  of 
the  In t e rna l  Revenue Code of 1954, Congress, recognizing t h e  
inherent unfairness of prepayment before income, mandated 
t h a t  the prepayment by stamps procedure be replaced by a 
deferred system of payment and return.  The Function of 
implementing these new col lec t ion  procedures was delegated 
t o  the Secretary of the  Treasury. 

In fu r the r  recognition of the  unfairness of the 
col lec t ion  procedure, t he  defer ra l  period w a s  subsequently 
increased form 15 days t o  the current 2 5  days, immediately 
following the  re turn  period. 

Even so, the additional 1 0  day deferral has not  resolved 
the  prepayment problem. Because w e  have a 34 day l a g  time rn 

between the removal of a product from the factory premises 
(or 'from ttbondll in Treasury lexicon),  when the excise tax 
at taches and rece ip t  of payment, the industry is forced t o  
borrow a subs tant ia l  sum, which averages almost $50 mil l ion 
a day i n  outstanding debt. 

The 1984 Tax Act provided t h a t  payment of the excise 
tax,  for those payers whose t o t a l  annual t ax  is $5 mill ion 
o r  more, must be made by Electronic Fund Transfer [EFT]. 
Thus, that the excise t a x  payment must be deposited i n  a 
bank which has the  capabi l i ty  t o  t r a n s f e r  tha t  deposi t ,  
e lectronical ly ,  t o  the c r e d i t  of the Treasury account i n  the 
Federal Reserve System. That means that the  Treasury must 
ac tua l ly  receive the  payment on o r  before t h e  25th'day of 
the de fe r ra l  period. Clearly, because of the EFT. 
requirement, major c iga re t t e  companies do not i ssue  checks 
i n  payment of excise taxes and thus, t he re  is no wfloat l l  
enabling them t o  earn i n t e r e s t  thereon. 

It is especially s igni f icant  t h a t  when Congress took 
t h i s  ac t ion ,  it refused t o  adopt proposals t o  shorten t h e  
25 day defer ra l  period, thus confirming its resolve t o  defer  
t he  prepayment of t h i s  tax.  

It should be noted that t he  tobacco industry is probaSly 
the most e f f i c i en t  tax co l lec tor  f o r  the federal government. 
The government does not pay one "red c=ntw fo r  t h a t  
co l lec t ion  service. 



Sta t emen t  o f  The Tobacco I n s t i t u t e  
Be fo re  t h e  U.S. S e n a t e  Committee o n  Finance  

on The Exc i se  Tax P r o v i s i o n s  
of The D r a f t  Tax Reform B i l l  

A p r i l  21, 1986 

A d i s t i n g u i s h e d  member of t h e  F inance  Committee, Sena to r  

Durenberger ,  h a s  s a i d  t h a t  t h e  e x c i s e  t a x  and t a r i f f  p r o p o s a l s  

which are under  c o n s i d e r a t i o n  demons t r a t e  "how far w e  have s t r a y e d  

from t r u e  t a x  reform." H i s  judgement h a s  becn echoed by many 

e x p e r t s  i n  t h e  f i e l d  of  t a x  p o l i c y .  

L e t  u s  recall t h a t  t h e  t a x  re form movement was launched i n  

o r d e r  to  ach ieve  a t a x  system t h a t  would be more f a i r ,  more 

n e u t r a l ,  less d i s c r i m i n a t o r y ,  and less burdensome on  low 

income groups. These admirable  o b j e c t i v e s  l e d  many l e a d e r s  

i n  t h e  b u s i n e s s  world ,  i n c l u d i n g  s e v e r a l  i n  t h e  tobacco  i n d u s t r y ,  

t o  a c t i v e  and e n t h u s i a s t i c  p a r t i c i p a t i o n  i n  t h e  movement. I 

t h i n k  it is c l e a r  t h a t  t h e  p r o p o s a l s  be fo re  t h e  S e n a t e  Finance 

Committee have dampened en thus iasm and weakened s u p p o r t  f o r  

t a x  reform. 

These  p r o p o s a l s  r e l a t i n g  t o  e x c i s e  t a x e s  and t a r i f f s  a r e  

n e i t h e r  f a i r  nor  n e u t r a l .  They v i o l a t e  e v e r y  canon o f  t a x  reform 

l a i d  down by S e c r e t a r y  o f  t h e  Treasu ry  Baker when he  t o l d  t h e  House 

Ways and Means Committee on February 27, 1985, 

" . . . t h e  t a x  system must n o t  be used t o  f a v o r  

one taxpayer  ove r  a n o t h e r ,  t o  f a v o r  one  

i n d u s t r y  o v e r  a n o t h e r ,  t o  f a v o r  one  form 

of consumption o v e r  a n o t h e r ,  o r  t o  f a v o r  

one i n v e s t n e n t  ove r  ano the r .  '' 



The e x i s t i n g  Federa l  e x c i s e  t a x  system is a  hodgepodge of  

s e l e c t i v e  l e v i e s  imposed on producers  and consumers o f  r e l a t i v e l y  

few produc t s  and s e r v i c e s  as an a d d i t i o n  to t h e  normal and g e n e r a l  

s a l e s  and income t a x  burden. By i ts very s t r u c t u r e  i t  favors  some 

t axpayers ,  some i n d u s t r i e s ,  some consumers over  o t h e r s .  I t  adds t o  

t h e  t a x  burden o f  those  who d r i n k  beer r a t h e r  than m i l k  or orange 

ju ice .  It adds t o  t h e  burden of those  who s h i p  by t r u c k  

r a t h e r  than by r a i l .  I t  i n c r e a s e s  t h e  t a x e s  of t h o s e  whose 

f a v o r i t e  pastime is hunt ing  o r  f i s h i n g  r a t h e r  than s o f t b a l l .  

It raises t a x e s  f o r  those  who r e l y  on c o a l  r a t h e r  t h a n  some o t h e r  

energy sources.  I t  b e a r s  more h e a v i l y  on those who t r a v e l  by 

a i r  r a t h e r  than by bus. 

To r a i s e  t h e s e  t axes  as the  p roposa l s  before  t h i s  Committee 

would do -- e i t h e r  d i r e c t l y  o r  i n d i r e c t l y  by ending t h e  deduct ion  

f o r  e x c i s e  tax payments -- compounds t h e  d i s c r i m i n a t o r y  effect 

of t h e  e x c i s e  t a x  system. A s  t h e  I n s t i t u t e  f o r  Research i n  t h e  

~ d o n o m i c s  of Taxation has observed,  " Ins tead  o f  c o n t r i b u t i n g  t o  

a t t a inment  of a l e v e l  p laying f i e l d ,  o s t e n s i b l y  a  major o b j e c t i v e  

of t h e  c u r r e n t  t a x  reform e f f o r t ,  t h i s  change would r i d d l e  t h e  

p laying f i e l d  wi th  potholes."  

I f  t h e r e  is any common c h a r a c t e r i s t i c  of t h e  va r ious  Federa l  

e x c i s e  t a x e s ,  it is r e g r e s s i v i t y .  Th i s  is c l e a r l y  t r u e  of e x c i s e s  

t h a t  h i t  almost everybody, such as t hose  on te lephone s e r v i c e  and 

g a s o l i n e ,  which, w i t h  sp lend id  i m p a r t i a l i t y ,  t a k e  from t h e  poor 

and the r i c h  on t h e  same b a s i s .  

That  it is a l s o  t r u e  of  o t h e r  e x c i s e  t a x e s  has  been demon- 

s t r a t e d  i n  two r e c e n t  s t u d i e s  by deSeve Assoc ia tes ,  a major f i r a  



of economic c o n s u l t a n t s .  One o f  t h e s e  s t u d i e s  analyzed t h e  

proposals  be fo re  the Finance Committee. It found t h a t  t h e  e x c i s e  

tax and t a r i f f  p roposa l s  would 

-- take, as a percentage of income, f i v e  times 

as much from households wi th  income below 

$20,000 as would be taken from households 

above $100,000. 

-- t a k e  away from households under $10,000 

more t h a n  60 pe rcen t  o f  the  income t a x  

r e d u c t i o n  promised by t h e  Finance Committee 

d r a f t  p l a n  while depr iv ing  households over  

$200,000 of only  6 pe rcen t  of  t h e i r  income 

t a x  reduct ion .  

For many m i l l i o n s  of Americans, p a r t i c u l a r l y  a t  lower 

income l e v e l s ,  t h e  e x c i s e  tax  proposals  would wipe o u t  completely 

any income tax r e d u c t i o n  granted  by the  p lan  which your Committee 

is consider ing .  These p roposa l s  t h u s  a c t u a l l y  undermine a major 

o b j e c t i v e  o f  t a x  reform -- t a x  r e l i e f  f o r  low-income fami l i e s .  

The s t a f f  p roposa l  seeks t o  make t h e  t a x  reform package 

revenue-neutral  by i n c r e a s i n g  t h e  burden of e x c i s e  t a x e s  and 

t a r i f f s  t o  provide an  es t imated  $75 b i l l i o n  o f  a d d i t i o n a l  revenue 

over  the next f i v e  yea r s .  Host of t h i s  revenue g a i n  would come 

from a r a d i c a l  r e v e r s a l  of b a s i c  income t a x  p o l i c y  -- te rminat ion  

o f  the  d e d u c t i b i l i t y  of e x c i s e  t a x  and t a r i f f  pa_vments a s  a  

bus iness  cos t .  S t a t e d  simply,  t h i s  proposal  u n f a i r l y  imposes a 



t a x  on a tax .  No longer  would the  income t a x  be imposed on n e t  

income. I f  t h e  Congress den ies  a deduct ion  f o r  a p a r t i c u l a r  type  of 

t a x ,  which is an inescapable  c o s t  of doing bus iness ,  how can it 

cont inue  t o  a l low business  t o  deduct o t h e r  forms of t axa t ion?  And 

how can it permi t  deduct ions  f o r  o t h e r  bus iness  c o s t s ,  many o f  

which a r e  n o t  r equ i red  by law b u t  a r e  d i s c r e t i o n a r y ?  And how 

long w i l l  it be before  t h e  income t a x  is transformed i n t o  a tax 

on g r o s s  income? 

Other wi tnesses  have discussed t h i s  ant i -bus iness  and a n t i -  

consumer proposal  r e l a t i n g  t o  d e d u c t i b i l i t y  of exc i se  taxes.  I 

would l i k e  t o  focus  on t h e  proposal t o  r a i s e  t h e  e x c i s e  t a x  

on th ree  types  of  products  -- tobacco, a l coho l ,  and motor 

veh ic le  f u e l s  -- and to'index them t o  p r i c e  changes. 

These t h r e e  products  provide more than 60 pe rcen t  of the  rev- 

enue c u r r e n t l y  rece ived through the  excise t ax  system. I ask t h i s  

Committee t o  cons ider  t h e  magnitude of  the  t a x  burden a l ready 

imposed on most of these  products  -- not  only  by the  Federal  

Government b u t  by S t a t e  and l o c a l  governments a s  w e l l .  Is it 

equ i t ab le  t o  add t o  t h e  burden of those who a r e  a l r eady  overtaxed? 

I n  the case of  tobacco, a recen t  s tudy by Chase Econometrics 

demonstrates t h a t  almost SO perent  of the  p r i c e  paid by t h e  

consumer f o r  c i g a r e t t e s  goes t o  t a x  c o l l e c t o r s  of one l e v e l  of 

government o r  another. 

I ask t h i s  Committee t o  cons ider  what t h i s  proposal  does t o  the  

rsvenue systems of t h e  s t a t e s  you r e p r e s e n t  -- a subject  on which 

the  National  Governors Associat ion has expressed its deep concern. 

Above a l l  w e  urge t h a t  Congrsss be even-handed and c o n s i s t e n t  

i n  the tax p o l i c y  i f  adopts. 



Five y e a r s  ago t h e  Congress e s t a b l i s h e d  an  impor tan t  

p r i n c i p l e  o f  t a x a t i o n  by indexing t h e  i n d i v i d u a l  income t a x  to 

make c e r t a i n  t h a t  t a x  r a t e s  d i d  not rise w i t h  i n f l a t i o n .  A t  t h a t  

t i m e  Congress dec ided  t h a t  t h e  t z x  burden should n o t  i n c r e a s e  w i th  

p r i c e  changes; t h a t  t h e  taxpayer  should be p r o t e c t e d  a g a i n s t  

paying a double  p e n a l t y  f o r  i n f l a t i o n  by moving i n t o  a h ighe r  

t a x  b r a c k e t  when he  r e a l i z e d  a p u r e l y  nominal i n c r e a s e  i n  income; 

t h a t  government should n o t  r eap  a t a x  w i n d f a l l  a s  a r e s u l t  of  

i n f l a t i o n ,  and t h a t  t h e  t a x  system shou ld  n o t  o p e r a t e  t o  magnify 

i n f l a t i o n .  Most of  t h e  members o f  t h i s  Committee, inc lud ing  

t h e  Chairman, vo ted  f o r  t h e s e  p r i n c i p l e s .  

Now you are faced w i t h  a p roposa l  t h a t  r e v e r s e s  t h e s e  sound . 

p r i n c i p l e s .  The proposa l  would d e c l a r e  t h a t  t h e  consumers o f  

c e r t a i n  p roduc t s  should be  t r e a t e d  d i f f e r e n t l y ,  and should be  

sub jec t ed  t o  s t e a d y ,  r e l e n t l e s s  t a x  i n c r e a s e s  w i t h o u t  any f u r t h e r  

Congressional  de t e rmina t ion  of t h e  a p p r o p r i a t e  t a x  r a t e  f o r  them. 

T h i s  p roposa l ,  i n  s h o r t ,  would t r ans fo rm t h e s e  e x c i s e s  i n t o  ad 

valorem - o r  sales - t a x e s  - b u t  on ly  on c e r t a i n  products .  

A c l o s e  examinat ion o f  t h e  e f f e c t s  of  t h i s  p roposa l  t o  r a i s e  

t h r e e  types  of  e x c i s e  t a x e s  i n d i c a t e s  t h a t  t hose  who would be most 

h u r t  by it, are consumers i n  t h e  lowest income groups. 

The consumer would n o t  be t h e  on ly  v i c t im  of  t h e  e x c i s e  t a x  

proposa ls  b e f o r e  t h i s  Committee. The tobacco f a r n e r  would be 

h a r s h l y  a f f e c t e d .  Far him t h i s  would be  t h e  crowning blow a f t e r  

having been bu f f e t ed  i n  r e c e n t  y e a r s  by bad weather ,  high assessments ,  

a doubl ing o f  t h e  Fede ra l  c i g a r e t t e  e x c i s e  t a x  and a t i d a l  wave of 



t a x  i n c r e a s e s  b y  s t a t e  governments,  which have r e s u l t e d  i n  a 

steep r e d u c t i o n  i n  t h e  number of  f a rms  producing tobacco. 

Indeed; a l l  whose l i v e l i h o o d  depends  on tobacco  would be 

h u r t  by t h e  reduced demand f o r  t o b a c c o  p r o d u c t s  t h a t  would 

f o l l o w  from t h e  proposal  f o r  b u i l t - i n  annual  i n c r e a s e s  i n  t h e  

e x c i s e  t a x  and t h e  l o s s  of d e d u c t i b i l i t y .  

Mr, Chairman, we a s k  your  Committee to reject t h e  p r o p o s a l s  

b e f o r e  you r e l a t i n g  t o  e x c i s e  t a x e s ,  We have hea rd  the argument 

t h a t  "revenue must  be found somewhere t o  o f f s e t  t a x  r e d u c t i o n s "  

which i n  some cases may be of g e n e r a l  b e n e f i t ,  but, i n  t o o  many 

cases, amount to p r e f e r e n t i a l  t r e a t m e n t  f o r  a few. T h i s  argument 

is no j u s t i f i c a t i o n  f o r  t a x  i n c r e a s e s  s o  a r b i t r a r y ,  c a p r i c i o u s ,  

i n e q u i t a b l e ,  and r e g r e s s i v e  . 


