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- Taxation . .
Congress of the Unlted States

We have been reviewing the activities of the Bureau of Alcohol, Tobacco

~ and Firearms (BATF)..One of our objectives was to examine economic -

1nefflclenc1es and admlmstratlve problems associated with the current

- _aleohol excise tax system. This report documents that information and

builds. on related information in our prior reports on restoring excise -

| “taxes to past levelst and improving compliance with occupational t.axes.2

The report was prepared, not at your request, but pursuant to GAO's

basic statutory authority. We undertook the effort to assist Congress as .
--it considers possible excise tax changes during the current budget delib- _
eratlons A detailed descrlptlon of our objective, scope and methodology;.
: 'comprlses appendlx I i

 BATFis responsible for colleoting the excise taxes imposed on alcohol and
- tobacco products and certain firearms—taxes that generated a total of -
-over $10 billion in fiscal year 1989. (See app. II for a list of the excise =

taxes collected by BATF.) Early excise tax rates were generally estab-
lished by Congress to generate revenue—especially to meet wartime
revenue needs. The current excise tax rates were developed on an ad .

hoc basis over the years-and do not reflect a comprehensive approach © |

considering such factors.as econom1c eff1c1ency and ease of
administration. .

As discussed in our 1989 report, many excise tax rates are based on per
unit amounts rather than a percentage of the product’s price and have -

- generally not been changed to account for inflation. Most excise taxes on

beer, wine, small cigars, cigarette papers, and some firearms have been
imposed at their current rates for almost 40 years or more. Since 1951,
for example, inflation has increased prices by about 4_00 percent. Thus,

I'rax Policy: Revenue Potential of Restoring Excise Taxes to Past Levels (GAO/GGD—89 52,May 9, ‘
1989). ‘

2Tax Administration: Compha.nce and Other Issues Assoc1ated With Occupational Excise Taxes
(GAO/GGD-86 49, June 5, 1986). ,
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these per unit excise taxes impose a lower tax burden today than when
‘they were last changed. Accordingly, excise taxes have generated a- ?
declining percentage of all tax revenues (3.6 percent in fiscal year
1989—down from 8. 3 percent in fiscal year 1969). In addition to

o updatmg the rates to reflect inflation, some organizations have stated

that raising alcohol and tobacco excise taxes could decrease consump-
tion of these products, thereby reducing the associated adverse health
‘effects and other'social costs.?- - :
The rates for alcohol excise taxes vary con31derably by type of product
therefore, beverages with the same alcohol content are taxed at dif- ]
~ ferent rates. Distilled spirits are taxed at $.20 per ounce of alcohol while |
~ beer is taxed at $.05 per ounce and table wine at $.01 per ounce. Wines
-with similar alcohol content are also taxed differently, dependmg on ‘
whether they are table wines, artificially carbonated wmes (such as: i
wme coolers), or sparklmg wines. S

Before 1980 all mgredlents (mcludlng wine, flavors,* and dlstxlled
 spirits) were taxed individually before being combined into a final !
- product. The Distilled Spirits Tax Revision Act of 1979 changed the |

taxes so they are levied on the final product. To compensate distilled’.” |

spirits producers who used lower-taxed ingredients (i.e., wine and !
~ -flavors), Congress amended the Internal Revenue.Code. (26, US.C, 5010) |
to provide a tax credit. Products such as cordials, liqueurs, blended = ;
whiskeys, vodka, and gin are eligible for this tax credit. The credit |

-allows distilled spirits producers to derive up to 50 pércent of the
~alcohol content of their beverage from lower-taxed wine and up to 2.5 -
“percent of the alcohol from lower-taxed flavors, leavmg a required min-

irnum of 47.5 percent of the alcohol derived from distilled spirits. Sec— -

tion 5010 reduces the effective tax rate for distilled spirits products
‘containing winé and flavors substantially below the $12 50 per proof-
gallon® tax rate for dlStllled sp1r1ts '

In addltlon to the excise taxes,_BATF also administers the special occupa-
‘tional taxes imposed on all businesses that manufacture or sell alcohol,

3F‘ederal Taxation of Tobacco, Alcoholic Beverages, and Motor Fuels (Congressional. Budget Office,
June 1990) and Teena e Smoking; Higher Excise Tax Should ngmﬁcantly Reduce l:he Number of
Smokers (GAO/ -119, June 30, 1989). .

4A flavor is a food additive that is either neutral or can impart both taste and aroma to a beverage
_ but when tasted alone is unfit for use as a beverage. :

5A proof-gall_on is a gallon-of 100 proof spirits (50 percent alcohol by volume). The tax on distilled A
spirits of lower or higher proof is $12.50 per gallon multiplied by the ratio of the proof to 100, .
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Results in Brief

tobacco;.or-fireai'ms. Originally established in the 1800s to ’generate rev-

-.enue for the Civil War, these taxes generated about $129 million in fiscal

year 1989-—primarily from the 420,000 alcohol retailers BATF has. identi-
fied as.liable: for the tax. BATF took over responsibility for collecting- spe-
cial 0ccupat10na1 taxes from the Internal Revenue Service (IRS) i in July
1987, and the Omnibus Budget Reconciliation Act of 1987 increased
these rates effective J anuary 1988 (see app. HI).

Economic inefficiencies and administrative problems have arisen due to
the nation’s fragmented alcohol excise tax structure. The tax rates were
developed on an ad hoc basis without apparent consideration for their -
collective effect of altering the industry’s product development and cost
structure or on BATF's administrative burden in implementing these ‘

taxes.

The diffei'e‘ntial tax rates on aleohol products result in similar products

being taxed. differently. For example, table wine is taxed at arate 95 -

percent lower than sparkling wine because the latter was at one time - e
viewed as a “luxury’’ product. Further, tax differences resulted in a tax
credit that has promoted the development of more costly products man-
ufactured to gain the advantage of special tax treatment.

The section 5010 tax credit has provided producers with an incentive to-

use wine and flavors in distilled spirits products. These additional ingre-

dients can increase the cost of a distilled spirits product by 200 percent

or more, but these added costs are more than offset by the tax credit.
BATF and lndustry officials told us that these 1ngred1ents are sometimes
added to obtain the tax benefits, rather than in response to product

‘ requirements, market demand, or cost. Since enactment of the credit,

production has outpaced original projections, as have the federal rev- -
enue losses, which now total about $90 million annually. The tax credit
also creates administrative problems, and generally BATF is unable to

_ verify compliance with this tax credit without extensive investigation.

We believe that tax rates per ounce of alcohol should be standardized
across products to promote more efficient economic decisions by

industry and eliminate the need for the credit. Only when taxes are neu-

tral as to product can the market emerge as the primary mechanism gov-
erning production decisions. Both consumers and taxpayers could
beneflt from such a change.
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Basing Excise Taxes
on Alcohol Content

Would Equalize the

Tax Rates |

‘sial since BATF began identifying and contacting retailers who had been |

The special occupational taxes BATF administers have become controver- |
[

unaware of théir obligation to pay the tax. Special occupational taxes:
are also cumbersomie to administer because they require collecting rela-

 tively small amounts ($250 annually for alcohol retailers) from a large’
- number.of taxpayers. BATF spent a relat1ve1y higher amount of resources
to collect special occupational taxes in fiscal year 1989 ($.08 for every

$1.00 collected) than to collect alcohol and tobacco excise taxes ($.005 -
for every $1 00 collected) ,

Several options ex1st for simplifying special occupational taxes. These

options would lower both the compliance burdens faced by thousands of
small retailers and the administrative burdens faced by BATF. In its fiscal

year 1991 budget, the administration has proposed eliminating special
occupational taxes on alcohol retailers and increasing special occupa-
tional taxes on the lesser number of alcohol producers and wholesalers
An alternative approach, which would eliminate some administrative
costs and small business compliance burdens, would be to eliminate the
separate occupational tax and slightly increase (by about 2 percent)
existing excise taxes on alcohol, tobacco, and firearms to obtain the

. same amount of revenue. Yet another approach would be-to collect -
~ aleohol special occupational taxes from only producers and importers

)

(who already file excise tax returns). This could decrease administrative |

costs while maintaining a spec1a1 occupational tax.

Excise tax rates on alcoholic beverages were developed on an ad hoc

basis over time to generate revenue for various purposes, such as to _
finance wars, and this process has resulted in different rates for various
products. Moreover, the rates of taxation have been eroded due to infla-

_ tion. For example, as shown in appendix II, most of the current tax rates -

for beer and wine were last changed in 1951, during the Korean War.
The current rates tax beer at about 3.3 percent of the price; it would be
about 11.9 percent if it had been indexed since 1951. Table wine is cur-

rently taxed at 1.9 percent but would be taxed at 7.1 percent if the rate

had kept pace with inflation since 1951.

The excise tax rates for distilled spirits, beer, and wine are not deter-
mined by the relative alcohol content of each of these products. Rather,

distilled spirits are taxed at $12.50 per proof-gallon; beer is taxed at $7
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D1fferent Alcohol Tax
Rates Encourage
Production
Inefficiencies

L cent of the alcohol excise tax revenues in fiscal year 1989.
‘k When comparmg these tax rates on the bams of an ounce of alcohol,
- $.05 an ounce; and table wine (with less than 14 percent alcohol) is

vequally would ellnunate the current mix of different rates that depenj
-on factors such as the type of product or the ingredients used. For

. * alcohol content from addmg distilled spirits to a fermented wine (these i
_are fortified W1nes) Yet because the final product is classified as a wine,

_ ,derlved from distilled spirits. -

_ -There are also SOme's'ignificant differences in the current tax rates that” '
result in disparate treatment of similar products and therefore affect

- $25 a bottle is taxed at $0.17 a wine-gallon while a sparkling wine tha ;

_ been viewed as a luxury tax. In today’s market, however, premium table-

- to $9 per barrel;s and wine is taxed at $. 17 to $3.40 per Wlne-gallon 7.

Because distilled splrlts are taxed more heavily, they provided 66 per-;"{;?1

dlstllled spirits are’ taxed: at the rate of $.20 per ounce, beer is taxed a

taxed at $.01 an ounce. Taxing the alcohol content in all these beverages

example, some wines actually derive most (about 90 percent) of then*

it is taxed at a lower rate, although most of the alcohol it containsis . -

consurmers of these products For example, a table wine that sells for

sells for the same or a lower price and contains the same amount of -
alcohol is taxed at $3.40 a wine-gallon. The tax on sparkling wine ‘has s

wines can cost as much or more than sparkling wines, but they are
taxed at a rate that is 95 percent lower.

gress to amend the Internal Revenue Code in December 1980 to provide =

R 7A wme-gallon is a phrase used by BA’I‘F to distinguish it from a proof-gallon. It is equivalent to on

The d1fferences intax rates on various alcohol products prompted. Con— |

a tax credit for producers who use wine or alcoholic flavors in their dlS-:i‘,
tilled spirits products. It was designed to offset the effect of the differ-
ential tax rates by compensating distilled spirits producers who used . -
lower-tax ingredients (Wme and flavors) in their products. Thistax = :
credit, which producers claim on their excise tax returns, can lower the
effective tax rate for a distilled spirits product from the current rate of 5
$12.50 per proof-gallon to as low as $6.30 per proof-gallon. i

T

i

The section 5010 tax credit acts as an incentive to use wine and flavors.
in distilled spirits products to achieve a lower tax rate. The addition of

50ne barrel contams 31 gallons.

gallon of wine.
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wine and flavors may comprlse up to 52 5 percent of the alcohol content |

of the beverage—-50 percent from wine and 2.5 percent from flavors. :

These additives can be used in a wide variety of distilled spirits bever-
ages, such as cordials, pre-mixed cocktails, blended whiskeys, gin, and
vodka Wlthout substantlally changing the beverages character or taste.

BATF and pmvate mdustry officials said that some- distilled sp1r1ts manu-

~ facturers have changed their production processes to qualify for this '
~credit. Producers of some ¢commonly used fruit wines said that addmg

their wines to distilled spirits products doubles the manufacturing costs '

‘because the wine additives cost more than distilled spirits. Table 1

shows an example BATF provided that illustrates how the tax credit. .-

lowers the total production cost (including taxes). A 42-proof cord.ial”s"‘:‘} '
“material costs would increase from $.27 (using only distilled spirits) to

$.81 per gallon when using the maximum amount of wine allowed-—50-
percent wine content. At the same time, the tax credit would reduce the

~ tax expense by $2.28, thereby lowermg the cordial’s total cost by $1. 74

per gallon _

Table 1: Comparative Costs Per Gallon of —
'-.a 42-Proof Cordial’ Contammg Varlous o ‘ o B : . Distiled 25 percent 50 percent
Levels of Wine-. ' s spirits wine - wine.__

‘ Cost of spirits. TR $.27 $.20 $.13
"Costofwine - .. . . - ' 00 34 68

. Totalcostof materials - .~ | 27 54 . 81

Tax expense ' ' 5.25 4,11 2:97.

Total cost per galion v 552 465 378

Net cost advantage®. ‘ . .00 87 1.74

aNet cost adi/antage is the overall cost difference between usrhg only distilled spirits in a cordial and

. adding wine ingredients. It is the sum of the additional material costs and the amount of tax savings.
_Source: Bureau of Algohol, Tobacco and Firearms, ‘

We believe that this incentive provided by the tax credit distorts the
production process because it encourages an inefficient allocation of
resources to make these products. Taxing the ingredients differently
leads to an inefficient combination of ingredients because production:
decisions are based on tax rates, not on which ingredients are less
costly :

In addition to increasing economic inefficiency, significantly more tax
revenues are being lost through use of this tax credit than Congress
originally estimated. When the credit was enacted in 1980, Congress

estimated that the total credits for both domestic and imported products

Page 6
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~ would be about $19 million annually (or about $28 million annually in

1989 dollars). Use of the credit has increased steadily, however, and
BATF's data show that in fiscal year 1989 the credit amounted to about -
$90 million—$60 million for domestic and $30 million for imported .
products. Figure 1 shows the increase in tax credits taken by domestlc ’

manufacturers durl_ng fiscal years 1981 through 1989.

Figure 1 Domestic Tax Credlts Taken

Under Sectlon 5010 70 Donm s mililons.
1881 1962 1963 1984 1985 1966 1967 1988 1989
Fiscal year : .
‘Source: BATF estimates.
The Section 5010 Tax In addition to the revenue loss and economic inefficiencies due to the
Credit CauSes E credit, BATF also has some problems administering section 5010. Because

“Administrative Problems

it would be cheaper for manufacturers to use distilled spirits and a trace
of wine or flavors and then claim the credit without actually using the
lower-taxed wine and flavors, it is important that BATF ensure compli-
ance with the provisions of the ¢redit. BATF attempts to monitor the use
of this tax credit by verifying that the wine and flavors were in fact
added to the beverage for the tax credit, but BATF officials told us that

' BATF is unable to’ adequately ensure full compliance with this credit for .

several reasons.

First, laboratory tests, while sufficiently detailed to examine parts per
billion of each ingredient, cannot determine the source of the alcohol

S
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The Current Structure

for Collecting Alcohol
Special Occupational
Taxes Is Inefficient

contamed in the beverage Therefore, a thorough inspection of the com- .

pany’s records is required to determine exactly what 1ngred1ents were

~used to make the product.

be relatively complex and time-consuming in comparison with other

~alcohol inspections because the inspectors must trace the sources of all

alcohol used in each beverage. Distilled spirits plants may produce sev-
eral different beverages, each taxed at different effective rates, and .

| - may also change the products formulas. A BATF official said that it 1s

difficult for inspectors to determine whether the correct amount of tax

the company’s various products are totalled into one line item, so it is
not clear from the tax return specifically for which products the credit
is bemg claimed and how much is being claimed for each product. Verl-
fying the amount claimed requlres checking the supporting records

Third, mspectors do not have the authority to inspect distilled splrlts ‘
plants in other countries. As a result, BATF is unable to verify that wine

-or flavors have actually been added to lmported products that claim the

tax credit.

The section 5010 tax credit has made using costly wine addltlves a
viable option for distilled spirits producers, but for BATF it is both diffi-
cult to administer and énforce. The resources used to produce products '

. to meet demand generated by this tax credit could be more eff1c1ently

used elsewhere in the economy. Taxing an alcoholic beverage on the
basis of its alcohol content, rather than on how it was made, would be a

_ more efficient approach. Such an approach would eliminate any need

for this tax credit, thus simplifying both the tax system and its

_ admlmstratlon

Special occupational taxes on alcohol, tobacco, and firearms businesses

provide a relatively small amount of revenue, although the taxes were
originally enacted to generate revenue. Of the almost $129 million gener-
ated by these taxes in fiscal year 1989, $127 million came from. alcohol :
taxes, $1.6 million from firearms taxes, and about $.2 million from

tobacco taxes:® Special occupational tax rates range from $250 for

alcohol retailers to $1,OVOO_ for manufacturers and other businesses, as .
shown in appendix III. -

* 8Numbers do not add to $129 milkion due to rounding.

Page8 ‘GAO/GGD-90-123 Alcohol Excise Taxes

. Second 1nspect1ng the records of companies claiming this tax credit can

. was paid in each instance. When claiming the tax credit, all credits from




T I

B-241041

. cial occupational taxes range from high volume liquor stores to small

Most of the special occupational taxes BATF collected (almost $118 m11- ‘
lion,.or about 91 percent of the total) are from alcohol retailers. :
According to a BATF official, BATF has identified about 420,000 of the . :
550,000 estimated retailers liable for paying special occupational taxes ‘
The lists of eligible taxpayers must be continually updated as companies
start or go out of business. Alcohol retailers subject to the current spe--

“mom and pop’’ grocery stores. Other businesses that sell alcohol (such
as private clubs, limousines with a bar or that serve champagne, and. .
florists that deliver wine and ﬂowers) are also liable for the special *

occupatlonal tax.

Smce assummg respon51b1hty for specml occupational tax collectlons

~ from IRS in July 1987, BATF has had problems identifying all of the
“alcohol retailers subject to the tax and collecting amounts due from

them. When BATF took over responsibility for these taxes, it matched
information from IrS’ database with state liquor license lists to 1dent1fy
those who were not paying the tax.? Some of the noncompliant retailers.
BATF identified were not aware of the tax and, because they had not pald ;
for many years; owed substantial sums (including penalties and L
interest). This resulted in numerous complaints to Congress from
affected retailers. ‘

These special occupational taxes are relatively costly to administer, pati
ticularly when considering the small amount of revenue generated. BATF
estimated that it spent $10.3 million to collect the $129 million in speclal :
occupational taxes in fiscal year 1989—a cost of $.08 for every $1 00
collected. In contrast, alcohol and tobacco excise tax collections -

-amounted to $10.1 billion in fiscal year 1989, and BATF estimates it cost |
“about $51.5 million to collect—a cost of $.005 for every $1.00 collected,
~which was about 16 tlmes lower than the collection cost for special occu-

patlonal taxes.

LR biiid

Alternative Approaches |

Could Improve Special
Occupational Tax
Collections

‘In its fiscal year 1991 budget, the administration has proposed elimi- :

“and 2,100 alcohol producers. By reducing the number of taxpayers, the

nating the special occupational tax on retail alcohol dealers and
increasing the special occupational tax rates for the 11,000 wholesalers

administration expects that compliance will improve and that the tax
will cost less to administer. This proposal, which would involve flat

9Tax Administration: Compliance and Other Issues Assoc1ated With Occupatlonal Excise Taxes
(GAO/GGD-86-49, June b, 1986), page 30.
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amounts applied to wholesalers and producers, was designed to gene‘rate
. at'least $190 million annually—$61 million more than was collected
. under the current rate structure in fiscal year 1989.1

The admmlstratlon S proposal to eliminate spec1al occupatlonal taxes on

retailers would significantly increase the tax burden for wholesalers and

~producers, who paid approximately $7 million of the $129 million col-"
lected in fiscal year 1989. Their increased tax liability would be substan-

- tial (from the current rates of $500 or $1,000 to new rates of $12,000

for wholesalers and either $30,000 or $65,000 for each manufacturmg
facility). This tax structure would have taxpayers Wlth vastly dissimilar
incomes paymg the same hlgher amount.

Industry representatlves and BATF sa1d these increases could adversely.
-affect small producers who would be unable to pay the increased tax. =
Small producers would probably be unable to pass this higher tax on to
consumers because they have to price their products competitively in
the market. Large producers, on the other hand, could recoup some of .
the additional cost by increasing prices by only a small amount. The
industry representatives also question the fairness of taxing compliant
taxpayers (producers and wholesalers are issued permits by BATF and.
thus are easily identified) more heavily because others (alcohol -

retailers) are not compliant.

Fairness, including;theability to pay, is important to consider in restruc-
turing special occupational tax rates. In addition, the purpose of the tax
should be considered. If special occupational taxes are levied primarily
* to obtain revenue (as when they were first enacted), we believe that a ‘
better alternative would be to eliminate special occupational taxes alto- -
- gether and increase the excise tax rates sufficiently to offset the
decrease in occupational tax receipts. Given the current amount of
alcohol, tobacco, and firearms excise taxes BATF collects (over $10 billion:
in fiscal year 1989), the adjustment required to obtain the $190 million
that the administration is proposing would be minimal. Existing excise -
tax rates would have to be increased by about 2 percent to generate this
amount of revenue. This approach would be more efficient and less
costly than maintaining separate accounting and collectlon efforts for
specxal occupatlonal taxes.

124 nother alternative the administration is considering is to require wholesalers to verify that
retailers have paid their special occupational taxes before allowing them to purchase any alcoholic
beverages. According to BATF officials, this system would be similar to procedures wholesalers now . -
follow for state liquor licenses and could generate additional revenue by. mcreasmg compliance
. without changmg the existing tax structure.
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' 'On the other hand, if Congress now intends spec1al occupatlonal taxes to
actasauser feeto’ recoup some of the costs associated with regulatmg '
' these mdustrles, then Congress may not want to eliminate them. An - .
‘ alternatlve approach would be to tax alcohol producers and importers .- ‘
* ~and vary the special occupational tax due on the basis of the size of the -

company. Although this approach differs from the administration’s pro- ]

posal in that it would not tax wholesalers, it is similar in that it would -
ehmmate the speclal occupatlonal tax for retallers and would, therefore,
be more eff1c1ent and easier for BATF to administer. By not taxing whole-"

' ‘salers, this’ approach ehmmates the need for a separate collection mech- -

anism for wholesalers since they do not pay alcohol excise taxes. In

addition, producers and importers are the primary “users’” of BATF's reg- .

ulatory activities. As part of this approach, Congress could vary the
taxes by establishing several categories on the basis of the size of the

company so that large producers and importers would pay a proportlon- -
~ ally larger share of the tax o

‘Conclusions

The ex1st1ng structure of the alcohol excise tax system has led to eco-
" nomic inefficiencies and administrative problems. Standardizing thetax .=
rates on the basis of the alcohol contained in the product, rather than on =
the basis of what ingredients it contains, would encourage more effiCient-‘ -

- économic de01s1ons by producers and eliminate the need for the sectlon

. _5010 tax credlt

Thevspeclaly occupationalf taxes, how_ primarily paid by alcohol retailers, ‘
are both difficult to collect and administer. The same amount of revenue . |

could be generated and special occupational taxes could be eliminated

- altogether by slightly increasing existing excise taxes on alcohol,

tobacco, and firearms. If Congress does not want to eliminate special

- occupational taxes entlrely, collecting them only from alcohol producers
and 1mporters and varying the tax on the basis of the size of the facxhty '
_could reduce administration and collection costs. .

In addition, the excise taxes BATF administers have not been changed for'
years, and they impose a lower tax burden than when they were last

changed. Indexing these taxes or converting them to rates that represent'”'

a percentage of the price of the product would help them keep pace w1th

: mﬂatlon
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" Inour oplnlon due to the economic 1neff1c1enc1es and administrative K
v Matters fOI‘ o burdens ex1st1ng under the current excise tax rate structure, Congress .
' CongreSSIOHal _._should consider simplifying the structure of alcohol excise taxes. First,
Con51derat10n - .. . Congress should consider standardizing alcohol excise tax rates across
o products on the bams of the percentage of alcohol ina beverage regard-;‘tf“-i

iy

sectlon 5010 tax credlt

L Congress should also con51der the role of special occupatlonal taxes in j;' ;
“relation to the broader excise tax rate structure. Given the excessive
. admimstratrve costs and comphance burdens involved in generating rel- "
 atively. small amounts of revenue, Congress should consider changing |
 the special occupational tax by either (1) eliminating it with a corre-
~sponding increase in excise tax rates or (2) collecting the tax from only
producers and unporters and varying the tax on the b331$ of the size of ]
the facllity ‘ .

As' Congress deliberates about the structure of these taxes it may also . .,
~ want to adjust the rates to keep pace w1th 1nflat10n as we pomted out 1n,$t
our 1989 report on exc1se taxes ' : . s

BATF off1c1a]s rev1ewed a draft of this report. They agreed that we accu-:
rately presented the information contained in this report, especially the'
information on the dlfflcultles of administering the section 5010 tax .
credit and the various alternatlves for restructuring the special occupa-'z
“tional tax, They also prov1ded additional mformatlon that we mcorpo-
, rated 1nto this report

' We ’,are providing copies of this report to the House Ways and Means =
Committee, the Senate Finance Committee, the Director of BATF, and the
Secretary of the Treasury Copies w1ll be made avallable to other inter--

_ ested parties upon request
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The maJor contributors to this report are listed in appendlx V. If you
have any questions, please contact me on 272- 7904

Qi 4 Attt
’b’v PaulL. Posner

- Associate Director, Tax Policy
and Admlnlstratlon Issues -
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ObJectlve Scope and Methodology °

Our objective was to identify economic inefficiencies and administrative .

". problems relating to excise taxes admlmstered by BATF that may be of

~ interest to Congress as it considers changes to those taxes. Specifically, -
our review covered the structure of alcohol excise tax rates, the use of

the section 5010 tax credlt and the admmlstratlon of spec1al occupa-
tional taxes . : .

We based our analy51s on information obtamed from BATF regardmg
excise tax revenues, collection processes, and other issues concerning
the section 5010 tax credit and special occupational tax collections. We
interviewed BATF officials and obtained budget, accounting, and staffmg
‘data at BATF's Tax Processing Center in Cincinnati, Ohio, which i is prima-
rlly responsible for special occupational tax collections. We reviewed the
June 1990 Congressional Budget Office study on the “Federal Taxation
of Tobacco, Alcoholic Beverages, and Motor Fuels” as well as prior GAO
reports and various articles on excise taxes and excise tax policy. We
met with representatives of the alcohol industry to discuss their views
on alcohol excise tax credits and special occupational taxes. We also
reviewed the legislative history of current excise and special occupa-
tional tax rates as well as the tax credit provided by section 5010.

We did our work from December 1989 to July 1990 in accordance with .
generally accepted government auditing standards. '
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_Appendlx 11

Selecteel EXClse Taxes Thelr Current Rates and
Eijectlve Year of Last Change

Page 17

: . " Effective year of last
Type of tax Current rate ~..ch ange
_Alcohol - , 3 ‘ :
. Distilled spirits - ~$12.50/proof gal.
. Wines with more than 24 percent alcohol' \ $12.50/proof gal.
- Wines - . R
Less than 14 percent alcohol ..$0.17/wine'gal.
14 percent to.21; percent alcohol - _$0.67/wine gal.
21 percent to 24 percent alcohol .$2.25/wine gal.
" Artificially carbonated wines T .. $2.40/wine gal.
- Champagne and other sparkiing wines - .- $3.40/wine gal.
Beer » j ' o
" Large brewers” $9/barrel 1951
Small brewers . ~ §7/barrel 1977
Tobacco
Cigars s R v
Small 4 -$0.75/1,000 cigars . - 1926
Large 8.5 percent of wholesale .
price, not to exceed -
- $20/1,000 cigars® 1977
Cigarettes ‘ . : ‘
Small" $8/1,000 cigarettes 1983
Large . $16.80/1,000° 1983
‘Cigarette papers '$0.005/50 papers® 1917
Cigarette tubes $0.01/50 tubes® 1917
Smokeless tobacce - i
Snuff . $0.24/1b. 1986
Chewing tobacco $0.08/b. 1986
Pipe tobacco $0.45/1b. 1989
: ' (continued)
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Appendixll S S CRT TR

‘Selected Excise Taxes, Theu' Current Rates, \
and Effective Year of Last Change

. Type of tax

Eﬂectrve year of last

. Currentrate = o ' _ " " "“change -
Firearms® = K :
Transfer taxes , T o L I
~ ~ Weapons in general*_ $200/firearm/transfer 1934
" Any other weapon' , “$5/firearm/transfer - , . - “U{ee0
_Making fees $200/fire‘arm I RN T T

ey

5 aThe $20 ceiling ¢ on large crgars was estabhshed in 1942

- "Large crgarettes measuring more than 6 and 1 /2 |nches in length are taxed atthe rate prescnbed for
- gmall’ crgarettes, counting each 2and 3/4 |nches (or fractron) asone clgarette. L :

°C|garette papers and tubes measuring more than 6 and 1/2 rnches in length are taxed at . 005/50 and
* $.01/50 respectively, counting each 2 and 3/4 inches (or fraction) as one paper or tube Tax does not '

apply to a book or set of cigarette papers contarmng 25-or fewer papers

"Refers solely to National Firearms Act taxes currently administered by BATF Regular hrearms and
ammunmon are taxed ata percentage of the sales price. o .

°|nc|udes certarn dangerous weapons, such as machrne guns, silencers, and destructrve devrces

The term “any other weapon' is statutorily defined and mcludes sporting rifies, fountain pen guns, belt
buckle guns and cane guns. : : ‘ :

- Source:'Joirit Commmee on Taxatlon and relevant legislation.
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Appendix III -

Specil Occupational Tax Rates

, - Type of business . . S v ‘ ' Annualrate

. ... .. Aecohol " L » L DR
.. - . . Retail dealers (distilled spirits; wine, or beer) o B f
' , Wholesale dealers (distilled spirits, wine, orbeer). . S '$500 !
ewes . s
Nonbeverage drawback claimant - . = . e e .. .$500
User/dealer of industrial alcohol B . $250
~ Alcohol fuelplant, . 5 $1,000° ik
Distilled spirits plant L S ' $1,0000 |
Bonded wine cellar, warehouse, or bottling house = -~~~ o T 10000 |
Tobacco Co R .
Manufacturer of tobacco products ' . o : $1,000°
. Manufacturer of cigarette papers and tubes ‘ $1,0000
_— ... Tobacco export warehouse . - o D - $1,0000
' Firearms. - . o B
. _ . Firearmsimporter ‘ . - $1,000°
% .. . Firearmsmanufacturer .. - .. B $1,000?
" Firearms dealer L ‘ » $500°

aThese taxpayers are eligible for reduced rates ($500 rather than $1,000) if their total gross receipts for
the most recent income tax year {not just receipts refating to the activity subject to special occupational. "
tax) are less than $500,000. ' o e

. Note: The Omnibus Budget Reconciliation Act of 1987 increased the special occupational tax rates,
‘Befare January 1988, retail alcohol dealers who sold beer only were taxed -at $24 a year, and retailers -
selling wine or liquor were taxed at $54 a year. These rates are now $250 annually. The top special
occupational tax rate was increased from $500 to $1,000. Co R

£ B o
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Spinnmary of GAO’s May 1989 Repoxt on the
Revenue Potentlal of Restonng EXClse Taxes to
Past Levels

e - We examined per unit excise taxes imposed on alcohol, tobacco, gas guz-

zler cars, certain: weapons, ‘and: Wagermg occupations. Had the excise
taxes covered in our review been indexed to keep pace with inflation,

the Joint Committee on Taxation estimated that they would have gener-

‘ated addltlonal revenues of $2 to $13 billion in 1989 and $12to $75

billion over the 5-year period from 1989 to 1993. (See table IV.1.) The

: 'estlmates vary dependmg on the 1ndex used and the tlme period
indexed.

Besides mdexmg, another optlon for malntalmng the real dollar value of
excise tax rates in the future is to convert per unit rates to rates that
‘represent a percentage of the price of the product (i.e., ad valorem
rates) These ad valorem rates could be set to produce the same reve-
nues as the mdexed per umt rates :

: Beyond the revenue ‘con51derat_10ns involved in a decision to maintain
excise tax rates in real dollar terms, tough tax policy issues are
involved. Both proponents and opponents of rate increases strongly
argue their positions. In addition, administrative difficulties may be
encountered if rates are indexed or changed to an ad valorem structure.
We do not beheve these dlfflcultles are msurmountable

Table IV.1: Lowest and nghest Revenue Estimates for 1989 for Indexed Exclse Taxes
"~ Dollars in mllllons

lndexmg since date of last

‘ ) . change indexing since 1965 -
Excise tax group - ~_Currentrates  Lowest Highest  Lowest Highest
Alcohol . _ \  $4292  $5604 ~ $8005  $7.787 $10,807
Tobacco ' ' ; - 3,342 3,608 . 5,299 5,449 0,868
Gas guzzlers o ' : 65 . 69 T 69. 71
Weapons ' : : -2 5 7 2 ' 2
Wagering occupations » o ' 8 9 . N 21 28

Total® - $7,708 $9,296 ' $13,393 $13,328 . $20,776

. 3Totals may ot add due to rounding.
" Note: Figures are the lowest and highest dollar values estimated for the tax regardless of the type of
index used or the date of last change

/
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Appendlx \'

MaJor Contnbutors to Thls RepOIt

Gen eral f‘Government David J. Attlanese, Assmtant Director, Tax Pohcy and Administration

N 3 . » Issues
_ Division, WaShlngtOIl, ~ Joseph H. Myers, Ass1gnment Manager
D.C. R S Susan Ragland, Evaluator-in-Charge .

Sharon T. Paris, Evaluator
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