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President's Budget Plans Debt Repayment ,
Federal Receipts to Hit 2007 Percent of GD P
Plan Includes Tax Hike on Low- and Middle-Income Despite Surplu s

Ostensibly to bolster the failing Social Security three quarters of the next decade's growin g
and Medicare programs, President Clinton's

	

budget surpluses to pay down the federal debt .
newly proposed FY2000 budget plans to use

	

Another 12 percent of the surplus would be
used to fund private savings accounts, and th e
balance would be used to fund new spending
initiatives .

According to the Tax Foundation's annua l
analysis of the budget (see page 6 for relate d
story), the President is proposing a two-
pronged effort to increase the surpluses : in-
creasing the current record peacetime level o f
federal taxation, and holding the line on mos t
types of federal spending .

On the revenue side of the ledger, th e
Clinton plan contains a mix of tax and fe e
increases as well as a host of tax credits which
would, on net, boost federal revenues by $45 . 8
billion over the next five years .The Presiden t
proposes to hike the federal cigarette tax 5 5
cents per pack and raise corporate incom e
taxes . Revenue reducers include a myriad o f
tax credits which would subsidize a wide
variety of activities ranging from long-term
medical care to first-time home purchases in
the District of Columbia .

Tax Foundation Senior Economist Patrick
Fleenor commented,"Often the Administration

Representative Vito Fossella (R-NY)
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Budget continued on page 2

Who Will Pay for the New Taxes in the President's Budget ?
Fiscal Years 2000 - 200 4

Millions of Dollar s
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Source : Tax Foundatio n
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Budget continued from page 1

publishes a distributional analysis of
any new tax, showing which taxpayer s
are likely to shoulder the burden, but i t
has not published one for the ne w
taxes in the FY2000 budget, and if i t
had, the analysis would have show n
that the new revenue proposals hur t
low- and moderate-income taxpayers ."
(See chart on page 1) .

People with AGIs of less than
$25,000 would bear 38.5 percent, or
$17.7 billion, of the increased tax bur -
den . People in the $25,000 - $50,000
range would pay 22 .4 percent, or $10 . 2
billion; and people making $50,000 -
$75,000 would pay $6.7 billion in addi-
tional taxes, or approximately 14 . 6
percent of the total . In sum, then, ove r
75 percent of the new tax burden will

be paid by low- and middle-incom e
taxpayers .

People in the top three incom e
ranges would also pay more in taxes ,
but their share of the increased ta x
burden is significantly smaller. Alto-
gether, people in these three categorie s
would pay only 24 .5 percent of the
increased tax burden.This slant agains t
low- and middle-income taxpayers i s
largely a result of the Administration' s
proposal to boost the federal cigarette
tax . Of all significant federal taxes, th e
cigarette tax is the most regressive .
Americans with an adjusted gross in-
come (AGI) of less than $ 30,000 paid
over half of the nearly $6 billion col-
lected in cigarette taxes during fiscal
year 1998 .

	

.And the lower down the
income scale, the harder the cigarett e
tax hits . Americans with AGIs less than

$10,000 pay 0 .7 percent of their in-
come in cigarette taxes, compared to
less than 0 .1 percent for all taxpayers
who make more than $30,000 .

Federal receipts would grow 4 . 2
percent from $1,806 .3 billion in 1999
to $1,883.0 billion in 2000 . That is a n
uptick from 20 .6 percent to 20 .7 per-
cent of GDP By 2004, federal receipt s
would grow to $2,165 .5 billion, or 20 . 0
percent of GDP. By 2009, federal re-
ceipts would rise to $2,707 .7 billion, or
20.1 percent of GDP.

"Only twice in American history—
during the two closing years of World
War II—did federal receipts ever ex-
ceed 20 percent of GDP," said Fleenor .
"From this perspective, the Clinto n
proposal is truly historic in that it
would fix federal receipts at this ex-
traordinary level ." e

New Foundation Background Paper Offers
T Refo ers a Vision of . C

	

ition
Tax reformers often wax poetic about the
glorious future of our economy once a
new and better tax system replaces th e
tax code they love to hate, that is, th e
current system . The word `transition' will
usually bring them down to earth becaus e
everyone associates messy accountin g
difficulties and angry taxpayers with th e
period of transition between a discarde d
tax code and a newly legislated one .

But `transition' need not b e
dreaded, according to a new Tax Foun-
dation study by Executive Director an d
Chief Economist J.D. Foster, Ph .D. In
Tax Reform Transition: From Obstacle
to Tail Wind, Foster endorses the gen-
eral goals of tax reform, pointing ou t
that even in good times, a more robust
economy should always be a top prior-
ity for policymakers . The existing in -
come tax drains the economy of vitality
by misallocating resources, and tax
reform offers the promise of creatin g
better jobs, higher wages, and more
resources to address national problems .

Foster then turns to what he call s
the ugly duckling of tax reform : the
transition regime . Whether they pro-
pose a flat tax, a consumed income tax ,
or a national sales tax, tax reformers

have typically avoided transition issue s
because they are seen as overly com-
plex, expensive, and distracting fro m
greater issues . In truth, comprehensive
transition need be none of these things .

Publication Summary

General : Background Paper No . 30 ;
12pp . ; $25 or $60/yr. for 6 issues o n
varied fiscal topics
Title : Tax Reform Transition : From Ob-
stacle to Tail Win d
Author: J .D . Foster, Ph .D .
Date: March 1999
Subject: Discussion of how the transi-
tion period between the current tax
code and some newly enacted tax cod e
could be administered without grantin g
windfalls to some taxpayers and punish-
ing others .

Foster says that a simple and fai r
treatment for decisions, activities, an d
investments made prior to the enact-
ment of a new tax system is to subjec t
the resulting income and expenses
from these activities to existing tax law.
In other words, grandfather all tha t
happened before .

This seems not only to resolve the

well-known problems of transition, but
it actually facilitates the tax reform
debate by setting aside unnecessary
stumbling blocks . For example, it
would restore much of the tax system's
progressivity that is typically lost under
the major tax reform proposals . Foster
then discusses several complication s
which arise from the grandfathering
approach, finding none of them to pos e
major hurdles to a successful transition .

Any tax reform proposal that lacks a
plan for transition leaves open many
crucial questions . These open questions
have left taxpayers uncertain about ho w
the new tax system would affect them
and their businesses . Unanswered tran-
sition questions have also been used by
opponents of tax reform to deflect and
misdirect the core debate of what sort
of tax system the federal government
ought to use as its primary revenu e
source. Unless and until tax reformers
commit to comprehensive transition ,
tax reform will continue to face these
obstacles . Using the grandfatherin g
principle for transition would eliminat e
these obstacles and allow tax reformers
to focus on the grand issues of funda-
mental tax reform . e
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State T Collections Continue to C
A new Tax Foundation study (see Publi-
cation Summary) shows that state tax
and fee collections grew by 5 .9 percent
in fiscal year 1997 (July 1, 1996 to Jul y
1, 1997) . The growth in inflation-ad-
justed tax collections continues a de-
cade-long trend (see table below) .

The fastest growing revenue cat-
egory was estate and gift taxes which
rose 11 .4 percent . Individual incom e
taxes rose more rapidly than usual at a n
8 .1 percent clip in 1997 .

State Tax Collections Compared t o
Personal Income

During the past decade, state gov-
ernments' tax collections have grown
faster than their taxpayers' personal
income, an average of 0 .18 percent
faster after adjusting for inflation . In
FY1997, the tables were turned, but just
barely. Personal income grew 0 .01 per-
cent faster than state tax collections .

From FY1996 to FY1997, tax collec-
tions grew fastest compared to taxpay-
ers' personal income growth in Louisi-
ana, Minnesota, Oregon, Oklahoma an d
Alaska . On the flip side, the five state s
where personal income growth clearly
outpaced the growth in tax collection s
were New Jersey, Utah, Nevada, Mon-
tana,Arkansas and Delaware .

Ranking State Tax Collections
Depending on a state's incom e

level, it can have relatively low tax col-
lections per capita and at the same time

Publication Summary

General : Special Report No . 85 ; ISS N
1068-0306 ; 8pp . ; $10 or $50/yr. for 1 0
Special Reports on varied fiscal issues
Title : State Tax Collections and Rate s
Author: J . Scott Mood y
Date : March 199 9
Subject : State tax collections for
FY1997 and selected tax rates as of
December 31, 1998
Tables : State Tax Collections by Type ,
FY'87-'97 ; State Tax Collections an d
Distribution by Source, FY'97 ; State Tax
Growth Compared to Personal Incom e
Growth, FY'87-'97 ; State Tax Collec-
tions Per Capita and Per $1,000 o f
Personal Income; Individual Income Tax
Rates ; Corporate Income Tax Rates ;
Various State Tax Rates

relatively high collections per $1,000 of
personal income. For example, pe r
capita income in Mississippi is approxi-
mately 56 percent of New Jersey's, and
the state tax system is more progressive
than New Jersey's . As a result, Missis-

sippi is ranked 35th in tax collections
per capita, but in terms of tax collec-
tions per $1,000 of personal income, it
is the 10th highest . Meanwhile, New
Jersey is ranked 14th in per capita ta x
collections but only 44th in tax collec-
tions per $1,000 of personal income .

In some cases, taxes are high by
any measure . If Washington, D .C ., were
a state, it would have the highest ta x
collections of any state, both per capit a
and per $1,000 of personal income .

State Rate Changes During 1998
Seven states lowered either thei r

individual or corporate income ta x
rates during 1998, while five states
actually raised taxes despite plentifu l
revenue, targeting cigarette sales .

Four states cut their individual
income tax rates across the board :
Arizona, Iowa, Kansas, and Wisconsin .
Arizona also reduced its corporate tax
rate, as did Connecticut and Nort h
Carolina . Maine lowered its sales ta x
from 6.0 to 5 .5 percent . Connecticut ,
Florida, and Nebraska all lowered thei r
gasoline tax rates . Six states change d
their cigarette tax rates, and all but on e
were up. Oregon dropped its rate whil e
Hawaii, New Jersey, Illinois, Pennsylva-
nia and Wisconsin raised theirs . •

State Government Tax Collections by Type ($Billions )
Fiscal Years 1987-199 7

1987 1988 1989 1990 1991 1992 1993 1994 1995 1996 1997 87-97 96-9 7

General Sales $79 .2 $87.1 $93 .5 $99.9 $103 .2 $108 .7 $114 .9 $123 .3 $132 .2 $139 .3 $147 .1 6 .4% 5 .6 %
Individual Income 76 .0 80 .1 88 .8 96 .1 99 .3 105 .0 112 .2 117 .7 125 .6 134 .3 145 .2 6 .7% 8 .1 %
Corporate Income 20 .5 21 .6 23 .9 21 .8 20 .3 21 .9 24 .2 25 .5 29 .1 29 .4 30 .6 4 .1 % 3 .8 %
Motor Fuels 15 .7 17 .2 18 .1 19 .4 20 .6 22 .3 23 .6 24 .5 25 .4 26 .0 27 .1 5 .6% 4 .2 %
Licenses 15 .9 17 .0 17 .7 18 .8 19 .5 21 .6 23 .2 24 .2 26 .1 27 .0 28 .2 5 .9% 4 .5 %
Insurance 6 .3 6 .9 7 .4 7 .4 7 .7 7 .8 8 .0 8 .6 8 .6 9 .1 9 .0 3 .6% -0 .4 %
Public Utilities 6 .0 6 .2 6 .2 6 .5 6 .8 7 .8 8 .3 8 .5 8 .1 8 .6 8 .6 3 .6% 0 .3 %
Property 4 .7 5 .0 5 .3 5 .8 6 .3 7 .4 7 .8 8.4 9 .5 10 .0 10 .3 8 .1% 3 .0 %
Tobacco 4 .6 4 .8 5 .1 5 .5 6 .0 6 .1 6 .2 6 .6 7 .3 7 .3 7 .5 5 .0% 1 .5 %
Severance 4 .0 4 .3 4 .1 4 .7 5.4 4 .6 4.9 4 .3 4 .5 4 .4 4 .6 1 .3% 3.9 %
Estate and Gift 3 .0 3.2 3 .5 3.8 4 .3 4.5 4 .7 5 .0 4 .9 5 .3 5 .9 6 .9% 11 .4 %
Alcohol 3 .1 3 .2 3 .1 3.2 3 .4 3.6 3 .6 3 .6 3 .6 3 .7 3 .7 1 .7% 0 .3 %
All Other 7 .1 7 .4 7 .7 7 .8 8 .3 10.0 12 .7 13 .5 14 .2 14 .2 15 .8 8 .4% 11 .0 %

Total State Taxes 246 .3 264 .1 284 .4 300 .7 311 .1 331 .2 354 .3 373 .8 399 .2 418 .6 443 .5 6 .1 % 5 .9 %
Annual % Change 7 .9% 7.2% 7 .7% 5 .7% 3.5% 6 .4% 7.0% 5.5% 6 .8% 4 .9% 5 .9 %

Total State Taxe s
(Constant 1987 $) 246 .3 254 .8 263 .3 266 .9 265 .5 275 .1 286 .7 295 .4 308 .4 317 .4 330 .2 3 .0% 4 .0 %
Annual % Change 4.7% 3 .5% 3.3% 1 .4% -0.5% 3 .6% 4.2% 3 .1 % 4 .4% 2 .9% 4.0%

Note : Does not include the District of Columbia .

Source : Tax Foundation, based on data from the Department of Commerce, Bureau of Census .
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A Tax Cut for
America
US. Representative Vito Fossella (R-NY)

During a late January speech in Buffalo ,
New York, President Clinton mocked th e
ability of the American people to spen d
their own money wisely. Talking about
FY1999's $76 billion budget surplus, the
President declared,"We could give it al l
back to you and hope you spend it right .
Do you really want to run the risk of
squandering this surplus that we have
worked so hard for . . "

Spend it right? Squander? There i s
probably no greater example of th e
fundamental philosophical differenc e
that separates those who place their
total faith in government from those
who place their faith in people than th e
President's ungracious comments . Some
believe government is better equippe d
to make decisions on behalf of all the
American people. They keep as much o f
your hard-earned money as they can in
Washington, so they can decide what i s

Those who oppose tax cuts speak of the surplus
as if the federal government earned it But the
reality is that the government never laid one
brick, nor drove a bus for 12 hours nor spent
years developing the latest computer technology
to create the surplus. The American people did .
They worked hard, they saved and invested and
created every penny of the $2.6 trillion surplus,
or as I see it, a $2.6 trillion overpayment.

in the best interest of you and your
family.

I want to send as much of tha t
money back home . While we have an
obligation to preserve and strengthen
Social Security and Medicare and in-
crease access to health insurance for al l
Americans, we must also provide com-
prehensive tax relief to expand our free-
dom and liberty. Decision-makers in
Washington are not in the best positio n
to determine what is right for a family o f
five in Dallas, a young married couple in
Denver or a single woman in Staten
Island .

They have forgotten that the path t o
prosperity does not begin in Washington .
It is paved in small towns throughout

FRONT & CENTE R

America, in communities like yours and
mine, built one brick at a time with the
sweat and hard work of determined me n
and women chasing the America n
Dream. We create prosperity by placing
our faith and confidence in people an d
by encouraging them to reach their ful l
potential .

When we overtax them, we smothe r
creativity, stifle innovation and inhibit
productivity. A tax, by its very nature ,
discourages people from undertakin g
certain actions . For example, when the
government established a priority t o
reduce smoking -- an activity it deeme d
harmful - it placed a tax on cigarettes .
The same goes for alcohol . But eve n
conservatives and liberals can agree that
hard work should be encouraged and
rewarded. Yet the present economic
policy of the United States is to overtax
work, to overtax savings and to overtax
investment — to overtax those most
enduring principles that have define d
our nation for over 200 years .

Federal taxes today capture a mind
-

boggling 20 .6 percent of GDP, the high-
est level since the end of World War II .
Families with incomes between $40,000
and $65,000 a year pay 41 .5 cents on
every dollar earned . The current level of
taxes for the median two-income family
now stands at $22,521, the highest ever
in our nation's history. Even more stag-
gering, the typical American family's tax
burden has been soaring to recor d
heights every year.

Yet in spite of current tax policy, the
American spirit has prevailed . The Con-
gressional Budget Office (CBO) recentl y
released its budget projections, and th e
figures are astonishing . The federal gov-
ernment is expected to run a surplus o f
several hundred billion dollars a year
over the next decade . By 2009, the sur-
plus will stand at $2 .6 trillion .

Those who oppose tax cuts speak of
the surplus as if the federal government
earned it . But the reality is that the gov-
ernment never laid one brick, nor drove
a bus for 12 hours nor spent years devel -
oping the latest computer technology t o
create the surplus . The American people
did. They worked hard, they saved and
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invested and created every penny of the
$2 .6 trillion surplus, or as I see it, a $2 . 6
trillion overpayment.

Now Congress must do its part an d
return as much of that money aspos-
sible to them The Republican Party
recognizes this fact, and recently, som e
members have coalesced around a plan
to cut taxes across-the-board by 10 per-
cent or eliminate the marriage penalty
and reduce the estate tax. Each of these
is a step in the right direction, but i t
must be the first installment of a more
comprehensive effort. We must chal-
lenge ourselves to be bold, to think big
and to put the people of this nation first .
We must pass a major tax cut for
America .

That is w by on the very first day o f
the new Congress, I introduced legisla-
tion,The Economic Growth and Tax
Freedom Act, which would slash rates
across the board by 30 percent . Taking a
page from the old John Kennedy and
Ronald Reagan playbook, my simple plan
would return billions of dollars of the
peoples' money back to the people .

For the first time in 30 years, the
pieces are in place to pass the largest tax
cut in American history. Not only is ou r
budget balanced, but a law is on th e
books — the Balanced Budget Act o f
1996 — that will prevent future deficit s
by imposing strict spending caps on a
free-spending President . And unlike pas t
years when one Democratic Congres s
after another failed to control its insa-
tiable appetite to recklessly spend more

money than it had, the federal govern-
ment is now required by law to balanc e
its books much like every family i n
America .

Just a few years ago, my hometown
of New York showcased for the natio n
the potent impact of slashing taxes an d
empowering people to pursue thei r
goals and dreams . Drowning in debt an d
faced with ballooning deficits, both New
York City and State dramatically cu t
taxes while limiting spending . Today, ou r
economy stands stronger than it has
been in years, surpluses are projected fo r
as far as the eye can see, people are
working, crime is down and optimism
and hope have replaced the frustration
and despair of yesterday.

But this lesson was actually prove n
twice before in Washington by two Presi-
dents of vastly different philosophica l
backgrounds but who shared a common
vision . Both President Kennedy an d
President Reagan understood the that
returning billions of dollars to the pri-
vate sector spurs real economic growth ,

creates millions of new jobs, raises livin g
standards and prosperity, increases rev-
enue, enhances productivity and em -
powers families . During their Administra-
tions, both Kennedy and Reagan stake d
their reputations on the comprehensive
tax relief measures, and in both cases ,
America won .

During the 1960s, President
Kennedy's tax cuts led to an economic
boom unrivaled in the 20th century . Th e
economy expanded by 42 percent dur-
ing the Kennedy/Johnson era, rea l
growth averaged 4 .9 percent, the highes t
level of any decade this century, an d
revenue climbed by 62 percent . Durin g
Reagan's presidency, the results were no

less startling . On his watch,America
created 20 million new jobs, persona l
income went through the roof, living
standards reached record highs and
economic growth averaged nearly 4
percent .

So impressive was the impact that
even President Clinton's own Council of
Economic Advisors admitted that,"It i s
undeniable that the sharp reductions in
taxes in the early 1980s was a stron g
impetus to economic growth . "

Today, of course, we hear otherwise .
These proponents of big governmen t
told us for years that we couldn't cu t
taxes when there was a deficit, and now ,
despite a multi-trillion dollar surplus ,
they still say we can't cut taxes . The
believers in big government will neve r
understand that sending money back t o
every small town and community wil l
unleash the enormous power and en-
ergy of our nation's greatest asset — the
American spirit . By cutting taxes, we will
give people greater control over their
lives and their destiny, and the incentive

to fulfill their goals and dreams .
So to Congress and the nation, I

offer a simple challenge : Let's put a 30
percent across-the-board tax cut on th e
table . Let's have a debate and then a
vote, and let those who vote against it go
back home to their communities and
explain exactly why the hard-working
American people do not deserve to kee p
more of their hard-earned money. &!

The Tax Foundation invites a nationa l
leader to provide a "Front and Center"
column each month in Tax Features .
The views expressed are not necessar-
ily those of the Tax Foundation.

During their Administrations, Kennedy and Reagan
passed comprehensive tax relief measures, and i n
both cases, America won. . . . Now, proponents of big
government who told us for years that we couldn' t
cut taxes when there was a deficit, still say we can' t
cut taxes despite a multi-trillion dollar surplus .
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How Uncle Sam's Spending Habits Have Change d

President Clinton's newly proposed
budget plans to restrain most types of
federal spending, according to a new
analysis of the budget from the Tax Foun-
dation (see Publication Summary at
right) .

Some spending categories would see
an increase over the next five years ,
however, notably transportation and
education . Spending for roads and othe r
transportation projects would be up, an d
the budget suggests higher spending fo r

more teachers, after-school programs an d
Head Start .

Federal outlays would rise fro m
$1,727.1 billion in FY 1999 to $1,765 . 7
billion in FY 2000 . They would rise to
$1,992.0 billion in 2004 . As a percentage
of GDP, however, federal outlays would
fall steadily from 19 .4 percent in FY
2000 to 18.4 percent in 2004, then even
further to around 17 percent in FY 2009 .

The budget shares of the majo r
categories of federal spending under the
Clinton plan are illustrated by the five
columns of the figure below correspond-

ing with fiscal years 2000-2004 . Histori-
cal data is provided for context .

Federal outlays are divided into two
broad categories, discretionary and man-
datory/net interest. Discretionary spend-
ing is determined by the annual appro-
priations process, while so-called manda-
tory outlays are predetermined b y
statute . Since interest payments on
federal debt are a pre-existing legal obli-
gation, they are combined with manda-
tory outlays .

The thick line delineating the two
categories illustrates how the composi-
tion of federal outlays has changed over
the past four decades . Until the late
1960s, more than 70 percent of all fed-
eral spending was discretionary, and
therefore controlled by the annual ap-
propriations process . Entitlement pro -
grams enacted in the late 1960s ha s
reversed that 70-30 split .

The only element of th e
Administration's budget that could eve n
slightly change this trend is its plan to
use surplus funds to pay clown the na-

tional debt . This would significantly
lower interest expenses while the en-
titlement portion of mandatory spending
remains essentially unchanged .

Publication Summary

General : Special Report No . 86 ; ISS N
1068-0306 ; 6pp . ; $10 or $50/yr. for 1 0
Special Reports on varied fiscal issues
Title : The President's Fiscal Year 200 0
Budget
Author : Patrick Fleenor
Date: March 199 9
Subject : Analysis of the President's
annual budget, especially its new rev-
enue provisions, with historical data o n
federal receipts and expenditure s
Tables : Distribution of Net Revenu e
Increases in the President's Budget by
Income Class, FY2000-2004; Federa l
Receipts and Outlays as a Percentag e
of GDP, FY1960-2009 ; Federal Outlays
by Type, FY1962-1999 ; Federal Outlays
by Type, Budget vs . OMB Baselines ,
FY2000-2004 ; Federal Receipts b y
Source, FY1962-1999 ; Federal Receipt s
by Source, Budget vs . OMB Baselines ,
FY2000-200 4

Federal Outlays by Type
Fiscal Years 1962-2004

Nondefens e

Defense

Mandatory Tren d
Lin e

Interes t

Other Mandatory

Medicai d

Medicare

Social Security

100%

90%

80%

70%

60%

50%

40%

30%

20%

10 %

0 %

Source : Tax Foundation, Office of Management and Budget .
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Hiding

	

tcti
In the T• Code

Free trade rules . Even facing a large an d
growing trade deficit,Americans today
would find a call for higher tariffs o n
imported goods laughable .Yet we have
had a highly protectionist system in
place for decades, and the U .S .Treasury
in both Republican and Democratic Ad -
ministrations continue to defend it .

Where is this protectionist scourge?
In the federal income tax, specifically th e
taxation of income that Americans earn
abroad .

This policy of taxing Americans '
foreign income raises only a modest
amount of revenue .The real purpose is t o
use the tax code as a sneaky system of
tariffs to discourage U .S . individuals and
companies from investing abroad.

Protectionism generally arises when
a government sees a threat to domestic
employment from lower-cost or higher-
quality foreign goods .These competitive
pressures force domestic suppliers t o
become more efficient or go out of busi-
ness . Companies whose shareholders an d
employees are clearly suffering from
foreign competition often appeal to the
government for protection . When th e
foreign competition is selling goods be -
low cost, such as has been reported re-
cently with Japanese and Russian steel
imports into the United States, the gov-
ernment can and should take action to
halt the imports . When foreign compa-
nies are just good competitors, the U .S .
government must, and usually does, resis t
calls for protectionist tariffs and quotas .

Taxes are rarely a determining facto r
when a company decides where to estab-
lish operations . But taxes do play a role .
When a U .S . company can locate opera-
tions in a lower-cost foreign jurisdiction ,
it becomes more competitive whether
the lower costs are due to lower wages
or lower taxes . U .S . tax policy is to elimi-
nate lower foreign taxes as a reason for
establishing foreign operations by impos-
ing tax on the foreign income of its citi-
zens as though the income were earned
at home .

To miti-
gate double
taxation, th e
U .S . taxpaye r
is allowed to
take a limite d
credit against
its U .S . tax
liability for foreign income taxes paid .
Suppose, for example, General Motor s
made $100 million in Canada . Suppose it
paid $30 million in Canadian income tax .
It would then owe on a pre-credit basi s
$35 million to the U .S . government, but it
would get a credit for the $30 million
paid to Canada, so it would owe $5 mil -
lion to Uncle Sam on an after-credit basis .

The concern addressed by U .S . inter-
national tax policy is that the U .S .-owned
foreign operation could export lower-
taxed goods to the U .S . or could replace
higher-taxed U .S .-source exports . Eithe r
way, domestic producers and their em-
ployees would come under even stiffe r
competition . While this rationale is popu-
lar in some quarters, it is fundamentally
protectionist in nature and indistinguish-
able in intent from a simple tariff.

Even the language used by propo-
nents of tariffs and the defenders of cur -
rent tax law is the same .A tariff is de-
fended because foreign plants would
otherwise be able to sell lower-cos t
goods in the U .S . and U .S . jobs would be
lost as a result . Defenders of current
international tax law argue it is neede d
to prevent "runaway plants," that is, to
discourage U .S . companies from setting
up plants abroad instead of in the U .S . ,
thereby costing U .S . jobs .

The defenders of current tax law
argue that it comports with tax neutralit y
and therefore is on a sound theoretical
basis .'I'he notion of neutrality they refer-
ence, however, is very different from any
definition of neutrality used in domestic
tax policy. It is, in fact, a counterfei t
erected to justify a protectionist policy .

In fairness, many defenders of cur-
rent tax law are adamant free traders .

Many were convinced long ago tha t
current law is essentially correct and so
they fail to see its protectionist conse-
quences . However, many of them also
know full well how current U.S . interna-
tional tax law hinders the ability of U .S .
companies to compete in international
markets .

Thus they find themselves in th e
intellectual box of arguing for a balance
between competitiveness and neutrality ,
as the defenders of current law define
neutrality. What these fundamental free
traders must realize is that there is no
balance between competitiveness an d
true tax neutrality. They must realize that
neutrality properly defined and codifie d
in the tax law allows U .S . companies to
be as competitive as they can be withou t
moving into the realm of tax subsidies .

Countries generally protest whe n
one of their trading partners engages in
unfair, protectionist practices .A fair ques-
tion to ask then is, if U.S . tax policy i s
protectionist, why do our trading part-
ners not protest? The answer is simple .
The only parties injured by protectionis t
U .S . international tax policy are U .S . citi-
zens . Foreign companies and foreign
workers actually benefit.

When a U .S . company is deterred
from making a competitiveness-enhanc-
ing foreign investment due to U .S . inter-
national tax policy, in today's world it i s
highly likely that a foreign company wil l
be ready and willing to take its place .
Perhaps the U.S . company saw a cos t
advantage that will now go to the foreign
competition . Perhaps the U .S . company
saw a market opportunity that will now
go to the foreign competition . It does no t
matter where the foreign operation' s
sales take place . Because of U .S . tax
policy sales which could have been made
by a U .S . company now belong to a for-
eign company.

Like most forms of protectionism ,
U .S . international tax policy is a double-
edged sword . Usually, however, U .S . con-
sumers suffer to benefit U .S . companies .
In the case of U .S . international tax
policy, U .S . citizens get cut with both
edges since both consumer and produc-
ers suffer. •

JD. Foster, Ph .D.
Executive Director &

Chief Economist
Tax Foundation
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Ways & Means Solicits Tax Foundation Perspective o n
Social Security Reform
At the request of the House Ways & Means
Committee, Dr. J .D. Foster, Executive Directo r
and Chief Economist of the Tax Foundation ,
testified in February on the need to use th e
current budget surplus to prevent the Socia l
Security Trust Funds from going broke .

Foster urged Members of the Committee
to "personalize" the pension part of the pro-
gram. "The President's support signals an
effective consensus that some of Socia l
Security's current surplus should be investe d
in private markets ."

Foster predicted that the political left,
coolest to Social Security reform, would even-
tually warm to it because reform directly ad-
dresses the core goal of the left—elevating
the economic status and dignity of workers ,
including the poor and disadvantaged .

Social Security reform would accomplish
this by accumulating wealth on behalf of low -
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