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TAX AND TARIFF PROPOSALS I N  THE 
SENATE FINAnCE COMi4lTTEE MARKUP 

A Report  Submitted t o :  
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EXECUTIVE SUMHARY 

The t a x  r e f o r m  p l a n  c u r r e n t l y  u n d e r  c o n s i d e r a t i o n  by  t h e  
S e n a t e  F i n a n c e  Committee would h a v e  t h e  e f f e c t  of  i n c r e a s i n g  
e x c i s e  t a x e s  and  t a r i f f s  s u b s t a n t i a l l y  by 1)  eliminating t h e  
b u s i n e s s  deduct ion  c u r r e n t l y  a l lowed f o r  Federal  e x c i s e  t a x e s  and 
t a r i f f s ;  2 )  i ndex ing  t h e  t a x  r a t e s  f a r  a l c o h o l ,  tobacco ,  and motor 
f u e l  t o  p r i c e  changes ;  and 3 )  i n c r e a s i n g  t h e  e x c i s e  t a x  on wine. 

T h i s  r e p o r t  concludes t h a t ,  under  wide ly  accepted income t a x  

a c c o u n t i n g  c o n c e p t s ,  F e d e r a l  e x c i s e  t a x e s  and t a r i f f s  a r e  an  
" o r d i n a r y  and neces sa ry"  expense f o r  b u s i n e s s e s  o n  which they a r e  
imposed and t h a t  such expenses  shou ld  t h e r e f o r e  be d e d u c t i b l e  as a 

c o s t  of goods s o l d .  The e l i rn fna t ion  o f  t h i s  deduct ion i s  j u s t  an 
i n d i r e c t  way o f  i n c r e a s i n g  e x c i s e  t a x e s  and t a r f f f s  by 5 4  p e r c e n t . .  

The r e p o r t  shows t h a t  t h e  e x c i s e  t a x  i n c r e a s e s  i n  t h e  plan 

b e f o r e  t he  Sena te  Finance Committee would be borne d i s p r o p o r t i o n -  
a t e l y  b y  low income t axpaye r s .  Households wi th  incomes of l e s s  
t han  $10,000, f o r  example, pay 8 p e r c e n t  of t h e  e x c i s e  and t a r i f f  
i n c r e a s e s ,  b u t  account f o r  on ly  3 pe rcen t  of a l l  income. 
S i m i l a r l y ,  households with incomes o f  l e s s  than $20,000 would pay 
2 3  pe rcen t  of  t h e  exc i se  t a x  and t a r i f f  i n c r e a s e s  b u t  account  f o r  

o n l y  1 2  p e r c e n t  of a l l  income. A t  t h e  o t h e r  end o f  t h e  s c a l e ,  
households  vri t h  incowes above $100,000-- the r e c  j p i e n t s  o f  near1 y 
1: p e r c e p t  o f  a l ?  incomes--would p a y  only 5 percent  of the t a x  

i n c r e a s e s .  

For i n d i v i d u a l  t axpaye r s  i n  t h e  a g g r e g a t e ,  t he  e x c i s e  t a x  and 
t a r i f f  p r o v i s i o n s  would wipe o u t  a lmos t  h a l f  of t h e  income t ax  

r educ t ion  promised b y  t h i s  p l an .  T h e  e f f e c t  by income c l a s s  would 
be vgry uneven. Those i n  t h e  h i g h e s t  b r a c k e t  would l o s e  in  t h i s  
way only  6 pe rcen t  o f  t h e i r  income t a x  r e d u c t i o n  whereas t h o s e  i n  

t h e  lowes t  b racke t  would l o s e  more than  6 0  p e r c e n t  of t h e i r s .  



The 77 pe rcen t  income t a x  r educ t ion  g r a n t e d  t o  t h o s e  i n  t h e  

l o w e s t  b r a c k e t  would s h r i n k  t o  a 13 p e r c e n t  r e d u c t i o n  i n  t a x  
1  i a b i l i t y  when t h e  e x c i s e  t a x  a n d  t a r i f f  increases a r e  t aken  i n t o  ' ' 

a c c o u n t .  The e f f e c t  o f  t h e  e x c i s e  t ax  and  t a r i f f  p r o v i s i o n s  on 
t h e  income t a x  r e d u c t i o n s  by income c l a s s  i s  shown below. 

Tax Reduct ions by  Income Class Under 
Finance Cornmi t t e e  S t a f f  Proposal  

- 
Incoae C l a s s  . - Tax Reduct ions As Percen t  o f  
( $ 1 , 0 0 0 ' ~  o f  . Tax L i a b l l  ity: i988 
1986 Do1 1 a r s )  : ~ncome l a x  : COiablned t f f e c t  o f  l ncoae ,  - Only : Excise  & T a r i f f  Changes - 

> 200  

A v e r a g e  

In summary, t he  r e p o r t  demonst ra tes  t h a t  t h e r e  i s  no v a l i d  

concep tuz l  b a s i s  f o r  t h e  proposed e l i m i n a t i o n  of t h e  deduc t ion  of 
e x c i s e  t a x e s  a n d  t h e  proposed inc rease  f n  e x c i s e  t a x e s  wculd be  

borne d i s p r o p o r t i o n a t c f y  b y  low income households .  



Fiqure 1. Reduction for Lowest lncorne Class ($0-$10.000) 
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AN ANALYSIS OF THE FEDERAL E X C I S E  TAX AND TARIFF 
PROPOSALS I N  THE S E N A T E  FINANCE COMMITTEE HARKUP 

In t roduct ion 

The tax reform plan developed t o  serve  a s  the  markup document 
f o r  t h e  Senate Finance Committee includes t h r e e  major changes t o  
exc i s e  taxes. These changes,  a r e :  

-- E l  iminate  the bus1 ness deduct ion c u r r e n t l y  a1 lowed f o r  
Federal exc!se taxes  and t a r f f f s .  

- - Index . the a l c o h o l ,  tobacco,  a n d  motor fuel exc i s e  t axes  
t o  p r i c e  changes. 

-- Inc rease  the  t a x  on wine t o  the a lcohol  equivalent l eve l  
of  t h e  tax  now o n  beer. On average ,  t h i s  amounts t o  
about a 300 percent  inc rease  i n  t he  t a x  o n  wine. 

Par t  I: o f  t h i s  pape r  a n p l y z e s  from two p e r s p e c t i v e s  t h e  

proposed e l imina t ion  of t he  d e d u c t i b i l i t y  of Federal exc i s e  taxes  
a n d  t a r i f f s .  F i r s t ,  t h e  proposal i s  evaluated i n  terms of i t s  
consistency w i t h  the ba s i c  concept of income taxa t ion .  Second, 
t h e  proposal i s  evaluated in terms o f  i t s  u l t imate  incidence o n  
businesses and consumers. 

P a r t  11 o f  t h i s  paper  a n a l y z e s  the  d i s t r i b u t i o n a l  conse -  
quences o f  t h e  tax  proposal .  Estimates a r e  provided on the same 
b a s i s  as t he  pre l iminary Jo in t  Committee o n  Taxation es t imates  of 
t h e  individual  income t a x  provis ions  o f  the plan submitted t o  t h e  
Senate Finance Committee, so t h a t  the  d i s t r i b u t i o n a l  impact o f  the  

exc i s e  t a x  a n d  t a r i f f  provis ions  can be r e a d i l y  con t ras ted  vrit'n 

t he  corresponding impact o f  the  income tax provis ions .  

I ,  The Conceptual B a s i s  For  Deduc t ib i l i ty  o f  Excise Taxes 

The corpora te  income tax  i s ,  as i t s  name i m p l i ~ s ,  a  t a x  o n  
i ncoae .  Income sub j ec t  t o  t ax  i s  e s s e n t i a l l y  gross income l e s s  
t h e  costs  incurred b y  t h e  business in producing t h a t  income. As 



s t a t e d  i n  Section 162 o f  t h e  In te rna l  Revenue Code, "There s h a l l  
- be allowed as  a  deduction a l l  t h e  o rd inary  & necessary (emphasis 

a d d e d )  expense s  p a i d  o r  i n c u r r e d  d u r i n g  t h e  t a x a b l e  y e a r  i n  

carrying on any t r a d e  or b u ~ l n e s s . . . ~  Indeed,  i f  t he  deduction f o r  
such c o s t s  and expenses incur red  were not  al lowed, the t ax  would 
be the  economic equ iva l en t  o f  a  form of s a t e s  t ax  r a t h e r  than an 

income tax .  

Deductions allowed under the  Federal corpora te  income t ax  
s t r u c t u r e  include v i r t u a l l y  a1 1  cos t s  a s s o c i a t e d  w i t h  t he  conduct 
of the bus iness ,  inc lud ing  compensation of employees, dep rec i a t i on  

, e x p e n s e s  t o  c o v e r  p l a n t  and equipment used i n  t h e  b u s i n e s s ,  

purchase of inpu ts  from o t h e r  bus inesses ,  and taxes  o the r  t h a n  

Federal income t axe s  incurred as a r e s u l t  of business opera t ions .  

Under  t h e  income t a x  c o n c e p t ,  Fede ra l  e x c i s e  t a x e s  and 

t a r i f f s  a r e  c l e a r l y  d e d u c t i b l e  as a  c o s t  of goods s o l d  o r  an 
"o rd ina ry  and necessary"  expense for  bus inesses  t h a t  manufacture 
o r  import  taxed products.  Indeed, i n  c o n t r a s t  t o  c e r t a i n  o t h e r  
expenses  ove r  which b u s i n e s s e s  have some c o n t r o l ,  such a s  t h e  
employee wage b i l l ,  bus inesses  have no con t ro l  over the exc i s e  t ax  
o r  t a r i f f  cos t  imposed o n  them. The manufacture o f  c i g a c e t t e s ,  
f o r  example, must, without except ion,  i ncu r  a Federal exc i s e  tax  

c o s t  o f  1 6  cen t s  f o r  each pack o f  c i g a r e t t e s  produced and so ld  
domest ica l ly .  The manufacturer  may a t tempt  t o  s t reamline  business  
opera t ions  t o  reduce other  c o s t s  of bus ine s s ,  so t ha t  the product 
can be s o l d  a t  the  lowest poss ib le  p r i c e  cons i s t en t  w i t h  mating 3 

reasonabls re turn  o n  investment ,  b u t  t h e r e  i s  n o  way in wh!'ch t h a  

1 6  c e n t  s x c i s e  t a x  c o s t  can be reduced o r  avo ided .  A s i m i l a r  
argument can be made in t h e  c a s e  o f  t h e  1 2  pe rcen t  e x c i s e  t a x  
imposed on truck d e a l e r s ,  

The t ax  expendi tu re  analyses  developed annua l ly .  by tbe  
T r e a s u r y  Department p r o v i d e  an a l t e r n a t i v e  assessment  o f  t h e  
excise  tax  d e d u c t i b i l i t y  i s s u e .  These ana lyses  measure the  "major 

depa r tu r e s  from what i s  coinrnonly understood t o  be the  base o f  2 



t r u l y  comprehensive income t a x . "  These d e t a i l e d  a n a l y s e s  show . ,  
e s t i m a t e s  f o r  approximate ly  70 c o r p o r a t e  income t a x  p r o v i s i o n s  
t h a t  have  been i d e n t i f i e d  by T r e a s u r y  t o  be d e v i a t i o n s  from a  

"normal* t a x  s t r u c t u r e .  T h e  d e d u c t i b i l i t y  o f  e x c i s e  t a x e s  i s  no t  
among t h e s e  7 0  p r o v i s i o n s ,  c l e a r l y  i n d i c a t i n g  t h a t  T reasu ry  
r e c o g n i z e s  t h i s  d e d u c t i b i l i t y  t o  be  i n h e r e n t  i n  a  bus ines s  income 
t a x  system. 

S u c c i n c t l y  s t a t e d ,  t h e  e x c i s e  t a x  i s  an o r d i n a r y  and 

n e c e s s a r y  c o s t  o f  d o i n g  b u s i n e s s  f o r  f l r m s  m a n u f a c t u r i n g  o r  
impor t ing  taxed products .  

The Inc idence  o f  E l i a i n a t i n g  E x c i s e  Tax Deductibility 

The i n c i d e n c e  of  t a x e s  i s  a n  a r e a  w i t h i n  t h e  economics  
p r o f e s s i o n  in  which t h e r e  i s  c o n s i d e r a b l e  d i f f e r e n c e  of op in ion .  

The g e n e r a l  c o n s e n s u s  i s  t h a t  consumpt ion  t a x e s  a r e  b o r n e  b y  

consumers,  p a y r o l l  t axes  a r e  borne by wage e a r n e r s ,  and income 
t a x e s  a r e  borne by t he  f a c t o r s  t h a t  produce. t h a t  income. In t he  
case  of t h e  c o r p o r a t e  income t a x ,  t h e  t ax  i s  g e n e r a l l y  r ega rded  a s  
a  tax on c a p i t a l .  

Because  t h e  i s s u e  of e x c i s e  t a x  d e d u c t i b i l i t y  i s  r e l a t e d  t o  

t h e  c o r p o r a t e  income t a x ,  some people have confused i t s  u l t i m a t e  
i n c i d e n c e  with t h a t  of t h e  c o r p o r a t e  income t a x  and argued t h a t  

e l i m i n a t i o n  of e x c i s e  t a x  d e d u c t i b i l i t y  would be p r o g r e s s i v e .  In 
f a c t ,  t b : s  p r o v i s i o n  i s  n o t h i n g  more t h a n  an i n d i r s c t  *day o f  

i n c r e a s i n q  e x c i s e  t a x e s .  In c o n t r a s t  to  t he  c o r p o r a t e  income t a x ,  
which a f f e c t s  a l l  b u s i n e s s e s ,  t h e  e l i m i n a t i o n  o f  d e d u c t i b i l i t y  
a f f e c t s  on ly  t h o s e  bus ines ses  t h a t  manufacture o r  import  taxed  

p r o d u c t s ,  and t h e  degree t o  which they  a r e  a f f e c t e d  i s  d i r e c t l y  
p ropor t iona l  t o s t h e  amount of  e x c i s e  t a x  they  pay (which,  a s  noted 
e a r l i s r ,  i s  o u t s i d e  o f  t h e i r  c o n t r o l ) . .  

i l n d e t  t h e  r a t e  s t r u c t u r e  p r o p o s e d  i n  t h e  S e n a t e  F i n a n c e  

C o n r m i t t s e  markup document ,  w i t h  a t o p  c o r p o r a t e  r a t ?  o f  3 5  



p e r c e n t ,  t h e  e l  i m i n a t l o n  o f  d e d u c t i b i l i t y  o f  e x c i s e  t a x e s  w o u l d  

l e a d  t o  a 54  p e r c e n t  i n c r e a s e  i n  e x i s t i n g  e x c i s e s .  To m a i n t a i n  

c u r r e n t  a f t e r - t a x  i n c o m e  l e v e l s ,  t h e  a f f e c t e d  f i r m s  w o u l d  h a v e  t o  

i n c r e a s e  p r i c e s  by mo re  t h a n  t h e  35 p e r c e n t  c o r p o r a t e  t a x  r a t e  

s i n c e  t h e y  w i l l  r e t a i n  o n l y  6 5  p s r c e n t  ( L O O  p e r c e n t  l e s s  35  

p e r c e n t  f o r  t a x e s )  o f  t h e  i n c o m e  t h a t  r e s u l t s  f r o m  t h e  p r i c e  
1 

i n c r e a s e  . As a r e s u l t ,  d i r e c t  i n c r e a s e s  i n  e x c i s e  t a x e s ,  s u c h  as  

t h o s e  p r o p o s e d  i n  t h e  S e n a t e  C o m m i t t e e  d o c u m e n t ,  h o u l d  e f f e c t i v e l y  

b e  5 4  p e r c e n t  l a r g e r  t h a n  t h e  a m o u n t  o f  t h e  n o m i n a l  d i r e c t  

i n c r e a s e .  1.f c o r p o r a t e  t a x  r a t e s  we re  u l  t i n a t e t y  r e d u c e d  b y  l e s s  

t h a n  p r o p r l s s d  i n  t h e  m a r k u p  documen t ,  a n d  e l i m i n a t i o n  o f  e x c i s e  

t a x  d e d u c t i b i l i t y  w e r e  r e t a i n e d ,  t h e  a m o u n t  o f  t h e  t a x  i n c r e a s e  

w o u l d  b e  e v e n  l a r g e r .  U n d e r  t h e  c u r r e n t  46 p e r c e n t  max imum 

c o r p o r a t e  r a t e ,  t h e  e l  i m i n a t f  o n  o f  d e d u c t i  b i t  i t y  w o u l d  amount  t o  

a n  3 5  p e r c e n t  e x c i s e  t a x  i n c r e a s e .  

1 .  The D i s t r i b u t . l o n a 1  I m p a c t  o f  t h e  Senate P l a n  

The s u n m a r y  o f  t h e  F i n a n c e  C o m m i t t e e  s t a f f  p l a n ,  r e l e a s e d  

i a s t  ~ n o n t h ,  showed t h e  r e d u c t i o n s  i n  1988 t a x  l i a b i l i t y  by  i n c o m e  

c l a s s  f a r  1) t h e  A d m i n i s t r a t i o n ' s  p r o p o s a l ,  2 )  t h e  House b i l l ,  and  

3 j  t h o ,  " F i n a n c e  C o m m i t t e e  S t a f f  O p t i o n . "  T h i s  d i s t r i b u t i o n a l  

a n a l j s i s  e x c l u d e d  t h e  e f f e c t s  o f  t h e  p r o p o s e d  i n c r e a s e s  i n  e x c i s e  

t a x a s  and c u s t o m s  d u t i e s  i n  t h e  p l a n  a n d  t h s r e b y  g r e a t l y  

c v e t s t d t o , d  t h e  m a g n i t u d e  o f  thc p r o p o s e d  t a x  r e d u c t i o n s ,  

e s p s r - i a l  l y  f o r  l o w - i n c o m e  t a x p a y e r s .  

TaS.e i shows t 9 e  p e r c e n t a g e  d i s t r i b t t t i o n  o f  i n c o m e ,  c u r r s n t  

l a w  i n c o n e  t a x a s ,  and  c u r r e n t  l a w  e x c i s e  t a x e s  and c u s t o m s  d u t i e s .  

T h e  t a b l e  h i g h l i g h t s  t h e  f a c t  t h a t  e x c i s e  t a x e s  a r e  b o r n e  d i s p r o -  
p o r t i o n a t e l y  b y  l o w - i n c o m e  t a x p a y e r s .  T a x p a y e r s  ui t h  i n comes  . o f  

l e s s  t h a n  $10,1)00, f o r  e x a m p l e ,  pay  3 p a r c e n t  o f  a l l  e x c i s e  t a x e s  

Z!To : n a i n t a i n  t h e i r .  c u r r e n t  a f t s r - t a x  i n c a m e s  i f  d e d u c t i  b i :  i t y  is - 
e l i m i n a t e d ,  f i r m s  .rcould h a v e  co r a i s e  p r i c e s  by t h e  f o l l o w i n g  
p e r c e n t a g e :  1 1 - t  x 100  * h e r e  t i s  t h e  c o r p o r a t e  t a x  rat;. 
F o r  e x a a p l e ,  i f  t = .35 t h e  p e r c a n t a g e  j s  53.350,; i f  t = .46, t, 
i s  85.1960. 



Table 1 

Pewntage Distribution of Incase, Income Taxes, 
and Excise Taxes/Custarm I)uties Under Current Law 

Imoar Class : Percentage Mstribution of Revenue : Relative Tax @urdenl 
($l,OOOgs of : Income: Incaae : ExciseTaxes/ : Inccc~e Excise Taxes/ 

> 220 - 21.9 5.9 2.0 - 3.7 - 
Total or Adsrage tilr3.04 100.a 100.0% 1.0 

Plcte: Detail may not add to total due to rounding. 

l/Percentage of taxzs paid for each income class divided by percentage o f  income received - 
by each class. A ratio greater than 1.0 for a particular inccme class indicates tha t  the 
class bears a higher than average tax burden for the given type of tax. 



a n d  c u s t o m s  d u t i e s ,  b u t  h a v e  o n l y  3 p e r c e n t  o f  a l l  i n c o m e .  T h e s e  

same t a x p a y e r s  p a y  l e s s  t h a n  I p e r c e n t  o f  a l l  i n c o m e  t a x e s .  F o r  

h i g h - i n c o m e  t a x p a y e r s ,  t h e  r e v e r s e  i s  t h e  c a s e .  V e r y  l i t t l e  o f  

t h e i r  I n c o m e  i s  u s e d  t o  p a y  e x c i s e ' t a x e s  a n d  c u s t o m s  d u t i e s ,  b u t  a  

v e r y  h i g h  p e r c e n t a g e  i s  u s e d  t o  p a y  i n c o m e  t a x e s .  

I n  o r d e r  t o  p r o v i d e  a  m o r e  c o m p l e t e  a s s e s s m e n t  o f  t h e  d i s t r i -  

b u t i o n a l  e f f e c t s  o f  t h e  F i n a n c e  C o m m i t t e e  s t a f f  p l a n ,  t h i s  s e c t i o n  

p r e s e n t s  e s t i m a t e s  o f  t h e  e f f e c t s  o f  i n c l u d i n g  t h e  p r o p o s e d  

i n c r e a s e s  i n  e x c f s s  t a x e s  a n d  c u s t o m s  d u t i e s  i n  t h e  d i s t r i b u t i o n a l  

a n a l y s i s .  

I n  m a k i n g  t h i s  d i s t r i b u t i o n a l  a s s e s s m e n t ,  t h e  t i m e  p e r i o d  

c h o s e n  f o r  m e a s u r i n g  t h e  e f f e c t s  o f  i n d e x i n g  s e l e c t e d  e x c i s e  t a x e s  

i s  somewhat  a r b i t r a r y ,  s i n c e  t h e  s i z e  o f  t a x  i n c r e a s e s  a s s o c i a t e d  

w i t h  t h i s  p r o v i s i o n  d e p e n d s  o n  t h e  t i m e  p e r i o d  c h o s e n .  T h e  

f u r t h e r  o u t  i n  t i m e  o n e  g o e s ,  t h e  g r e a t e r  i s  t h e  t a x  i n c r e a s e  

r e l a t i v e  t o  c u r r e n t  l a w .  F o r  t h e  d i s t r i b u t i o n a J . a n a 1 y s i s  p r e s e n t e d  ... 

b e l o w ,  t h e  e s t i m a t e s  i n c l u d e  t w o  y e a r s  o f  i n f l a t i o n  a d j u s t m e n t s ,  

w h i c h ,  u n d e r  t h e  C o n g r e s s i o n a l  B u d g e t  O f f i c e  ( C R O )  a s s u m p t i o n s  

t h a t  u n d e r l i e  t h e  c o n g r e s s i o n a l  t a x  r e f o r m  e s t i m a t e s ,  w o u l d  b e  

a p p r o x i m a t e l y  8 p e r c e n t .  F o r  w i n e  t a x e s ,  t h e s e  i n f l a t i o n  

a d j u s t m e n t s  a r e  i m p o s e d  o n  t o p  o f  t h e  p r o p o s e d  3 0 0  p e r c e n t  

i n c r e a s e .  The  f u r t h e r  54  p e r c e n t  i n c r e a s e  i n  e x c i s e  t a x e s  t h a t  

r e s u l t s  f r o m  e l i m i n a t i o n  o f  e x c i s e  t a x  d e d u c t i b i l i t y  i s  e s t i m a t e d  
s e p a r a t e l y  a n d  i s  i m p o s e d  on t o p  o f  t h e  i n c r e a s e s  d e s c r i b e d  above .  

l / T h e  e x a c t  s p e c i f i c a t i o n  o f  t h e  i n d e x i n g  m e c h a n i s m  h a s  n o t  y e t  
T e e n  mads p u b l i c .  The e s t i m a t e s  p r e s e n t e d  i n  t h i s  r e p o r t  assume 

t h a t  e x c i s e  t a x  i n c r e a s e s  a r e  l i n k e d  t o  o v e r a l l  p r i c e s  a s  
m e a s u r e d  b y  t h e  c o n s u m e r  p r i c e  i n d e x  f o r  a l l  u r b a n  c o n s u m e r s  
( C P I - U ) ,  w h i c h  i s  t h e  i n d e x  u s e d  f o r  i n d e x i n g  t h e  i n d i v i d u a l  
i n c o m e  t a x .  I f  t h e  e x c i s e  t a x  i n d e x i n g  w e r e  t o  be l i n k e d  t o  t h e  
p r i c e s  o f  t a x e d  p r o d u c t s ,  a n d  i f  t h e  " b a s e  p e r i o d '  d i d  n c t  
r e f l e c t  t h e  o t h e r  e x c i s e  ' t a x  i n c r e a s e s  t h a t  w o u l d  be  i m p o s e d  
u n d e r  t h e  p l a n  (e .g .  e l i m i n a t i o n  o f  d e d u c t i b i l i t y ) ,  t h e  e f f e c t s  
o f  i n d z x i n g  w o u l d  b e  much l a r g e r  t h a n  t h e  p e r c e n t a g e  e s t i m a t e s  
p r e s e n t e d  above .  



The d i s t r i b u t i o n a l  e s t i m a t e s  a r e  d e v e l o p e d  u s i n g  t h e  deSeve  

E c o n o m i c s  p r o p r i e t a r y  d a t a  base ,  w h i c h  i n c l u d e s  b o t h  i n c o m e  a n d  

consump t i on  d a t a  f o r  a  sample o f  a p p r o x i m a t e l y  140,000 t axpaye rs .  

T h e  e s t i m a t e s  a r e  d e v e t o p k d  f o r  e a c h  o f  s e v e r a l  c o m p o n e n t s  o f  

e x c i s e  t a x e s  a n d  c u s t o m s  d u t i e s  : a l c o h o l  , t o b a c c o ,  gas01  l n e ,  a n d  

i m p o r t  d u t i e s  o n  c l o t h i n g  and  f o o t w e a r .  ' A 1 1  o t h e r  e x c i s e  t a x e s  

a n d  cus toms  d u t i e s  a r e  d i s t r i b u t e d  b y  i n c o m e  c l a s s  a c c o r d i n g  t o  

the d i s t r i b u t i o n  o f  o v e r a l l  c o n s u m p t i o n .  

T a b l e  2 p r e s e n t s  t h e  d i s t r i b u t i o n a l  e f f e c t  o f  e a c h  o f  t h e  

t h r e e  c o m p o n e n t s  o f  t h e  e x c i s e  t a x  i n c r e a s e s :  t h e  d i r e c t  i n c r e a s e  

I n  w i n e  t a x e s ;  t h e  e f f e c t  o f  I n d e x i n g ;  a n d  the e f f e c t  o f  e l i m i n a -  

t i o n  o f  d e d u c t i b i l f t y .  The r e s u l t s  show t h a t  b y  f a r  t h e  l a r g e s t  

c o m p o n e n t  o f  t h e  e x c i s e  t a x  i n c r e a s e  i s  t h e  e l i m i n a t i o n  o f  

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

i n c r e a s e  i s  b o r n e  by l o w - i n c o m e  t a x p a y e r s .  As shown i n  T a b l e  1, 

a l m o s t  23 p e r c e n t  o f  t h e  i n c r e a s e d  e x c i s e  t a x  b u r d e n  i s  b o r n e  b y  

h o u s e h o l d s  i n  t h e  l o w e s t  two  i ncome  c l a s s e s ;  i n  c o n t r a s t ,  t h e s e  

same i ncome  c l a s s e s  a c c o u n t  f o r  o n l y  12  p e r c e n t  o f  t o t a l  income.  

T a b l e  3 shows t h e  d i s t r i b u t i o n a l  i m p a c t  o f  t h e  e x c i s e  t a x  

i n c r e a s e s  r e l a t i v e  t o  t h e  i n c o m e  t a x  r e d u c t i o n s  i n  t h e  S e n a t e  

p l a n .  I t  shows t h a t  t h e  e x c i s e  t a x  i n c r e a s e s ,  i n  t h e  a g g r e g a t e ,  

o f f s e t  a b o u t  45 p e r c e n t  o f  t h e  i ncome  t a x  r e d u c t i o n s  ( c o l u m n  2 
d i  v i  d e d a h Y  c o l u m n  1). More  i m p o r t a n t l y ,  t h e  e x c i s e  t a x  i n c r e a s e s  

o f f s e t  6 2  p e r c e n t  o f  t h e  i n c o m e  t a x  c u t  f o r  t h e  l o w e s t  i n c o m e  

c l a s s ,  w h i i c  o f f s e t t i n g  6 p e r c e n t  o f  t h e  i n c o m e  t a x  c u t  f o r  t h e  

h i g h e s t  i r l some c l a s s .  C l e a r l y ,  t h e  e x i s e  t a x  p r o p o s a l s  h a r e  .i 

v e r y  r e g r e s s i v e . d i s t r i  b u t i o n .  

T a b l e  4 p r e s e n t s  e s t i m a t e s  o f  t h e  p e r c e n t a g e  c h a n g e  i n  t a x  

1 i a b i l i t y  u n d e r  t h e  S e n a t e  p l a n  i n  t w o  ways .  The f i r s t  s e t  o f  

f i g u r e s  shows t h e  p r o p o s e d  i ncome  t a x  r e d u c t i o n s  as  a  p e r c e n t  o f  

i n c o m e  t a x '  1 i a b i l  i ty .  These a r e  t h e  f i g u r e s  o r i q i n a l l  y p r e s e n t e d  



Table 2 

. Mstrfbutiorul Effect of Proposed Inceases i n  acise 
Taxes and Custms W e s  Under the S t a f f  Plan: 1988 1/ 

. ( in  millions of dollars) 

4 

Class Tax indexing2 I Elimination of I Total Percentage Distribution 
(S1.000'~ of 1986 : Inctease : : Deductibility : : o f  Total Increase 

Total 

I/llte estimates incorporate the consumer behavioral response to  the price increases (i .e., a - reduction in quantity demanded) resulting from the excise tax and tariff changes. 

Z/The in2exing of excise taxes is limited to taxes on alcohol, tobacco, and motor fuels. ine - 
estimates presented above assume two years of indexing adjustments based on. increases in 
overall prices (the CPI-U) .  This represents an increase of about 8 percent. If the estimatts 
were presented to show five years of indexing adjusAments, the indexing increases would tat31 
22 percent and the amounts i n  column 2 would be nearly three times as large. If  indexirlg .*= 
1 inked to individual product prices instead of overall prices, the indexing aajustnents could 
be even larger. 

TI? 8220890 



T a b l e  3 

Di s tr i  buti onal Impact o f  Incoae Tax 
Reductions and Excise/Customs Tax Increases 

Under the S t a f f  Tax Plan: 1988 

( i n  b i l l i o n s  o f  d o l l a r s )  

* 

Income Classes : Income Tax r Excise/Custoas : Net Tax 
( $ 1 . 0 0 0 ' ~  o f  19i36 : Reductions : Tax Increases : Reduction - - 

Dollars)  . - ( I )  ( 2 1  ( 3 )  

> 200 - 5 . 4  - to. 3 

T o t a l  - 3 5 . 2  + 1 5 . 9  

! t o t e :  D e t a i l  nay n o t  a d d  t o  t o t a l  d u e  t o  r o u n d i n g .  

3 



Table  4 

Percentage  Change i n  Tax 8y Income C l a s s  
Under A l t e r n a t i v e  Tax Reform Proposa ls :  1988 

. . 
Income Class  : P r e s i d e n t ' s  : House B i l l  : Senate F i n a n c e  

($1,000'~ of  1986 : Proposal : Committee Markup  
Do1 1 a r s )  . 

(1) - . ( 2) . ( 3)  

I .  Income Tax Reduct ions As Percent o f  Income Tax Liability 

Average, A 1  1 Classes  -9.8% -9.1% -8.4% 

11, Income Tax  Reductions a n d  Excise/Customs I n c r e a s e s  
As Percent  o f  Income a n d  ExcisefCustoms L i a b i l i t y  1 

> 2 0 0  -13 .5  - - 5 . 9  - - 5 . 5  - 
Avgrage, A 1  1 Classes  -8.8% -8.2% - 4 . 2 %  

1IThe percentage r educ t ions  under t h e  P r e s i d e n t ' s  proposal  and the  - 
House b i l l  a r e  r ev i sed  t o  show t h e  income t a x  c u t s  a s  a p e r c e n t  of 
income t axes  and e x c i s e  t a x e s  and customs d u t i e s .  



w i t h  t h e  S t a f f  plan and showed ve ry  l a r g e  t a x  c u t s  f o r  low-income 

t a x p a y e r s .  The s e c o n d  s e t  o f  f i g u r e s  shows t h e  c o r r e s p o n d i n g  
p e r c e n t a g e  r e d u c t i o n s  i n  t a x  l i a b i l i t y  when t h e  e x c i s e  t a x  and 
c u s t o m s  d u t i e s  i n c r e a s e s  a r e  i n c l u d e d  i n  t h e  a n a l y s i s .  These 
f i g u r e s  show t h e  n e t  r e d u c t l o n  i n  t h e s e  t a x e s  a s  a  p e r c e n t  of  
c u r r e n t  law income t a x e s ,  e x c i s e  t a x e s  and customs d u t i e s  
combined. 

The e f f e c t  o f  i n c l u d i n g  e x c i s e  t a x e s  i n  t h e  a n a l y s i s  dramati-  
c a l l y  changes t h e  r e s u l t s .  When on ly  income t a x e s  a r e  inc luded  i n  

t h e  d i s t r i b u t i o n a l  a n a l y s i s ,  t h e  S t a f f  p l a n  a p p e a r s  t o  r e d u c e  
t a x e s  o f  low-income t a x p a y e r s  by somewhat l a r g e r  amounts  t han  
e i t h e r  t h e  P r e s i d e n t ' s  plan o r  t h e  House b i l l .  In  c o n t r a s t ,  when 
t h e  i n c r e a s e s  i n  e x c i s e  t a x e s  and customs d u t i e s  a r e  f a c t o r e d  i n t o  
t h e  a n a l y s i s ,  t h e  t a x  r e d u c t i o n s  f o r  low- income t a x p a y e r s  a r e  
d r a m a t i c a l l y  l e s s  than  under t h e  P r e s i d e n t ' s  p lan  o r  t h e  House 
b i l l .  For households a t  every  income l e v e l  . 

t h e  plan be fo re  t h e  Sena te  Finance Commfttee provides  
l e s s  generous t a x  r educ t ion  than  does t h e  P r e s i d e n t ' s  proposal  o r  
t h e  House b i l l .  

T a b l e  5 r e p r o d u c e s  two columns from T a b l e  4 i n  o r d e r  t o  
h i g h l i g h t  t h e  impact of t h e  e x c i s e  t a x  and t a r i f f  p r o v i s i o n s  o n  
t h e  t o t a l  t a x  r e d u c t i o n s .  For  h o u s e h o l d s  w i t h  incomes  below 
$10,000,  t h e  7 7  pe rcen t  r educ t ion  in  income t a x  l i a b i l i t y  becomes 
only  a  1 3  percent  r educ t ion  in  t o t a l  t a x  l i a b i l i t y  when income t a x  
changes a r e  combined with changes in  e x c i s e s  and t a r i f f s .  A t  t he  
o t h e r  ex t reme,  households w i t h  income above $200,000 s u f f e r  a v e r y  

modest pe rcen tage  o f f s e t  in t h e i r  incqme t a x  r e d u c t i o n  from 5 . 9  

p e r c e n t  t o  5.5 pe rcen t .  
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Table  5 

Tax Reductions by Income Class Under 
F i n a n c e  Committee Staf f  Proposal 

Income Class Tax Reductions As Percent o f  - - -  - 

( $ 1 , 0 0 0 ' ~  o f  . Tax Liability: 1988 
1986 Do1 1 a r s  : Income Tax : Combined Effect o f  I n c o m e ,  - - - -  - -  

On1 y Excise & Tari f f  Changes 

A v e r a g e ,  A 1  1 Classes -8.44, - 4 . 2 %  


