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TAX INCREASE PROPOSALS

MONDAY, SUNE 10, 1974

U.S. SENATE,
COMMI'ITI ON FINANCE,

TVashbigton, D.C.
The committee met, pursuant to recess, at 10:05 a.m., in room 2221,

Dirksen Office Building, Senator Russell B. Long (chairman) presid-
ing.

Present: Senator Long, Hartke, Bennett, Curtis, Dole, and Pack-
wood.

The CHTAIRM AN. This hearing will come to order.
We are pleased to have with us this morning the senior Senator

from Massachusetts, Hon. Edward M. Kennedy. We would be pleased
to know your views with re gard to these various' tax matters under dis-
cussion for the last several clays.

STATEMENT OF HON. EDWARD M. KENNEDY, A U.S. SENATOR FROM
MASSACHUSETTS

Senator KFNNEDY. Thank you very much, Mr. Chairman. I appre-
ciate very much the opportunity to take a few moments of the commit-
tee's time this morning to address my attention to some of the particu-
lar tax reforms that I favor and also to review very briefly some of the
steps that you and I and Senator Mondale are taking to provide at
least some stimulation to the economy and some relief in the form of
tax equity to those that have been the hardest hit by inflation, espe-
cially the increased cost of energy and food across this country. I think
all of us who are concerned abbut tax reform and tax equity are very
much in your debt, for the leadership you provided in the work bonus
provisions which you successfully sponsored on the floor of the Senate
last fall, and which is now a centr-al ))art of our tax relief proposal.

So I am pleased to join in these hearings this morning as a timely
symbol and demonstration of the commitment of many of us in the
Senate to tax reform.

Mr. Chairman, I would like to ask that my fill statement be printed
in the record. I will refer to it and summarize it.

The CHAIRMAN. Without objection, it will be printed, and I will
be very pleased to study the entire statement. It deserves it and it will
certainly have that attention.

.Tx REFoRM NEEDED

Senator KEN.E-.NFDY. We have a crisis over taxation today, since
countless ordinary men and women now realize that their taxes are
too large because others pay too little. Year after year,*Congress after

(-)
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Congress, we have allowed the loopholes and the special benefits in the
tax laws to accumulate, virtually without end.

As a result, we allow tens of billions of dollars of income and profits
to escape taxation every year. Those loophole losses have to be made
up somehow, and we know they are made up by higher taxes for
every ordinary citizen. To paraphrase a famous aphorism, our tax
laws in their majestic quality allow the poor as well as the rich to
invest in State and local bonds, to reap long-term capital gains, to
drill for oil, to enjoy the fantastic benefits of owning real estate, and to
hire lawyers and accountants skilled in the latest techniques of tax
shelters and tax avoidance.

The time has come to end all that. The time has come for Congress
to take the lead this session. There is still enough time to guarantee
that one of the major landmarks of the 93d Congress is legislation on
comprehensive tax reform.

I see a three-part strategy.
First, we need immediate tax relief for every citizen. Congress

should act now to provide an across-the-board antirecession tax cut
for every citizen. Through such tax relief, we can provide an urgently
needed shot in the arm to prevent the economy from sinking deeper
into the current recession, and to prevent unemployment from soaring
higher than its present level of 5.2 percent.

Now about to come before the Senate is a proposal that I have
joined in introducing with you, Mr. Chairman, and with Senator
Mondale, to provide $6.5 billion in antirecession tax relief. My hope
is that Congress will act quickly to adopt it. The health of the Ameri-
can economy for the remainder of 1974 into 1975 may well hang on
the outcome of our action.

Second, both as a down payment on comprehensive tax reform
this year and as an offset to the revenue loss from tax relief, we need
to enact some, basic tax reforms. With Senator Bayh and five other
Senators, I have joined in proposing four reforms which we think
are capable, of immediate enactment, either on the forthcoming tariff
bill or the debt ceiling act. Briefly, the reforms would accomplish
the following: Repeal the oil depie ion allowance, repeal the asset
depreciation range system of accelerated depreciation, repeal the
domestic international sales corporation system of tax subsidies for
exports, and strengthen the minimum tax by reducing the current
exclusion from $30,000 to $10,000 and by eliminating the current de-
duction for taxes paid.

These four proposed reforms will generate new revenues totaling
$4 billion in 1974 and $7 billion by 1978.

Third, we must work for final action in this Congress on comprehen-
sive tax reform. In addition to the four immediate reforms I have al.
ready proposed, the highlights of my own agenda go as follows:

INCREASING PROLIFERATI(ON OF TAX SHE LTER TRANsACTIONS

First and most important, and an area to which I would like to de-
vote my principal emphasis this morning, we must call a halt to the
increasing proliferation of tax shelter transactions now being pack-
aged and marketed around the country on a massive assembly line
basis for the benefit of wealthy individuals anxious to keel) their taxes
low.
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These packaged tax shelters have now become one of the most notor-
ious abuses in our tax history, a flagrant vehicle by which high bracket
taxpayers eliminate their taxes altogether or reduce them tolevels that
are unacceptably low. At present, such transactions ate costing the
American taxpayer over $1 billion a year, and the revenue loss is ob-
viously escalating as the techniques become more familiar and more
widely used. If Congress is serious about tax reform, immediate ac-
tion is required.

But that is not the only cause. A far higher price is being paid in
terms of the loss of confidence that people have in the tax laws. Tax
shelter transactions now run through our entire economy. The ingenu-
ity of wealthy tax avoiders and their advisers knows no bounds. Vhat
I might call the older generation of tax shelters are those in real estate
and oil and gas, the two types of shelter-. still most widely used t~day.

More recently, newer generations of shelters have sprung up in areas
like cattle farming and orange and apple orchards, movie production,
jet airplanes, railroad cars, river barges and oil tankers--even includ-
ing tankers that by virtue of their size cannot dock in U.S. ports. And
there are other shelters in more exotic areas, such as rose and azalea
bushes, almonds, and pistachio nuts, thoroughbred racing stables, or
masterpiece-in-the home clubs for famous works of art, and even in
chinchilla farms and pornographic films.

Whatever the arcruments for Federal tax subsidies for building
homes and drilling ror oil or raising cattle, it can hardly be contended
that investments in pornographic films, chinchillas, azalea bushes, or
exotic fruits and nuts constitute a national priority worthy of en-
couragement by our tax laws. And even in those areas like real estate
and oil exploration and cattle ranching, where some form of tax sub-
sidy may be appropriate, I have grave doubts about the propriety of
allowing the tax laws to be distorted in a way that serves a purely tax-
avoidance purpose of a handful of wealthy citizens.

Vast amounts of funds are flowing into these activities today-not
because the Nation wants them, not because Congress or State or local
governments want them, but because the richest 1 percentile of the
Nation wants them for their tax avoidance value.

The sudden proliferation of tax shelters in recent years is indicated
by the rising workload of the SEC. In February of 1972, for the first
time in its history, the SEC was obliged to create a specialized branch
to handle public offerings of tax shelter transactions. But the SEC sees
only the tip of the iceberg, the roof of the shelter. It deals only with
shelters whose registration is required under the securities laws--in
effect, those involving public offerings sold across State lines.

-A more accurate measure of the proliferation of tax shelters can be
found in the figures of the National Association of Securities Dealers.
These figures cover tax shelters sold by members of the association,
whether the shelters are interstate or intrastate transactions.

And as the table accompanying my testiniony indicates the number
of offerings of tax-shelters nearly quadrupled between 1970 and 1972.
The dollar value of the offerings more than tripled, reaching the
astonishing level of $3.2 billion in 1972.

Even the NASD figures, however, fail to tell the whole story. The
association estimates that its figures cover only about one-tenth of the
dollar volume of all tax shelters offered, and an even smaller fraction
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of the number of shelters offered, since the vast majority are sold
through private placement and not through securities dealers.

The best estimate, therefore, is that in 1972, upward of $30 billion
in tax shelters were sold around the country.

Enormous waste is involved in the nationwide syndication of tax
shelters that is taking place today. A significant portion of the benefits
are siphoned off in fees for the promoters, underwriters, lawyers, sales-
men and accountants whose business is the sale of those Federal tax
advantages.

These transactions also have serious and undesirable economic side
effects. They often constitute artifical and unfair competition for
legitimate business operations. They encourage high risk and ex-
tremely speculative adventures that will not stand up to serious eco-
nomic analysis. They spawn bad business practices that plague the
legitimate farmer or the professional oilman, or the ordinary real
estate developer.

Investors in tax shelters do not need to make an economic profit on
their shelters. They do not have to meet a payroll or feed a child or
clothe a family or make a monthly mortgage payment out of the in-
come from their operations.

The only thing these wealthy investors want is the large deductions
and other tax advantages that the shelters can produce for high bracket
lawyers* hysicians, dentists, investment bankers, corporate executives
and the like.

There is a very simple approach that Congress could now take to
meet this problem. It would deal with shelters through their leverage
aspect. It would effectively end the syndication and mass marketing
of such shelters, and thereby eliminate most of the worst abuses.

The essence of the reform is to limit the tax benefits of a shelter to
an investor's own personal stake in the project, the actual amount
of his own investment. I am today introducing an amendment to
H.R. 8217, the tariff bill now on the Senate calendar, to carry out
this reform.

If a partner is not liable for all of the debts and other obligations of
a partnership, he should not enjoy all of the tax advantages that the
partnership produces.

It is as simple as that. By itself, this amendment should succeed in
ending the insidious practice of syndicated tax shelters without any
substantial effect on legitimate business operations. It is extremely
unlikely that the busy doctors, lawyers, corporate presidents, and
others who enjoy the benefits of such tax shelters will want to be
involved in the active operations of the businesses in which they
have invested to the extent of becoming personally liable for the trans-
actions of the shelters. They only want their passive investments and
handsome tax deductions, not the headaches and liabilities of the
acutal operations.

The more we learn about these tax shelter transactions, the more
concerned we are. The practice is destroying the integrity of our
tax laws. In no other area is the Revenue Code so dangerously eroded
or the vitality of our self-assessment tax system so seriously threatened.

,Indeed, some experts have already predicted that-such tax shelters will
become the Achilles heel of the Federal income tax if Congress does
not bring them under control.
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So far, we have been too slow in awakening to the abuses that have
sprung up in these dark but heavily sheltered- recesses of the Revenue
Code. Now is the time for Congress to tackle the issue and end the
unfair tactics being used to subvert the tax laws and distort the Amer-
ican economy.

TAX CRDrrs INSTEAD OF TAX DFuomoxs

Another major area of comprehensive tax reform that I favor is one
that cuts across many other subjects, the need to overhaul the relation-
ship between tax credits and tax deductions. In the past, as part of
overall tax reform, I have urged Congress to allow-credits instead
of deductions in a number of major areas, including the personal
exemption, the homeowner's mortgage interest deduction, the deduc-
tion for medical expenses, and the deductions for State and local
income and property taxes.

Our tax laws are clearly out of joint today, and nowhere is the dis-
parity clearer than in the case of some of the most popular tax
deductions:

It makes no sense to me that, because of the rate structure of our
present revenue laws, the $750 personal exemption means that a child
in a wealthy family is worth a tax saving of $525 to his parents,
while a ghetto child is worth a savings of only $105.

It makes no sense to me that the tax law saves the wealthy family
70 cents on every dollar in mortgage interest payments on its Scarsdale
home, but only 14 cents on the dollar for the family home in Harlem.

It makes no sense to me that, through the tax laws, the U.S. Treasury
ays 70 percent of the cost of a wealthy citizen's visit to his Beverly

Hills physician, but only 14 percent of the medical bills for the family
in East Los Angeles.

By allowing the use of credits instead of deductions in these and
other areas of the tax laws, either on an optional or on a mandatory
basis, we can make the income tax system far more progressive and
provide a substantial new measure of equity for millions of our tax-
payers.

In addition, I also favor a number of reforms in specific areas of the
tax laws. In an appendix to my testimony, I have introduced a more
detailed summary of the proposals.

CAPITAL GAINS REFORM NEEDED

Before closing, however, there is one area that I would like to deal
with briefly. In any legislation worthy of the name tax reform, we
have to come to grips with capital gains. Today, such gains represent
one of the most sifignificant preferences in the tax laws, and yet they
ard avaiable almost exclusively to the Nation's richest individuals.

According to recent statistics, the top 3 percent of taxpayers enjoy
55 percent of all capital gains, and the top one-tenth of 1 percent of all
taxpayers enjoy 30 percent of all capital gains. The enormous tax
advantages that now applv to capital gains are thus the special prov-
ince'of an extremely wealthy elite among the Nation's taxpayers.

I do not support efforts t6 close the aan altogether between the tax
on ordinary income and the tax on capital gains, but we must go part

34-639 0 - 74 - pt. 2 - 2
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way. The changes I propose in capital gains would not substantially
impair the flow of capital in the Nation. A major tax preference would
'still exist for capital gains in the Revenue Code. And by ending the
major current loophole involving capital gains at death, Congress
would actually free up billions of future dollars for investment, dol-
lars that would otherwise be frozen because of the tax advantages that
now occur when property is held until death.

At the same time, I believe that Congress should resist the proposals
being circulated to relax even further the current low rate of tax on
capital gains, depending on the length of time a capital asset is held.

- Such a change would seriously increase the existing lock-in effect of
the capital gains tax, since it would encourauxe investors to hold assets
for longer periods of time in order to obtain the progressively more
favorable tax rates that would become available. To me, the answer
to the problem of the. sagging stock market is a sound economy, not a
further dose of special tax preferences for the wealthy few who have
the wherewithal to enjoy capital gains.

In closing, let nm repeat that in the coming weeks Congress should
make its intention clear to give tax reform the same high priority al-
ready reserved for other basic issues. Only in this way can 'e bring
real tax justice to every citizen, and end the unjust reign of "King
Loophole" in our revenue laws. Whatever the final outcome of the
debate over President Nixon's tax returns, the most important lesson
of the disclosure of the President's tax data is that tax reform must
move back to center stage as an issue for Congress and the American
people.

Just as Watergate helped to generate important new legislative
momentum in Congress for comprehensive reform of the Nation's elec-
tion laws, including the landmark bill for public financing of elections
that 'passed the Senate earlier this year, so the President's tax dis-
closure should generate a similar momentum in Congress for compre-
hensive reform of the Nation's tax laws. Tax reform belongs at the top
of our agenda for 1674. It is up to us in Congress to meet our obliga-
tions as representatives of millions of ordinary taxpayers. If we suc-
ceed, then in the years to come the 93d Congress will be remembered as
the Congress that at last brought tax justice to America.

The CHAIRMAN. Thank you for your statement, Senator.
Senator Hartke?

SOCIAL SECURITY TAXES-REoRESSIVE TAXATION

Senator HARTKE. Senator Kennedy, I share with you your concern
for closing the loopholes, and also I am personally in favor of increas-
ing the exemption. I would increase it to $1,000, which I feel would be
more appropriate in view of the increase in the cost of living.

Of deeper concern is the mounting increase in social security taxes,
and I wonder what opinion you have on that?

Senator KE.1FDY. Well, first of all, I recognize that you have been
one of the real leaders in efforts to increase the,'personal exemption and
to reduce the burden of the payroll tax. We have tried to accommodate
both approaches in our tax relief package-an increase in the personal
exemption from $750 to $825 to provide across-the-board relief, the
Mondale provision for an qptional tax credit to aid low- and medium-
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income groups, and the work bonus provision of Senator Long to
provide payroll tax relief.

I am extremely sympathetic to the ever-increasing burden of social
security tax increases. That is why I favor supplementing social se-
curity taxes with general tax revenues.

Senator HARTKE. I agree with that. What would be the total cost
of the Kennedy-Mondale-Long package?

Senator KE, NNEDY. $6.5 billion.
Senator HARTKE. $6.5 billion?
Would we not be better off-I am not as worried about the recovery.
Senator KENNEDY. I am sure Senator Bennett does.
Senator HARTKE. I am interested in paying the -bills, but I am more

interested in tax equity. The solution should be to aid the people who
are hit hardest. The most regressive taxation that we have today is the
social security tax. It is recognized even by the Social Security Ad-
visory Board as being regressive, and as much as I am in favor of the
increase in the exemption, if I had to make my choice I would rather
that the problem of a retrogressive social securtiv tax be solved first.

The employer can write his share of the tax *off as a business ex-
pense. But the poor little guy working in the filling station cannot
take anything off. He is getting hit so hard that in many cases his
social security tax is higher than his income tax.

I was wondering whether the Senator would be interested in provid-
ing relief where it is most needed. If you are going to give a $6.5
billion tax relief, why not increase the $6.5 billion in the employee's
contribution and take this from the general fund, and then go ahead
with paying for it by plugging tax loopholes.

Senator KENNDY. Frankly, I prefer the more balanced package we
have proposed. It is always possible to pour all the tax relief into one
class of the population, but I believe that tax relief should be more
broadly based. Also, as you know, any proposal for suoh a far-reaching
change in the payroll tax is controversial and difficult to enact. I doubt
that Congress could deal with it in time to provide the antirecession
impact we feel is needed.

In any event, the overwhelming impact of our package is on the
group the Senator is concerned about. Eighty percent of the relief goes
to persons earning $15,000 a year or less.

Of course, an argument can be made that these groups do not need
the resources as much as the poor elderly on social security.

But I do think that this formula that has been devised, both in terms
of economic stimulation and in terms of equity, is defensible.

Senator HARTKE. Just so I do not misunderstand you. I am not talk-ing about the elderly now. I am talking about the paying employee,
and as far as the middle-income group is concerned, he is going to be
under $15,00(-

Senator KE,.sNEDY. I thought your point was-
Senator HARTKE. My proposal is that the general revenue taxation

which is now assessed one-half against employee and one-half against
employer, be reduced for the employee's contribution to the amount of
$6.5 billion.

There is a total revenue of about $60 billion anticipated in the social
security fund, $30 billion coming from the employee. So that means
that the employees contribution has been reduced by one-fifth. For a
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person who earns less than $15,000; he will get a tax break on his social
security tax. I would reduce his contribution by one-fifth to the social
seirity fund. This one-fifth would then be paid from the general reve-
nue fund.

This would provide a stimulus to the economy and aid those who
need it most by correcting a very undemocratic and regressive tax.

Senator KENNEDY. If you have got the figures there, I would be glad
to review them with you. But I feel that our balanced package is a
more realistic form of tax relief that is capable of prompt enactment.
We can't overhaul the system of social security financing as a rider on
the Debt Ceiling Act. But I would be glad to review the figures.

Senator HARTKE. I will be glad to review those.
Senator KENNEDY. The basic point which you make about the re-

gressive nature of the payroll tax is something that I too am con-
cerned about.

Senator HARTKE. I will prepare a chart for you and I will show you
how the benefits are better off for a person under $15,000 to do this
than they are the other way around.

Senator KEN.NEDY. I would be glad to examine it.
The CHAIIMAN. Senator Benntt?
Senator BENNETT. Mr. Chairman, I am sure Senator Kennedy re-

alizes that neither he nor I will convince the other of our position. I
am looking at the fact that there are eight more witnesses.

Senator KENNEDY. That is right.
Senator BENxETT. And I think they are entitled to an opportunity,

so I will contribute my time to them.
Senator KENNEDY.'We will have a chance to develop this on the

floor.
Senator BENNETT. Yes, on the floor.
Senator KENNEDY. Where we enjoy such exchanges.
The CHAIRMAN. Senator, I want you to know that it is not my fault

that we have never had the pleasure of having a Kennedy serve on the
Senate Finance Committee. I went to your brother, the late John Ken-
nedy, and urged him to apply for membership on this committee, and
was unsuccessful in doing so.'He explained to me why he did hot think
he should apply for it, and if you want the benefit of his advice I will
be glad to impart that to you sometime.

But I would urge some of you who bear your family name to recon-
sider, because I think you could make a contribution on the com-
mittee. I have recruited a number of Senators whose thinking is
pretty close to your thinking on this matter, enough so that we have
some votes for your tax cut proposal, but not enough to recommend
it out to the Senate. But we did keep the faith in reporting out a
measure to which it can be offered.

CHOOSING A VEIRCLE FOn Thx REFORm AMENDMENTS

Now, let me ask you this: Just looking at the possibility that time
may run out on us before this Congress is over, and we may be
pressed with some other urgent matters that no one could have antic-
ipated when this Congress started, if we are going to have these
amendments offered on the debt limit bill anyway, do you think it
serves any purpose for us to debate these items once on this minor
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tariff bill than is out there on the Senate calendar, and then again
on the debt limit?

I assume these amendments will be offered on the debt limit bill.
This is because those who favor the tax measures would feel that they
would like to offer them on a bill that the President would be very
reluctant to veto. That way they would have the maximum persuasive
power directed toward the White House to try to convince the Presi-
dent that he ought to go along and forgo his doubts about some of
these measures that you have advocated, and some of which I strongly
subscribe to, in signing a bill. Now, if he would veto a debt limit bill
that might contain these amendments, he would assuredly veto a minor
tariff bill that contained them.

Might I just have your views on this? Do you think that we might
be better advised to postpone this debate until the debt limit bill is
before the Senate, or do you think that we ought to go ahead and face
aprospect of debating and covering this ground twice ?

Senator KENNEDY. Well, I have seen a debt limit bill filibustered,
too, as the chairman of this committee remembers very well, during
the final hours of last session, when we amended it to include public
financing of campaigns.

The ChAIRMAN. Well, I have to be tolerant of filibusters. Before I
became a committee chairman, I also filibustered bills when I did not
think the thing would go the way I thought it should have gone.

Senator KENNEDY. That is right.
The CHAIRMAN. So I cannot complain too bitterly about somebody

waging a filibuster.
Senator KENNEDY. That is right. But as a means or a technique of

pushing through legislation it has some vulnerability as well, even
though it may be close to veto-proof.

I want to indicate also that this committee and the chairman kept
complete faith in some of us who offered tax relief and tax reform
amendments in the early part of this year. The bill was recommitted
then, and there was an impasse over other legislation.

The chairman of this committee gave assurance that a vehicle would
be brought to the floor to let the debate proceed. This committee and
you, Mr. Chairman, kept faith with that commitment.

I for one would be willing to have the debate on the tariff bill. But
the Debt Ceiling Act is an obvious alternative. We have seen two or
three occasions where the debt ceiling has been used as a recent vehicle
for other important measures. One was on the social security benefit
increase; another was on the end-the-war amendment; a third was on
campaign financing.

Basically, the debt ceiling approach is not the best way to legislate,
and I would hope that we could take up the other measure and move
ahead on that.

I will have a chance to talk with some of my colleagues. Your floor
advice is valuable, as a Senator who is a recognized tactician and who
is supporting some of these provisions, and who has a legitimate con-
cern about others. I think it would be very important and very influelf-
tial in the way we proceed.

The CHAIRMAN. Well, I am concerned about the fact that we will,
of course, have to act on a debt limit bill regardless of who prevails
on these amendments. I think we should also act on a major trade bill
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coming out of this committee this Congress, and I would hope very
much that we will act in the health area to make progress in that area,
for better or for worse, and with the spirit of compromise that seems
to be suggested by you and the administration, maybe you can get
together on something. I am not adamant on my views on the health
area.

Then there are going to be a number of other measures that we
will have to act on ; for example, we did have a big social security bill
that should not be permitted to die. We have passed this bill but the
House has not conferred with us. We will have to either send more
social security legislation to them or else we will have to find some
way to press them into conference with us on that measure.

So I recognize that we are going to have a heavy workload this
year. I just wondered if we might try to reach some understanding
that we will offer the tax amendments on one bill or on two bills, but
that we are not. going to keel) fighting the same amendments over and
over again in the whole Congress.

Senator KENNEDY. I would be more than glad to cooperate in every
way. I know the feelings that you have, particularly on some of these
measures, and I think it might'be wise, in saving the Senate's time and
in permitting the discussion that we try to develop a sensible schedule.
I would be glad to cooperate in any way.

The CHIM,,. Well, I appreciate your appearance, Senator Ken-
nedy, and I would like to discuss in greater detail with you at this
point your suggestion. But you and I know that we will have the
opportunity to discuss these matters on the Senate floor with one an-
other, and that is not true of these witnesses who come along behind
you. So that I want to express the thanks of the committee for your
appearance here today.

Senator KENEDY. Thank you very much, Mr. Chairman.
The CHAIRMAN. I welcome your suggestion on the bill as reported.
[The prepared statement of Senator Kennedy follows:]
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$'cnator SawardM. Kencdy

SENATOR KENNEDY URGES TAX RELIEF AND TAX REFORM, INCLUDING END TO
SYNDICATED TAX SHELTERS

FOR IMMEDIATE RELEASE
JUNE 10, 1974

Senator Edward H. Kennedy today called on Congress to end th
syndicated tax shelters now widely used by wealthy individuals to pyrami.
tax loopholes and escape their fair share of taxes, The proposal was ma,
by Kennedy in the course of testimony before the Senate Finance Coasitte.
on tax reform.

Citing the mushrooming use of such syndicated shelters, amou
ing to as much as $30 billion in tax shelter assets in 1972, Kennedy sai,
the practice was destroying the integrity of the tax laws and was becomii
the Achilles heel of the Internal Revenue Code.

Kennedy noted that upwards of $1 billion a year in excessive
tax relief is conferred on high bracket taxpayers, such as wealthy inves
doctors and dentists, lawyers, investment bankers, and others. The Sena
said they are enjoying unjustified tax benefits by investing not only in
traditional tax shelters like real estate and oil and gas, but also in
areas like cattle farming, orange and apple orchards, movie productions,
Jet airplanes, railroad cars, river barges, and deepwater oil tankers,
as well as in exotic areas like rose and azalea bushes, pistachio nuts,
thoroughbread racing stables, masterpiece-in-the-home clubs for famous
works of art, and even in cbinchilla farms, cattle sperm banks, and por-
nographic films,

Such shelters confer their tax advantages through a variety
of techniques, Kennedy said, but one of the principal devices is the
"leverage' through so-called limited partnerships, under which an invest,
receives deductions based on the partnership's total operating funds, ev
though his own investment is extremely small, and he has no further pers,
liability for the operation. In real estate shelters, for example, said
Kennedy, it would not be unusual for an investor to receive . in
tax deductions a year, even though his own actual investment tas only.
$100,000.

Kennedy said that these tax shelters cause a revenue loss of
over a billion dollars a year. "This loss haL to be made up somewhere,"
he said, "and it is being made up out of the hard-earned dollars of the
eighty million ordinary taxpayers in the nation, whose taxes are too high
because others' are too low. The rich are entitled to their playgrounds,
but it's time the average taxpayer stopped paying for their toys."

Kennedy proposed to close the syndicated tax shelter loop-
hole by limiting the tax advantages to each taxpayer's own investment
in the project. Kennedy said he vould offer a Senate floor amendment
to close the loophole during the forthcoming Senate floor debate on tax
reform.
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In other parts of his testimony, Kennedy repeated his call

for a tax-cut for low and middle income citizens, coupled with tax

reforms to offset any revenue loss. Kennedy is a principal sponsor in

the Senate of a pending 06.5 billion tax cut, as well as a $4 billion

four-part tax reform package to repeal the oil depletion allowance, the
DISC export subsidy and the ADR accelerated depreciation allowance, as

well as to strengthen the minimum tax enacted by Congress in 1969 as a

special 107. tax on income that is otherwise untaxed.

.In his testimony, he also called for additional tax reforms,

including reforms in capital gains and other aspects of oil taxation.

The.full text of Senator Kennedy's testimony is attached.
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TZSTIM4OY O SENATOR ,DWARD M. KENEDY HEARINGS ON TAX REFORM

SENATE COMMITTEE ON FIMANC

For Immediate Release
June 11, i974

I am pleased to join in these hearings this morning as a
timely symbol and demonstration of the comitment of many of us in
the So .ate to tax reform.

We have a crisis over taxation today, since countless
ordinary men and women nov realize tint their taxes are too large
because others pay too little.

Year after yea r, Congress after Congress, we have allowed the
loopholes and special benefits in .phe tax laws to accumulate,
virtually vithout end. As a result, we allow tens of billions of,
dollars of income and profits to escape taxation every year. Those
"loophole losses" have to be made up somehow, and we know the way
they are made up -, by higher taxes for every ordinary citizen.

In fact, the Internal Revenue Code is America's biggest
welfare bill of all. But it is the sort of welfare that only Alice
in Wonderland can understand, because the greatest benefits of tax
welfare go entirely to the richest individuals and the nation's
largest corporations.

only those of substantial means are able to play the loopholes
well. Middle and lower income Americans simply cannot afford the
substantial sums that are necessary to take advantage of the tax
shelters that now exist. According to many estimates, the threshold
level of income for effective use of tax shelters is in the
neighborhood of $50,000 a year, far beyond the reach of any ordinary
citizen.

To paraphrase a famous aphorism, our tax laws in their
majestic equality allow the poor as well as the Lch to invest in
State and local bonds, to reap ibng-term capital gains to drill fot
oil, to enjoy the fantastic benefits of owning real estate, and to
hire lawyers and accountants skilled at the latest techniques of tax
shelters and tax avoidance.
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Wherever we look, we find tho' tax bane being eroded by
unjustified deductions and exemptions, by windfall subsidies, by
questionable incentives for various industries, by benefits that have
long since outlived whatever justification they had when first
enacted, and even by loopholes quietly written into law for the bene-
fit of particular individuals or corporations -- "tax fingerprints"
that dot the Revenue Code in silent tribute to the political
muscle of the wealthy and the powerful in the nation.

And meanwhile, the taxes paid by ordinary citizens are always
on the rise.

The time has come to end all that. The time has come for
Congress to take the lead. We can act this session. There is
still enough time to guarantee that one of the major landmarks of
the 93rd Congress is legislation on comprehensive tax reform.

I see a three-part strategy:

IMMDIATZ TAX RELIEF

First, we need immediate tax relief for every citizen.
Congress should act now to provide an across-the-board anti-recession
tax cut for every citizen. Through such tax relief, we can provide
an-urgently needed shot-in-the-arm to prevent the economy from
sinking deeper into the current recession, and to prevent
unemployment form soaring higher.

Such tax relief would also provide a welcome and well-
deserved despite from the continuing burden that inflation and high
interest rates now impose on every citizen.

Now about to come before the Senate is a proposal that I have
joined in introducing with Senator Long and Senator Mondale, to
provide $6.5 billion in anti-recession tax relief. The proposal
contains three principal provisions:

--It will raise the personal exemption for individuals
under the Federal income tax laws from its current level of $750
to a new level of $825.

-- It will provide an optional tax credit of $190 in lieu of
the exemption.

-- It will refund a portion of the Social Security payroll
taxes paid by low-income workers with children, through a refundable
tax credit -- Senator Long's "work bonus" -- equal to 10% of wages
up to $4,000 in income. For incomes over $4,000, the credit is
phased out at the rate of 250 per dollar, so that the credit
disappears when income reaches $5,600. Because the credit is
refundable, it will be paid as an income tax refund, even if the
recipient has no income tax liability.

This tax relief proposal is now awaiting action by the full
Senate on either the Vessel Repair Tariff Act or the Debt Ceiling
Act.
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My hope is that Congress will act quickly to ado t it. The
health of the American economy for the remainder of 1974 and on
into 1975 may well hang on the outcome of our action.

DM PAYUW TAX RBM
W , both as a downpayment on .comprehensive tax reform

this year and as an Offset to the revenue loss from tax relief, we
need to enact uome-basic tax reforms on the tariff bill or the.
Debt Ceiling Act. Vith Senator 9ayh and five other Senators, I have
joined in proposing four reforms which we think are capable of
immediate enactment. I am attaching a detailed explanation of each
of these reforms. Briefly, they would accomplish the followings

-- Repeal the oil depletion allowance, effective January 1,
1974 ($2.0 billion revenue gain in first year: $2.6 billion in
third years $3.3 billion in fifth year).

-- Repeal the Asset Depreciatiqn Range (ADR) system of
accelerated depreciation, effective for plant and equipment placed
Jn service* as of May 0, t)ie date our amendment was proposed
($250 million revenue gain in first years $1.5 billion in third
years $2.0 billion in fifth year).

-- Repeal the Domestic International Sales Corporation (DISC)
system of tax incentives for exports, effective January 1, 1974
($815 million revenue gain).

-- strengthen the minir.'m tax by reducing the current
exclusion from $30,000 to $i%;,000, and by eliminating the current
deOuction for taxes paid, effective January 1, 1974. This provision
was passed 47-32 by the Senate on January 24, 1974, ($860 million
revenue gaink.

These four proposed reforms will generate new revenues
totaling $4 billion in 1974, and $7 billion by 1978.

Again and again in recent years, the Senate has considered
and debated and voted on these proposals. The time for final action
has -come. The people of America, are fed up with rising txes .rez
themselves, soaring profits out of oil, and gaping loopholes for
many others among the favored few. It is time for Congress to begin
to redeem its pledge of equal tax justice for every citizen under
the Internal Revenue Code. The place to start is here, with the
four most flagrant loopholes in the law -- oil depletion,. ADR, DISC,
and the minimun tax.

oBOm mmsIVI TAX REFORM

Third* we must work for final action in this Congress on
comprehensive tax reform, The vehicle ts in sight -- the.pending
meas!renow being considered in the Ways and Means Committee in the
House. Clearly, the goal of enacting such reform beforeadjournment
is within our reach, and I urge both this committee and-the. Ways and
Means Committee to give it the high priority it deserves.

My own view is that Conggess ought to be able to, enact
loophole-closing tax reforms amounting to net revenue savings
of at least $1,0 billion.a year.

The list of areas that need rofqrm is long, but there is
growing agreement on what some of the major elements. should be.
In addition to the four immediate reforms I have already proposed,
the highlights of my own agenda go as follows#
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PACMZAGD TAX SHXLTER

First, and most important, is a reform which, like the
minimum tax, cuts across many specific areas and which will
eliminate some of the worst abuses of the tax laws. We must call
a halt to the increasing proliferation of tax shelter transactions
now being packaged and marketed around the country on a massive
assembly-line basis for the benefit of wealthy individuals anxious to
keep their taxes low.

These packaged tax shelters have now become one of the most
notorious abuses in our tax history, a flagrant vehicle by which
high bracket taxpayers eliminate their taxes altogether or reduce them
to levels that are unacceptably low. At present, such transactions
are costing the American taxpayer over $1 billion a year, and the
revenue loss is obviously escalating as the techniques become more
familiar and more widely used. If Congress is serious about tax
reform, immediate action is required.

Tax shelter transactions now run through our entire economy.
The ingenuity of wealthy tax avoiders ani their advisers knows no
bounds. what I might call the Victorian generation of tax shelters
are those widely used in real estate, and oLl and gas
-- the two types of shelters still most widely used today.

More recently, newer generations of shelters have sprung up
in areas like cattle farming, orange and apple orchards, movie
production, and in jet airplanes and railroad cars and river barges
and oil tankers -- even including tankers that by virtue of their siza
cannot dock in U.S. ports.

There are also shelters in more exotic areas, such as rose and
azalea bushes, pistachio nuts, thoroughbred racing stables, or
mnoterpieces-in-tho-home clubs for famnuo works of nrf, end even in
chinchilla farms and cattle sperm banks and pornographic films.

.Whatever the arguments for federal tax subsidies for
building homes or drilling for oil or raising cattle, it can hardly
be:contented that investments in pornography,, chinchillas, azalea
bushes, &nd exotic fruits and nuts constitute a national priority
worthy of encouragement by our tax laws.

And even in those areas like real estate and oil exploration
and cattle ranching, where some form of tax subsidy may be an
appropriate national priority, I have grave doubts about the
propriety of allowing the tax laws to be distorted in a way that
serves a-purely tax-avoidance purpose of a handful of wealthy
citizens.

Vast amounts of funds are flowing into these activities
today -- not because the nation wants them: not because Congress
or State or local governments want them, but because the richest
percentile of the nation wants theat for their tax avoidance value.

The sudden proliferation of these and other tax shelters in
recent years is indicated by the rising workload of the S.B.C.
In February 1972, for the first time in its history, the S.B.C. was
obliged to create a specialized branch, to handle public offerings
.of tax shelter transactions. In July 1973, a second special
branch was added in the S.E.C. Today there are three S.B.C.
branches working essentially full time on tax shelters one branch
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.on oil and gas, a second branch on condominiums and cattle and
agriculture, and a third branch on real estate and other shelters.

te But the 8.E.C. sees only the tip of the iceberg, the roof of
the sho,.ter. It deals only vith chelterb whose registration is
required under the securities laws -- in effect, those involving publi,
offerings sold across state lines.

ca A moze accurate measure of the proliferation of tax shelters
can be found in the figures of the National Association of Securities
De o-rs. These figures cover tax shelters sold by men.bers of the
Asrociation, whether the shelters are interstate or intrastate
transactions.

As the acoompanying table indicates, the number of offerings
of tax shelters nr early .tadtpled between 1970 and 1972, ar the
dollar value of the of-r.rin-o more than tripled, reaching the
astonishing level of $3.2 billion in 1972. Although the figures for
1973 have been out in hnlf, the reduction is obviously caurd by
the nosedive of the national econorny in gen'.ral cud the plunging
stock market in paticlar. No one doubts that the tax shelter
entrepreneurs are waiting in the wings, the.r va~t wares ready
for the first hint that the economy is coming back to health.

TAX SHELTERS OFFERED BY N.A.S.D. BROKER DEALERS 1970-73

NUMBER OF FILINGS AND GROSS DOLLAR AMOUNT OF FILINGS V!/

1970 1221

Oil and Gas

Real Estate

Vintage and Farming

Cattle Farming and
.Breeding

miscellaneous

62 $664,337,000 155 $740,094,000

54 256,485,000 139 523,534,000

3 10,742,000 7 30,266,000

13. 26,764,000 22 244,636,000

26.3;§.000 _9.91,00
145 $984,664,000 334 $1,568,405,000

SoAM

Oil and Gas

Real etate

Vintage and Farming

Cattle Farming and
breeding

Miscellaneous

f/ Items may not add

226 $1,027,500,000 120

243 1,910,000,000 '74

21' 43,284,000 5

30 192,012,000 22

-2 5,L256,o0 ."

$514,000,000

467,564,000

13,950,000

181,167,000

143,815.000

539 $3,228,667,000 2,5 $1,320,340,000
to tagabcngo rounding.

T COPY AV.,' "7
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Even the AMDf~gures, however, .fail to tell the Whole .story.The Association estimates that its figures cover only about
one-tenth of the dollar volume of all the tax shelters offered and aneven smaller fraction of the number of shelters offered, since thevast-Majority era sold through private placement and not throughI4moUrVties dealers. The best estimate therefore, is that in 1972, upwuof .$30 billion in tax shelters werePackaged and sold around the country.

Enormous waste is involved in the nationwide syndication ofthese stax shelters that is taking place today.,

A significant portion of the benefits are siphoned off infees for the promoters, underwriters, lawyers, and accountants whosebusiness is the sale of these federal tax advantages.

These transactions also constitute artificial and unfaircompetition for legitimate business operations. They encourage
high risk and extremely speculative adventures that will not stand upto serious economic analysis. They spawn bad business practices thatplague the legitimate farmer, the professional .oilman, and theordinary real estate developer. Investors in tax shelters don'tneed to make an economic profit on their shelters. They don't have tomeet a payroll or feed a child or clothe a family or make a monthlymortgage payment out of the income from their operations. The onlything these wealthy investors want is the large deductions andother tax advantages that the shelters can produce for high bracketlawyers, physicians, investment bankers, corporate executives, and
the like.

The principles of a tax shelter are fairly simple. There area handful of basic elements that may exist alone or in overlapping
combinations

-eferral of current tax, which allows income to be realized
in a Veer chosen by the taxpayer •

-va 3g*, which allows borrowed funds to be used to breathtax benefits far in excess of the taxpayer's own personal stake inthe property, ... ... ,,

-*-T ._.le itself, which allows deductiOds from oneactivity to' offset income from another and,'

' :.- he o ital. ain available on disposition of the property,even though the shelter has provided deductions against ordinary
income in the past.

Different tax shelters use these elements in different ways.It may be appropriate as Congress studies the problem more Intentlyto establish rules to deal with each transaction.

it is also possible, however, to fashion an overall approach.The Administration, 'for ikample, has proposed a "Limitation onArtifical Accountiog Losses," the so-called LAAL method, which woulddeal with shelters through their deferral aspects, by matthihg*"deductions with the income generated by the shelter project. TheLAAL approach, however; 'is extremely complicated, and would irmpos*heavy burdens of accounting and record-keeping on such operations.Many tax experts who havestudied LAAL believe that it may well ,be
unworkable in practice.
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There is, however, one very 0'e approach that Congress
could now take. It would deal with shelters through the'leverage
aspect. It would effectively end the syndication and mass marketing
of such shelters, thereby elisinatiegmost of thoe0orst abuses.

The essence of the reform is. to limit the tax advantages
of a shelter to an investor's own personal stake in the project, the
actual amount of his own investment. This purpose would be acooi
plished by requiring that limited partnershipN the most widespread
form of syndicated tax shelters, muct be taxed fn akord -with the paso-
through rules now applicable to Subchapter s corporations. I am today
intrqdur rag an-amendment to R.R. 8211, the tariff bill now on the
Senate calendar, to carry out this reform.

Under Subchapter S in present law, certain corporations are
entitled to be taxed as partnerships in some respects. For present
purposes, the central point is that shareholders are entitled to
deductions generated by the corporation only to the extent of
their actual stock investment in the corporation. The amendment
I propose would apply this same principle to limited partnerships.

The effect of this amendment, as applied to a real estate
transaction or other leveraged shelter, would be as follows (1)
Assume that ten wealthy individuals put up $100,000 each for a
limited partnership -- limited in the sense that their liability is
limited to their $1 million investment, so that the partners them-
selves are not individually liable for the debts, work claims,
negligonco or other tort obligations, or other charges against the
partnerships

(2) Assume also that the partnership borrows $9,000,000
to develop a luxury apartment complex, thereby producing a total
cp&jltixation of $10 million for the partnership.

(3) Assume further that the project generages $2.1 million
in accelerated depreciation interest, operating expenses, and other
deductions in the first year.

On these facts, under present law, each individual partner
would receive a deduction of $210,000, based on his share of the

$2.1 million deduction generated by the full $10 million in
operating funds available to the partnership. Thus, a $210,000
deduction would be available to each partner, even though his own
individual liability on the project is limited to his actual
$100,000 investment.

The proposed amendment, by contrast, would allow each partner
a deduction of only$0tOQ0. The remaining $110,000 of his
$2-3D,000 share of the partnership deduction would go into his
"suspense" account, to be available only as an offset against
future income from the project# it would not be available as a
current deduction from his other income.

Dy itself, this amendment should succeed in ending the
insidious practice of syndicated tax shelters, without any substantial
effect on legitimate business operations. It is extremely unlikely
that the busy doctors, lawyers, corporate presidents, and others who
enjoy the benefits of such shelters will want to be involved in the
active operations of the businesses in which they have invested,
even to the extent of becoming personally liable for the transactions
of the shelters. They only want their passive investments and
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handsome tax deductions, not the headaches and liabilities of the
actual operations.

The more we learn about these syndicated tax shelter trans-
actions, the more concerned we are. The practice is destroying the
integrity of our tax laws. In no other area is the revenue code'so
dangerously eroded or the vitality of our self-assessment tax system
so seriously threatened. Indeed, some tax experts have already
predicted that such tax shelters will become the Achilles heel of
the Federalt.incoe tax if Congress does not bring them under control.

So far, we have been too slow in awakening to the abuses that
have sprung up in these dark but heavily sheltered recesses of the
Revenue Code. Now is the time for Congress to tackle the issue, and
end the unfair tactics being used- to subvert the tax laws and distort
the American economy.
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TAX CREDITS VERSUS TAX DEBWCTONS

The second major area of comprehensive tax reform I favor is
also one that outs across many other areas --- the need to over-
haul the relationship between tax credits and tax deductions. In
the past, as part of overall tax reform, I have urged Congress to
allow credits instead of deductions in a number of major areas,
including the personal exemption, the homeowner's mortgage interest
deduction, the deduction for medical expenses, and the deductions
for State and local income and property taxes.

Our tax laws are clearly out of joint today, and nowhere is.the disparity clearer than in the case of some of the most
popular tax deductions

--- It makes no sense to me that, because of the rate structure
of~our revenue laws, the $750 personal exemption means a child in
a'wealthy'family is worth a.tax saving of $525 to his parents, while
a ghetto child is worth a saving of only $105,

--- It makes no sense to me that the tax law saves the wealthy
family 70 cents on every dollar in mortgage interest payments
on its Scarsdale home, but only 14 cents on the dollar for the
family home in Harlem.

--- It makes no sense to me that through the tax laws, the
United States Treasury pays 70% of the cost of a wealthy citizen's
visit to his Beverly Hills physician but only 14% of the medical
bills for the family in East Los Angeles.

By allowing the use of credits instead of deductions in these
and other areas of the tax laws, either on an optional or mandatory
basis, we can make the inoome tax system far more progressive, and
provide a. substantial new measure of equity for millions of our
taxpayers.

TAX 3IIO'LIYI&TI?%

The third broad area in the drive for tax reform is the
subject of tax simplification. Above and beyond the effort to
close unjustified loopholes, we must also reduce the needless
complexity and.peperwork that now plague the ordinary taxpayer.
Too often tax rWform bills become a type of public service
employment fer lawyers and accountanteand well-meaning reforms
become lost in the fog of contortions and complexities in the
Code, beyond the comprehension of the average citizen.

OTHER SPECIFIC RE0RMS
In addition, I'also favor a number of reforms in specific

areas of the tax laws. In an appendix to this statement, I have
provided a more detailed summary of some of these proposals. In
brief, they are as follows:

C/PIZT$ OAINS. In the area of capital gains, I would propose
four oh ngest
-- (1) increase the inclusion percentage from 50% to 60%.
-- (2) repeal the 25% alternative rate for the first $50,000

of capital gains
-" (3) Increase the holding period for capital gains from six

months to one years and
-- (4) tax the accrued gain on transfers at death or by gift,

34-639 0 - 74 - pt.2 - 3
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At the present time, capital gains represent one of the most
significant preferences in the tax laws, yet they are available
almost exclusively to the nation's richest individuals. According to
recent statistics, the top three percent of taxpayers enjoy 55
percent of all capital gains, and the top one-tenth of one percent of
al 1 taxpayers enjoy 30% of all capital gains. The enormous tax
advantages that now apply to capital gains are thdi the special
province of an extremely wealthy elite among the nation's taxpayers.

I do not support efforts to close the gap altogether
between the tax on ordinary income and the tax on Oapital gains,
but we must go part way. The changes I propose 'in capital gains
would not substantially impair the flow of capital in the nation. A
major tax preference would still exist for capital gains in the
Revenue Code. And by ending the major current loophole involving
capital gain at death Congress would actually free up billions
of future dollars for investment, dollars that would otherwise be
frozen because of the tax advantage that now occurs when property
is held until death.

At the same time' I believe that Congress should resist
proposals now being circulated to relax even further the current low
rate of tax on capital gains, depending on tne length of time a
capital alset is held. Such % change would seriously increase the
existing 'look-in" effect of the'capital gains tax, since it would
encourage investors to hold assets fok-'longer periods of time in:
order to obtain the progressively more favorable tax rate that would
become available. To me, the answer to the problem of the sagging
stock market is a sound economy, not a further dose of special tax
preferences for the wealthy few who have the wherewithal to enjoy
capital gains.

oL. In the area of oil, in addition to the repeal of
percentage depletion for both foreign and domestic production
described above, Congress should take two other steps to deal with
the excessive tax advantages now available for foreign oil operations

-- First we should repeal the deduotion'currently allowed for
intangible drilling costs on foreign wells. In virtudlly every
other industry, taxpayers are required to recover these, expenses
through annual depreciation over the lifetime of the asset; only in
the case of oil is an immediate deduction allowed for the full
amount of this intangible expense, such'as labor, equipment rentals,
fuel and similar costs, which make up about 75% of the irnestment
in a well. .

-- Second, we-should repeal the foreign :tax credit for. oil
operations, and thereby end'the current travesty of otr tax laws,
whioh allows foreign royalties to be treated as forein taxes for
the purpose of the credit. Under this reform, the expenses will be
taken as a tax deduction, as they should; they will no longer-be avail-
able as a credit against U.S. taxes.

Thenaoil reforms are especially appropriate In these times
of focus on America's energy independence. Por too long our tax laws

ave subui Miedexploration and drilling and development overseas for
oil. It is time to close this loophole and bring our far flung
oil corporations back to American soil.

TH AND LOCA WOND. In the area of state and local bonds,
we should provide an optional federal subsidy-for taxable bonds
Issued by state and local governments, equal to 509 of-the interest
on the bonds.
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. On the interest deduction, we should do four
things. ( l We should strengthen the present limitation on the
deduction ol investment interest by eliminating the $25,000
exemption, which nerves to exempt, at preept interest rates, the
interest on as much as $300,0000 debt. (2) We should apply the
limitation to corporations. (3) We should require net investment
income to be computed on the same basis as taxable income; that is,
by using accelerated dep eciation, percentage depletion and other
similar preferences. (4) And the current deductions for interest
on property should be limited to the taxpayer's principal residence,
and should not be available for interest paid on vacation homes and
similar property.

PERSONAL DACTIONS. On personal deductions, we should
require the allocation of personal itemized deductions between taxable
ena taxexempt income. Obviously, an individual makes thee expenditure
Out Of both types of income, and the tax benefit of the deduction
should be limited to the proportion of his total income that is
taxed.

S INVETMOTREDITo On the investment credit, a number of
changes ars desirable. The credit should be allowed only for
increased investment over an average base-period level. In addition,
the amount of the credit should be included in the income of the
taxpayer; the credit should be limited to the actual user of the
property for which the credit Is granted; and the credit should be
made refundable, so that a positive tax refund can be given to a
taxpayer who has no other tax liability.

OTHER FOQ=2OM ISC0'. Finally in the area of other
foreign Income, we Should repeal the $26,000 exemption for income
earned abroad. We should repeal the Western Hemisphere Trade
Corporation provisions. We should repeal the provision that allows
double-counting of the foreign tax credit in the case of US.
subsidiaries. And we should repeal the tax deferral provisions by
which the United States encourages multi-national corporations to
build plants in foreign lands, in order to enjoy the benefits of
such "tax havens'.

In closing, let me repeat my hope that In the coming weeks,
Congress will make its intention clear to give tax reform the same
high priority already reserved for other basic issues. Only in this
way can we bring real tax justice to every citizen, and end the
unjust reign of King Loophole in our revenue laws.

Whatever the final outcome of the debate over President
Nixon's tax returns, the most important lesson of the disclosure of
the President's tax data Is that tax reform must move back to center
stage as an issue for Congress and the American people.

The picture that emerges from the voluminous recent
disclosures of the Joint Committee on Internal Revenue Taxation is
not a pretty one, because it demonstrates the extraordinary ease with
which wealthy individuals maneuver their financial affairs to avoid
their fair share of taxes and take advantage of our loophole-ridden
revenue laws,

Just as Watergate helped to generate important new
legislative momentum in Congress for comprehensive reform of the
nation's election laws, including the landmark bill for public
financing of elections that passed the Senate earlier this year so
the President's tax disclosures should generate a similar momentum
in Congress for comprehensive reform of the nation's tax laws.
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Tax reform belongs at the top of our agenda for 1974. The
country needed a spark to ignite the fire of tax reform, and the
President's disclosures have provided it. It is up to us in Congress
to meet the challenge, to meet our obligation as representatives of
every ordinary taxpayer.. And if we succeed, then in years to come,
the 93rd Congress will oe remembered as the Congress that at last
brought tax Justice to America.
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DETAILED EXPLANATION OF CERTAIN TAX REFORM PROPOSALS

STATE AND LOCAL BONDS

P O Provide a federal subsidy for taxable bonds issued by
state and local governments, equal to 50 of the interest on the
bonds.

PBOL I Interest on bonds issued by state and local governments
is currently exempt from the Federal income tax. This exemption
creates an obvious tax inequity and is a favorite loophole of
wealthy individuals and corporations.

In-addition, it has been demonstrated that the.exemp-
tion is a highly inefficient means of providing federal financial
aid to state and local governments. The federal revenue lose
under the exemption is currently extimated at $2.8 billion per
year, but this federal expenditure results in only a $1.8 billion
interest saving to state and local governments. The other $1
billion ends up as a kind of "commission" in the hands of high
bracket individuals and corporate investors in the bonds.

For example, assume that a 70 bracket individual invests $
in a. taxable bond at an interest rate of 9. The individual woold
pay a tax of $6.30, leaving a net gain of $2.70. Instead, if this
7 bracket taxpayer invested in a tax-exempt bond paying 67. inter-
est, he would have a net gain of $3.30 (the difference between the
$2.70 after-tax yield on the taxable bonds and the $6.00 tax exempt
interest). The state and local government has saved $3.00. the
difference between $9.00 and $6.00, but the Federal Government
has lost, in revenue, $3.30. In other words, the Treasury has
paid the 70 bracket individual $3.30, so that a state or city.
could save $3.00.

REASONS FOR PROPOSAL: The proposal wiil eliminate the wastage
in the present system of providing federal financial aid to state
and local governments. The state and local governments, at their
option, can issue taxable bonds and the Treasury will provide an
automatic 50 subsidy for the interest payable on such bonds.
Thus, if a local government issues a taxable bond bearing 10
interest, the federal government will pay 5% of the interest.
Since most bond investors are high bracket taxpayers, the
Treasury will not suffer any revenue loss, because it will be
collecting taxes on the interest received by the investors. As
a result, the "commissions" currently paid to high bracket tax-
payers will be eliminated, and all of the Federal expenditure will
go to intended beneficiaries, state and local governments.

This proposal has now been approved by the National
League of Cities, the National Governors Conference, the National
Association of Counties, the Municipal Finance Officers Association,
id the U.S. Conference of Hayoro.
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CAPITAL GAINS

PROPOSALS:

1. Increase the inclusion percentage from 50% to 60%.

2. Repeal 25% rate for first $50000 of capital gain.

3. Increase the holding period from six months 00 one year.

4. Tax accrued gain on transfers at death or by gift.

PMROBM: Present tax rules provide several important benefits for
income that is denominated as 'capital gain" income.

First, the tax on the accrued gain each year is deferred,
and is not required to be paid until the taxpayer disposes of the
property by a taxable sale or exchange. If the individual dies,
present tax rules completely exempt the gain from tax.

Second, even when gains are realized, only one-half of
those gains are subject to tax. At the present time, these tax.
benefits represent $9 billion in Federal subsidies each year. One
half of the $9 billion in tax benefits goes to only 200,000 of the
80 million taxpayers, or less than three-tenths of one percent of
the taxpayers in the country. In effect, this constitutes a Federal
subsidy of $22,500 per year per family to the richest families in
the country.

Third, the failure to tax gains at death permits wealthy
individuals to pass on to their heirs the entire appreciation in
value of their assets, free of income tax. By contrast, a wage
earner who has his funds In a savings account, can pass on his
estate to his heirs only after having paid income taxes in full on
the amount that the heirs receive.

Fourth, even assuming that a favorable tax rate should be
given to capital gains, the holding period to qualify for capital
gains should be lengthened in order to distinguish speculation from
true investment. Under the present six-month holding period, one
who invests in stock can turn over his inventoryy" twice a year at
capital gains rates. By contrast, the furniture dealer who turns
over his inventory twice a year mst pay tax at the full rates
applicable to ordinary income.

RECOMtE SOLUTIONS:

1. The 50% exclusion accorded capital gains should be
reduced to 40%, i.e., 60% of the gains would be subject to tax.
This would mean that the tax rate paid on capital gains by 70%
bracket taxpayers would be increased from the present 35% to 42%.
This increase may be compared to that of 1969 when the tax rate
on capital gains was increased from 25% to 35%. No deterrent
to investment has resulted from the increase in capital gains rates
in 1969.
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2. The holding period would be lengthened to one year
to insure that the favorable capital gains rate is given to persons
who have invested, rather than to those who are speculating.

3. Taxation of accrued capital gains at death or by
gift will insure that the property of the wealthiest passes on totheir heirs AIM paying income taxes, just as is true in the case
of the wage earner. Appropriate exemptionscan be provided to
phase in the change and to provide for transfers to a wife,
transfers to charity, transfers to orphaned children, etc. A
special program of Federal financial assistance can be provided to
those estates which are composed of aedets hot easi'Iy merketed,
notably farms and small businesses.

INTEREST-DEDUCTION

1. Strengthen the present limitation on the deduction
of investment interest.

2. The current deductions for interest should be limitedto the taxpayer's principal residence and not be available for inter-
eat ad taxes incurred on vacation homes and the like.
PUMOLE 4S I

In 1969, Congress imposed a limitation on the interestdeduction, where the interest was incurred to invest in assets
that would only be taxed at capital gains rates. The difficulty
existed because taxpayers borrowed money to invest in capital
assets; the interest deduction would offset ordinary income infull; but when the property was sold, only one half of the gain
would be included in the tax base. In 1969, Congress moved tolimit the obvious inequity that resulted from this situation, byproviding that one half of the interest in excess of $25,000 plus
the taxpayer's investment income would be disallowed until suchfuture year as the taxpayer had additional investment income which
was taxable in full. The theory of the Congressional action was
that if the gain on the property was only going to be taxed to theextent of one half, then the interest deduction incurred to carry
that property should be allowed only to the extent of one half.

2. -The deduction for interest on home mortgages ispresumably intended as a federal program to provide financial
assistance in encouraging home ownership. However, the federal
program was never intended to provide financial assistance topersons who wish to buy second or even third homes as vacation
homes. Nonetheless, present rules permit the deduction of interest
on mortgages incurred to purchase these homes.
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MJCOMMEMATIONS:

1. The present investment interest limitation should be
strengthened by eliminating the $25,000 exemption (which serves to
exempt, at present interest rates, interest on as much as $250,000
of debt); by applying the limitation to corporations; and by requir-
ing that net investment income should be computed on the same basis
as taxable income, i.e., by using accelerated depreciation and
percentage depletion.

2. To prevent the use of the interest deduction to
help finance vacation homes, the deduction for interest should
be limited to the taxpayer's principal residence.

PERSONAL DEDUCTIONS

ROPOSAL: Require allocation of personal itemized deductions be-
tween taxable and tax-exempt income.

PROBzL Present tax rules permit special. deductions for certain
personal expenditures --- medical expenses, charitable contribu-
tions, interest, taxes, casualty losses, child care expenses, and
contributions to political campaigns. Despite the fact that an
individual can pay these expenditures out of either taxable or
tax-exempt income, present rules permit the deductions to be taken
in full against taxable income. In other words, present tax rules
unrealistically assume that all of the itemized personal expendi-
tures are paid out of taxable income. Tax-exempt income --
notably the excluded one-half of capital gains, interest on state
and local bonds, and income from percentage depletion, from accelo
rated depreciation, and from intangible drilling and development
expenses --- is equally available to pay these personal expendi-
tures. Therefore, the much fairer and more logical rule is to
allocate the itemized personal expenditures between taxable and
ta x-exempt income.

OPERATION OF PROPOSAL: The proposed rule would require that
itemized personal deductions be allocated between the taxpayer's
taxable and tax-exempt income. Thus, if an individual had
$50,000 of taxable income and $50,000 of tax-exempt income, and
spent $20,000 for interest and medical expenses, only $10,000
of the expenditures would be allowed as deductions against the
taxable one half of the individual's income. Presumably, the
other $10,000 in expenses could have been paid out of the indi-
vidual's tax-exempt income, and it is appropriate to disallow the"
deduction, since the income is not included in the tax base. This
proposal was adopted by the House of Representatives in the 1969
Tax Reform Act, but was dropped by the Senate.

INVESTMENT CREDIT

PROPOSAL: (1) The amount of the investment credit should be
included in the income of the taxpayer; it should be limited to the
actual user of the property for which the credit is granted; and
the credit should be made refundable, i.e., a positive tax refund
can be given to a taxpayer who has no tax liability.
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(2) The credit should be allowed only for increased
investment over an average base-period investment level.

(1) Under present rules the taxpayer who invests $100
in equipment and machinery gets ,a $7 credit for that investment.
However, the taxpaye is permitted to depreciate the property on
.the full $100, although the out-of-pocket cost is only $93. Nor-
mal rules permit a taxpayer to depreciate-only its own net cost
in an asset. This double tax benefit from the investment credit
is unwarranted. The amount of the credit itself should be included
in income, and then the taxpayer can deduct depreciation bn the full
$100 of investment.

The credit should also be limited to the actual user of
the property. Failure to so restrict the credit at the present
time has resulted in tax shelter operations in which the investment
credit is used by a "lessor", notably banks. As a result of these
tax shelter operation., large banks have now reduced their U.S.
income tax liability to near zero, thus completely negating the
reforms of 1969 that were intended to place banks more on a parity
with other corporations.

Finally, the investment credit is of no benefit to a
taxpayer that has no tax liability. Thus, railroads, airlines,
and other industries that have no tax liability cannot use the
investment credit unless they engage in tax shelter operations.
Making the credit available only to the user, and making the
credit refundable, would enable the government, through the in-
vestment credit, to provide assistance to taxpayers who make in-
vestments in new machinery and equipment regardless of whether
these taxpayers show. a federal tax liability or not. Thus, Penn
Central could either lease or purchase railroad cars and it would
get the benefits of the credit under this proposal, even though
it might not have any positive tax liability.

Adoption of this proposal would also make it possible
to provide the credit, if it is so desired, to tax-exempt
institutions. For example, the credit could be made available
to hospitals which are required to invest in very costly equipment.
However, since hospitals are tax-exempt, the present investment
credit is of no benefit or incentive to them to invest in modern
hospital equipment.

(2) There is substantial agreement that the present
investment credit simply constitutes a windfall to certain cor-
porations for making investments that they planned to make in
my event. As such, it is simply a cost-sharing by the federal
government in situations in which no cost-sharing is required.

PresumAbly the credit was intended to operate as an
incentive for industry to make investments in new plant machinery
and equipment, which they would have been unable to make in the
absence of federal financial aid. To insure that the credit
achieves the desired purpose, and-does not operate as a windfall,
the credit should be restructured so that it is available only
for increased. investments over a taxpayer's average bane period.
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Thus, for example, if the taxpayer's investment in
new plant machinery and equipment had averaged $10 million per
year over the preceding five years, the credit would be availa-
ble only for investment in plant machinery and equipment in the
current year in excess of ten million dollars. Such a change
would greatly improve the equities of the investment credit and
mould target the federal financial assistance to situations where
it is most needed.

OTHER FOREIGN INCOME

PROPOSALS:,

I. Repeal earned income exemption.

2. Repeal Western Hemisphere trade corporation provisions.

3. Repeal the deferral provisions that encourage foreign
tax havens.

4o Repeal the provision that allows double-counting
of the foreign tax credit in the case of U.S. subsidiaries.

5. Revise the loss carry-over aspect of the foreign
tax credit.

PROBLEMS:

1. Present rules provide an exemption of $20,000 a year
for a person who is living abroad for at least a year ($25,000 for
a three-year resident). Presumably, the exemption is intended
to reduce the costs for U.S. employers where they utilize U.S.
employees in foreign businesses. There is no justification for
the rule, since the foreign tax credit is entirely adequate to
prevent double taxation.

2, Present tax laws provide a special 342 tax rate for
Western Hemisphere Trade Corporations, instead of the normal 48.
tax paid by U.S. companies. Again, companies simply set up sub-
sidiaries to do their exporting in the Western Hemisphere, export-
ing products that the parent companies would have exported in any
event. The Treasury has never been able to find that the special
rate has produced any increased exports.

3. Various provisions permit U.S. corporations to set
up wholly-owned foreign subsidiaries and defer the tax on profits
earned by those subsidiaries until the profits are returned to the
U.S. If the profits are continually re-invested overseas, the
tax is avoided indefinitely.

This benefit produces a marked incentive for U.S. com-
panies to invest in foreign activity, as opposed to domestic
activity, and is one of the principal "foreign tax haven" provisions
in the Internal Revenue Code. There is no reason for the U.S. to
subsidize multi-national corporations in their decisions to build
plants overseas. The tax system should be neutral between a business-
men's decision to invest abroad or in the United States, rather than
provide tax preferences to export U.S. jobs. This reform is one of
the principal tax provisions of the Hartke-Burke trade bill.
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4. Under present rules, a parent corporation with a
subsidiary in a less developed country is not required to include
in income ("gross up") the foreign tax on dividends paid by tho
subsidiary to the U.S.parent.. As a result, the parent gets a
double tax benefit. The foreign tax counts both as a deduction for
the subsidiary in calculating the dividend reported to the parent,
and as a credit for the parent against its own taxes.

In 1962, Congress ended this unjustified benefit for such
subsidiaries in developed nations by requiring that the foreign tax
be counted in the dividends paid by the subsidiary to the U.S.
parent. In other words, the parent is required to "gross up" the
dividends it receives from its foreign subsidiaries.

However, the change was not applied to subsidiaries in
less developed countries. Although the present treatment is de-
fended on the theory that it assists less developed countries,
there is no evidence to indicate that the present tax windfall
encourages investment in less developed countries. The rule
should be made the same for all foreign subsidiaries, regardless
of where they are located.

5. The foreign tax credit should also be revised to
correct some technical defects. One notable problem has to do
with losses incurred by a company in a foreign country which are
deducted currently against U.S. income. In subsequent years, when
foreign activity produces income, a foreign tax credit is allowed
in full for the taxes paid on such income, because many foreign
countries do not allow an operating loss carryover, as does the
U.S. The result is to obtain a double tax benefits which primarily
operates to provide a financial windfall to companies involved in
the natural resources area. This defect should be cured by pro-
viding that the foreign tax credit in the subsequent year should
be computed as if the loss had been allowed as a deduction in the
foreign country. Such a provision was approved by the House in the
Tax Reform Act of 1969.
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BACKROUND OF THE ASSET DEPRECIATION RANGE SYSTEM

The AM system permits a corporate taxpayer to depreciate capital assets
within a range of up to '0 faster than the useful lives of these assets as
defined by Treasury guidelines on useful lives in i0i. Many people believed
that the Treasury was exceeding its statutory authority in administratively

)chanmgng the depreciation system. In part due to public and Congressional
protest, the Administration submitted a modified version of AD to Congress in
the Revenue Act of 1971. On November 12, 1971, the Senate came within two votes
of rejecting AIM.

AMR abandons a concept which had been an integral part of the tax laws for
40 years -- namely , that deductions for depreciation of capital assets must be
based on the actual useful life of the asset. Once we depart from this concept
and allow tax depreciation to exceed economic depreciation, the owners of property
producing taxable income are in effect receiving subsidy payments from the
Treasury. There is no mathematical difference between giving an individual or
business a direct handout and forgiving him a like amount in taxes due.

In announcing the AIM in January of 1971, President Nixon stated that "a
liberalization of depreciation allowances is essentially a change in the timing
of a tax liability." This statement is mistaken and represents a confusion
between the consequences of a "liberalization" in depreciation allowances for a
single asseL or assets of a single year or even a limited number of years and
the permanent "liberalization" established by AM. Experts in this field have

)estimated that by 160 the AIM system will have resulted in up to a $30 billion
Permanent revenue loss to the Treasury. Thus AIM is not simply a change in the
timing of tax payments or reducing payments now in return for a tax liability
in the future. It represents a repeating and accumulating loss in tax revenues
year after year, a loss which will ultimately grow along with the general rate of
growth of the economy and in particular the rate Of growth in equipment subject
to the tax depreciation.

The major rationale which has been put forward to justify AMR is that it
will stimulate investment and therefore the economy generally. Many experts in
this area, however, do not agree that this is the case. Professor Robert
Eisner of Northwestern University who has spent many years studying the subject
of asset depreciation earlier this year testified before the House Ways and
Means Committee that "there is little evidence that 'liberalization' of depreciation
allowances of this type will have much effect on investment." He went on to
note that "if the objective were to increase investment spending, economic analysis
makes clear that a far more effective device, dollar for dollar of tax loss to
the Treasury, would be scme form of direct investment subsidy or tax credit." It
should be noted that an investment tax credit to stimulate capital investment was
.also adopted as part of the Revenue Act of 1971 providing ample tax relief and
investment incentives for corporations.

The other arguam.,L of the ADR proponents revolved-around the compeitive"
position of U.S. producers. As nearly all economists will agree, this is a
spurious argument. There is no empirical evidence that those countries with the
lowest taxes on capital haye higher rates of economic growth. In fact, among the
major industrial countries the converse appears to be true. If the goal were to
stimulate capital formation, ADR is a very ineffective and costly stimulus. In part,
this is reflected by the current data which show that business has moved very
slowly in adopting ADR. If AIM has a strong investment incentive, why have
firms not moved more quickly to adopt the new proposals? Its complexity also
appears to be discriminating against the seller business firms. The current
Treasury data indicate that the system is being adopted by the large conglomerates
but not the smaller proprietorships and partnerships. Apparently the complex
provisions can only be interpreted by the larger firms. Major improvements in
the U.S. balance of payments has come from the devaluation of the dollar rather than
tax giveaways to business. The future history of AIM is likely to follow that
of accelerated de recitation after 1954 -- a very gradual adoption with no noticeable
investment stimuli, but considerable hidden long-run revenue costs.

Estimated even loss due to ADR Estimated revenue ins if. AI is repealed
19071 300 million 19714 $100 million
197i2 900 million 1975 1.0 billion
1973 1.2 billion 1976 1.5 billion
1974 $1.4 billion 19'7 1.7 billion

1978 $2.0 billion
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FACT SrItT 04 DISC

DISC provisions of the Tax ('ode allow specially organized export corporations to
defer indefinitely the tax on one-half of their income. There is no evidence that DISC
provisions provide an extra stimulus to exports But they will cost the U1.S. Treasury
$740 million in 1074, primarily in the form of subsidies to large corporations. Our
ame-tydn*- 'd terminate the unjustified DISC subsidy.

How DISC Provisions Work

Under existing law, a corporation may elect to be a DISC (a Domestic International
Sales Corporation) if at least 952 of its gross receipts, and at least 95t of its assets,
are export-related. DISCs are completely free from normal income taxes. Shareholders,
however, are taxable on one-half of the DISC's income each year, or the amount distributed
as dividends, whichever is greater. Thus, DISCs in effect allow indefinite tax deferral
on one-half of export income.

, In pra tice, DISCS are most often paper corporations established by other large
corporations merely for the purpose of receiving tax benefits for exports. A DISC need
not satisfy normal requirements of corporate capitalization, but need have only $2500
in assets. In 1972, 222 of the income received by all DISCs was earned by eight DISCs
with gross receipts over $100 million, and over 802 of the 2,249 DISCs were owned by
corporations with assets of over $100 million. These large corporations can channel their
exports, on either a sale or commission basis, through DISC* they have created, and thus
receive substantial tax benefits.

Revenue Gain From Termination of DISC Benefits

Terminating DISC benefits under our amendment would gain an estimated $115 million
in 1974. $740 million of this amount comes from revenue which would otherwise have beet
lost in 1974 under the DISC provisions. And $75 million comes from the estimated tax
revenue which would be payable in 1974 on DISC income deferred in prior years,

DISC Provisions Have Had 4o Demonstrable Effect on Increasing Our Export Trade

The U.S. in 1973 enjoyed a $700 million trade surplus, with an unprecedented $70
billion in exports. But when the DISC provisions were originally enacted in 1971, the
nation was facing a serious balance of payments deficit, including for the first time
in recent years a deficit in trade of goods and services. According to the International
Economic Report of the President, the turn-around in the U.S. trade balance was caused
primarily by increased world-wide demand for our agricultural and manufactured exports,
and the 152 devaluation of the dollar over the past two years. During 1971 and the first
half of 1972 our demand for foreign products was strong, and economic slowdowns abroad
reduced demand for our exports, producing a negative trade balance. Since then, however,
export demand has increased, the prices of our exports have become more competitive, and
higher relative prices abroad have reduced our demand for imports.

There is no evidence that any part of this trade turn-around is due to the tax
benefits provided under DISC. In fact, the GAD has reported that ISC "is not considered
to have had much influence toward Increasing U.S. exports to date. Neither has it re-
sulted in exporters lourinp their prices to meet competition." And a recent Treasury De-
partment report prepared ursuant to the DISC statute gives no convincing evidence that
the tax subsidy under DISC is having an effect on our exports or balance of trade. Although
the Treasury analysis, which cover data from calendar vear 172, shows that selected
firms utilizing UISCs increased their exports 14.11, slightly more than the total U.S.
export growth by 12.4Z in that year, the Treasury makes no claim that these figures are
statistically significant and admits that their conclusion is "highly tentative." The
Treasury Report did show, however, that the 15% profit rate for exporters using DISCs
has been about twice the 83 rate of return for those industries in which DISCs predomi-
nate, and that the revenue loss has been much higher than Congress expected when it
enacted DISC in 1971. The revenue loss was an estimated $250 million in 1972 and $510
million in 1973, instead of the originally predicted $100 million in 1972 and $170 million
in 1973.

Effective Date

Our amendment would make DISC benefits unavailable for any taxable year beginning
after December 31, 1973. Since DISCs are largely an accounting device, utilized by
corporations at the end of their taxable years when export receipts, assets, and income
are accounted for, terminating the DISC provisions as of this tax year would work no
unfairness. Taxes on income previously deferred would be payable in equal asesments
over ten years.

BEST CP" "
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Relationship t the Ways and Means Bill

The Ways and Meane bill repeals depletion in gradual steps from
1975 through 1978. Its provision on depletion would have virtually no
effect in 1974. Our proposal would return significant revenues to the public
treaury from balooning oil profits beginning this Year. Oil industry profits
in 1973 rose some 55 percent over 1972, according to business Week. Company
reports for the first quarter of 1974 indicate another very large jump for
this Year. After their accountants had done everything possible to minimlse
below-the-line profits. Texaco reported after-tax earnings up again by 123
percent; SoCal, 92 percent; Standard of Indiana, 81 percent; Gulf, 76 percent
Mobile. 66 percent; Shell, 51 percent; and Exxon, 39 percent.

This proposal separates the repeal of percentage depletion from
the other provisions of the Ways and Means Energy Tax Package, because de-
pletion has been the subject of hearings and public debate for many years
and the issue is familiar to everyone. Action should be taken now to close
this major loophole as the first step toward satisfying public demand for
fair taxation of oil income. The other provisions of the Ways and Means
package are sufficiently new and complex to warrant more deliberate pro-
cedures. This proposal is not intended to detract in any way from the need
to consider these other measures in due course.

I
-"-'I.



399

FACT SREET ON PROPOSED
REPEAL OF PERCENTAGE DEPLETION FOR OIL AND GAS

This provision would abolish the percentage depletion allowance
as of January 1. 1974, for all oil extraction and for natural gas not under
Federal price control or already committed under fixed-price contracts. The
annual revenue gein over five year@ would be as follows:

Revenue Gain
Calendar Year This Proposal Us" and Means Bill Difference

(billons of dollars)

1974 2.0 0.0 2.0
1975 2.2 0.6 1.6
1976 2.6 1.3 1.3
1977 2.9 2.1 0.8
1978 3.3 2.4 0.9

Five-Year Average 2.6 1.3 1.3

Of the revenue gain from abolition, all but about $0.2 billion is
traceable to the elimination of percentage depletion on domestic oil. The
estimates for domestic oil are based on an average price of crude increasing
gradually from $6.50 per barrel in 1974 to a world price of $9 in 1978. as
assumed by the Joint Coamittee on Internal Revenue Taxation.

w Dpltion Works

The percentage depletion option now permits 22 percent of the gross
revenues from oil and gas extraction to go entirely free of Federal income
tax, up to half of the producer's before-tax profits. For a successful well,
percentage depletion can provide a total tax deduction much larger than the
alternative of depreciating the investment in the well, as would be done by
investors in other businesses. As a result of this and other tax preferences,
major oil companies paid only -. it 6 percent of their income in U.S. income
taxes in 1972. For instance, Guif paid 1.2 percent; Mobil, 1.3 percent;
Texaco, 1.7 percent; SoCal, 2 percent; Arco, 3.7 percent; Exxon,6.5 percent;
and Standard of Indiana, 10.2 percent.

Percentage depletion has been defended in the past as an incentive
to exploration and drilling. For this purpose, it always has been a very
costly form of subsidy, and it is less effective per dollar than a subsidy
or tax credit applied directly to the desired activities.

The new high prices of oil render percentage depletion much more
expensive than before and, at the ease time, remove any justification for it,
because today's oil prices provide ample incentive for oil development without
any subsidy. Development activity now is constrained not by any lack of in-
centive hut by the Physical capacity of the Industry andits equipment suppliers.

The recent increase in oil prices indeed presents an opportunity to
abolish this aspect of undue favoritism in the tax system without reducing
the incomes of oil investors from last year's levels. On the contrary, oil
incomes will go up anyway. Depletion should be abolished now before it again
becomes embedded in the new income levels, the asset values, and the cost
structure of the oil business.
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rI9%TXnM VE l41IM.4 TAX

1. repeal the step in the calculation of the minimum tax which currently
allows a deduction for other taxes paid.

*?. reduce the current $30,000 exclusion from the minimum tax to .10,000.

The proposed amendment makes no chance in the list of tax preferences sub.
ject to the minimum tax, and no change in the current 104 rate of the minims tax.
It affects only the deduction for taxes paid and the $30,000 exclusion, the most
obvious loopholes in the current minim tax. The combined revenue gain from both
provisions would be WO6 million.

CURRENT LAW

The minima tax was enacted by Congress as part of the Tax form Act of
1969, in an effort to insure that persons vith substantial amomts of untaxed
income would pay at least a modest tax on uch income. Under the present minium
tax, a person Is taxed at the flat rate of 104 on the sum of his income from
certain tax preferences, which include most, but not all, of the major preference&
in the tax code- accelerated depreciation on real property, accelerated depreea-
tion on personal property subject to a net lease, amortizatien of certified pollu-
tion control facilities, amortization of railroad rolling stock, stock options,
reserves for losses on bad debts of financial institutions, depletion, capital gains,
and amortization of on-the-job training and child care facilities.

Before the minimum tax is applied, however, a taxpayer gets two important
deductions from his preference income: First, an automatic $30,000 exclusion;
Second, a deduction for the regular incoe tax he pays. These two deductions are
TiTy responsible for the failure of the minimum tax to fulfill its promise.

DEDUCTION FOR TAXES PAID

This deduction allows substantial numbers of taxpayers to avoid the minimum
tax completely, even though they have large amounts of income from tax preferences.
In practice, the deduction is an "Executive Suite" loophole, since one of its
principal effect is to allow highly paid executives to use the large amount of
regular taxes they pay on their salaries as an offset against income they receive
from tax preferences. The following example illustrates the point:

A B

Preference income $100,000 .1OO,000
regular tax on salary 100,000 0

Base for minimum tax 0 100,000
Minimum Tax 0 10,000

Individual A. who has $100,000 in income from tax preferences but pays
'100,000 in regular taxes on his salary, owes no minimum tax. Individual B,
who has !'i00,000 in income from the same tax preferences, but who pays no regular
taxes, owes a minima tax of t10,000. The minima tax should operate equally on
individuals A an B, yet the deduction for taxes paid lets A escape the minima
tax altogether.

Contrary to agyints raised in the past against the proposal to repeal the
deduction for taxes paid, this reform would have only a marginal Impact on capital
gains. For individuals, the change would increase the effective tax rate on
capital gains in the highest bracket from its present level of 36.50 to 1.
But the top 400 rate would apply only to that portion of capital gains over V460,000,
and it is still a barga n rate compared to the 10% tax rate on ordinary income
at such levels. In the Tax Reform Act of 1969, the maxima effective tax rate
on capital gains was increased from 25". to 36M., with no measurable effect on
the investment community or the flow of capital to business. For corporations,
the change would increase the effective tax rate on capital gains from 30.75
to 33.754. The Tax reform Act of 1969 increased the rate from 5- to 301. For all
but the smallest corporations, the tax rate on ordinary income is 48".

1MZi $30,000 EXCWSICK

The second part of the amendment would reduce the existing t30,000 exclusion
to $10,000. The present level was set far too high by the 1969 Act. It enables
wealthy taxpayers to enjoy their first $30,000 in tax loophole income, completely
free of the minimum tax. This was the provision used by President Nixon to reduce

i A'Ipy
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his minimum tax to zero In 1971 and 197*>,and to near-sero in 1970.

Dy reducing the level to tl0pO00, substantial amounts of income
that are cirrentl: tax-free will become subject to the minium tax. At the
came time, the ."10,000 level -ill he high enough to prevent any substantial
deleterious impact on low and middle-ieome taxpayers vith modest tax pre-
ference Income such as a capital gain on the sale of a home. Tn addition, the
.10O000 level will avoid any unnecessary inconvenience in the administration of
the minimum tax, since it will not require the forms to be filed or the tax to
be paid on modest amounts of tax preference income.

EFFECT OF CU.11MEf WOPHOO

1KDUVIDUAWr -- Tn 1971, 100,000 individuals with tax preoerences totaling
f6.3 billion paiff 169 million in minimum tax, for an effective tax rate of only
2.7', compared to the statutory rate of l0'. Of this group, 75,000 Individuals,
reporting preference income of $2.3 billion, paid no minimum tax at all.

CORPORATIONS -- Tn 1970, 81,000 corporations paid $280 million in minimum
tax on loophole Income of $5.7 billion, for an effective rate of 4.81.. Of this
group, 75,000 corporations, reporting preference income of $1.6 billion, paid no
minimum tax at all.

-EVI1U GAIN~ (MILLIONS) FIH PROPOSED MaNDMi~T~m (1972 NCOEe LEVELS)

repeal
Deduction
for Taxes

Paid

Individuals
Corporations

TOTALS

804 from individuals

!330
050

580

keluston
to $10,000

3l
20

151

Combined

$585 !
275
860

with adjusted gross incomes over 100,000.

14-639 0 - 74 - pt. 2 - 4

B E
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Mr. CHAIRMAN. Next we will hear from Mr. Carl Gerstacker, chair-
man of the Dow Chemical Co., accompanied by Mr. Raphael Sherfy
for the Manufacturing Chemists Association.

STATEMENT OF CARL GERSTACKER, CHAIRMAN, DOW CHEMICAL
CO., ACCOMPANIED BY RAPHAEL SHERRY AND GLENN WHITE
FOR MANUFACTURING CHEMISTS ASSOCIATION

Mr. GERSTACKER. Thank you, Mr. Chairman, members of the com-
mittee. My name is Carl Gerstacker, and I am appearing on behalf
of the Manufacturing Chemists Association. I am chairman of the
board of the Dow Chemical Co.

We appreciate this opportunity to present our views on the tax
proposal set forth in your press release of May 31. Each of these
proposals would effect a change of utmost importance to American
business and particularly to the chemical inudstry. Each proposal
would significantly add to the tax burden of U.S.'industry and ad-
versely affect our economy.

We believe it is unfortunate that your committee has found it
necessary to hold these brief hearings because of the possibility that
these proposals may be offered on the floor of the Senate as amend-
ments to a minor tariff measure. This withholds the benefit of the
usual, careful, in-dept consideration provided by your committee
and its staff.

Experience has shown us that sound tax policy cannot be developed
without such participation by your committee. We do appreciate your
reasons for holding these hearings. on such short notice, and giving
us the opportunity to express our views before any precipitous action
is taken.

PROPOSED TAX REFORM SEEN ADVERSELY AFFEcTINO
THE CHEMICAL INDUSTRY

Let me turn now to some of the measures which are contained in
your press release and which are of utmost importance to our industry.

Chemical manufacturing is a highly capital-intensive, industry.
Large expenditures are required to build modern and efficient U.S.
chemical plants which can produce the goods and services necessary to
our economy. The inflationary trends of recent years have added to our
burden and have made it extremely difficult to'generate from internal
sources the funds necessary for our capital requirements.

Both the ADR system and the investment tax credit combat rising
costs and high taxes. As a result, they contribute significantly to
meeting these capital needs. The chemical industry has repeatedly
pointed out to the Congress and to your committee that these tax
policies contribute to the establishment of a more realistic capital
recovery policy in our tax law. They help to generate programs for
plant expansion resulting in the creation of more jobs, the reduction
of inflationary trends through greater productivity, and increased
ability to meet foreign competition. In order to fulfill these objectives,
however, American business has to be assured of stable tax policies
which are not on again, off again, as has been the case with the invest-
ment credit. We urge the ADR system and investment credit be
retained as permanent features of our Federal tax policy.
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Foreign trade and investments would be adversely affected by pro-
posed changes in the tax base. Two of the proposals relate to the taxa-
tion of U.S. enterprises abroad. One would limit or eliminate the a -
plication of the foreign tax credit. The foreign tax credit has been the
cornerstone on which the U.S. has eliminated international double
taxation. This allowance relates only to foreign income taxes and ap-
plies only against the U.S. taxation of foreign profits. Under no cir-
cumstances does the foreign tax credit offset U.S. tax on U.S. income.

It is clear that the elimination of or a significant reduction in the
foreign tax credit allowance would severely impair the U.S. competi-
tive position abroad. The increased tax burden on U.S. foreign activ-
ity would be substantial, and in some cases would result in a combined
U.S. and foreign income tax of over 70 percent.

Thus, the elimination of this credit would be unfair, discrimina-
tory, and present an unacceptable burden on U.S. taxpayers. We urge
strongly that the foreign tax credit provision remain unchanged.

The proposal to repeal the recently enacted provisions relating to
the Domestic International Sales Corporation is undesirable because
such repeal would remove from the law a concept which has helped
American business increase its exports dramatically. This concept
was adopted by the Congress in 1971 for the purpose o. placing Ameri-
can exporters on a more equal basis with their foreign competitors.
Only after careful study by many groups interested in our foreign
trade area, were the DISC provisions adopted.

The National Export Expansion Council, the Treasury Depart-
ment, the Manufacturing Chemists Association, and similar groups all
reached the conclusion after years of study that deferment of the U.S.
tax on export income was desirable.

Two reasons stand out. First, increased exports increase jobs at
home, and second, they aid our balance of payments. The DISC provi-
sions have been in effect only a few years, and a clear assessment of
their impact is not yet possible. Many factors, including a major de-
valuation of the dollar have intervened during their short life, but
the Treasury has indicated that they contribute positively to an increase
in exports.

The Treasury study shows companies with DISC's increased their
exports more than those not having DISC's. Our experience in the
chemical industry is comparable to the Treasury's, and we feel it
would be undesirable, if not foolhardy, to destroy this potentially
valuable tool before its full impact is ascertained.

It would be far better to expand this provision to provide for 100
percent deferral of tax rather than the 50 percent presently provided
under DISC rules.

Changes proposed in the tax on preference income only makes a
bad tax worse. Reducing the $30,000 exclusion will have its most
significant impact on middle income Americans. Eliminating the
deduction for Federal income taxes changes the tax from a minimum
tax to an additional tax. This is completely unrelated to the initial
concern that all persons should pay some tax.

Secretary Simon has already pointed out in his testimony before your
committee that neither of these provisions has any impact on the high
income individuals who now pay no Federal income taxes. We urg,"
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that the recommended changes in the tax on tax preferences be
dropped.

Crude oil and petroleum products are important feedstocks and
energy sources to the chemical industry. Other natural resources are
also very important. Oil and other minerals are becoming more scarce.
The costs of finding and producing them are increasing. Eliminating
percentage depletion will increase the cost of raw materials and energy
for the chemical industry. As our costs increase, our prices must also
increase. Unfortunately," the consumer bears the impact of this cost-
driven inflation brought about by higher business taxes.

In summary., insofar as the so-called reform measures are concerned,
it is clear that their adoption would tend to accentuate inflation to
create an uncertain atmosphere for business decisionmaking, and to
increase the likelihood of an economic downturn.

Inflation can best be fought by increasing productivity, by improv-
ing the U.S. balance of payments. and by settling the atmosphere of
uncertainty in our corporate tax structure. Measures such as ADR and
the investment tax credit directly encourage the use of new equipment
that helps to increase productivity thus actually fight inflation.

The DISC provisions which encourage exports tend to improve
our balance of payments. Retention of these provisions will help con-
vince business that Congress really means to control inflation and
strengthen the economy.

On these bases, forward-looking business decisions can be made. We
urge your committee and the Senate to make these positive decisions.

Thank you, Mr. Chairman.
The CHAIRMVA,. Thank you very much, sir.
Senator Bennett, do you have any questions?
Senator BENNETT. I appreciate the statement. It has been a little

hard to follow because you have been reading a separate statement,
but I think you have raised the other side of the issue in contrast to
the statement of Senator Kennedy, and 'this will be the basis of the
discussion on the floor when we get there whether we should be
concerned with trying to solve inflation by giving the consumer
more money to spend, and at the same time reducing the capacity
o r American industry to produce. That seems to be one point of view.

I hold to the other one which was represented by your statement,
and I am sure it will be useful to us when. as Senator Kennedy has
indicated, we meet at the barricades on the floor of the Senate.

I have no other questions, Mr. Chairman.
The CHAIRMAN. Senator Hartke?
Senator HARTKE. Mr. Chairman, I want to pay my respects to Mr.

Gerstacker for his outstanding work in the field, for which he is to
be congratulated.

DEPLETION ALLOWANCE

Are you asking for retention of the depletion allowance, both
domestically and overseas?

Mr. GERSTACKER. I did not hit that point directly, Mr. Senator,
and I am now speaking only personally because I am not prepared
with my testimony. I would not be unhappy to see the overseas
depletion allowance removed.
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Senator HARTKE. I might be much more sympathetic to the deple-
tion allowance if I thought that it would apply to the depletion of
our resources here in the United States.

INVESTMENT TAX CREDIT

On the 7-percent investment tax credit: I might just point out
again for the sake of the record that I am the only member of this
committee who consistently opposed the repeal or suspension of the
7-percent investment tax credit. I would extend that 7-percent tax
credit to some other fields, especially for utilization of unemployed
people in certain high unemployment areas, or to those companies
which are willing to use cooperative education in order to encourage
business to employ people, or to help them go through college and
other worthy social causes.

REPLACEMENT DEPRECIATION ALLOWANCE

Have you ever given consideration to a program, of which would
provide a replacement depreciation allowance which would not go
to corporations which are merely engaging in routine expenditures
on a capital basis, but which are really modernizing their plants by
replacing their equipment on the basis of their replacement costs
rather than original costs?

Mr. GERSTACKER. First of all I would like to compliment the dis-
tinguished Senator from Indiana on his support for the fundamentals
that getting more production and more efficient production helps
everyone in our country. It makes for more jobs, it keeps us more com-
petitive with our foreign competitors, and the better equipment we
have, the more money we can pay our workmen, and the lower the cost
to the consumer. So I agree very much with that.

As to your specific question about replacement depreciation, it is a
very interesting point and a very intelligent question. You probably
know, Senator, that other nations have adopted this. England, for
example, Brazil, other places who have faced high inflation, perhaps
somewhat longer than our country has, although we have always had
some inflation, have adopted such measures.

It is true, Senator, that the depreciation allowed today for tax pur-
poses is not enough to replace the equipment, the buildings, the plants,
so that when you come to build a replacement, there is just not enough
money in the depreciation fund.

I would welcome such a thing, I must add, because I know the Sen-
ator does understand these complicated matters. It is very difficult to
write something on this subject because you have many different rates
and problems.

Senator HArKE. I don't believe that you can change investment
credit at this point, but I would like to see the committee, take the posi-
tion of supporting a request to the Treasury for a complete study which
would give us the ultimate effects upon domestic production if you had
the reinvestment depreciation allowance. I just think it would mate-
rially change the whole industrial complex of America, and I think it
would be a major factor in reducing inflation.
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FOREIGN TAX CRIIDIT

Now, back to those places where you and I find so much difference
of opinion on those tax measures of the Burke-Hartke bill. Are your
figures in your chart based upon complete elimination of the foreign
tax credit, or are they based upon the change from the present credit
to a deduction?

Mr. GEISTACKER. Mr. Sherfy, would you help ine on that?
Mr. SITERFY. The figures in our paper compute the tax burden with

the allowance of the foreign taxes as a deduction, not a credit.
Senator HARTKE. Not a credit?
Mr. SHERFY. It eliminates the foreign tax credit and shows what the

burden would be in seven countries.
Senator HARTKE. How much tax is avoided under the present for-

eign tax credit mechanism?
Mr. SHERFY. I do not know, but the Treasury has given you all that

figure several times, I think.
Senator HARTKE. Yes; I have them, but 'I can never get accurate

statistics from individual corporations. I wonder if you would care
to --

Mr. SHERFY. Oh, you were asking-I do not know the answer to
that.

What was your question?
Senator HARTKE. What is the total tax credit for all corporations

with subsidiaries abroad using the last year and any previous year?
Mr. SHERFY. I do not know that answer. I think we can look into it,

but'I believe the Treasury-
Senator HArKE. When we get these figures back, it will show con-

clusively that this is a substantial amount. I believe that it amounts
to an excess of $6 billion. This is roughly one-fifth of the $32 billion
of the total corporate taxes collected.

What you have given us in your tables are the high-tax coun-
tries. At the present time, the foreign tax credit can also be utilized
with low-tax countries, and frequently is so utilized as a tax haven
operation in places like Switzerland.

Is that not trueI
Mr. GERRSTACKER. Senator, let me reply to that by saying that at

least the experience of the chemical industry is that you do business
primarily in these other countries who have taxes like ours or even
higher. there are undoubtedly some small or less developed countries
with low taxation, but there is not much business there.

Senator HArTKE. I disagree. I think there are many businesses in
lesser developed countries, and they reap substantial tax benefits.

Mr. SHERFY. But the tax haven problems have been substantially
taken care of in subpart (F).

Senator HARTKE. No- for example, you go into Switzerland and
use Switzerland as a tax haven country.

Mr. SHERFY. That is correct.
Senator HARTKE. And you can reduce very substantially your tax

liability in the United States by so doing. Isn't that true?
Mr. GERSTACKER. I don't believe so, Senator.
Mr. SHERFY. I believe that your measure in 1962 went a substantial

direction toward eliminating any tax havens.
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Mr. GERSTACKER. At least Dow is not smart enough to find them
if there are some, Senator.

Senator HARTKE. I just hope that you will give some thought to
one of your Presbyterian schools in Hanover, Ind., which was hit
very badly by the tornadoes. If you have any spare money from thoseforeign tax credits, I think you should use it there.Mr. GERSTACKER. Thank you, Senator.

I am well aware of that and we will consider it.
Senator HARTHE. Thank you. I did mention your name in Indiana.

I told them that I was sure with your background you would be in-
terested in trying to keep that school on the map.

Mr. GERSTACKER. Senator, your communication is great. I heard
from them immediately.

Senator HArKE. Thank you.
The CHAIRMAN. Well, Mr. Gerstacker, I liave only one comment.

You are chairman of the board of a company that invested a lot
of money in Louisiana, and I hope very much you make a profit down
there.

Mr. GERSTACKER. We are, Mr. Senator.
The CHAIRMAN. Thank you very much.
Mr. GERSTACKER. Thank you, Senator.
The CHAIRMAN. We were pleased to have your testimony.
Mr. GERSTACKER. We are delighted to be a part of Louisiana.
The CHAIRMAN. Thank you so much, sir.
[The prepared statement of Mr. Gerstacker followw]
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SUMMARY OF PRINCIPAL POINTS
STATEMENT OF DR. CARL A. GERSTACKER

ON BEHALF OF
THE MANUFACTURING CHEMISTS ASSOCIATION

JUNE 10, 1974

1. Investment Tax Credit and Asset Depreciation Range (ADR) System

The retention of the Investment Tax Credit and the Asset
Depreciation Range (ADR) System with the full 20% variance is urged
by the chemical industry to stimulate continuous modernization of its
plants and equipment to insure a high degree of domestic productivity,
and to increase its competitive capabilities throughout the world.
The increased capital investment in production facilities, which these
tax incentives will help to generate, will provide a boost to the
economy and will provide benefits which will be shared by workers, con-
sumers and investors.

2. Taxation of Foreign Income

In order to remain competitive with foreign industry both
at home and abroad, it is important that U. S. industry not be placed
at a disadvantage as compared to the tax treatment extended to foreign
industries by their parent governments. We recommend that no change
be made (I) in the timing of the imposition of U. S. tax on foreign
earnings of foreign subsidiaries and (2) in the foreign tax credit
provisions.

3. DISC and WHTC

We recommend that DISC be retained in order to stimulate
exports. We also recommend the retention of Western Hemisphere Trade
Corporation provisions.

4. Minimum Tax for Tax Preferences

The "Minimum Tax for Tax Preferences", added by the Tax
Reform Act of 1969, is actually an additional tax rather than a
minimum tax. We recommend that it be made a true minimum tax by
permitting a deduction of the income tax otherwise payable from the
additional tax imposed by section 56 of the Code.

5. Natural Resources Taxation

The chemical industry is a consumer of substantial amounts
of petroleum and mineral products. We believe that any change to the
tax law which would adversely affect the flow of capital into the
natural resource industry would be ill-advised and we recommend that
the present tax treatment of natural resources be continued.
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STATEMENT OF
DR, CARL A. GERSTACKER

ON BEHALF OF
THE MANUFACTURING CHEMISTS ASSOCIATION

BEFORE THE
COMMITTEE ON FINANCE

UNITED STATES SENATE
ON

TAX INCREASE PROPOSALS
JUNE 10, 1974

Mr. Chairman and Members of the Committee:

My name is Carl A. Gerstacker. I am Chairman of the Board of

The Dow Chemical Company. I am appearing before you on behalf of

the Manufacturing Chemists Association, a non-profit trade associa-

tion of 178 United States company members representing more than

90% of the production capacity of the basic industrial chemicals

within this country. Our companies also carry on extensive

international operations throughout the world.

We particularly appreciate the opportunity to present to this

Committee the Association's views on each of the tax proposals out-

lined in your Committee's release of May 31, 1974.

A careful examination of the various proposals which are being

considered as amendments to H.R. 8712 would, if enacted in their

entirety or singly, have a significant adverse impact upon the U.S.

chemical industry and upon the economy of our country as a whole.
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ELIMINATION OF THE ASSET DEPRECIATION RANGE
(ADR) SYSTEM AND THE 7% INVESTMENT TAX CREDIT

The chemical industry is very capital intensive, with extensive

investment needed in plant facilities in order to compete in domestic

and world markets. Because of present inflationery trends resulting

in high replacement costs it is difficult to obtain sufficient funds

internally to meet capital needs. The asset depreciation range system

and the investment tax credit are important factors in making capital

investment decisions, particularly in light of the high taxes and

the high cost of materials, supplies and services. By competing

successfully the chemical industry contributes to increased employment

and maintenance of a sound balance of payments position.

Furthermore, it is important in these inflationary times to

provide a proper climate for additional capital investment. New

plants and equipment will increase the productive capacity of

American industry, which will combat these current inflationary trends.

You will recall that Congress in 1962 and again in 1971 in con-

junction with the enactment of the investment credit shortened de-

preciation lives. Both provisions contribute towards maintaining an

up-to-date industrial plant. This Association in 1971 expressed its

firm view that restoration of the investment tax credit was necessary
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as a permanent part of the Federal income tax structure so as to

increase American industry investment in production facilities.

This Association expressed disapproval of the periodic repeal of

the investment credit followed by periodic reenactment. It is pointed

out-that this off-again on-again policy is detrimental to sound

financial planning. Plant modernization and expansion requires long

range planning.

This Association continues to believe that the ADR system is

essential to a healthy capital investment program. The ADR system,

together with the 7% investment credit, work effectively in contributing

to the ability of the chemical industry to meet the increased com-

petition from new and highly efficient plants of foreign competitors.

In many instances foreign governments provide significantly larger

incentives to their industries in order to maintain a modern and

efficient industrial plant. This is clearly so in the case of Japan,

West Germany and the United Kingdom- countries where major chemical

producers exist.

We urge, therefore, that the investment tax credit and the Asset

Depreciation Range System be retained in their existing forms.

I
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LIMITATIONS ON THE USE OF THE FOREIGN TAX CREDIT

Members of the chemical industry believe that, from an economic

standpoint, foreign markets are best served by exports from the

United States. This philosophy remains the practice so long as

foreign government regulations and competitive factors permit.

Foreign operations are established when competitive circumstances

or government requirements make it impossible for the markets to be

served by manufacturing in this country. The chemical industry does

not build plants abroad purely for tax reasons.

In 1971, the level of chemical direct investment abroad amounted

to $4.5 billion. This represents only 8.2 percent of the 1971 U.S.

chemical assets.

The chemical industry is a positive contributor to the national

trade account. The 1972 foreign trade surplus of the industry

approximated $2.0 billion with exports in the neighborhood of $4.0

billion and imports of $2.0 billion. The industry has provided a

trade surplus of $19 billion over the past ten years.

There is also ample evidence that direct investment abroad has

served to increase export of U. S. manufactured products to the same

markets in which foreign manufacturing is established. These exports

are in the form of materials for further processing abroad or products
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to complement a line manufactured abroad where a position in the con-

sumer market has been established by affiliates of U.S. enterprises.

Taxation of Unremitted Earnings of Poreign Subsidiaries

A basic principle of taxation both in the United States and

abroad is the recognition that each separate entity is taxable

solely on its own income. This principle is applicable to U. S.

corporations operating domestically where there is ownership of one

corporation by another, and as to individuals who are owners of

stock of corporations. This same distinction between taxable

entities is well-recojnized in the taxing practices of all foreign

countries.

Any attempt by the U. S. Government to disregard this fundamental

concept of taxing income only when earned by entities within its

jurisdiction will discriminate against U. S. interests which invest

in foreign enterprises and will create an advantage to foreign com-

petitors of U. S. industry. Current U. S. taxation of foreign

earnings and profits of controlled foreign subsidiaries will result

in a higher burden of taxation which will have to be paid currently.

In most cases, funds will have to be withdrawn from investment abroad

resulting in a serious reduction in U. S. enterprises' capacity to

compete for the foreign markets.

Some of the consequences which must be weighed in considering

such amendment to the U. S. tax system are:
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1. Additional dividend withholding tax payments to foreign

countries will presumably result since increased distribution

of dividends would be the logical consequence. The combined

income tax and withholding taxes in many foreign countries

will serve to eliminate any U. S. taxes which might otherwise

result from requiring full taxation currently of the foreign

subsidiary's earnings.

2. Funds required by foreign subsidiaries for working capital,

repayment of loans,- and capital expansion will be drained

away, thereby creating a strain on such companies' resources.

Unilateral action by the U. S. which would lead to increased

withholding taxes paid to foreign governments will do nothing-

to improve the U. S. economy but can limit the financial

well-being of U. S. interests abroad.

3. Foreign countries with lower tax rates than the United States

will have a tendency to increase their rates or increase their

withholding taxes to offset any added tax imposition by the

United States. Furthermore, some basic changes in the double

taxation conventions which presently prescribe lower with-

holding rates may well take place.
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The'experience of U. S. chemical interests indicates a dis-

tribution level from foreign operations in the range of 50% to 60%

of current earnings. With this result, there can be little

additional U. S. tax revenue from earnings in countries where the

major foreign investments are located since the tax rates.of those

countries approximate and often exceed those in the United States.

The following table illustrates this point:

Foreign Effective
Foreign Withholding Foreign
Income Tax Income Tax

Tax on Dividends* Rate

Canada 51% $4.40 55.4%

France 50% $1.50 51.5%

Germany 44% $5.10 49.1%

Italy 46% $1.60 47.6%

Japan 44% $3.40 47.4%

Netherlands 47% $1.60 48.6%

U. K. 40%.. $5.40 45.4%

Average for Group 45.9% $3.29 49.3%

*Per $100 earnings net after taxes assuming 60% payout as a dividends.
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For the foregoing reasons, the Manufacturing Chemists'Association

recommends that no change be made in the timing of the imposition of

U. S. tax on foreign earnings of.foreign subsidiaries.

The U. S. Foreign Tax.Credit System

The foreign tax credit has been the cornerstone by which the

United States has eliminated international double taxation. It is

unilateral recognition by the.United States of the prior right for

other countries to tax income derived front, within their borders. There

can be no question that the elimination of a credit for foreign income

taxes would be unfair, and discriminatory against the U. S. Taxpayer.

The foreign tax credit is essential to our concept of imposing tax on

the world-wide income of-corporations.

I :Repeal of the. foreign tax credit would increase the effective rate

of taxation on most foreign subsidiary operations to over 70%. The

comparative table presented below shows the effective tax rates

applicable to income received by the parent corporation in one country

from its wholly owned manufacturing subsidiary operating in each of

the other major countries and how they would be affected by the proposal

to make foreign taxes deductible rather than creditable.



COUNTRY IN WHICH SUBSIDIARY OPERATES AND PAYS TAX

France Germany Italy Japan Netherlands

Corporate Income Tax Rate on
Subsidiary's Earnings

Statutory Rate of Withholding
Tax on Dividends to Parent
Located in the Following:
United States
Canada
France
Germany
Italy
Japan
Netherlands
U. K.

Tax im nod on nividends Repeived
By each country where parent is
located on dividends from sub-
sidiaries located in countries
shown in each column

By United States - if Burke/
Hartke type proposal were
adopted

15% 5%
-- -0-

-0-
15 -0-
15 15
15 15
15 -0-
15 5

-0-

15%
15
25

25
25
10
25

5%
30
15
30

10
-0-
-0-

10%
15
15
10
10

10
10

5%
15
-0-
10
-0-

5

5

-0- -0- -0- -0- -0-

22 23 24 25 25 24

Combined Effective Rate of Tax
on Subsidiary and on Parent
Located in the Following:
United States
Canada
France
Germany
Italy
Japan
Netherlands
U. K.

United States - if Burke/
Hartke type proposal were
adopted 77
Above computations :e based on assumed
foreign corporation tax

75 f 73 73 72 -
dividend d.-tributions of 60% of net profits after

0

Canada U.K.

15%
15
5

15
5
10
5

-0-

26

55

51
55
55
55
55
55

52
50

50
55
55
50
53

49
49
53

53
53
47
53

48
56
51
51

49
46
48

47
49
49
47
47

47
47

49
52
47
50
47
49

49

45
45
42
45
42
44
42

71

51% 50% 44% 46% "% 47%
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The foregoing table illustrates the uniform pattern and consistency

in tax rates and concepts which prevail in the capital exporting countries

with respect to taxation of earnings, both domestic and foreign. Thb

dividend withholding taxes which range from -0- to 30%, with 10% and

15% predominating, are governmed in many cases by a network of conventions

for avoidance of double taxation.

It should be particularly noted that in no cases would a tax be

paid to the country in which the parent is located on receipt of dividends

from earnings of subsidiaries in the other capital exporting countries.

This situation would be severely changed by the United States if the

foreign tax credit were eliminated. This would create an additional

tax of 22% to 26% as shown in the table. When this is added to the normal

income taxes due in most countries, the combined effect is a tax rate of

71% to 77% for a U. S. parent with earnings abroad, a discrimination

against foreign operations which would seriously affect the ability of

U. S. corporations to compete.

U. S. companies with foreign interests have reevaluated their position

in view of these proposals. It is clear that the elimination of the

foreign tax credit would place severe burdens on operations abroad and,

consequently, wouldreduce the earnings flow to this country.
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In connection with car foreign tax credit system, proposals have

been made for gross-up of dividends from less developed country

corporations. When the gross-up amendment was incorporated in the

Internal Revenue Code in 1962 for purposes of computing the foreign tax

credit, it was recognized that it would be inappropriate to extend this

amendment to dividends received from corporations engaged in active

conduct of business in less developed countries. To do so would have

canceled out the advantage of generally lower income tax rates imposed

by those countries in order to encourage development of their economy.

As long as it is the continuing policy of the United States to support

economic expansion of less developed countries, the participation of

private enterprise in this effort should be encouraged.

In consideration of the foregoing remarks, the Manufacturing

Chemists Association recommends that the foreign tax credit tax

provisions be continued without change.

DOMESTIC INTERNATIONAL SALES CORPORATIONS

Introduction of the domestic international sales corporation

provisions in 1971 met a challenging need to bolster exports from the

United States to keep pace with rising imports. The Secretary of the

Treasury in his recent testimony points out that DISC has been a factor

in increasing exports. We believe this is the case as to chemical
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exports during 1972. However, it should be noted that the original

concept was to permit deferral of tax on the entire earnings of the

DISC rather than on only 50% of such earnings.

At a time when the United States is faced with an unfavorable trade

balance, additional government measures appear necessary to assist

industry in increasing exports in competitive world markets. other

governments are making incentives available to their nationals who

manufacture for consumption abroad as well as at home. This, together

with high manufacturing costs in the United States,makes it increasingly

difficult for U. S. manufacturers to remain competitive.

Accordingly, this Association recomnmends, rather than repealing a

tax provision without reasonable trial, that full opportunity be given

to demonstrate the accomplishments of the DISC concept by granting

deferment of tax on the full earnings of such companies. It should be

noted that the controls already built into the Code will terminate tax

deferment whenever the DISC fails to invest adequately in export property

needed to support additional exports of manufactured products front the

United States.
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WESTERN HEMISPHERE TRADE CORPORATIONS

The Western Hemisphere Trade Corporation concept was introduced in

1942 to encourage participation by U. S. companies in trading with other

countries in the Western Hemisphere and a substantial number of countries

in the Western Hemisphere have established income tax rates at levels

below that prevailing in the United States. Therefore, this treatment

gives recognition to these lower tax rates and does not penalize either

the U. S. seller in the American markets or the consumers by providing

that the full U. S. rate of tax be applicable. Obviously, to increase

the effective tax rate will either increase the cost of U. S products

in these markets or reduce the return to the Western Hemisphere trade

corporation. In either event, any change at this time would impair the

competitive position of U. S. industry vis-a-vis that of other countries,

many of which benefit from lower rates of tax prevailing in a number

of Western Hemisphere countries.

In summary, the Manufacturing Chemists Association believes that

removal of the Western Hemisphere Trade Corporation provisions under

current conditions would have an adverse effect on U. S. business

interests in the Western Hemisphere and particularly in Latin America.
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CHANGE IN THE MINIUM TAX FOR TAX PRFERECES

The minimum tax on tax preference items was added to the federal tax

structure by the Tax Reform Act of 1969. Even though it is entitled a

"Minimum Tax for Tax Preferences", it is not a minimum tax but a tax im-

posed in addition to the other taxes levied by the Internal Revenue

Code. The tax on tax preference items is imposed at a 10 percent rate

on the excess of the taxpayer's tax preference items over the sum of

$30,000 plus the taxpayer's regular income tax. The list of preference

items prescribed in the statute consists of nine categories including:

amortization of certified pollution control facilities; percentage

depletion in excess of the cost of the property; the excess of accelerated

depreciation over straight line depreciation on real property; the

"untaxed" portion of long-term capital gains; the bargain element of

stock options: and bad debt reserves of financial institutions.

It is inappropriate to subject business to the tax on tax

preference items. Although this tax is unsound in its application to

any taxpayer, it is particularly unsound when it results in penalizing

the taxpayer for the vigorous conduct of its ordinary trade or business.

The feature which makes it particularly unsound is that it imposes

an additional tax rather than a true minimum tax. The rationale for the
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tax was that every taxpayer of significant income should pay some tax

to the Federal Government. This rationale supports a minimum tax,

but not an additional tax.

We recommend that the Minimum Tax For Tax Preferences be made a

true minimum tax by permitting a deduction of the income tax otherwise

payable from the additional tax imposed by Section 56. This would,

of course, be in lieu of the present deduction of the income tax

otherwise payable from the sum of the items of tax preference.

PERCENTAGE DEPLETION ALLOWANCE FOR NATURAL AZSORCES

The chemical industry, as a consumer of substantial amounts of

petroleum and mineral products, is interested in the retention of the

present tax incentives available to the natural resource industry.

Higher prices, reduced additions to U. S. reserves of oil and gas and

hard minerals, or a combination of both, would result from the re-

duction of tax benefits presently available. The Manufacturing Chemists

Association believes that any amendment to the tax law which would ad-

versely affect the flow of capital into the natural resource industry

would be ill advised and we recommend that the present tax treatment

of natural resources be continued.
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CONCLUSION

Mr. Chairman, in closing I wish to thank you for having given

me the opportunity to present to your Committee the views of the

Manufacturing Chemists Association on these important tax issues.
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The CHAIRMAN. Mr. J. R. Greenlee, vice chairman, National As-
sociation of Manufacturers Committee on Tax, Director of Taxes,
Hanna Mining Co.

We are very pleased to have you here today, Mr. Greenlee and we
will be pleased to have your views on this matter.

STATEMENT OF J. R. GREENLEE, VICE CHAIRMAN, TAXATION COM-
MITTEE, NATIONAL ASSOCIATION OF MANUFACTURERS, ACCOM-
PANIED BY EDWARD A. SPRAGUE, VICE PRESIDENT, FISCAL AND
ECONOMIC POLICY DEPARTMENT, NATIONAL ASSOCIATION OF
MANUFACTURERS

Mr. GRENLEE. Thank you, Mr. Chairman.
My name is J. R. Greenlee. I am vice president of the Hanna Mining

Co. of Cleveland, Ohio. I appear here today on behalf of the National
Ass ciation of.Manufacturers as vice chairman of its taxation com-
mittee. I am accompanied by Mr. Edward A. Sprague, who is vice
president of the Fiscal and Economic Policy Department at the
NAM.

I appreciate this opportunity to present our views to you regarding
the proposed tax amendments., My statements will be quite brief, as I
know this committee is familiar with our views on most. of the pro-
posed- amendments as listed in the committee release on May 31.

BusINEss CONCERNED ABOUT TAX CHANGES

Let me say at the outset that we would like to associate ourselves in
virtually every respect with the hine statement presented by Secretary
Simon to the committee last Wednesday. His points were- all well
taken, and we commend them to the attention of all parties interested
in sound tax policies.

As Secretary Simon pointed out, the business community is very
concerned about the possibility of abrupt changes in the ground rules of

- taxation. Such changes can definitely have direct and adverse effects
on business planning, on business employment, and general economic
performance. It is 1or good reason that any significant tax reform
should be given careful and deliberate consideration and not casually
thrown in on the Senate floor.

The Chairman's call for these hearings specifically requested wit-
nesses to estimate the incidence of the proposed tax increases under
these amendments whether on business or on consumers. I am re-
minded of the maxim that "only people pay taxes." And it is true
that all taxe are ultimately borne by people-as consumers, as em-
ployees, and as shareholders or investors. To assume that business is
a sort of unfeeling and therefore unsuffering element that can absorb
an additional tax-burden is a fantasy. In the end, it is always indivi-
duals who will bear such a.burden.

However, this does not diminish the importance of how taxes are
levied, because it certainly does have a great deal to do with our in-
vestment capability, our productivity, and our ability to employ new
entrants to the labor force.
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CONsUMERs BEAR COST OF INCREASED CORPORATE TAXATION

It is, naturally, much easier to sympathize with the problems of realpeople than with these problems of a business organization because a
business is not a flesh and 'blood creature. But it is vital to our economic
well-being that people multibillion-dollar corporation to the sole pro-prietor in the retail store on the corner, which provides employment
and income for most people in this country. If punitive tax measures
are applied to a business, the ultimate victims will be the employees ofthat business and its customers. On a larger scale, when taxes on busi-
ness in general are increased or when capital formation becomes more
difficult, employees and consumers will feel the ultimate pinch.

The CHAIRMAN. If I might just interrupt you for one moment here,
some people make the point that an excise tax on gasoline or something
of that sort is borne by the consumer. But in thelast analysis, is it not
pretty much true that almost all of these corporate taxes have to be
borne by the consumer? Because the only way that corporation can
stay in business is by making a profit; and so if it is not able to pass
these tax increases on to the public, then it is unable to make a profit
and it cannot stay in business.

Mr. GREENLEE. Mr. Chairman, I agree with you completely on that
observation. That is exactly the point that we were making here. They
have to be passed on to people.

The substance of the proposed amendments before you would, inalmost every case, increase the tax burden on the investment and
capital formation sector-very directly, of course, in the case of the
proposed phaseout of the investment credit and repeal of the ADRsystem, and indirectly in the case of the proposed "tightening" of the
minimum tax, repeal of percentaeg depletion for oil and gas, repeal ofDICS, and limitations on the foreign tax credit. They af 11would tendto limit funds available for productive investment at a time when such
investment is critically needed for modernization of our industrial
base to stay competitive and expansion of our industrial base in many
areas where supplies of essential raw materials are very tight.

Thus, in our view, the incidence of these proposed tax increases
would be first primarily on the investment sector. They would penalize
capital formation and investment. In some cases where the demand
situation is very strong and supplies are relatively fixed over the short
term, such as in the case of oil and gas, the proposed repeal of per-
centage depletion would result almost immediately in higher pricesto the consumer-in addition to making exploration for new oil and
gas resources more difficult. If investment in new capacity is dis-couraged, eventually higher consumer prices for a wide range of prod-
ucts also could be expected to result from application of these
amendments.

While provisions such as the investment credit, ADR, and DISC areoften attacked as loopholes, and therefore the targets of specific tax
reform proposals, it is usually forgotten that such provisions were putin the code to offset the continuing bias against the investment sector
of the existing overall income tax structure. In spite of some ameliora-
tions made in the 1971 Revenue Act, we have never seen a study that
effectively refutes this persistent tax bias which exists because of high
income tax rates, double taxation of dividends, and other factors.
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Just one aspect of this, for instance, the double taxation of dividends,
results in a "reverse loophole," if you will, of approximately $15 bil-

lion at current income levels.
As your agenda has called for comment on specific amendments,

this is not the time for us to detail our case for what we consider to
be more balanced tax reforms. We will present these, of course, to
this committee in due order, as your consideration of an overall gen-
eral reform bill envolves.

I should emphasize that while we oppose all of the amendments to
H.R. 8217 listed on your May 31 release, we have made what we con-
sider to be some constructive comments on the specifics.

Our written statement deals with each of the six items which you
listed in the May 31 release. A number of other business associations
have had oral statements which dealt very well with the proposals af-
fecting the foreign tax credit, DISC, the percentage depletion for oil,
and minimum tax, so I will comment now only on the investment
credit and the ADR amendments.

INVESTMENT TAX CREDIr AND ADR

The 7-percent investment credit was restored and the ADR concept
came into the code as part of the 1971 Revenue Act. These are probably
the two most generally helpful existing provisions of the code from
the manufacturers' point of view. Whether large or small, every com-
pany. making productive investments can benefit from these two
provisions.

As you are aware, the investment credit has had a very checkered
history. The on again/off again manner in which it has been applied
has not helped us maintain a stable tax policy regarding capital forma-
tion. Nevertheless, the reinstitution of the credit in 1971, coupled with
the ADR concept, has encouraged productive investment, employ-
ment, and higher productivity.

Following the 1971 act, business capital spending has shown a rela-
tively steady increase, while the unemployment rate gradually has
declined during 1972 and 1973. Of course, we cannot accurately isolate
the effect the investment credit has had on overall economic recovery,
but there is reasonable certainty that it -has worked and still is work-
ing quite well toward its objectives. Because of these favorable results,
wedo not understand why anyone believes that the credit should now
be limited.

We had hoped that a lesson had been learned from the previous
gyrations in this area. What useful purpose can the credit possibly
serve. if business -cannot be certain this year that the credit will still
be around next year? Any tinkering at all or even threats of tinker-
ing whether by varying the allowable credit percentage or by re-
stricting the, value of the assets which can utilize the credit, creates
uncertainty which stands to, upset the encouraging aspects of the
credit.

Like the- investment credit, the Class Life System for depreciation,
better known as ADR, has had a positive impact on capital
formation.

Just after Treasury had announced.-ADR as a regulatory system
in early 1971, Senator Jacob Javits addressed an SAM-sponsored
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conference on depreciation. He said that the ADR critics do not
seem to realize that our current depreciation provisions are the most
repressive in the industrialized world and that they are 20 to 30 years
out of date.

The inclusion of the ADR credit within the Revenue Act of 1971
brought us somewhat closer to a modern system of capital recovery
but we still do not have something to be very proud of. In fact,
Roger Milliken, a former member of the President's Task Force on
Business Taxation, told the House Ways and Means Committee last
year that we are still lagging far behind all our major industrial
competitors, including countries such as Japan, France, Canada,
Belgium, and England in the capital recovery area.

Studies by MAPI and others indicate that if the present rate of
inflation continues, a 7-percent credit from ADR will not even enable
us to preserve the capital that we already have, much less to expand
it.

Considering our history of sluggish reforms in this area and our
present position, we are amazed to hear suggestions that the United
States, in effect., would repeal one of the truly positive changes made
with regard to business income. What we should be considering is an
entirely new concept, one which allows rapid write-offs for all indus-
trial assets. This would help avoid the ravages of inflation and the
lack of reality which accompanies the shopworn useful life concept
on which the ADR is stilled based.

Until such time as this new system can be adopted, we strongly
urge the retention of ADR. It has made a positive, even if not suf-
ficiently large, contribution to the much needed modernization and
expansion of U.S. industry.

Mr. Chairman, this concludes the oral presentation of NAM's
views on the specific proposals which are before you now. We urge
rejection of each one. Wi3 would look forward to a time in the future
when we may discuss with the Committee a number of very construc-
tive reforms which the NAM feels should be adopted.

Again, I thank you for the opportunity to present our Views to
you on these current proposals.

The CHAIRMAN. Thank you very much.
Do you have any questions, Senator Bennett?
Senator BENNmr. I have no questions.
The CHAIRMAN. Senator HartkeI

FoIwioN TAX CREDrr

Senator HAnTrK. Let me ask you, as I asked Mr. Gerstacker; what
is the amount that has been avoided in the last 5 years by use of the
foreign tax credit?

Mr. GEZNLEE. Senator Hartke, I do not know.
Senator HARnxz. You mean the National Association of Manu-

facturers do not know what the amount is ? You must know.
Mr. SrmoU. We do not have those figures with us.
Senator HAwUTg. You do not have the figures ?
Mr. SPPAonU. I think your estimate of about $6 billion sounds about

right in terms of the amount taken from the Statistics of Income,
corporate income, for the year 1969 or so.
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Senator HARTKE. You could give a $6 billion subsidy to domestic
production if you closed that tax loophole and provide for the jobs
here instead of providing them overseas. Is that not correct?

Mr. GPm-NLEE. I would suggest, Senator, that we would be losing
a lot of jobs here. I think a great deal of this is business that is
carried on in foreign countries because we just would not have the
business if we were not there and engaged in it in a great many
situations.

Senator HAYIGR. For example.
Mr. GREENLEE. Well, I think that-
Senator HARTKE. For example, the shoe industry. The Washington

Post, indicates that the shoe industry has seen Mr. Simon and they
have talked about, countervailing duties. The president of U.S. Shoe,
which is probably one of the biggest manufacturers, tells me that the
reason he has built his plants overseas is because he just doesn't receive
the same tax benefits here as abroad.

FoPMIGN TRADE RESmIcONS

Mr. GREENLsEE: Senator, I think there probably are some exceptions
to the rule. that I stated, but I think on balance the vast majority
of American business done overseas is done simply because they
would not be able to engage in it-partly because of taxes, but very,
very seriously, because of economic conditions. The drug industry, for
example-

Senator HArTKE. The what kind of industry ?
Mr. GR=NLEE. The drug industry.
Foreign countries would just not permit the export of that type

of 'commodity from the: United States in many cases.
Senator HART1IE. Why not?
Mr. GRmENLEE. I am not-
Senator HARTKE. Many have trade restrictions against importation

of American drugs.
Mr. GREENLEE. Because of contents, and other reasons-quality-
Senator HARTKE. Yes, I am glad to have that testimony. I think the

committee ought to be aware of this when it deals with the trade bill.
Other foreign countries have already retaliated against U.S. products.
Iw otlt" words, they have taken the action against the United States
and weliave permitted them to do so.

Mrs- Gi ExLFE. I suspect that many countries have various reasons
for this kind of regulation--while they are not necessarily designed to
be restrictive against American business.

SenatorHARTIHE. Do you think that if we took the restrictive action
against these countries which they have taken against our drugs that
we would not straighten out some of that difficultyI

They ,come into our market freely and openly. Why should we
have a one-sided trade operation? Others have closed the door. We
.are the only free market in the world.

Mr. GREENLEE. Senator, I-
Senator HARTKE. You have to make up your mind. It you want

the foreign tax credit, then insist that we be treated fairly in the inter-
national marketplace.
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Why should not those drugs be made here in the United States ofAmerica. Then ship them over to these other countries and help ourbalance of payments. With Pfizer, Lilly-and they are Indiana cor-poration--Mead-Johnson, Bristol-Myers, Miles Laboratories-we
should be able to produce here in the United States.

Mr. GREENLEE. Senator, I do not think that the trade restrictionsare the main problem, nor could we fill it in if we imposed such quotas.I think what would happen, if I may, we would find nationals of othercapital exporting companies competing in these foreign countries andwe would just be out of business. The markets would be filled, but theywould not be filled from U.S. exports. This is a point that I am making,
and not only because of the trade laws.

Senator HARiTKE. What is the strongest currency in the worldMr. GREENLEE. I guess the Swiss franc or the German mark is pretty
strong.

Senator HAR'TKE. The German mark.
Mr. GRE NLEE. Right.
Senator HARTKE. Do they have any difficulty manufacturing allthose Volkswagens and shipping them here? Do they have any diffi-culty in manufacturing Bayer aspirin and shipping it here?
Mr. GREENLEE. No sir but-
Senator HARTKE. If they have a free and open market here to selltheir products, they have a favorable balance of trade, in spite of the

fact that they have revalued the German mark three times.
Mr. GREENLEE. I think the devaluation of the dollar has made itmuch more difficult for Volkswagen.
Mr. GREENLEE. Well, the dollar also.
Senator HARTKE. They devalued the dollar twice.
Mr. GREENLEE. Yes, sir.
Senator HA~rKE. And we continue to have a trade deficit. They re-valued the mark and they continued to have a trade surplus. Everyeconomist in the world will tell you exactly the opposite is supposed

to occur will they not?
Mr. daFmNLEE. Yes, sir, but we now have presently a trade surplus,partly, that has resulted from the devaluation of the dollar and put itmore in line with other foreign.currencies. I think at the present time

we are in a surplus position.

FoRmoN TAx Cmwrs--WHy Nor DoxCsmO TAX CRITs?
Senator HARWKE. If we subsidized domestic industry to the tune of$6 billion then we would create jobs here in the United States. We haveto treat those people who want to build a plant in Indiana and Louisi-ana and Ttah ii the same fiscal way as those who want to invest

abroad. Do you not think that is fair?
Mr. GREENLEE. No, sir; I do not think it works that way. I just donot think we can restrict trade in that manner.
Senator HAwRE. Why then do we not give a domestic tax credit forall of the taxes you pay to Louisiana, Utah, and Indiana?
Mr. GREENLEE. In the first place, sir, the amounts are much, muchsmaller, and our whole tax system has been built against the differencebetween State taxes and Federal taxes as a deduction. Perhaps it could

be done; I cannot envision such a situation where we could make such

I I I
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a change in the laws, because of the way they have grown up and work.
They are very satisfactory.

Senator HARTKE. Would you support a measure of giving a tax
credit for all local taxes?

Mr. GREENLEE. No, sir; Ido not think I would, because I think that
this would not be a responsible thing to do from the standpoint of the
States, the local communities, if we adopted such a measure--I would
oppose such a measure.

Senator HARTKE. Would you go back to your association members
and tell your purely domestic corporate people that you are in favor
of a tax credit for any' taxes paid to a foreign country but you are
opposed to a' tax credit for any taxes they pay locally? Would you be
willingto go ahead and say that?

Mr. GREENLEE. I have so stated, yes, sir.
Senator HARTKE. All right, that is fine. I would be glad to meet with

you to see which one wins the battle.
Mr. GREENLEE. All right, sir.
Senator HARTKE. And we will take a vote afterward. You are going

to lose some members. Somebody is going to stop paying their dues
real fast.
'Mr. SPRAGUE. Senator, could I respond to one thing on this $6 billion

in terms of-
Senator HARTKE. Pardon me?
Mr. SPRAGUE. Could I respond to one thing on the $6 billion as far

as the worth to the foreign tax credit?
Senator HARTKE. Sure.
Mr. SPRAGUE. I realize you are talking in terms of whether this

might be available for domestic purposes. This, of course, represents
taxes paid to foreign countries, and if we did not have the foreign tax
credits and our businesses were not able to operate over there, I do
not think it would be reasonable to expect that we would have this
money available for domestic purposes.

Senator HARTKE. Whose capita is it? Where did it get created?
Mr. SPRAGUE. The $6 billion is dollars.
Senator HARTKE. No; where was the original capital created?
Mr. SPRAGUE. By the processes of production here and abroad.
Senator HARTx&E Right here in the United States?
Mr. SPRAGUE. No.
Senator HARTKE. These are American multinational corporations.

We are talking about the National Association of Manufacturers of
the United States of America are we not ?

Mr. SPRAGUE. Yes.
Senator HARTKE. These are American corporations. They created

capital here; you took the capital overseas and their expansion over-
seas was subsidized. If you want us to continue this policy of investing
overseas and investing in developed countries, you have got to give
.domestic industry a tax subsidy. In truth, you must say that foreign
investment is subsidized by about $6 billion which is roughly about 16
percent of the total corporate taxes paid. We are subsidizing jobs over-
seas with American capital, created by the American workingman in
the United States. I was elected to be a Senator from the United
States of. America. If you are going to subsidize them I will say sub-
sidize that factory here. I supported the 7-percent investment tax
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credit. You praised Senator Javits here, and I grant you he deserves
praise, but he voted against the 7-percent investment tax credit which
would have put more people out of business in this country than any
one single thing. And you know that is true, do you not?

Mr. SPRAoUE. We would not like to se it happen, though.
Senator HARTKE. If the American manufacturers had to go ahead

and make the choice tomorrow between the 7-percent investment tax
credit and the foreign tax credit, which would they choose?

Mr. SPRAGUE. Well, that depends on which business you talk to, of
course.

Senator HARTKE. Yes, if they are multinational, they would take a
foreign tax credit, and if they are domestic, they would take a 7-per-
cent investment tax credit.

Mr. SPRAGUE. That is very possible.
Senator HARTKE. Right.
Mr. SPRAGUE. But we view the credit, of course, not as a subsidy, but

as a way of achieving neutrality between the foreign and U.S.
governments.

Senator HARTKE. I am not so naive, as not to know that a 7-percent
tax credit is a subsidy. It is a subsidy which I am in favor of. You are
subsidizing the local industry to the extent that they go ahead and
invest in new capital expenditure, which, according to your state-
ment-with which I quite agree-increases productivity. If you are
going to increase the productivity in the United States, You have got
to keep your plant modern, and two-thirds of our plants are still of
World War II vintage. I deplore that. I will help you modernize
domestic plants. I do not want to close our overseas business, I just
want it to be on a fair basis. I just want you to treat the little old man-
ufacturer in Decatur, Ind., as well as you do a Central Soya.

Senator BENNE.Tr. I have no questions.
The CHAIRMAN. Thank you very mqch gentlemen. I appreciate your

testimony this morning.
Mr. GREENLEE. Thank you, sir.
[The prepared statement of Mr. Greenlee follows:]
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SUMMARY

1. The 7% investment credit has spurred capital investment over the last

decade despite its on-again, off-again history. The credit should remain a

stable and predictable provision of the Code to provide a sound inducement to

productive investment.

2. The Class Life System (ADR) has helped to overcome the repressive

nature of our basic depreciation policy. By allowing accelerated capital cost

recovery, this system partially offsets the anti-capital bias of the Code.

Until a more basic reform is adopted, the Class Life System should be continued.

3. The foreign tax credit Is a neutral, non-discriminatory mechanism

for preventing double taxation of foreign source income. The proposed frag-

mentation of income types for purposes of applying the credit would be unsound

tax policy. The credit does not cause the allegedly inequitable situations

which fragmentation seeks to change, therefore integrity of the credit should

not be compromised in dealing with those situations.

4. The DISC provisions were enacted just over two years ago. They have

had a favorable impact on our export trade since that time. They have not yet

operated for a sufficiently long period of time to justify any conclusions as

to their net long-term effect. Therefore, they should be retained.

5. Percentage depletion is a vital capital recovery mechanism for all

minerals, including oil and gas. At this time of energy and raw material

scarcities, percentage depletion should not be weakened or repealed.

6. The existing minimum tax provisions include several corporate

"preference" items which are inappropriate to a minimum tax concept. If they

remain therein, the deduction for regular tax liability must be maintained.

Without this deduction, there would be simply an additional tax on preference

items, not a minimum tax.

34-639 0 - 74 - pt. 2 - 6
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STATEMENT OF J. R. GREENLEE
ON BEHALF OF THE

NATIONAL ASSOCIATION OF MANUFACTURERS
ON PROPOSED AMENDMENTS TO H.R. 8217

BEFORE THE COMMITTEE ON FINANCE
U. S. SENATE
JUNE 10, 1974

My name is J. R. Greenlee. I am Vice-President of The Hanna Mining

Company of Cleveland, Ohio, and I appear here today on behalf of the National

Association of Manufacturers as Vice Chairman of its Taxation Committee. I

am accompanied by Edward A. Sprague, Vice President, Fiscal and Economic

Policy Department at the NAM.

My statement will be quite brief as I know this Committee is familiar

with our views on most of the proposed amendments, as listed in the Committee

release dated Nay 31, 1974.

Let me say at the outset that we would like to associate ourselves in

virtually every respect with the fine statement presented by Secretary Simon

to the Committee last Wednesday. His points were all well taken, and we

commend them to the attention of all parties interested in sound tax policies.

As Secretary Simon pointed out, the business community is very concerned

about the possibility of abrupt changes in the ground rules of taxation. Such

changes can definitely have direct and adverse effects on business planning,

employment, and general economic performance. It is for good reason that any

significant tax reform should be given careful and deliberate consideration

and not casually thrown in on the Senate floor.

The Chairman's call for these hearings specifically requested witnesses

-to estimate the incidence of the proposed tax-increases under these amendments
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whether on business or on consumers. I am reminded of the maxim that "only

people pay taxes." And it is true that all taxes are ultimately borne by

people--as consumers, as employees, and as sha6eholders or investors. To

assume that business is a sort of unfeeling and therefore unsuffering element

that can absorb an additional tax burden, is a fantasy. In the end, it is

always individuals who will bear such a burden.

However, this does not diminish the importance of how taxes are levied,

because it certainly does have a great deal to do with our investment capa-

bility, our productivity, and our ability to employ new entrants to the labor

force.

It is, naturally, much easier to sympathize with the problems of real

people than with these problems of a business organization because a business

is not a flesh-and-blood creature. But it is vital to our economic well-being

that people realize that it is the business entity, ranging from the multi-

billion dollar corporation to the sole proprietor in the retail store on the

corner, which provides employment and income for most people in this country.

If punitive tax measures are applied to a business, the ultimate victims w4ll

be the employees of that business and its customers. On a larger-scale,

when taxes on business in general are increased or when capital formation

becomes more difficult, employees and consumers will feel the ultimate pinch.

-The substance of the proposed amendments before you would, in almost

every case, increase the tax burden on the investment and capital formation

sector--very directly, of course, in the case of the proposed phase-out of

the investment credit and repeal of the ADR system, and indirectly in the

case of the proposed "tightening" of the minimum tax, repeal of percentage
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depletion for oil and gas, repeal of DISC, and limitations on the foreign

tax credit. They all would tend to limit funds available for productive in-

vestment at a time when such investment is critically needed for modernization

of our industrial base to stay competitive and expansion of our industrial

base in many areas where supplies of essential raw materials are very tight.

Thus, in our view, the incidence of these proposed tax increases would

be first primarily on the investment sector. They would penalize capital

formation and investment. In some cases where the demand situation is very

strong and supplies are relatively fixed over the short term, such as in the

case of oil and gas, the proposed repeal of percentage depletion would result

almost immediately in higher prices to the consumer--in addition to making

exploration for new oil-and gas resources more difficult. If investment in

new capacity is discouraged, eventually higher consumer prices for a wide

range of products also could be expected to result from application of these

amendments.

While provisions such as the investment credit, ADR, and DISC are

often attacked as loopholes, and therefore the targets of specific tax reform

proposals, it is usually forgotten-that such provisions were put in the Code

to offset the continuing bias against the investment sector of the existing

overall income tax structure. In spite of some ameliorations made in the

1971 Revenue Act, we have never seen a study that effectively refutes this

persistent tax bias which exists because of high income tax rates, double

taxation of-dividents and other factors. Just one aspect of this, for instance,

the double taxation of dividends results in a "reverse loophole"-of approxi-

materly $15 billion at current income levels.

As your agenda has called for comment on specific amendments, this is
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not the time for us to detail our case for what we consider to be more

balanced tax reforms. We will present theseo of course, to this Committee

in due order, as your consideration of an overall general reform bill evolves.

I should emphasize that while we oppose all of the amendments to H.R.

8217 listed on your May 31 release, we have made what we consider to be

some constt'ctive comments on the specifics.

I. InvesimentCredit

While its usefulness has been somewhat flawed by its on-again, off-again

history over the last decade, the 7 per cent investment credit nevertheless

has been notably successful in encouraging productive investment, employment,

and increased productivity. Following its reinstitution in 1971, in con-

junction with the liberalized depreciation allowances of the Class Life System,

business capital spending has shown a relatively steady increase while the

unemployment rate gradually declined during 1972 and 1973.

Obviously, it is very difficult to isolate the effect of the investment

credit itself in the context of the general economic recovery, but, as during

the mid-1960's, there is a reasonable certainty that the credit has worked,

and is continuing to work, quite well towards its stated objectives. Thus,

it is hard to comprehend demands for restricting the investment credit to

assets costing less than $100,000, as proposed in one amendment to H.R. 8217.

This suggests that we have not learned any lessons from past gyrations in

this area.

It doesn't even make sense as a small business incentive. A small

business may very well depend on one or two very costly pieces of machinery

while a large business may depend on thousands of relatively low unit cost



438

types of equipment that would still qualify for the credit under such an

amendment. If tax relief for small business is to be actively considered,

and we certainly agree that it should, then a positive new provision is the

proper method, e.g., raising the corporate surtax exemption substantially.

The 7% investment credit is a necessary stimulus to capital investment,

given our other tax laws. Its usefulness in spurring new purchases of

production assets cannot be denied. Unless some drastic reform of the

Code corrects its bias against capital formation, the credit must remain

inviolate. Its positive effects are neutralized if business cannot be certain

this year whether or not the credit will be available next year. We do not

need further instability in our economy at thit time, or at any time, for that

matter.

II. Class Life System (ADR)

In April 1971, Senator Jacob Javits (R.-N.Y.) spoke to an NAM sponsored

conference on depreciation and capital recovery policy. Referring to critics

of the Asset Depreciation Range system which had earlier been announced by

the Treasury, Senator Javits said that they "do not seem to realize that our

current depreciation provisions are the most repressive in the industrialized

world and that they are 20 to 30 years out of date."

Later in 1971, the Congress adopted the Class Life System aS a part of

the Revenue Act of 1971. This was essentially the Treasury initiative.

Coupled with the reinstatement of the 7% investment credit, this reform has

been helpful in overcoming the anti-capital bias of the Code and in bringing

our capital recovery structure more into line with other industrial nations.

However, the U.S. is still by no means a shining example in this area.
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In testimony before the House Ways and Means Committee on March 5, 1973,

Roger Milliken, a former member of the President's Task Force on Business

Taxation, referred to an updated version of the Board's original comparison

of cost recovery allowances of various industrial nations and noted that:

This new study shows that despite our 1971 changes, the United
States, during early years of cost recovery (which are by far
the most important) still falls far behind all our major industrial
competitors including countries such as Japan, France, Canada,
Belgium, and the United Kingdom. Over the longer seven year
period, the study indicated that the United States, even with
the benefit of the investment credit and ADR, is not ahead of
any of the leading nations and that it continues to lag far behind
seven of them.

Studies of the Machinery and Allied Products Institute and others

indicate the startling degree of under-depreciation of productive plant and

equipment due to accelerating inflation. These studies indicate that if present

price trends continue, the value of the 7% investment credit and existing

accelerated depreciation including the ADR system, will be inadequate even

to preserve our capital base.

Given our history of sluggish reforms in this area and given the position

in which we still find ourselves, it is quite surprising to hear suggestions

that the U.S. effectively repeal one of the truly positive changes made in the

Code. Instead of reverting to what Senator Javits called "the most repressive"

depreciation provisions in the industrialized world, we should be moving even

further away from our former shopworn depreciation system.

In fact, as a very much needed reform, the NAM supports a complete break

with the conventional depreciation concepts and the adoption of a capital cost

allowance system which would allow the quick recovery of capital without

regard to any estimate of useful life. Such a system would bring us more into

line with our chief competitors and provide a better degree of protection of
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our industrial base against the ravages of inflation.

Until such a system is adopted, we-strongly urge retention of the ADR.

It has contributed positively, even if not sufficiently, to the needed

modernization and expansion of U.S. industry.

III. Foreign Tax Credit

The foreign tax credit provisions of the Code are of considerable

importance to the U.S. economy in general. Because it prevents the double

taxation of foreign source income, the credit is an essential factor in

determining the effectiveness with which U.S. firms can compete with foreign

businesses in foreign markets. Without the credit, double taxation would

place U.S. companies at a prohibitive competitive disadvantage in foreign

markets. As detailed in many studies submitted to this Committee, the loss

of such markets would affect adversely domestic employment and exports of

U.S. companies.

The proposal before the Committee would fragment foreign source income

into mineral income and other income for purposes of applying the credit. A

similar proposal was included by the Ways and Means Committee in H.R. 14462,

the Oil and Gas Energy Tax Act of 1974, but only with respect to foreign oil

related income. The purpose of the amendment proposal appears to be to disallow

the classification of mineral royalty payments as income taxes for foreign tax

credit purposes, thereby possibly generating some excess credits.

We believe that this type of approach is bad tax policy because of the

nature of the credit itself. The foreign tax credit is a totally neutral

provision of the Code. It is available to all U.S. citizens, U.S. resident

aliens and domestic corporations. It is available for income taxes paid to
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any foreign country, and it is available with regard to any foreign source

income. All determinations as to what is a tax and what is income are uni-

formly based on U.S. rules. The non-discriminatory manner in which the credit

is applied to all types of U.S. taxpayers and their foreign source income is

its principal strength.

However, this neutrality is currently under attack. The proposal before

you, as well as H.R. 14462, and other House proposals all would fragment

foreign source income into different types for purposes of applying the

foreign tax credit. Such distinctions among types of income are inconsistent

with the unbiased nature of the credit which is designed simply to prevent

double taxation. It performs this needed function very well because it is

non-discriminatory. Fragmentation of income types would begin to undermine

the integrity of the credit itself.

In addition, fragmentation is inherently arbitrary and unfair. How

would you define the boundaries of mineral income to which different treatment

will be accorded? The lines between what is one type of income and what is

another type will be very difficult to draw in many instances, and the results

may seem quite unrealistic. For example, H.R. 14462's "foreign oil-related

income" seems to include dividends from a foreign oil producing or refining

subsidiary, but it seems to exclude both dividends from a domestic corporation

which receives its income solely or primarily from foreign sources and interest

paid by a foreign refining subsidiary on a loan from a domestic affiliate.

Drawing fine lines such as these in order to make distinctions is always

difficult, and it is generally unfair to someone. The neutrality of the foreign

tax credit should not be downgraded by such arbitrary distinctions.
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A credit, which is based on fragmented income, would become an adminis-

trative problem, particularly if more and more distinctions are made, Very

extensive Treasury regulations would be required to draw the lines between

types of income. Compliance with existing rules and regulations on foreign

source income taxation is no easy matter now, and such provisions would add

greatly to their complexity and administrative difficulties for both

taxpayer and tax collector.

The principal purpose of the proposals seems to be to avoid excess

credits being generated by royalties. If this Is truly a problem, then the

solution is to tackle this problem directly. Since the credit itself is

not the cause of the situation, there is no justification for tinkering with

it.

IV. Domestic International Sales Corporation (DISC)

The DISC provisions were enacted in 1971 to encourage U.S. export

trade. It was hoped that this concept would promote the modernization of

U.S. plants which produce export goods and would encourage smaller domestic

corporations to increase their export-trade by allowing -them essentially

the same tax treatment as larger corporations which operate foreign sub-

sidiaries in foreign markets. One of the proposals before you would repeal

these DISC provisions.

We believe that DISC should be continued without restriction. DISC

has been in effect for only two full taxable years. This is too little time

In which to make a definitive decision as to the effect DISC has had, and

will have, on our long term export picture. The Treasury's first report on

the effects of DISC, dated April 15, 1974, concludes that U.S. exports have
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increased due to the DISC incentive.

Such initially positive results do not suggest that the DISC provisions

are a failure. Quite the opposite, they appear to be working. Instead of

repealing DISC, we urge its continuation, and we suggest that DISC's be further

encouraged by allowing a 100% exemption. This would be in line with the

original DISC concept.

V. PercentageLDepletion for Oil and Gas

For several months now, the U.S. has been forced to make do with

significantly less oil and natural gas than we would like to have used.

Whether one calls this an energy crisis or an energy emergency or an energy

shortage is irrelevant to our consideration of the basic problem. As is

true of all large undertakings, solving this problem will require money. If

the U.S. is to avoid a chronic recurrence of whatever it was that we exper-

ienced last winter, the oil and gas industry will need to invest over $250

billion for exploration, development and transportation by 1985, according to

a 1972 study by the Chase Manhattan Bank. To a very great extent, these funds

must be internally generated if there is to be any hope of achieving this

goal and a prime mechanism through which the oil and gas industry generates

its own capital is the percentage depletion allowance.

Percentage depletion is a popular target of those who see loopholes on

every page of the Code. But, at a time when new exploration for and extraction

of our domestic petroleum resources are needed, it is particularly unwise to

repeal this capital recovery provision. Government should be providing en-

couragement for new capital investment and new exploration in energy fields,

rather than making the process more expensive.

Proponents of the repeal of the percentage oil depletion allowance
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argue that the current price level for "new" oil is high enough to encourage

the necessary exploration and production and, therefore, the depletion allowance

is no longer necessary. It may be true that the current extraordinary situa-

tion will encourage additional exploration activities in the near future,

but policynmakers should look farther down the road. If increased supplies

cause a decline in prices later on, or if increasing costs begin to shrink

profit margins, incentives to new exploration will wane. If there is no

depletion allowance to provide a continuing incentive--or more accurately in

our view, a reduction of tax obstacles to investment in natural resources--

then exploration will once again fall off and shortages could reappear.

This was at least implicitly recognized in an earlier tentative decision

of the Ways and Means Committee to relate a depletion phaseout to price

increases. If the assumed increase in price level didn't occur, at least part

of the allowance would remain.

While the amendment to repeal depletion relates only to the petroleum

industry, the precedent would create more pressure to eliminate percentage

depletion for all extractive industries.

VI. Minimum Tax

The Treasury Department's 1969 proposal regarding a minimum tax indicates

clearly that the tax was not intended originally to apply to corporations.

It was directed, instead, against individual taxpayers with substantial gross

incomes but no taxable income.

The nature of the principal preference items which are relevant to

corporate income is such that these items are particularly inappropriate for

minimum tax considerations. Accelerated depreciation and amortization are



445

merely variations in the timing of allowable deductions, not the amount.

Percentage depletion has a built-in maximum deduction of 50% of taxable income.

In both situations, the deductions are limited by the Code without regard

to the minimum tax provisions. Therefore, their inclusion as preference items

for minimum tax purposes is inappropriate.

If the minimum tax concept remains in the Code, however, then we feel

strongly that a full deduction for regular income tax liability must be main-

tained. Without this deduction, the provisions would be simply an additional

tax on the listed "preference" items, not a guarantee of a minimum tax on a

taxpayer's gross income. It was a true minimum tax which the Treasury originally

proposed and which the public believes is being imposed.

Adoption of the proposed reduction in the present $30,000 exemption or

repeal of the regular tax liability deduction would further weaken needed

capital recovery provisions, some of which were introduced along with the

minimum tax in the 1969 Act. For example, the five year write-offs for

pollution control equipment and for railroad rolling stock have been less

than totally effective because the minimum tax reduced their impact as soon as

they were enacted. These and other provisions which are designed to assist

businesses in the capital formation process have already been weakened by

being listed as preference items, and the proposed amendments would only

aggravate the problem.

Our Taxation Committee has taken no specific position as to the desir-

ability of the Treasury's minimum taxable income (MTI) and limitation on

artificial accounting losses (LAL) proposals. There appear to be some problems

with the application of these concepts which we understand must be adopted as
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a package if they are to achieve the desired purpose.

However, we can flatly state that MTI and LAL are far preferable to

the proposals before you. The Treasury proposals tend to move in the direction

of a pure minimum tax whereas the proposed amendments would definitely

result in an additional tax on taxpayers already paying regular income taxes.



447

The CHAIRMAK. Next, we will call Mr. C. Wrede Petersmeyer chair-
man of the Corinthian Broadcasting Corp., for the American Counci
on Capital Gains and Estate Taxation.

STATEMENT OF C. WREDE PETERSMEYER, CHAIRMAN, CORINTH-
IAN BROADCASTING CORP., FOR AMERICAN COUNCIL ON CAPI-
TAL GAINS AND ESTATE TAXATION, ACCOMPANIED BY JAMES
JACKSON, COUNSEL TO AMERICAN COUNCIL ON CAPITAL GAINS
AND ESTATE TAXATION

Mr. PETERSMFEYER. Mr. Chairman and members of the Finance Com-
mittee, my name is C. Wrede Petersmeyer.

The CHAIRMAN. Would you please introduce your associate?
Mr. PETERMEYER. Excuse me.
I have with me today Mr. James Jackson, who is counsel to the

American Council on Capital Gains and Estate Taxation.
Thank you.
My name is C. Wrede Petersmeyer, chairman of the CorinthianBroadcasting Corp. in New York. Formerly, I was a partner for many

years of J. H. Whitney & Co., a private venture capital firm. I am also
a member of the board of directors of the American Council on Capital
Gains and Estate Taxation. It is in this capacity that I appear before
you today. CAPITAL FORMATION

The American Council was organized to provide a forum for citizens
interested in the critical problem of capital formation. We believe that
sound Federal tax policies are the appropriate, and indispensable, tool
for encouraging capital accumulation and the reinvestment of that
capital by millions of individual citizens.

Seven former Secretaries and Under Secretaries of the Treasury of
both political parties form an advisory committee supporting the goals
of the council. They are: Dr. Charls Walker, chairman, the Honorable
Robert B. Anderson, the Honorable David Kennedy, the Honorable
Randolph Burgess, the Honorable Frederick H. Deming, the Honor-
able Robert V.Roosa, and the Honorable Fred C. Scribner, Jr.

I cannot take the time of this committee for lengthy comments today.
I think it would be appropriate, however, to summarize briefly the
council's views and its program,

The council views capital formation as a vital key to continued U.S.
prosperity and growth. Clearly, intensive capital investment per
worker has long been the key to the high U.S. standard of. living. We
are now seeing an increasing demand for capital: capital for energy
exploration, for meeting environmental needs, and, of particular im-
portance, to provide jobs for our increasing labor force. Greater capital
investment is also essential if we are to meet foreign competition
abroad and particularly to provide more goods and services to cope
with the awesome problems of inflation at home-an inflation fueled
by rampant consumption resulting from the lack of incentive to save,

In a number of U.S. industries we find that plant expansion and
technological innovation is not keeping pace with consumer de-
mand. A principal cause of this insufficient growth is a dearth of
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capital, particularly equity capital. Unless financial resources are
available to support our industrial growth, the inflationary pres-
sures will, continue to mount., Inadequate capital deters business ex-
pansion. And this inadequate pace of growth acts to further the
inflationary spiral.

ADVERSE EFFECTS OF INCREASING THE CAPITAL GAINS TAX RATE

The council-advocates tax measures -to encourage savings and in-
vestment. Particularly important in this regard are favorable changes
in-the capital gains tax rate. The tax system has become weighted in
favorof consumption and against investment, particularly investment
by the private sector. One need only look at the depressedstate of the
equity market. and the indifference of millions of individuals to equity
investment. The maximum rate of long-term capital gains prior to
1969 was fixed at 25 percent and has in recent years risen absolutely,
and even. more strikingly, in relation to the rate on earned income.
Within the past 5 years, the maximum rate on long-term capital gains
has risen to 36.5 percent, while the maximum rate on earned income
has been reduced from a theoretical high of 91 percent in 1963 to a
current 50 percent.

We are distressed. to note that, in the face of a critical need for
more capital, there are proposals to discourage, rather than to en-
courage, capital formation. I refer, of course, to the several proposals
to increase the tax on capital by a further increase in the capital gains
tax rate, and an expansion of the minimum tax provisions which im-
pact the tax burden on capital gains. This is the road taken in the
1969 Tax Act, which, in the council's view, ill-served the national
interest.

Certainly, any. congressional action to increase the tax on capital
would have two extremely adverse effects. One, it would diminish, to
the extent of the tax increase, a capital available for needed indus-
trial expansion. Second, and perhaps of more importance, it would
have a profound adverse psychological impact on business expansion.
It is in effect a congressional pronouncement that business expan-
sion is not needed. In a time of raging inflation and a need for in-
creased jobs, it is a national policy that makes no economic sense at
all.

To encourage a greater pace of capital formation and to assure a
more equitable tax treatment, the American Council strongly urges
measures that would reduce the capital gains rate. As a first step, the
council- urges a return to the capital gains tax rates in effect prior to
the 1969 Tax Act, when no more than 25, percent of any capital gain
was taken by the Government. Such a rollback, as former Secretary
Robert B. Anderson has said:

Could be a symbol that our Nation wishes to encourage investment and this
should be a significant boost to business onfldence, serving to expand our pro-
ductive capability to meet the many serious challenges.

This is not to say that it will not be necessary in the future to make
additional reductions in capital gains tax rates as further stimulation
to capital formation.
,Moreover, the enactment of a graduated capital gains tax, depend-
ing upon the length of time the assets have been held, might be the
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tool for encoura]ging capital formation. To help offset the effects of
inflation on long-ield capital assets, a graduated or sliding scale must
result in a clear reduction in the tax on capital. At least part, and some-
times all, of the gain on the disposition of long-held property is not
income at all, but reflects the changing value of the dollar.

Let us assume a man purchased a farm for $50,000 in 1935 and sold
it in 1974 for $150,000. On its face, it would appear that he had a $100,-
000, increase in his capital. However, his $150,000 in 1974 dollars has
less purchasing power than his $50,000 in 1935 dollars.

The CHAIx MN. Would you mind giving me those 2 years again,
sir ? I am trying to follow it closely.

Mr. PFTERSMtYER. Yes. It is $50,000 in 1935, and assuming he sold
it in 1974 for $150,000, the Government presumably would tax him
$100,000 in so-called gain. However, his $150,000 in 1974 dollars were
not worth as much as the $50,000 in 1935.

The CHAIRMAN. I am impressed by that comparison, because 1935
was the year I entered college. I am just amazed to find that his dollar
is only worth a third what is was at that time.

Mr. PTrERsMEYER. That is exactly right. Hence, he enjoyed no eco-

nomic gain at all. To tax him on the illusory $100,000 profit is grossly
un-fair. Even without a capital gains tax lie would be left with less

capital than he originally had in 1935.
The CHAIRMAN. If I might just interrupt at that point, I agree

with you completely. What you are doing, then, is imposing a penalty

on that taxpayer for the failure of his Government. It is assessing a

penalty on him because his Government failed to maintain the pur-

chasing power of his money-an event with which he had no power
of control whatever, and no power of decision.

Mr. PETERSMEYER. Yes, sir. And the Treasury, it seems to me, gains

with more and more inflation, and the taxpayer loses by it, and I think

that is extremely unfair, if not immoral.
The council believes that a sliding scale might free up locked-in

investments, thus encouraging a greater economic rationalization of

the capital markets and increasing Federal tax revenues. It is a

concept that I hope this committee and its expert staff will examine
with care.

The impetus of the council's program obviously lies in the areas of

capital gains and estate taxation. We are not, therefore, in a position

to comment on a number of the proposed amendments alluded to in

the press release announcing these hearings. I do, however, want to

comment on proposals to increase theminimum tax.

POSITION TO THEP MIxNImUm TAx PRoPosALs

We are strongly opposed to such measures as those advanced by

Senators Kennedy, Muskie, and others. The minimum tax is a com-

plex issue. It needs the careful scrutiny of tax experts and does not

lend itself. to floor action without the benefits of guidance from the tax-

writing committees.
The proposal for increasing the minimum tax may fall most heavily

on those already paying high tax rates and not on those nontaxpayers
t0 whom it is intended to apply. To impose an additional burden on

this group of taxpayers is contrary to the purpose of any minimuim tax.

34-639 0 - 74 - pt, 2 - I
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Capital gains are already being taxed at rates established by Con-
gress. They do not escape taxation. The so-called minimum tax is an
additional tax on capital gains and, as I have testified, the council
thinks the capital gains tax rate is already too high.

The proposed minimum tax amendments would tend to defeat the
purpose of the capital gains tax differential rate, a rate intended to
reflect the sacrifices of capital savings and the undoubted risks of long-
term capital investment. To disregard these is to discourage the process
of capital formation which is extremely vital to the Nation's eco-
nomic vitality. We fear, also, that an increase in the capital gains tax
rate under the guise of a minimum tax would be but a forerunner of a
direct attack on capital formation in later tax reform measures.

We urge, therefore, that the proposed minimum tax measures be
defeated. Or, in the alternative, that capital gains be removed from
the list of preferences on which a minimum tax is calculated.

Mr. Chairman, I greatly appreciated the opportunity of appearing
before this distinguished committee. While this concludes my remarks,
I have with me Mr. Jackson, whom I have already introduced, coun-
sel to the American Council on Capital Gains and Estate Taxation,
and together we will be glad to respond to any questions that you
may have.

The CIIAUIMA-. Thank you very much, sir.
I have asked my questions. I think your statement is very clear.
Do you have any questions, Senator Curtis?

ESTATe TAXES

Senator CURTIs. What immediate steps would you suggest to meet
this situation in reference to estate tax?

Mr. Pmrwswxm. On estate taxes?
Senator Cums. Yes; a raising of the exemption, or arc you pro-

posing more of a total revision of approach?
Mr. PETmSmm.m. It is my understanding the council proposes an

increase in the exemption from $60,000 to $200,000, which would about
offset the inflationary spiral, as I understand it, from the time it was
enacted.

Senator CurTs. Yes, I think we must do something along that line.
The estate taxes do not produce a great deal of revenue from the stand-
point of the total size of our budget. But the high estate taxes that we
have now are giving impetus to mergers and conglomerates. There will
be families who have a business. It would perhaps be kept in the family
and operated as a small or medium-sized business. But in order to pay
the entire tax, it must be offered for sale, and not many of those sales
are made to individuals or to small companies. It has a tendency to
centralize the economic power rather than diffuse it.

Mr. PmsrRsMzYER. Yes, sir. The American Council, I believe, Sena-
tor, also proposes a maximum tax on the estate of 50 percent. I thh: k it
now goes up to 77 percent or something. ,

Mr. JAcksox. I might add the council has several proposals that
would defer the tax on an individual farm or business. These proposals
would defer the estate tax while the particular business stayed within
the family. As long as the business stayed in the family, you would
defer the estate tax, and the estate tax would be assessed only if the
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family decides to discontinue the family business. Of course, you could
have a size limit, but I think it is a sound proposal.

Senator CvRTIS. That is a proposal that I have introduced.
Mr. JACKSON. Yes sir.
Senator CURTIs. We find it particularly important in agriculture of

various types. The appraised valve of the real estate involved is so
high that there is no possible way that a family can raise the money
for the estate taxes and justify the additional investments on the in-
come from the property. And the principle ought to be adopted that
its value be arrived at based upon its production rather than the so-
called market value, because market value anticipates a sale, and often-
times these sales are made not to individuals who are in the same
activity, but they are made to nonresident owners, corporate owners,
to larger concerns.

I appreciate that you gentlemen are here this morning.
The CHAIRMAN. Thank you very much, gentlemen.
Next we will call Mr. Sture Olsson, chairman of the Chesapeake

Corp. of Virginia, and Mr. A. Felton Andrews, Forest Farmers As-
sociation for the Forest Industries Committee on Timber Valuation
and Taxation.

STATEMENTS OF STURE OLSSON, CHAIRMAN, CHESAPEAKE CORP. OF
VIRGINIA, AND A. FELTON ANDREWS, FOREST FARMERS ASSO-
CIATION, FOR THE FOREST INDUSTRIES COMMITTEE ON TIMBER
VALUATION AND TAXATION, ACCOMPANIED BY WILLIAM CAN-
DRELL, GENERAL COUNSEL, COMMITTEE ON TIMBER VALUATION
AND TAXATION

STATEMENT OF STURE OLSSON

Mr. OLSSO . Mr. Chairman and members of the committee, I am
Sture G. Olsson, chairman of the board of the Chesapeake Corp. of
Virginia, West Point, Va. My statement today is made on behalf of
the Forest Industries Committee on timber valuation and taxation.

Accompanying me are Mr. Felton Andrews, a private landowner of
Memphis, Tenn., and Mr. William Condrell, general counsel of the
committee.

The committee is a voluntary organization of timber-growing in-
dividuals and corporations from throughout the country whose prin-
cipal objective is to bring about the widest possible understanding of
the relationships between tax policies and the state of the Nation's pri-
vate forest resources. The committee's supporters constitute approxi-
mately 80 percent of the ownership of the Nation's industrial com-
mnercial forest land, and ownership in much of the nonindustrial sector
as well.

We appreciate the opportunity to be heard in the course of these
hearings, because we are troubled by some of the trends that we see de-
veloping in the tax policy sector.

It is not unexpected that there are pressures for income tax reduc-
tions for low- and middle-income individuals. The combination of soar-
ing inflation and reduced business activity in some sectors of the econ-
omy has had severe impact on persons with fixed or reduced incomes,
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and we will leave it to you to evaluate the merits of these proposed
reductions.

Our concern, however, is the threat by advocates of reduced per-
sonal income taxes to balance revenue costs through higher taxes on
the business and capital investment sectors.

FOREST INDUSTRY AND PROPOSED MINIMUm TAx REFORM

Our major and immediate concern is with proposed changes in the
minimum tax on tax preferences because of the potential impact on
capital gains. Because investments in forest planting require such a
long time for economic return and are subject to high natural and eco-
nomic risks. Congress in 1944 made income from qualified timber trans-
.actions eligible for capital gains tax treatment.

Detailed evidence of the beneficial effects of that action on the Na.
tion's forest resources was given last year in hearings of the House
Ways and Means Committee. We would be happy to provide this and
any other additional material which members of the committee may
desiree on the general subject of timber capital gains treatment.

When the minimum tax on tax preferences was enacted in 1969, it
was purported to be a means of insuring that virtually all income
from whatever source, would be subject to at least a minimum level ol
taxation. At that time, we heard a great deal about the 155 individuals
earning over $200,000 who paid no taxes at all in the year 1967.

While capital gains are taxed below ordinary income rates-for rea-
sons that are perfectly evident, it seems to me-it is at the same time
clear that capital gains treatment cannot be a factor in escaping tax
liability. Capital gains already pay a tax of 30 percent in the case of
corporations, and effective rates ranging up to 36.5 percent for indi-
viduals. But in spite of the special nature of capital gains income
and its role in' the processes of capital development so vital to a free
market economy, it was included as a tax preference for the purposes
of the minimum tax.

It is not a minimum tax by any means, particularly in its effect on
capital gains. It is an additional tax on capital for which the full
statutory rate has already been assessed. The Treasury Department
has calculated that 84 percent of minimum tax revenues from individ-
uals are attributable to capital gains. The impact on corporations is
also severe. This is especially true in the forest products sector where
capital gain is not merely incidental to corporate activities but is an
essential factor in the financing of long-term forest improvements.

Consequently, the impact of the minimum tax as now constituted
is serious to timber growers, both individual and corporate. The
changes proposed by Senators Nelson, Kennedy, Mondale and others
would compound that impact. By denying the deduction for other
taxes paid, the amendments would make the minimum tax even more
regressive than at present.

It would strike hardest at those individuals and corporations with
the highest effective tax rates. It would have the least effect on those
paying low taxes on large incomes. And, the amendment would have
no effect whatsoever on those who, for one reason or another, have no
tax liability on large incomes. Therefore, the proposals would com-
pletely subvert the original intent of the minimum tax.
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FoR INDUSTRY AND CAPITAL GAINS TAx PROPOSALS

The forest industry is now feeling the effects of the substantial
capital gains rate increases enacted in 1969. The corporate rate was
increased by 20 percent. Similar increases were imposed on the capital
gains of individuals, and for some the increases were as high as 40
percent.

An example of the combined effects of the capital gains rate in-
crease and the imposition of the minimum tax on a timber-growing
corporation focusing on its capital gains income alone is attached as
appendix A. It also shows the effects of the proposed minimum tax
amendments. In appendix B we have shown the effect of the 1969
capital gains rate increase and the minimum tax as under present
law and as proposed for both individuals and corporations. "

All of the demonstrable rules of economic behavior dictate that these
increases are boun-dTo have an adverse effect on capital formation, and
consequently opi the actual and potential level of investment in timber
growing.

While tax questions of critical economic import to timber growers
are being debated, those of us in the forest products business are being
urged to: first, grow more trees and to grow them faster to avoid
predicted shortages of forest raw materials;, second, to invest in more
and better manufacturing facilities to counter the inflationary effect
of short-term wood and paper shortages; and, finally, to do these
thing in ways that have the least environmental impact.

W- believe all of these objectives are possible. Furthermore, we
think they are essential if we are to make the wisest and best use of
our Nation's resource base. But they are achievable only if our tax
laws fully recognize the realities of capital requirements in forest pro-
duction and management. I know of no other economic enterprise with
such an extraordinarily long investment cycle, where one generation
of land managers is expected to make investments which will not
mature for the next or possibly even two generations removed.

I might add here, Mr. Chairman, that this is, in our State at least,
one of the- real difficulties-getting the landowner to make a substan-
tial capital investment for the benefit of his grandchildren.

There are two elements to the capital requirements of the forest
products industry.

First, there is the necessity for greatly increased investments in the
land and in trees. To bring all private, commercial forest land in the
United States to the same level of productivity now being achieved
on some of the better-managed industrial timberland would require
an estimated $55 billion between now and the year 2000. Much of this
acreage is in small and medium size ownerships, and I do not know
where these owners can possibly get that kind of money if capital
markets remain as they are today. Even under the best of circum-
stances, it will require extraordinary measures.

For example, in my home State of Virginia, we recognized that,
even with the full capital gains tax incentive, special planting
allowances were necessary for small growers to enable them to get
started on the long timber investment cycle. The Federal Government
has also taken a step in this direction through a program of planting
incentives for small landowners.
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The other element to the forest industry investment problem is the
need for more and better manufacturing plants.

We should be Ancouraging greater capital savings, not less. We
should be stimulating higher levels of investment in raw materials
production and manufacturing capacity, not less.

Yet, we have experienced in recent years a profound change in our
tax structure that has shifted from the encouragement of savings and
capital investment to the encouragement of consumption. The narrow-
ng of the differential between the tax rates on capital gain and earned

income is indicative of this trend. The maximum rates used to be 90
percent on earned income and 25 percent on capital gain. Now the
maximum rates are 50 percent on earned income and, including the
present minimum tax, 361/2 percent on capital gains; notice, only a
13 / point spread.

When you consider that all capital gain is not real income, then the
significance of this shift becomes even more apparent.

For these reasons, we urge this committee and your colleagues in
the Senate not to impose any additional taxes on capital. More specifi-
cally, we urge: first, that the Nelson-Kennedy-Mondale minimum tax
amendments not be enacted; second, that capital gains be removed
from the minimum tax; and, third, that the incentives that worked
so effectively up to 1969 be restored to stimulate needed capital in-
vestments in timber growing and other risk enterprises.

Mr. Chairman, we in the forest industry have no reservations about
making these suggestions. Capital gains treatment of timber income
has been no windfall. Our return on investment is well below other in-
dustries and other forms of capital investment, and our average effec-
tive tax rates are above other capital intensive industries and compare
favorably with all U.S. industry.

We cannot overemphasize,'however, the crisis of capital facing
timber growers. The productivity required to meet the country's need
for wood and fiber cannot be achieved unless there, is an adequate recog-
nition in the tax laws of the difficulties and risks involved in long-term
forest investments.

Thank you, sir.
The CI1 IJMAN. Thank you very much for your statements, gentle-

mnen.
STATEMENT OF FELTON ANDREWS

Mr. Ax-nElWs. Mr. Chairman, my name is Felton Andrews, from
Memphis, Tenn. I am part. of a family company that owns about 23,000
acres in Tennessee and northern Misissippi. T am also director of the
Forest Farmers Association and appear representing the Forest Indus-
tries Committee on Timber Valuation and Taxation.

I think probably our family's timber operation is fairly typical
throughout the South over the past 30 years. Prior to this time, the
South was an area of diminishing timber and timber resources, but
during that period the South has come up in a tremendous way, and
today it is a big producer of timber and wood fiber. I think it is prob.
ably true in your State as it. is in mine that over 50 percent of the farm
income comes from timber.

Everybody that I talk to says we are going to have to carry a bigger
nnd bigger share of the timber needs of this country, and the Wood
fiber.
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Now, we entered this business in the early 1950's as an investment,
and we bought tip nonproductive, low-income, hardwood lands. And
the worse ofit we converted into pine lands at the rate of about a mil-
lion pine seedlings a year. And over that more than 20-year period
we have yet to be able to harvest our first pine tree. We very recently
had to lease a portion of our land in order to pay ever-increasing prop-
erty taxes. It was either this or sell it.

And the property taxes during this period have about tripled, as
well as all of the other costs of operations, the maintenance, super-
vision, and so forth. Back then it was about $15 an acre to prepare and
plant an acre of pine. Now it is about $55 an acre. And 20 years is an
awful long time to wait for income from an investment.

Very definitely, when we made this decision in the early 1950's the
long-term capital gain incentive was a very decisive factor in our
decision to go into this business. We thought, regardless of other risks
we were taking, that at least we could count on this incentive. But 5
years ago you made a big cut in it and established the minimum tax at
the same time.

Now, I firmly believe if this margin between long-term capital
gain and ordinary income decreases, the people that I know are going
to be much beter' off putting their money in savings and loans and
having the Government insure their capital.

This is what I am driving at. During the past 25 years prior to 1969,
the tax incentive on long-term capital gain did a tremendous job in
increasing our timber production in the South. It has proven itself.
But an individual, when he looks at the dangers of being wiped out
in a day by fire and over a year or possibly more b insects, he is go-
ing to think twice about investing, especially if the Government is

going to pull the rug out from under him, if they are not going to keep
their part of the bargain. It iq like repealing the deposit insurance
law ret roactively after the bank fails.

I think the Government has a commitment to the small forest
owners, as well as larger timber investor, that they maintain the
differential between long-term capital gain and personal income taxes
that was in effect at the time the investment was made-maintain that
until he is able to harvest it and get his investment back out of it. And
this is the beauty of long-term capital gains, because it does tax a

person at. the same rate; if -ordinary income has increased, capital gains

have increased in the same rate, unless you single us out like you did

in 1969 and increase ours out of proportion.
So I hope that, as a first step in a needed commitment to the future

of private forest development, you will reject the proposed minimum
tax amendments or completely remove capital gains from the special
minimum tax assessment.

Thank you.
The CHAIRMAN. Thank you very much for a clear and understand-

able statement. We appreciate it.
Mr. Otisso.x. Thank you very much, Senator.
[The prepared statements of Messrs. Olsson and Andrews follow :
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STATEMENT OF

STURE G. OLSSON
THE CHESAPEAKE CORPORATION OF VIRGINIA

WEST POINT, VIRGINIA

BEFORE THE

COMMITTEE ON FINANCE
UNITED STATES SENATE

June 10, 1974

Mr: Chairman and Members of the Committee, I am Sture 0.

01son, Chairman of the Board of The Chesapeake Corporation

of Virginia, West Point, Virginia. My statement is made

on behalf. of the Forest Industries Committee on Timber

Valuation and Taxation. The Committee is a voluntary orga-

nization of timber-growing companies and individuals from

throughout the country whose principal objective is to bring

about the widest possible understanding of the relationships

between tax policies and the state of the nation's private,

forest resources. The Committee's supporters constitute

approximately 80 percent of the ownership of industrial

commercial. forest land, and ownership in much of the non-

industrial sector as well.

We appreciate the opportunity to be hoard in the course

of these hearings because we are troubled by some of the trends

that are seen developing in the tax policy sector.

It in not unexpected that there are pressures for income

tax reductions for low and middle-income individuals. The
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combination of soaring inflation and reduced business

activity in some sectors of the economy has had severe

impact on persons with fixed or reduced incomes, and we will

leave it to you to evaluate the merits of these proposed

reductions.

Our concern, however, is the threat by advocates of

reduced personal income taxes to balance revenue costs through

higher taxes on the business and capital investment sectors.

These pressures come at a time when businesses are also fight-

ing the effects of inflation. The debt ratio of many businesses--

and certainly this is true in the wood and paper industries--

has increased dramatically in recent years. This results

primarily trom

-- the need for greatly expanded forest production,

-- the need for improved processing plants,

-- the increasing ratio of capital investment

in pollution abatement equipment,

and the low rate of capital generation in the

industry because of unpredictable and below

average profits.

Consequently, high interest rates and capital shortages

have a special impact on forest products industries--not only

because they are capital intensive, but in the case of timber

growing because citpital is tied up for so many years.
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We are also plagued with risiqg costs for equipment,

labor and services required to maintain investments in high

level, sustained-yield forest management. We suffer the same

agonies of materials shortages, fuel prices and other economic

uncertainties as many other sectors of the economy.

4ut there are more specific reasons for the concern of

timber growers over some of the tax adjustments now proposed

for action in the Senate.

MINIMUM TAX AMENDMENTS

Our major and immediate concern is with proposed changes

in the Minimum Tax on Tax Preferences because of the potential

impact on capital gains. Because investments in forest plantings

require such a longtime for economic return and are subject

to high natural and economic risks, Congres in 1944 made

income from qualified tirober transactions eligible for capital

gains tax treatment.

Detailed evidence of the beneficial effects of that

action on the nation's forest resources was given last year

in hearings of the House Ways and Means Committee. We would

be happy to provide this and any additional material which

members of the Committee may desire on the general subject

of timber capital gains treatment.

When the Minimum Tax on Tax Preferences was enacted in

1969, it was purported to be a means of ensuring that
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virtually all income--from whatever source--would be subject

to at least a "minimum" level of taxation. At that time we

heard a great deal about the 155 individuals earning over

$200,000 who paid no taxes at all in the year 1967.

While capital gains are taxed below ordinary income

rates--for reasons that are perfectly evident--it is at the

same time clear that capital gains treatment cannot be a

factor in escaping tax liability. Capital gains already pay,

a tax of 30 percent in the case of corporations, and effective

rates ranging up to 36.5 percent for individuals. But in

spite of the special nature of capital gains income and its

role in the processes of capital development so vital to a

free markut wconomyt it wa3 included as u tdx preference for

purposes of the minimum tax.

It is not a "minimum" tax by any means, particularly in

its effect on capital gains. It is an additional tax on capital

for which the full statutory rate has already been assessed.

The Treasury Department has calculated that 84 percent of

minimum tax revenues from individuals are attributable to

capital gains. The impact on corporations is also severe.

This is especially true in the forest products sector where

capittal gain is not merely incidental to corporate activities

but is an essential factor in the financing of long-term

forest improvements.
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Consequently, the impact of the minimum tax as now

constituted is serious to timber growers, both individual

and corporate. The changes proposed by Senators Nelson,

Kennedy, Mondale and others would compound that impact. By

denying the deduction for other taxes paid, the amendments

would make the minimum tax even more regressive than at

present. It would strike hardest at those individuals and

corporations with the highest effective tax rates. It would

have the least effect on those paying low taxes on large

incomes. And, the amendment would have no effect whatsoever

on those who, for one reason or another, have no tax liability

on large incomes.

Therefore, theproposals would completely subvert the

original intent of the minimum tax.

1969 CAPITAL GAINS TAX INCREASES

The forest industry is now feeling the effects of the

substantial capital gains rate increases enacted in 1969. The

corporate rate was increased by 20 percent. Similar increases

were imposed on the capital gains of individuals--and for

some the increases were as high as 40 percent. An example of

the combined effects of the capital gains rate increase and

the imposition of the minimum tax on a timber-owning corpo-

ration focusing on its capital gains income alone is attached

as Appendix A. It also shows the effects of the proposed
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minimum tax amendments. In Appendix B we have shown the

effect of the 1969 capital gains rate increase and the

minimum tax as under present law and as proposed for both

individuals and corporations.

All of the demonstrable rules of economic behavior

dictate that these increases are bound to have an adverse

affect on capital formation, and consequently on the actual

and potential level of investment in timber growing.

NEED FOR TIMBER'

While tax questions of critical economic import to timber

growers are being debated, those of us in the forest products

business ara boing urged to

grow morc trees and to grow them faster to

avoid prodLcted shortages of forest raw materials,

-- to invest in more and better manufacturing

facilities to counter the inflationary effects

of short-term wood and paper shortages,

-- and to do these things in ways that have the

least environmental impact.

We believe all of these objectives are possible. Further-

more, we think they are essential if we are to make the wisest

and best use of our nation's resource base. But they are

achievable only if our tax laws fully recognize the realities

of capital requirements in forest production and management.
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I know of no other economic enterprise with such an extra-

ordinarily long investment cycle--whore one generation of

land managers is expected to make investments which will not

mature until the next or possibly even two generations removed.

NEED FOR CAPITAL

There are two elements to the capital requirements of

the forest products industry.

First, there is the necessity for greatly increased

investments in the land and in trees. To bring all private,

commercial forest land in the U. S. to the same level of

productivity now being achieved on some of the better managed

industrial timberland would require oVer'$55 billion between

now and the yoar 2600. Much of this acreage is in small and

medium size ownerships, and I don't know whore these owners

can possibly get that kind of money if capital markets remain

as they are today. Even under the best of circumstances it

will require extraordinary measures.

For example, in my honue State of Virginia, we recognized

that, even with the full capital gains tax incentive, special

planting allowances were necessary for small growers to enable

them to get started on the long timber investment cycle. The

Federal Government has also taken a step in this direction

through a program of planting incentives for small landowners.

The other element to the forest industry investment

problem is the need for more and better manufacturing plants.
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The paper industry is an excellent example. To stave off

threatened paper shortages, the industry is operating at

maximum capacity. But much of that capacity is obsolete, and

new plants are not coming on line fast enough. Historically,

earnings in the paper industry have been .e.... below bther

industries that it was difficult to attract capital for needed

improvements and expansion. And today, when shortages are

staring us in the face, sufficient capital is simply not

obtainable, or interest costs are prohibitive.

We are all concerned about inflation and its corrosive

effects on the substance of our economy. We have been through

several cycles of cost-push inflation since World War II,

and the response was always Lo Liyhtan up on capital to dampen

things down. But what we have now is a genuine, ring-tailed

demand-pull inflation where consumer demand has outstripped

our capacity to produce in many areas. To use the remedies-

of the past would be disastrous.

We should be encouraging greater capital savings, not

less. We should be stimulating higher levels of investment

in raw materials production and manufacturing capacity, not

less.

Yet, we have experienced in recent years a profound change

in our tax structure that has shifted from the encouragement

of savings and capital investment to the encouragement of

consumption. The narrowing of the differential between the
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tax rates on capital gain and earned income is indicative

of this trend. The maximum rates used to be 90 percen t on

earned income and 25 percent on capital gain. Now the maximum

rates are 50 percent on earned income and (with the minimum

tax) 36.5 percent on capital gain.

When you consider that all capital gain is not real

.income, then the significance of this shift' is apparent.

For these reasons we urge this Committee and your

colleagues in the Senate not to impose any additional taxes

on capital. More specifically, we urge:

1. That the Nelson-Kennedy-Mondale minimum tax

amendments not be enacted

2. That capital gains be removed from the

minimum tax; and

3. That the incentives that worked so effectively

up to 1969 be restored to stimulate needed

capital investments in timber growing and other

risk enterprises.

Mr. Chairman, we in the forest industry have no reser-

vations about making.these suggestions. Capital gains

treatment of timber income has been no windfall. Our return

on investment ... ' " well below other industries and

other forms of capital investment, and our average effective

tax rates O-OVM--- 6tv hy soibb other capital intensive

indutis MbO, U AtAL ,-
i'81t14010
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We cannot overemphasize, however, the crisis of capital

facing timber growers. The productivity required to meet the

country's need for wood and fiber cannot be achieved unless

there is adequate recognition in the tax laws of the

difficulties and risks involved in long-term forest investments.

Thank you.

34-639 0 - 74 - pt. 2 - 8



APPENDIX A

EXAMPLE: TAX ON CORPORATE TIMBER-GROWING OPERATION

(Assuming No Ordinary Income)

Capital Gain On Timber Sale

Capital Gain Tax

Preferences (18/48ths of
capital gain)

EXCLUSION

Deduction For Other Taxes Paid

Balai-ce

10% Minimum Tax

TOTAL TAXES

Pre-1969

$1,000,000

250,000

None

Present Law

$1,000,000

300,000t

375,000

30,000

300,000

45,000

$ 250,000

4,500

$ 304,500

(22% increase
over 1969)

Proposed
Kennedy
Amendme nt

$1,000,000

300,000'

375,000

10,000

(No Deduction Allowed)

365,000

36,500

$ 336,500

(35% increase
over 1969)



APPENDIX B

MAXIMUM RATES ON CAPITAL GAINS

FOR EACH $100 MARGINAL GAIN*

INDIVIDUALS

Capital Gains Tax

Minimum Tax Calculation:
Preference Income
Less Other Taxes Paid
10% Minimum Tax

TOTAL TAX

CORPORATIONS

Capital Gains Tax

Minimum Tax Calculation:
Preference Income
Less Other Taxes Paid
10% Minimum Tax

TOTAL TAX

Pre-1969

1
$25.00

None

$25.00

$25.00

None

$25.00

Present Law

$35.00

50.00
35.00

1.50

$36.50

(46% increase
over 1969)

$30.00

37.50
30.00

.75

$30.75

(23% increase
over 1969)

Proposed
Kennedy
Amendment

$35.00

50.00
Not Allowed

5.00

$40.00

(60% increase
over 1969)

$30.00

37.50
Not Allowed

3.75

$33.75

(35% increase
over 1969)

*Assuming gains over the $50,000 amount exempted from the 1969 rate increase and
over the amounts excluded from the minimtun tax (i.e. $30,000 under present law
and $10,000 under the Kennedy amendment.)
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STATEMENT OF

A. FELTON ANDREWS
MEMPHIS, TENNESSEE

BEFORE THE

COMMITTEE ON FINANCE
UNITED STATES SENATE

June 10, 1974

Mr. Chairman, my name is A. Felton Andrews. I live in

Memphis, Tennessee. I am part owner of a family company

which owns about 23,000 acres of timberland in Tennessee and

Northern Mississippi. I am a Director of the Forest Farmers

Association, and appear today on behalf of the Forest Industries

Committee on Timber Valuation and Taxation.

There probably is no "typical" way for people to get

into the timber growing business, but ours is probably repre-

sentative of many of the operations which--over the past 30

years--have transformed the Southern States from an area of

declining timber resources to one of tremendous importance to

the nation's future timber supply. Most forest economists.

agree that the South will have to furnish a larger and larger

share of the wood and fiber needed to meet consumer require-

ments in the years ahead. This certainly could not be the

case if not for the capital gains tax treatment of income

from sustained-yield, long-term forest management operations

which was enacted in 1944.

We entered the timber business in the early 1950's,

acquiring non-productive, cut-over timberland and converting
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it to pines at the rate of approximately one million seedlings

a year. The only harvest that has yet been realized from

this 20 year investment in planted forest stock is a recent

one required to help pay the increasing property taxes on

the land and the timber. Twenty years is a long time to

wait foi a return on any investment; and during this period

our property tax load has about tripled, and other expenses

of maintaining the investment have gone up dramatically.

I hope that you will consider our point of view in any

action you take affecting the taxation of timber income. The

capital gains rate in effect in the 1950's when we made our

initial investment was a decisive factor in our investment

planning. We felt that no matter what happened otherwise,

we would at least be assured of the full capital gain benefit

on whatever future gain might be realized.

But five years ago part of that was taken away from us.

The capital gains rate was increased, and we still had a long

time to go before our investment fully matured. On top of

that, capital gains were included in the minimum tax, which

further narrowed the rate differential that had been a factor

in our decision. And since 1969, hardly a month goes by but

what somebody isn't threatening to either wipe out capital

gains altogether, further reduce its benefits, or to modify

the minimum tax in such a way that the benefit would be

rendered practically meaningless. If this happened, I don't
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know of a single timber grower in our area who wouldn't be

better off if he had put his money in a savings and loan

instead of into pine seedlings--and the government would

have insured him against any loss.

What I'm driving at is this: for twenty-five years

after 1944 the tax laws affecting timber did exactly what

they were intended to do. They encouraged people to plant

timber and manage it on a permanent, sustained-yield basis.

Now everyone tells us we need timber more than ever, but how

many of my neighbors and other people around the country

are going to pult their savings into something that can be

wiped out in a single day by fire, or in a single year by

insects when the government doesn't keep its part of the deal?

It's like repealing the deposit insurance law retro-

actively after the bank fails.

There needs to be an honest commitment to forest farmers,

to individual timber investors and to industrial forest

owners that the future income from investments they make

today will be treated for tax purposes in the same ratio to

other forms of income as at the time the investment was made.

That's the beauty of capital gains. As regular tax rates

change, the capital gains liability changes proportionately--

except when capital gains is singled out, as it was in 1969,

for special increases.
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I hope that, as a first step in a needed commitment to

the future of private forest development, you will reject the

proposed minimum tax amendments or completely remove capital

gains from the special minimum tax assessment.

Thank you.
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The CHAInMAN. Next we will call Mr. Gerard Brannon, professor
of economics at Georgetown University.

STATEMENT OF GERARD BRANNON, PROFESSOR OF ECONOMICS,
GEORGETOWN UNIVERSITY

Mr. BRANNON. Thank you, Mr. Chairman.
In this oral testimony I would like to address the taxation of

energy resource compares and the DISC provision. My paper also
deals with the foreign tax credit and capital gains.

PERCENTAoE DEPLETION REPEAL CALLEi) FOR

I think percentage depletion should be repealed immediately.
Things have changed since 1972 when we were still protecting the
high-cost U.S. oil and coal industries by import quotas. In that situa-
tion when Americans were being required to pay $3 a barrel for
domestic oil, at a time when we could have imported oil for $2, per-
centage depletion kept the domestic price from going even higher. It
(lid not hold the price down very efficiently because close tolhalf of
the percentage depletion benefit went into higher royalties, but it did
have some relation to that overall policy of keeping down the prices
on U.S. oil.

Now, the world price has tripled. The policies that were appro-
priate to protecting the high-cost domestic industry must be changed
to face the fact that the real cost to the United States of consuming
more oil is now the import price, which is about $10 or $11 a barrel.

Nevertheless, we are continuing price controls and tax incentives.
The substance of a tax incentive is that we use the Treasury in part to
pay oil producers instead of requing producers to get all of their
incentives in the marketplace. My use of the expression low prices for
oil may surprise you, but let me clarify it.

The present average price on U.S. crude is about $7 a barrel, which
is at least $3 below import prices. The percentage depletion allowance
alone is worth as much as $1.50 to the producer, so that companies
are doing as well as if they were earning $8.50 and paying regular
taxes.

If we make an allowance for their special advantage in intangible
drilling expenses, the benefits are even greater.

CONSEQUENCES OF THE PROoRAM UsINO TAX INCENTIVES To
MAINTAIN LowER PRICES

Now, there are three consequences of this program of using tax
incentives to maintain lower prices. In the first place, low oil prices
discourage the production of alternative fuel sources. When you take
into account the base of percentage depletion, it is outrageously dis-
criminatory between fuels. It is about 3 times better for oil and
gas than for nuclear fuel or for coal energy, and it is almost 13 times
better for natural oil and gas than for the fuel produced by liquefying
or gasifying coal. Such a discriminatory subsidy can hardly be a
sensible energy pplicy. It is simply favoritism for oil and gas.

Now, a second consequence of this program of tax incentives and
lower prices is to encourage consumption and to undercut conserva-
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tion. The fact of low gas consumption of European cars is not an
accident of geography. It is a response to the fact that gasoline prices
in Europe have been historically about twice the level of U.S. prices;
this due to the heavy taxation of gasoline in Europe.

Now, the third consequence of low oil prices is that they' seem to
help consumers. High prices in turn seem to transfer income from
consumers to oil companies, but this income transfer problem is one
that Congress can correct very well by tax measures.

One of many ways would be to provide an "energy price" refund-
able tax credit of say $50 a person which would come to $200 for a
family of four. At the same time that higher prices are received by
oil companies they should in the first place pay the taxes imposed on
other businesses without percentage depletion. It makes no sense to
impose low taxes on income earned by using up our scarce valuable
resources, and full tax on processes that can produce good end products
like oil and coal by doing extensive manufacturing on cheaper
resources.

Now, notice from the standpoint of the oil producer, there is no
difference, when the market price of oil is $10, between a price control
law that says old oil must be sold at $5.25 and the combination of a
$10 market price plus a $4.75 windfall excise tax. I simply use those
numbers for illustration to make the point that price control is similar
from the producers' point of view to higher taxation. As I have iidi-
cated before, I would not like to see that large an excise tax imposed.
I would like to see more of the tax raised by applying regular income
taxes. Notice how different is the combination of tax and some sort of
consumer relief from the consumer's standpoint.

When you hold the price of old oil down to $5.25, we give consumers
a benefit which increases the more they use oil or oil products. This
$5.25 price for old oil combined with uncontrolled prices for new oil
accounts for the average price of $7 cited above. The benefit from the
low price is far more for the Cadillac owner than for the person who
drives a Volkswagen. It is far greater for the person who keeps his
home temperature at 80 degrees than someone who tries hard tolisten
to this conservation talk frem the Government and keeps his house
temperature down to 65.

But you can provide consumers with as much benefit as you want
through general tax relief or tax credits, or welfare increases or
social security tax reductions. These reliefs do not have the character-
istic that they increase the benefit the more the person uses oil. And
this is what the whole function of price system and a market economy
is supposed to carry out, to bring across to consumers that the marginal
cost for consuming more oil is in the neighborhood of $10 or $11 in
this country, which is the cost of real goods that we have to export
to buy more oil abroad.

Finally, with regard to oil, I see no justification for a ploughback
grant. This amounts to an investment subsidy limited to companies
that have already, enjoyed windfall oil profits. It is no more than a
recipe for increasing concentrated control of the energy business in
the hands of oil companies.

Neither is there justification for retaining percentage deltion" for
small producers, producers of up to $8 million worth of oil. These
producers have been enjoying very good profits underthe current price

I -
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structure which has increased their oil price on the average of more
than 100 percent over a period of a year.

If you want to go around and look for small companies to help,
these must be the least deserving of small companies in our country.
If would be far better to help small steel companies or small auto-
mobile companies or small machine shops.

TERMINATION OF DISC CALLED FoR

Now, turning briefly to DISC in my remaining time, there are
many reasons why DISC should be terminated. In the first place, all
of our evidence on the responsiveness of exports to price changes sug-
gests that this increase in exports in response to lower prices is very
small, and consequently a tax subsidy to exporters is an inefficient
way to improve our balance of payments.

Second, exports as such, are inflationary, as we have learned from
the food situation where an increase in exports has been something
of a domestic problem.

Finally, I would like to call your attention to the connection between
DISC and the 15-percent devaluation of the dollar that occurred in
1971 through 1973. Look at what devaluation means. Let us say that
an American manufacturer before devaluation was selling widgets in
Europe at a competitive widget price of say 200 francs. In early 1971,
the proceeds of these sales could have been converted to $10 in U.S.
money. After the 15-percent devaluation, the proceeds of the widget
sales converted to $11.50, another producer windfall.

Now, this is borne out by the recent Treasury report on DISC. The
one thing that surprised the Treasury compared to its original DISC
revenue estimates was that export sales were about twice as prof-
itable as regular U.S. domestic business, as you would have expected,
because devaluation made these foreign receipts more valuable.

Basically the DISC is rather in the pattern of percentage depletion
of providing tax benefits for very well off firms, and for that reason
it is unnecessary.

Thank you, Mr. Chairman.

OIL AND GAS PRICES

The CHAIRMAN. Let me see if I have got something straight from
your statement.

Do I understand your statement to be that we would repeal the de-
pletion allowance, and that this would necessarily mean a higher price
for the product in this country?

Mr. BRANNON. Well, strictly speaking, it is the price control agency
that determines the price. I would expect that if you repealed the
percentage depletion allowance, they would raise the Price. But I do
not see that there is a necessary connection.

The CHAIRMAN. Well, I just think that these things ought to be laid
out so everybody could understand them, because if we do not, people
will think there must be some reason why we do not want to make
the whole thing clear. It would seem to me that if you assume that the
price is being controlled at the right level, then my offhand impression
would be that a repeal of the depletion allowance would require an
increase in the price of oil of about $1.35 a barrel.

Does that seem about right to you?
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Mr. BRANNON. About $1.50, but okay. But you see, my point is, the
price is too low. It is a mistake for the Government to struggle with
things like depletion allowance to keep the price down. This discour-
ages competitive energy sources. It encourages more use of energy.

The CHAIRMAN. Well, I heard an eminent economist make a state-
ment a while back that he had never agreed with the depletion allow-
ance. He thought there just ought to -be a higher price for oil.

Mr. BRANNON. Yes..
The CHAIRMAN. And you agree with that.
Mr. BRANNON. Yes.
The CHAIRMAN. Now, there is no doubt in my mind that an elimi-

nation of the depletion allowance would necessarily require the Fed-
eral Power Commission to permit those producers, who are already
regulated on a cost of production basis, to increase their price to get
back what they lose by taking away the depletion allowance. Because
in arriving at whatever you think their fair return would be, a tax
increase is necessarily a cost increase, and that would have to be passed
on to the consumer of the product. There are some who make the point
that perhaps we ought to say that when the price of oil goes to some-
thing around $9 a barrel, that there would be no depletion allowance,
and I have been led to believe that major companies feel that they
could live with having no depletion allowance and the price at $9 a
barrel.

But if that is to be the case, it seems to me that we ought to honestly
and forthrightly tell the American consumer that that means an in-
crease in the price of fuel oil and it means an increase in the price of
gas at the pump of about 3 cents a gallon. That is about where I would
put it.

Does that seem about right to you?
Mr. BRANNON. Yes, but also when you're talking about what to tell

the consumer, tell him that you can give him this money, that is the
sequence you are talking about is increased money coming into the
Treasury. Now, you can use that to increase the purchasing power of
consumers. I suggested this energy p rice credit as one way of making
the connection very explicit, or si-mply reduced incomes or social secu-
rity taxes, but give him the money in such a way that he knows that
using gasoline is more expensive, so that he knovs the real marginal
cost of using gasoline.

The present system in effect gives him that money every time he uses
gasoline, and the more gasoline he uses, the more money you are giving
him.

The CHAIRMAN. Well, there are some who have communicated to my
assistants and others that they really feel that the tax on oil should
go up by eliminating the dep~letion'allowance or anything else, and
that the price shouldgo up for the simple reason that they feel that
there are a lot of people just wasting a great deal of energy that they
would not be wasting if it were pricedat a higher point.

Mr. BRANNON. That is right.
The CHAIRMAN. And I can understand that argument, but I honestly

think that if that is what we want to do, we ought to make it clear to
the consumer that this is what we want to do and that we are doing it
for that reason. I just do not think it is good to confuse or misled
people.

Now, it can well be argued that if we had raised the price at the
puip by an excess tax at the pump, that there would be no windfall
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to anyone, and that would have tended to retard the consumption of
the product which at a time of shortage might not be too bad -an idea,
I am not sure that I am ready to vote that way, but I think that if we
do take that approach, we ought to explain it as you have, that this
is what we have in mind, and that we believe that on balance it is
justified.

I would like to study more carefully your suggestion about giving
some of this back to the consumer who is doing what you think he
ought to do. I personally very much approve of tax laws that seek to
encourage whoever it is, be it the consumer, the producer or whoever,
to do what you think is in the Nation's interest at that particular point.

Mr. BRANNON. Well, could I suggest a little differently on that part
of it? I am less enthusiastic than you just expressed yourself as being,
in the matter of encouraging people to do things. My emphasis here
was simply to give money back to consumers. How much they use gaso-
line should essentially be their business. If people want to use a lot of
gasoline and want to push the gasoline price up high, then we will have
a faster development of other fuel sources. We will have a faster
development of liquefied and'gasified coal and I am willing to rely on
the market process in a lot of these things. We do not have to be tell,--
ing the consumer how to behave all the time, but we can rely on market
prices.

The CHAIRMAN. Well, we have a tax system, Professor Brannon,
which is not built on the theory of complete tax tuiiformity. It is
built on the theory that the amount you are going to pay in taxes
depends upon both how you make your money and what you did
with it, and as much as I have seen some administrations such as the
Eisenhower administration come into power advocating that the taxa-
tion should depart entirely from that concept, I have never seen any
of them have te courage to stick with it when they were confronted
with the realities of a business recession or something of that sort that
set the stage for urging a change in the tax laws to try to stimulate
the economy. I just have not seen any administration that is willing
to live with it after they came in and proposed it.

You know, George Humphrey was strong for that theory, and it
took about 6 months for him to turn around and head in the other
direction.

Mr. BRANNON. You see, there are two kinds of theories that I think
you have got involved there. One is this effort which is persistent in
our tax law to encourage people to do one thing rather than another
because the Government thinks that the world would be better off if,
say, businessmen had different attitudes toward growing timber or
mining coal. You could reduce that emphasis in the tax law a great
deal and still say that in a period of recession there should be more
purchasing power in the economy. We are not going to tell people how
to spend it, but we are going to make more money available so that
they will have more total to spend, and will rely on free market
indications to indicate where that money will go.

Th CHAIRMAN. Well, thank you very much, Professor Brannon. I
will study your statement further. It provides a lot of food for
thought.

We will now stand in recess until 2:30 this afternoon.
[The prepared statement of Mr. Brannon follows:]
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Statement on Tax Reform
by

Gerard 14. Brannon
Professor of Economics, Georgetown University

Senate Finance Committee June 8, 1974

I will address this testimony to some of the tax reform amend-
ments which might be considered in connection with HR 8217. Specif-
ically I will argue:

(1) the percentage depletion allowances should be repealed
immediately with no allowances for small producers;

(2) the provisions dealing with foreign income should be
made more severe without repealing the foreign tax credit;

(3) the export subsidy provision, DISC should be repealed; and
(4) this Committee should provide for study of the taxation of

unrealized appreciation on transfer by death or gift.

Percentage Depletion
The most pressing problem before the Congress is the taxation

of income related to energy. The present posture of U.S. law in thu
area of energy is basically absurd. On the one hand we tax oil
companies less than other corporations, through percentage depletion
and the deduction of intangible drilling expenses. Cn the other hand
we hold down the price of oil and natural gas. Tax benefits are an
incentive for production and the controlled price is a disincentive
for production. Simultaneously the controlled price is an incentive
for consumption. For all of our efforts to talk about conservation,
we are following the contrary policy of providing producer incentives
from the U.S. Treasury to finance lower energy prices which have the
effect of holding up consumption.

There has been inadequate attention to two basic elements of
energy policy:

- the character of the changed world situation in oil, and
- the simple economics of markets.

Prior to 1973 our national situation was by consensus that high
oil imports would weaken national security. This led to a program of
protection for the high cost U.S. oil industry. We propped up U.S.
oil prices by import quotas, by a program of output limitations on
productive wells and by tax incentives to oil producers.

As oil companies frequently repeat, prior to 1973 the profit
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after tax in the U.S. oil industry was not out of line with U.S.
manufacturing profit rates. This tells us that the tax incentives
were going into lower prices, that is, the part that was not going
into higher royalties.

What has changed is that in the last year the world oil price
has tripled. The U.S. industry is no longer a high cost cripple
that needs protection from cheap imports. On the contrary the concern
has been with windfall profits.

At the present time the cost to the U.S. of an additional barrel
of oil is the import price which is in the neighborhood of $ 10 to 11.
At those prices there will be ample supplies. Instead of permitting
prices to rise we have price controls and the Treasury Department
tells you that these controlled prices should be subsidized by letting
oil companies ger a substantial part of their incentives from the U.S.
Treasury, in the form of lower taxes, instead of from the market place.

Let us look at the consequences of low oil prices:
(a) In the first place low oil prices discourage production

of alternative fuel sources. One of the worst features of percentage
depletion and expensing of intangibles is that they provide a highly
discriminatory incentive between energy sources. The tax benefits
for oil and gas are equivalent to about 13 percent of the price of
oil and gas delivered to an electric company. The tax benefits for
uranium are about 5 percent of the delivered fuel price. For coal
they are about 4 percent. For oil or gas manufactured from coal they
will be about 1 percent. For solar energy they are zero.

A policy to discriminate between fuels in this way is not a
sensible energy policy, it is only a relief program for oil producers
and oil land owners.

(b) In the second place low oil prices encourage consumption.
There is no solid evidence that'papers out of Washington are going to
change consumption habits. There is a great deal of evidence that
prices do change consumption habits. That is what free markets are
all about. The difference in gasoline consumption of U.S. and European
cars is not just a matter of differences in tastes between the U.S and
Europe; it is a matter of gasoline prices, which due to taxes have
been twice as high in Europe as in the U.S. With high prices people
consume less.

(c) Finally, I come to the low price effect which is politically
important. Low prices for oil seem to provide a benefit to consumers,
and high prices seem to provide a transfer of real income to energy
producers. This problem, however, can be easily solved by the Congress.
The solution is to tax the producers and provide tax reliefs to
consumers.
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One way to provide the relief would be to provide in the tax
law an energy-price refundable credit of, say, $ 50 per person, or
$ 200 for a family of four., The credit should be paid in cash to
non-taxable families. The feature of this credit is that the money
would be paid irrespective of outlays on energy. Each family would
be faced with real market prices when it bought energy and it would
have the usual market incentives to cut consumption. There are other
ways to restore the lost purchasing power of consumers, such as a
combination of income tax cuts plus welfare increases. The relief
could be limited to low and lower middle income families.

The other part of the Income transfer matter is taxes on the
companies. The first priority should go to immediate repeal of
percentage depletion, and the elimination of the expensing of intan-
gible drilling expenses on successful wells. This simply puts the
tax system on natural resource income on all fours with the tax system
on other businesses.

The basic illogic of a low tax on natural resource income can be
seen by considering the whole matter of substitutes. If an ingenious
manufacturer can find a way to use a valueless raw material like dirt
and manufacture it into a valuable resource, he gets little or no tax
benefit because his value added comes from manufacture. The producer
who gets the same end product by extracting a valuable natural resource
and depleting our long run supply is rewarded- by lower taxes. This
is absurd.

Beyond repealing the special tax benefits for natural resources,
there should be some sort of windfall profits tax. Notice that so far
as the producer is concerned a price ceiling of $ 5.25 on old oil when
the market price of oil is $ 10.00 is no different from repealing the
price ceiling and imposing a $ 4.75 windfall excise tax on "old" oil.
The windfall tax has the advantage of exposing consumers to the real
price for more oil, and it provides revenue for an income transfer to
low income consumers.

It is important to see precisely how this tax-transfer, free-
price arrangement is different from price control on the consumer side.
When we try to help consumers by lowering the price, then the consumer
benefits only by consuming more energy and he benefits in proportion
to the energy use. The Cadillac driver benefits far more than the
driver of an economy car. We can help consumers' purchasing power
by things like tax reduction without confusing them about the real
price of energy and without encouraging the purchase of heavy cars.

From the national standpoint oil should only be used when its
use is worth to the consumer more than $ 10 to 11 a barrel. More energy
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use means more imports and to import oil we have to give up exports
of resources worth $ 10 to 11.

If you impose a windfall tax on oil, I would argue strongly
against a plow-back credit for reinvestment. With freer prices the
energy industry will attract new investment. The plow-back approach
is like a selective subsidy to new investment, one that only goes to
firms that are already making windfall profits from selling old oil.
This is no more than an invitation to these firms to dominate the
expanding energy industry.

Finally on oil, I would argue strongly against retaining the
depletion allowance for the first 3,000 barrels of oil per day per
producer. Even with the present average market price of slightly
over $ 7, this size firm has oil production receipts of $ 7.7 million!
Furthermore, even the $ 7 price is exactly twice as high as the price
a year ago! If you want to help "small" business, it would be far
more sensible to lower taxes for small steel plants, or small equip-
ment manufacturers. This so-called small business relief would be a
welfare hand-out for some very big and very, very prosperous firms.

Foreign Tax Credit
I do not favor repeal of the foreign tax credit. Very simply, I

do not believe that U.S. companies that operate across international
borders should pay higher income taxes because of U.S. action than
companies that operate at home. I would like international borders
to become less important in the world rather than more important.

At the same time I think the appropriate U.S. position should
be that U.S. based companies should not pay lower income taxes than
companies that stay at home. It is a reasonable position for the
U.S. to permit, as most other countries do, capital to flow abroad
when the before tax rate of return is higher abroad. In terms of
market economics, a higher before tax rate of return is the measure of
need for capital.

What is bad from both the standpoint of world economics and from
the standpoint of U.S. interest is to encourage capital to flow abroad
when foreign investment is economically less efficient, i.e., expects
lower before-tax profit, than domestic capital. This result can come
about when the taxes on foreign business are lower than those on
domestic business.

This relative treatment of foreign and domestic investments by
U.S. firms is the important comparison. In general, it is not important
to the U.S. if U.S. firms pay higher taxes in a foreign situation than
some foreign companies. If foreign countries don't want our capital,
then we have ample use for it.
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Since this notion is very persistent that the tax on U.S. firms
abroad should be no higher than the tax.on foreign firms in the same
market. areas, let me suggest.a way of looking at it. Assume that
Germany.decides.to extend a 50 percent tax abatement, we can call it
percentage-depletion, to firms making computers. This should produce
over-investment in the computer business, which is why we have not
adopted.a silly rule like this in the U.S. The question is should we
adapt U.S.-law to encourage U.S. firms to engage in this over-investment
in the computer business? The answer is clearly, "No!" If Germany
wants to waste part of its capital this way, the U.S. should not be
imitators.

The implications of a rigid insistence that a U.S. firm should
pay as high taxes on foreign business as on U.S. business are fairly
straightforward. They are:

(a) we should terminate deferral for all foreign business;
(b) w e should treat the first 5 points of. foreign taxes as

deductible, not creditable, on the. grounds that this is a typical
state income tax paid in the U.3.;
. (c) .foreign losses should be carried forward against foreign
income-in computing the, limitation on. the foreign tax;

(d) assuming the foreign loss. rule is adopted, the optional
overall limitation in the foreign tax credit should be repealed; and

(e) the Western Hemisphere Trade Corporation provisions should
be repealed.

DISC
There is no justification for continuing the preferential treat-

ment of export operations involved in DISC. We have internationally a
more or less effective system of variable exchange rates and these
can provide balance of payments adjustments.

With the cost of DISC approaching a billion dollars, the evidence
is that exports are not sufficiently price-elastic to make export
subsi..es an efficient measure.

More fundamentally, exports ar3 1.n themselves inflationary as
we have seen from the jump in fccd exports. They use up national
resources which otherwise cculd be used to bring down domestic prices.
It is a sensible policy to rely on the market system, that is, to let
imports and exports flow when they can provide goods and services at
less than domestic prices, but there is no need to make exports arti-
ficially cheaper by subsidies.

It should be a matter of concern to this Committee that export
business tends.to be highly concentrated in very large firms.

34-639 0 - 74 - pt.2 - 9
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It throws a great deal of light on DISC to explore the
connection between that tax relief and devaluation of the dollar.
The 15 percent devaluation in 1971-72, as you know, followed from
the suspension of gold payments that was announced in the same
message in which President Nixon urged DISC on the Congress.

Consider what devaluation means in terms of exports. Devalu-
ation of the dollar does not immediately change foreign markets.
Let's say Americdn exporters were selling widgets in France before
devaluation and were more or less in competition with European
widget makers at a price of 200 francs. Before devaluation a
widget sold in France for 200 francs would convert to about $ 10.
After devaluation the sale proceeds of 200 francs would convert to
0 11.50.

Exporters were in Fat City. They got 15 percent more dollars
for doing what they were going to do anyway. All this and tax
reduction, too. This is Just like giving percentage depletion to
companies with windfall oil profits.

It was to be expected that as a result of devaluation U.S.
exports would rise and the larger supply would bring about a lower
price eventually, but look at what happened in 1972.

It turned out that DISC cost twice as much as Treasury esti-
mated. (I can comment on this because I helped make the estimate.)
We estimated the revenue cost by first predicting the level of exports
and the portion that would go through DISC's. Then we applied the
standard U.S. profit to sales ratio of 8 percent to calculate the
profit that would qualify for deferral. The export sales and the
portion of DISC's was about right.

The major forecast error, as revealed by Treasury's first
annual report on DISC, was that the profit rate on DISC sales was
not 8 percent, but 15 percent, virtually twice the average U.S..
profit rate. DISC is tax relief for a super profitable sector of
business. In competition some of this extra profitability goes into
price reduction, for world wide customers of U.S. exports. It escapes
me why we are anxious to subsidize this group.
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Capital Gains
I would like to bring it to the attention of this Committee

that in all the current talk of tax reform amendments, there is little
.attention being given to the most important problem of all, unrealized
appreciation transferred by death or gift.

An estate tax is no substitute for a tax on capital gains at
death. For the taxpayer who has accumulated wealth from dividends,
profits, salary or rents, there is an income tax as the money comes
in and an estate tax on what is accumulated after tax. The estate
tax is, so to speak, a delayed addition to lifetime income taxes.
When wealth is accumulated as unrealized appreciation of capital,
however, there is no lifetime income tax.

This is the root of the capital gain problem. A taxpayer with
appreciated assets has a simple alternative to paying a capital gains
taxon realized gains,,she can simply not sell. On the face of things,
not selling is a very rational procedure for an investor. hen she
sells, she will obtain a price that the market thinks the stock is
worth. When she reinvests she can buy things at prices that the
market thinks they are worth. There is sure to be a loss in the turn-
over to cover the capital gains tax. For the investor to win, he has
to outguess the market both times. If he has other sources of income,
a very rational investment strategy is to not sell at all, and this
strategy becomes even more attractive as the tax on realized capital
gains rises. All of this changes dramatically if we provide that the
tax on capital appreciation will be paid ultimately whether or not
there is a realization.

Taxing gains on transfer at-death or gift is both fair and
.efficient. It is, however, an involved matter that must be worked
out carefully, and attention must be given to how the revenues will

,be used (to reduce estate rates, to reduce high bracket individual
rates, or otherwise), and attention must be given to the important
transition measures.

The most valuable single thing that.this Committee could do to
improve the tax system is to undertake a serious study of the problem
of gains at death. One very simple dimension of this problem is that
the usual statistics on income distribution greatly understate the
.degree of income concentration. There must be enormous increases in
wealth among the very: wealthy that are not reported because they are
not realized. This is, I think, one important explanation of why we
have little change in wealth concentration over time despite what
purports to be a progressive tax system,

I believe that basic work on this problem is more urgent than
short run fooling around with tax on realized gains..
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[Whereupon, at 12:20 p.m., the committee recessed, to reconvene
at 2:30 p.m. the same day.]

AFTERNOON SESSION

Senator HARTKE [presiding]. Good afternoon. We will continue
these hearings.

Mr. Gilbert G. Roessner, president of the National Savings & Loan
League.

STATEMENT OF GILBERT G. ROESSNER, PRESIDENT, NATIONAL
SAVINGS & LOAN LEAGUE, ACCOMPANIED BY WILLIAM F. Mo-
KENNA, GENERAL-COUNSEL AND VICE PRESIDENT, NATIONAL
SAVINGS & LOAN LEAGUE

Mr. ROESSNER. Thank you, Mr. Chairman. My name is Gilbert G
Roessner.. I am president of the National Savings & Loan League and
president of City Federal Savings & Loan Association, Elizabeth, N.J.

With me is William F. McKenna, general counsel of the National
Savings & Loan League.

Mr. Chairman, I appreciate the opportunity to appear before the
committee on behalf of the national league on the general question
of tax preference legislation, proposals which must be taken in the
context of the impact that increased taxation of savings and loan
associations will have on the availability of housing funds to our
citizens.

SAVINGS AND LOAN INDUSTRY AND MINIMUm TAX PROPOSALS

Based on Internal Revenue Service data, the minimum tax today
raises some $500 million per year in revenues. Of this total, corpora-
tions account for about 60 percent.

Several changes in the minimum tax have been suggested in the
Congress and by the administration as a result of large numbers of
taxpayers with high incomes being able to shelter this income from
the Federal income tax.

The changes most commonly suggested by reform proponents fall
into three areas: one, reduction or elimination of the $30,000 exemp-
tion; two, elimination of -the deduction %for regular taxes paid: and
three, increasing the minimum tax rate in some fashion.

One proposal made in the Congress last year would have made
changes in all three of these areas, by reducing the $30,000 exemption
to $10,000, by eliminating the deduction and carryover provisions,
and by raising the minimum tax rate from the current 10 percent to
one-half the rate of the regular income tax.

Another proposal would have eliminated the $30,000 exemption
completely.

The a ministration, in its proposals for tax change, made last
April, recommended the present minimum tax be retained for cor-
porations and mutual organizations, but that major changes be made
for individual taxpayers. -

Mr. Chairman, the National Savings & Loan League would like
to address itself to the question of the tax preference items insofar as
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they affect the savings and loan industry, also our competition with
the commercial banking industry, and the impact of savings and loan
taxation on the housing and home finance markets.

To evaluate the effects of the existing minimum tax, as well as pro-
posed changes in it on competing financial intermediaries, we have
prepared two tables, 1 and 2, which are attached to my statement.
I would like to have these tables entered as a part of the record ofthese hearings.SenatoriAsTKE. They will be entered.

Mr. ROESSNER. In table 1, a comparison is presented of the impact of
the current minimum tax on commercial banks, savings and loan
associations, and mutual savings banks.

What this table shows is that savings and loan associations have
nearly twice as much preference income, so-called preference income
as do commercial banks, and more than six time that of mutual sav-
ings banks.

The reason for this is clear, Mr. Chairman. It is because the savings
and loan associations' additions to loss reserves in excess of experience
is included as a preference item in the minimum tax base, while the
interest on State and local tax exempt bonds is not included.

And, of course, the commercial banks have become heavy investors
in tax-exempt bonds largely because of the tax breaks these invest-
ments afford them.

Basically, because of the allowance for deduction of regular taxes,
commercial banks are able to reduce the minimum tax base to 8.8 per
cent of their preference income, compared with a startling 49.4 per-
cent and 51.6 percent for savings and loan associations and mutual
savings banks, respectively.

As a consequence of this, savings and. loan associations are paying
12.5 times as much tax under the provisions of the minimum tax as
do commercial banks, although our preference income is slightly less
than twice that of commercial banks.

What this results in, Mr. Chairman, is that savings and loan asso-
ciations are paying effective rates on preference income of between
4.8 and 5 percent, compared with an effective rate of between 0.7 and
0.8 percent for commercial banks.

The minimum tax consequences to thrift institutions have thus been
a major factor in changing the longstanding pattern of effective tax
rates between savings and loan associations and commercial banks.

That pattern, until 1969, provided thrift institutions with a tax rate
advantage over banks because our industry was heavily committed to
the housing market.

The 1969 Tax Reform Act changedall that, and the minimum tax
was and is partially responsible for that change.

In the period since the 1969 act, commercial bank tax rates have been
declining steadily, while the tax rate for savings and loan associations
has been climbing.

Today, in fact, savings and -loan associations, even though we must
still place the vast bulk of our funds into low-yielding home loans,
are paying a much higher effective tax rate than are commercial
banks.

Mr. Chairman, the minimum tax aided in eliminating this differen-
tial, this aid, if you will, to homebuyers.
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We in the savings and loan industry, who are charged with provid.
ing money to the Nation's homebuyers, obviously feel this is dis-
criminatory against the homebuyer. And, taken a step further, any
additional increases in the taxation of savings and loan associations
merely will aggravate the problem of consumers trying to find mort-
gage money at reasonable rates of interest.

table two provides an example of how this picture might be affected
under certain revisions in the minimum tax which have been suggested
in various congressional proposals.

The table examines the relative tax burdens of savings and loan
associations, commercial banks, and mutual savings banks, based on
proposed changes in the minimum tax along the lines suggested by

ongressmen Reuss and Vanik.
The overall effect on the three intermediaries of eliminating the

deduction for regular taxes, reduction of the exclusion allowance, and
increasing the rate to one-half of the corporate rate would be to estab-
lish equal effective rates of maximum tax for all three at 23.5 percent.

But it should be stressed that this would be true with regard to the
minimum tax only.

It would not apply to the total Federal tax, and it is the total pic-
ture which must be looked at because of the special restrictions upon
investments by thrift institutions.

In this proposal, moreover, the rates are equal across a narrowly
defined preference income base, as defined in the provisions of the
existing minimum tax.

For savings and loan associations, the minimum tax under such a
change would increase to $103 million, as compared with the $21
million today.

Mr. Chairman, that is $82 million dollars that will not be used for
home financing.

The increase is equal to 56 percent of current income taxes, and
represents a net tax increase of about 45 percent. Mutual savings
banks would be similarly affected, having their tax increased by
nearly 38 percent.

Now, by comparison, Mr. Chairman, commercial banks, which ad-
mittedly would find the minimum tax payments they make substan-
tially increased, would hardly feel the impact insofar as their total
tax bill is concerned.

In fact, the increase in their total tax bill would be somewhat less
than 4 percent.

That's 4 percent, to them, 45 percent to savings and loan associations.
The inequity of this, again in terms of the restrictive capacity

of thrift institutions, seems quite obvious.
In other words, Mr. Chairman, the impact of the minimum tax

on savings and loan associations has been twofold: first, to help to
increase our effective rate of Federal tax to a point far above that of
commercial banks, our chief competitors; second, to decrease the at-
tractiveness for savings and loan associations to hold qualified assets.
and by that I mean home mortgage loans, and to increase the attrac-
tiveness for our associations to move into other income producing
nonqualifying assets.

Now, most of the major changes in the minimum tax which have
been proposed would accentuate this, and in our view the real loser
here is the homebuyer who will find it increasingly difficultt to secure
home mortgage funds at reasonable rates of interest.



487

As regards the more general issues of tax equity and tax neutrality
within the context of competing intermediaries we believe several
important factors stand out.

With respect to tax equity, the minimum tax as enacted in the 1969
Reform Act has succeeded in, increasing the effective tax rates of
savings and loan associations by two to three percentage points.

Between competing financial institutions, the effect has been to
increase the gap which currently exists between commercial banks
and savings and loan associations.

Proposed changes in the minimum tax would only increase this
divergence in favor of commercial banks, since they are to a great
extent excluded from the impact of the minimum tax becaue a major
tax preference item, income on tax exempt securities, is not included as
a preference item in the minimum tax base.

On the other hand, the primary tax preference of savings and loan
associations is included in this base, namely, additions to bad debt
reserves in excess of experience.

Since initially all recommended changes in the existing minimum
tax involve either alterations in the rates or variations in existing
exemptions on deductions, and not changes in what constitutes pref-
erence income for purposes of the tax, the data shows clearly that any
pretense of either establishing or even maintaining tax equity be-
tween commercial banks and savings and loan associations by these
changes is false, and would in fact have just the opposite effect.

We are dealing here, Mr. Chairman, with a situation of apples and
oranges. And while you can set so-called equal rates on minimum tax,
so long as our chief competitior has a major preference item not in-
cluded- in the base for computing the tax, and our associations' major
preference item is indeed in the base, then equity simply cannot be
found.

As to neutrality considerations, the one overriding consequence of
changes in the Federal income tax structure which has resulted from
both the minimum tax and reductions in the bad debt allowance is that
incentives for intermediaries to hold so-called qualified assets such as
residential mortgages have been significantly reduced.

There is in fact evidence to indicate that these changes have brought
about a decrease in such assets held by savings and loan associations.

The National Savings and Loan League has been conducting an
in-depth study into financial institution taxation, and the data
gathered so far by the Georgetown University economists retained
to undertake the study suggest this shift in thrift institution port-
folio investments.

The degree and recent experience of these portfolio changes can-
not be assessed at this time, but we would hope to be able to provide
the committee with such data as soon as possible.

Finally, Mr. Chairman, one must regard the minimum tax and
its proposed changes with a certain amount of skepticism.

Under the guise of tax equity, the minimum tax was intended to
subject to tax that income which escaped regular taxation. In fact,
the original proposals of the Treasury Department in 1969 would have
been fairly successful in- accomplishing this among individual tax-
payers.

However, the version of the minimum tax which was ultimately
legislated fails on the equity count in various ways.
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First, many preference income items which should be included in
the tax base have been excluded.

Second, many income items were included which are tax deferrals;
not tax exemptions, with no recapture provisions.

Third, the minimum tax we feel discriminates against thrift insti-
tutions visa vis commercial banks, an inequity which does not-seem
to be justified on the basis of the impact on the regular income tax.

Fourth, the impact of the minimum tax, and suggested revisions,
on the mortgage market appears to conflict with stated congressional
policy toward housing.

Minimum tax legislation which would raise the rates and reduce
or eliminate existing deductions, without changing preference items
included in the base, would increase the incentive for thrift institu-
tions to reduce further their investments in residential mortagages.

This, I submit, is not in the public interest.
Mr. Chairman, the minimum tax is one cog in the Federal revenue

wheel. To date, however, it has not done the job it set out to do.
If changes are inevitable in the minimum tax, I earnestly hope that
the Congress will not discriminate further against the Nation's home-
buyer.When it come right down to it, that's precisely what the Congress

did when it included the bad debt additions to reserves in the base
while excluding a major preference income item for our biggestcompetitor.Mr. Chairman, we appreciate the opportunity to appear today.

Thank you very much.
Senator HARTKE. All right, thank you, sir.
If we got away from- the minimum tax and just eliminated some

of the tax exemptions such as those for municipals would that be a
better %yay to attack this whole problem?

Mr. ROESsIER. Well, at least in terms of tax neutrality or tax equity
as between significant competitors, commercial banks and savings and
loans, that would go a long way. In terms of the public policy, there
are other considerations.

Senator HARTKE. Are you advocating the restoration of comparable
treatment for commercial banks and savings and loans? Are you sug-
gesting we add tax-exempt interest to the list of tax preferences or a
minimum tax?

Mr. ROESSXER. Well, certainly I would, except that I do not see the
rationale in the bad debt allowance being included in the preference
tax base to begin with. After all, it is a tax deferral, Senator. It is not
income that is free of the taxation consequences. It is designed to build
up a bad debt reserve that can only be used to absorb losses and to free
up that reserve would become a tax consequence.

Senator, really from my own experience around the country in
talking about this subject w ith savings and loan people, it is incredible
that they are aware ol the increase in tax burden on their net income,
but this" so-called preference income is a term that much of our in-
dustry does not really understand. We wonder why it, is called prefer-
ence income, whereas roughly 50 percent of the income of commercial
banks is derived from tax-exempt securities, and that is not considered
preference income for purposes of taxes.

Senator H,RTK. All right. I want to thank you for your testimony.
Mr. ROESSNER. Thank you, sir.
[Tue prepared statement of Mr. Roessner follows:]
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Mr. Chairman, members of the Committee, my name is Gilbert G. Roessner.,.

I am President of the National Savings and Loan League and President of City Federal

Savings and Loan Association, Elizabeth, New Jersey.

I appreciate the opportunity to appear before the Committee on behalf of the

National League on the general question of tax preference legislation- -proposals which

must be taken in the context of the impact that increased taxation of savings and loan

associations will have on the availability of housing funds to our citizens.

Based on Internal Revenue Service data, the minimum tax today raises some

$500 million per year in revenues. Of this total, corporations account for about 60

per cent.

Several changes in the minimum tax have been suggested in the Congress

and by the Administration as a result of large numbers of taxpayers with high incomes

I4 being able to shelter this income from the Federal income tax.

The changes most commonly suggested by reform proponents fall into three

areas:

1) Reduction or elimination of the. $30, 000 exemption.

2) Elimination of the deduction for regular taxes paid.

3) Increasing the minimum tax rate in some fashion.
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One proposal made in the Congress last year would have made changes in all

three of these areas, by reducing the $30, 000 exemption to $10, 000... by eliminating

the deduction and carryover provisions.., and by raising the minimum tax rate from the

current 10 per cent to one half the rate of the regular income tax.

Another proposal would have eliminated the $30, 000 exemption altogether.

The Administration, in its proposals for tax change, made last April, recom-

mended the present minimum tax be retained for corporations and mutual organizations,

but that major changes be made for individual taxpayers.

Mr. Chairman, the National Savings and Loan League would like to address

itself to the question of the tax preference items insofar as they affect the savings and

loan industry, our competition in the commercial banking industry, and the impact of

savings and loan taxation on the housing and home finance markets.

To evaluate the effects of the existing minimum tax, as well as proposed

changes in it on competing financial intermediaries, we have prepared two tables, one

and two, which are attached to my statement. I would like to have these tables entered

as a part of the record of these hearings.

In table one, a. comparision is presented of the impact of the current minimum

II I I I II [ II I | III.-
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tax on commercial banks, savings and loan associations and mutual savings banks.,

What this table shows is that savings and loan associations have nearly twice

as much preference income as do commercial banks, and more than six Uimus that of

mutual savings banks.

The reason for this is clear, Mr. Chairman. It is because the savings and

loan associations' additions to loss reserves in excess of experience is included as a

preference item in the minimum tax base, while the interest on state and local tax exempt

bonds is excluded.

And, of course, the commercial banks have become heavy investors in tax

exempt bonds largely because of the tax breaks these investments afford them.

Basically, because of the allowance for deduction of regular taxes, commercial

banks are able to reduce the minimum tax base to 8. 8 per cent of their preference income,

compared with a startling 49. 4 per cent and 51. 6 per cent for savings and loan associ-

ations and mutual savings banks, respectively.

As a consequence of this, savings and loan associations are paying 12. 5 times

as much tax under the provisions of the minimum tax as do commercial banks, although

our preference income is slightly-less than twice that of commercial banks.
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What this results in, Mr. Chairman, is that savings and loan associations

are paying effective rates on preference income of between 4. 8 and 5; 0 per cent,

compared with an effective rate of between (point . 7) and (point . 8j pe-r cent for com-

mercial banks.

The minimum tax consequences to thrift institutions have thas been a major

factor in changing the long-standing pattern of effective tax rates between savings and

loan associations and commercial banks.

That pattern until 1969 provided thrift institutions with a tax rate advantage

over banks because our industry was heavily committed to the housing market.

The 1969 tax reform act changed all that--and the minimum tax was and is

partially responsible for that change,

In the period since the 1969 Act, commercial bank tax rates have been de-

clining steadily, while the tax rate for savings and loan associations has been climbing.

Today, in fact, savings and loan associations- -even though we must still

place the vast bulk of our funds into low yielding home loans--are paying a much higher

effective tax rate than are commercial banks.

Mr. Chairman, members of the Committee, the minimum tax aided in

eliminating this differential.., this aid, if.you will, to homebuyers.
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We in the savings and loan industry, who are charged with providing money

to the nation's homebuyers, obviously feel this is discriminatory against the homebuyer.

And, taken a step further, any additional increases in the taxation of savings and loan

associations merely will aggravate the problem of consumers trying to find mortgage

money at reasonable rates of interest.

Table two provides an example of how this picture might be affected under

certain revisions in the minimum tax which have been suggested in various Congressional

proposals.

The table examines the relative tax burdens of savings and loan associations,

commercial banks, and mutual savings banks, based on proposed changes in the minimum

tax along the lines suggested by Congressmen Reuss and Vanik.

The overall effect on the three intermediaries of eliminating the deduction for

regular taxes, reduction of the exclusion allowance, and increasing the rate to one half

of the corporate rate would be to establish equal effective rates of minimum tax for all

three at 23. 5 per cent.

But it should be stressed that this would l e true with regard to the minimum

tax only.
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It would not apply to the total Federal tax--and it is the total picture which

ought to be looked at, we feel, because of the special restrictions upon investments by

thrift institutions.

In this proposal, moreover, the rates are equal across a narrowly defined

preference income base, as defined in the provisions of the existing minimum tax.

For savings and loan associations, the minimum tax under such a change

would increase to $103 million, as compared with the $21 million today.

Mr. Chairman, that is $82 million dollars that will not be used for home

financing.

The increase is equal to 56 per cent of current income taxes, and represents

a net tac increase of about 45 per cent. Mutual savings banks would be similarly affected,

ha-v-ng thdir tax increased by nearly 38 per cent.

Now, by comparison Mr. Chairman, commercial banks, which admittedly

would find the minimum tax payments they make substantially increased, would hardly

feel the impact insofar as their total tax bill is concerned.

In fact, the increase in their total tax bill would be somewhat less than four

per cent.

That's four per cent to them. ;. 45 per cent to savings and loan associations.

- U
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The inequity of this, again in terms of the restrictive lending capacity of thrift

institutions, seems quite obvious.

In other words, Mr. Chairman, the impact of the minimum tax on savings

and loan associations has been twofold:

1) To help to increase our effective rate of Federal tax to a point far above

that of commercial banks--our chief competitors.

2) To decrease the attractiveness for savings and loan associations to hold

qualified assets--and by that I mean home mortgage loans--and'to increase the

attractiveness fkr our associations to move into other income producing nonqualifying

assets.

Now, most of the major changes in the minimum tax which have been proposed

would accentuate this--and in our view the real loser here is the homebuyer who will

find it increasingly difficult to secure home mortgage funds at reasonable rates of interest.

As regards the more general issues of tax equity and tax neutrality within the

context of competing intermediaries, we believe several important factors stand out:

With respect to tax equity, the minimum tax as enacted in the 1969 Reform

Act has succeeded in increasing the effective tax rates of savings and loan associations

by two to three percentage points.
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Between competing financial institutions, the effect has been to increase the

gap which currently exists between commercial banks and savings and loan associations.

Proposed changes in the minimum tax would only increase this divergence in

favor of commercial banks, since they are to a great extent excluded from the impact of

the minimum tax because a major tax preference item, income on tax exempt securities,

is not Included as a preference item in the minimum tax base.

On the other hand, the primary tax preference of sayings anc loan associations

is included in this base--namely, additions to bad debt reserves in excess of experience.

Since initially all recommended changes in the existing minimum tax involve

either alterations in the rates-or variations in existing exemptions on deductions, and

not changes in what constitutes preference income for purposes of the tax, the data shows

clearly that any pretense of either establishing or even maintaining tax equity between

commercial banks and savings and loan associations by these changes is false, and would

in fact have just the opposite effect.

We are dealing here, Mr. Chairman, with a situation of apples and oranges.

And while you can set so-called equal rates on minimum tax, so long as our chief

competitor has a major preference item not included in the base for computing the tax,

and our associations' major preference item is indeed in the base, than equity simply

34-639 0 - 74 - pt.2 - 10
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cannot be found.

As to neutrality considerations, the one over-riding consequence of changes

in the Federal income tax structure wlich has resulted from both the minimum tax and

reductions in the bad cebt allowance is that incentives for intermediaries to hold so-

called qualified assets such as residential mortgages have been significantly reduced.

There is in fact evidence to indicate that these changes have brought about

a decrease in such assets held by savings and loan associations.

The Ntional Savings and Loan League has been conducting an in-depth study

into financial institution taxation, and the data gathered so far by the Georgetown

University economists retained to undertake the study suggests this shift in thrift

institution portfolio investments.

The degree and recent experience of these portfolio changes cannot be assessed

at this time, but we would hope to be able to provide the Committee with such data as

soon as possible.

Finally, Mr. Chairman, one must regard the minimum tax and its proposed

changes with a certain amount of skepticism.

Under the guise of tax equity, the minimum tax was intended to subject to

tax that income which escaped regular taxation. In fact, the original proposals of the
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Treasury Department in 1969 would have been fairly successful in accomplishing this

among individual taxpayers.

However, the version of the minimum tax which was ultimately legislated

fails on the equity count in various ways.

First, many preference income items which should be included in the tax base

have been excluded.

Second, many income items were included which are tax deferrals; not tax

exemptions, with no recapture provisions.

Third, the minimum tax we feel discriminates against thrift institutions via a

vis commercial banks--an inequity which does not seem to be justified on the basis of

the impact on the regular income tax.

Fourth, the impact of the minimum tax--and suggested revisions--on the

mortgage market appears to conflict with stated Congressional policy towards housing.

Minimum tax legislation which would raise the rates and reduce or eliminate

existing deductions--without changing preference items included in the base--would in-

crease the incentive for thrift institutions to reduce further their investments in resi-

dential mortgages.

This, I submit, is not in the public interest.
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Mr. Chairman, members of the Committee, the minimum tax is one cog

in the Federal revenue wheel. To date, however, it hasn't done the job it set out to do.

If changes are inevitable in the minimum tax, I ea-rnestly hope that the Congress will

not discriminate further against the nation's homebuyer.

You know, when it comes right-down.to it, that's precisely what the Congress

did when it included the bad debt additions to reserves in the base while excluding a

major preference income item for the savings and loans' biggest competitor.

I appreciate the opportunity to appear today. Thank you very much.
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TABLE 1

A Comparison of Minimum Tax Items:
Commercial Banks, Savings and Loan
Associations and Mutual Savings Banksa

Savings & Loan Commercial Mutual Sav-
Item Associations Banks ings Banks

Gross Preference Incomeb $438.3 $228.3 $70.2

Net Preference Incomec 216.7 20.1 36.2

Net Preference Income
as Percent of Gross
Preference Income 49.4% 8.8% 51.6%

Minimum Taxd $21.4 $1.7 $3.5

Minimum Tax as Percent
of Gross Preference Income 4.88% .74% 4.98%

Minimum Tax as Percent of
Total Taxes Paid 11.60% .12% 9.95%

a Source:Corporation Source Book,1970-71, Internal Revenue Service
Department of the Treasury, Washington.

b In millions of dollars; gross preference income defined as preference
income according to Sec. 57 of the IRS Code regarding the minimum
tax.

C In millions of dollars; gross preference income less exclusion allow-
ance and deductions for regular taxes paid.

d In millions of dollars; differences in these figures and 10 percent
of the corresponding entry in line 2 are due to deferred taxes re-
sulting from carryover provisions.
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TABLE 2

Impact of the Reuss-Vanik Amendment
Up-on Federal Income Taxes of Commer-
cial Banks, Mutual Savings Banks and
Savings and Loan Associationsd

Savings 9 Loan Commercial Mutual Say-
Item Associations Banks ings Banks

Minimum Tax u~der
Present Law $21.4 1.7 $ 3.5

Minimum Tax under
Reuss-Vanik Amendment
(R-V)b 103.0 53.7 16.5

R-V Minimum Tax as % of
Gross Preference Income 23.5% 23.5% 23.5%

R-V Minimum Tax as Percent
of Total Taxes Paid 56.0% 11.0% 47.0%

Percent Increase (Net)c
in Total Taxes Under
R-V Amendment 45.1% 3.9% 37.9%

a Sources: "Analysis of Reuss-Vanik Minimum Tax Amendment", prepared by

the Staff of the Joint Committee on Internal Revenue Taxation,
November, 1973;

Corporation Source Book

b In millions of.dollars

C Minimum tax increase in excess of present minimum tax.
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Senator HARTKE. Mr. Wallace Woodbury and Myron C. Roberts for
the National Association of Realtors.

STATEMENT OF WALLACE WOODBURY, CKAhX.AN OF FEDERAL
TAXATION SUBCOMMITTEE, REALTORS' LEGISLATIVE COMMIT-
TEE, NATIONAL ASSOCIATION OF REALTORS, ACCOMPANIED BY
MYRON C. ROBERTS, CHAIRMAN, REALTORS' LEGISLATIVE COM-
MITTEE; RICHARD TROTTER, LEGISLATIVE COUNSEL, NA-
TIONAL ASSOCIATION OF REALTORS; AND STEPHEN BODZIN,
SPECIAL TAX COUNSEL

Mr. WOODBURY. Thank you, Mr. Chairman.
On behalf of the National Association of Realtors, we appreciate

this opportunity to testify an certain tax increase proposals now pend-
ing for Senate consideration.

I am Wallace R. Woodbury from Salt Lake City, Utah, chairman
of the Federal Taxation Subcommittee of the Realtors' Legislative
Committee. Accompanying me today on my left immediately is, Mike
Roberts from Newton, Mass., chairman of the Realtors' Legislative
Committee, and on his left, Mr. Richard Trotter who is National Asso-
ciation of Realtors' legislative counsel, and on my right, Mr. Stephen
Bodzin, our special tax counsel.

The National Association of Realtors represents more than 500,000
individuals and business entities engaged in every aspect of the real
estate industry.

ADVERSE EFFECTS OF MINIMUM TAx PROPOSALS ON THE
REAL ESTATE INDUSTRY

The present state of the real estate economy and the haphazard pro-
cedure involving potential changes to the tax system prompts us to
present our views concerning a proposed Senate floor amendment to
increase the existing minimum tax and to make other changes in the
tax law. Some proposals involving the minimum tax would lower the
$30,000 exemption to $10,000; eliminate the deduction for regular in-
come taxes and related tax carryovers; and increase the rate from the
current flat 10-percent rate to as much as one-half of the regular in-
come tax rates.

Before going into these proposals and other similar proposals which
would adversely affect the real estate industry and the economy, we
believe it incumbent to inform the committee of the current state of the
real estate economy and the many other special problems facing that
industry at this time.

The current economic situation of the real estate industry is chaotic
as a result of the current inflationary spiral in costs of construction,
record high interest rates, and the serious shortage of mortgage credit,
and the cost of mortgage money when it is available, and then such
relatively new factors as the community concern with the improve-
ment of the environment and its related costs. These and other such
factors tend to cause problems never before experienced by our in-
dustry. Since the real estate industry must be able to solve these com-
plex and very costly nontax problems in order to continue to fune-
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tion, it is less able than many other industries to suffer the additional
disadvantage of haphazard, ill-considered and ill-conceived changes
in the tax laws. As we have noted frequently in the past, the mere
discussion of such changes has an adverse effect on the ability of the
industry to make the long-range plans, decisions, and commitments
which are necessary for day-to-day activities.

Real estate development involves extremely high risks and long
advance planning time with minimum ultimate -liquidity. It is a fic-
tion to assume that real estate gets a fair return in relation to the risk,
plus tax shelter. Supposed tax shelter or capital recovery are measur-
able elements of internal rate of return contemplated in competing for
investment capital.

We urge the Senate to consider legislation affecting the real estate
industry within the context of today's serious declines in housing
starts construction permits, and slumping real estate sales. Also, the
Senate should make clear that any proposed changes will operate only
prospectively so that the changes will not interfere with the bona fide
advance arrangements which must be made in order for the real estate
industry to properly function and to avoid stagnation. Finally, we
request that the Senate not impose any changes in the tax laws which
would discriminate against the real estate industry and in favor of
other industries.

The 1969 and 1971 tax changes were heavily weighted against real
estate and substantially shifted the progressivity of the tax burdens.
It would be most unfortunate if changes aimed at a very few taxpay-
ers should upset a very delicate balance and further discriminate
against an already depressed and most vital industry.

Our association has found undesirable and therefore opposes the
Treasury Department proposal made last year for a limitation on
artificial accounting losses, termed LAL, and for a minimum taxable
income, termed MTI, because these proposals would again particular-
ly discriminate against the real estate industry.

The proposed Senate floor amendments to increase the minimum tax
on tax preferences would adversely affect real estate and we very
strongly oppose them.

On the other hand, the existing minimum tax despite its many im-
perfections, has now become a familiar part of the law. If changes are
in fact considered essential, the minimum tax as presently constituted
may perhaps present an approach that does the least harm. UIowever,
if the Senate considers changes to the minimum tax, we feel it is es-
sential that the inherent nature of the tax not be changed, and that its
present burdensome imperfections be recognized. For example, the
Senate should recognize that the present list of tax preference items is
not complete, and that by omitting other preference items, this tax
becomes heavily weighted against .he real estate industry.

There are many other imperfections in the present minimum tax,
such as the failure to provide a proper adjustment to tax bases for
depreciation subject to the tax. The need for correcting these imper-
fections would become even more essential if the present rate of the
tax were to be increased, thereby magnifying the burden resulting from
the imperfections inherent in the present law. We urge that there be
no change in the rate structure of the minimum tax.
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Furthermore, any change in the minimum tax should not remove
the present deduction of the regular income tax paid for the current
year, which is allowed in computing items subject to tax. This deduc-
tion is essential in order for this to remain in fact a "minimum tax."
If this deduction is now allowed, the minimum tax would then clearly
become a "surcharge" or "surtax." Such result would be dramatically
inconsistent with the stated purpose of the original enactment of the
minimum tax, which was to assure that everyone paid some tax.

In connection with the minimum tax we also note that there has been
some discussion of including certain construction period deductions
as items of tax preference. As you know, the Treasury also included
construction period items in its LAL recommendation to the House
Ways and Means Committee last year. The experience of our industry
is that the current deduction of these construction period expenses
must be continued if risk capital is to be available for development,
new construction, rehabilitation, maintenance and repair. To change
this traditional treatment would increase cost and initial equity capital
requirements during the predevelopment and development period
when the risks are tle greatest, thus discouraging capital investment
and increasing rents. The alternative to risk capital would be direct
Government subsidies, and our experience has shown that the Nation
is better served when risk capital is furnished by the private sector,
rather than through direct Government subsidies.

In reviewing the minimum tax and related tax changes made in re-
cent years, the Senate should consider the fact that the adverse pro-
visions enacted for so-called excess investment interest do not achieve
the purpose for which these provisions were intended. These provi-
sions have the unusual effect in the real estate industry of discriminat-
ing against the small or the new entrepreneur and in favor of corpora-
tions and established investors. Furthermore, these provisions create
administrative complexities of unusual difficulty. If the Senate plans
to make changes in existing laws, we believe the original policy of the
Congress would be better served by an outright repeal of these pro.
visions.

The National Association of Realtors has considered the proposals
for a general revenue reduction at this time. We strongly oppose this
action because it would contribute to the present inflationary spiral.
The inflation we are presently experiencing has had the effect of re-
ducing the supply of funds necessary for a healthy real estate in-
dustry. Therefore we must oppose a general revenue reduction at this
time.

We would ask that our written statement be incorporated into the
record, Mr. Chairman, and we would be pleased to discuss further any
of the foregoing matters with the committee or members of the staff,
or submit additional information if we can be helpful in that regard.

We appreciate the opportunity of appearing here today.
Senator HARTKE. All right, your entire statement will appear in

the record.
Senator HAIRTKE. Do you feel that the minimum tax provisions have

been a material contributing factor to the present decline in the real
estate business?

Mr. WOODBURY. I think that the determination to invest capital in
a real estate venture is the sum total of all components of yield which
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are generally reflected in what we would call the internal rate of re-
turn. The minimum tax is a factor which has decreased that yield, par-
ticularly in regard to real estate those cases where anyone has taken
any accelerated depreciation or where -they sell and there is capital
gains income. As result, I think it has been a depressant.

Now, we favored the minimum tax concept, Mr. Chairman, in 1969
on this condition, that it have a very broad base. We agree with the
savings and loan people that unfortunately when many areas were
excluded from the base, it became a very discriminatory thing, in-
tended to shift investment out of real estate and toward other capital
markets because of its impact on real estate.

Senator HARTKE. It is a major factor or just one of many factors?
Mr. WOODBURY. I think it is a substantial factor.

GENERAL REVENUE REDUCTION DISCUSSED

Senator HARTKE. Let me go into a more generalized operation.
On page 6 you say "the National Association of Realtors has con-

sidered the proposals for a general revenue reduction at this time.
We strongly, oppose this action because it would contribute to the
present inflationary spiral."

On what evidence do you base that?
Mr. WOODBURY. 'We are in a position where we are unable to get

money because of the demands for capital. We are of the opinion
that making more money available in terms of reducing Federal rev-
enue, should that happen, would result in a very substantial addi-
tional demand by the Federal Government for funds, and we are al-
ready in a most difficult position trying to compete with Government
bonds and other types of Federal expenditures for money.

Senator HARTKE. Do you hold the view that the present restrictive
monetary policy of the. Federal Reserve Board is a depressant upon
business?

Mr. WOODBURY. We think that it is essential that-
Senator HARTKE. I didn't ask you if it was essential. I asked you

if it is a depressant. The reason I am asking you these questions is
because you appear to be on both sides of the question in your state-
ment. You meet yourself coming around facing yourself, and you have
to make up your mind to go one direction or the other. You cannot go
both directions at the same time.

Mr. VOODBURY. I do not claim
Senator H,\RTKE. It is -very simple. In the first part of your state-

ment you criticize the minimum tax. At the same time, you argue
against a general revenue reduction. Are you saying you do not want
a revenue increase, either? You just cannot be on both sides of the
fence. I have never understood this position of the board of realtors.
You people have always been hurt by restrictive monetary policy.
You have always been helped by reduction in taxes.

You know, I never saw a group that has a more suicidal operation
than you people. You absolutely astonish me. I do not understand it,
and some of my best friends are realtors.

Mr. WOODBiURY. 1r. Chairman, I think that our attack on the
changes in the minimum tax relate to the discrimination against our
industry as compared to other industries.

= I
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Senator HARTRE. You are opposed to a general tax cut because you
say that would be a reduction in revenue, and you say the Govern-
ment therefore would have an increased inflation problem on their
hands.

That would be true if you had a continuation of the expansion in
your economy. That is not going to be true if you have a cutback
in your economy. Your economy is severely restricted and unemploy-
ment has increased. You have two operations going. You have re-
duction in profits, and you have an increase in unemployment, which
means you will have a reduction in general personal tax revenue.
You will also have increased costs for unemployment compensation
and welfare.

This country has always followed a tight-money, high-interest-rate
policy in order to cure inflation. If we follow the patterh of the Fed-
eral Reserve Board's tight-money policies much longer there will be
a sharp increase in inflation.

Mr. WOODBURY. I am not sure I claimed to be an economist. I will
say this. I was interested in the comments of Mr. Brimmer of the Fed-
eral Reserve Board when he spoke to the National Economic Associa-
tion just before the end of the year where he observed that whether
it be a tight-money or a loose-money policy, the change always resulted
in impacting of mortgage money, and it was his suggestion that it
was high time something be implemented to use fiscal policy in the
area of monetary controls and restraints which was an innovation.

Senator HARTKE. I even listened to him on the fiscal policy side. I
would like to talk to some of your eco-aomists sometime and ask them
if they can get away from their textbooks they have written and deal
in the practical world where you people have to work. Most real estate
people do not make their money out of textbooks. You have 72 per-
cent of your people today who earn less than $18,000, and the ab-
solute minimum requirement today for any type of loan is $18,000.

That means that three-fourths of the people of the United States
are not any longer able to secure loans and buy houses. You are trying
to make your living out of 25 percent of the people. You are putting
a lot of construction people out of business.

Mr. WOODBURY. We agree with that, and frankly, any further tax
impact that results in reducing the internal rate of return has to result
in increased rents, and all that does is eliminate another segment of the
economy.

Senator HARTKE. I just cannot understand this policy. I am just
using you as a sounding board. But I really wish that you could get
the board of realtors to sit down sometime and remember that what
you need is a group of people out there who can afford to buy a house.
They cannot buy a house unless they have a job, and that job has to
pay'them sufficient money after they pay the grocery bill and taxes
and the children's educat-ion, to go ahead and buy that house.

That, number of people is (lwin(lling away. The net result is that you
are becoming much more competitive and therefore less profitable.

Mr. WOODBURY. Thank you.
Senator HARTKE. I want you to keep on living like Republicans. That

is fine with me. I want you to understand that when we reduced the
taxes in 1964 by $10 billion, we increased the revenue, although we
reduced the rates, and-that is what I am saying here today. That is
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what I tried to communicate to Senator Kennedy this morning. The
very simple fact is that if you really want to make this country move,
you put money in the hands of those who have been hit the hardest.

TAX EXEMPT MUNICIPAL BONDS

With whatever inequity there is here in this minimum tax, I am of
an entirely different viewpoint. I am an old mayor, so I have already
had a tendency to being in favor of tax-exempt municipals. In retro-
spect, I tflink it is wrong. If your Government wants to provide for
some kind of special incentives, why doesn't it go ahead and provide
it to the cities directly through some type of subsidy to the interest
rate. Let those securities compete in the marketplace on an equal basis.
Everyone would be a whole lot better off, including Uncle Sam. And
it would not hurt the municipalities either. If you want to give them
a subsidy, I am not against a subsidy. But give it to a municipality
rather than giving it to some type of jackleg operation which absolutely
does not guarantee you getting a benefit for the municipality.

Mr. WOODBURY. We think that is important, Mr. Chairman. Our con-
cern is that the changes that keep being proposed further discriminate
against an already downtrodden real estate industry and the net ef-
fect on the American consumer on employment, on householders and
everything else is going to be dramatic.

Senator HARTKE. Li ke what for example?
Mr. WOODBURY. Pardon me?
Senator HARTUE. Would you tax the municipals?
Mr. W1OODURY. No, no, no. *e are all in favor of that. We favor-
Senator HARTKE. The trouble is, we cannot pass that. You know that.

Even though I am in favor of taxing municipals and providing a sub-
sidy so the municipalities would still receive their money at the same
rate.

Mr. WOODBURY. And you say you cannot pass that?
Senator HARTKE. No; you cannot do that.
Mr. ROBERTS. Politically you feel it is impossible.
Senator HART.KE. In the political arena you cannot do that. I am not

in favor of putting the burden oi the municipalities. They have got
enough problems as it is. But you ought to deal with them in a fashion
which you are sure of benefiting the municipality and not causing all (
of these other difficulties like you have in the minimum tax. In effect,
the minimum tax is a form of sales tax or excise tax, and you try to put
an excise tax up on top of a graduate income tax-

Mr. WOODBURY. Right.
Senator HARTKE. And in order to do that you cause all of these

disparities that you are talking about.
Mr. WOODBURY. That would really be emphasized if you eliminated

the present tax as part of the exemption.
Senator HARTKE. That is right.
Mr. ROBERTS. Basically, Mr. Chairman, we do not disagree with

your philosophy. As individuals, as citizens, we are against inflation
and we are willing to suffer if it will help inflation from running away,
but we still have to protect our industry.

Senator HARTKE. I just do not understand it. I have never believed
in suffering for suffering's sake. I never saw anybody made any better
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simply because he chopped off his hand, and that is what the tight
money policy does to you. All it does is increases your interest rates,
which is inflationary.

Mr. WOODBURY. Let me tell you what it does.
Senator HARTKE. Increase in taxes is inflationary. Neither one of

them are productive.
Mr. WOODBURY. When there is dramatic inflation, too, it creates so

much demand for capital funds in other areas, other than those that
require such long-term planning and that tie up your capital without
flexibility and liquidity that it makes it very, very difficult for the
real estate to compete for those funds.

EFFECTS OF A NEGATIVE RESERVE POSITION

So we are anxious to create more stability.
Senator HARTKE. Let me just make one final comment.
I brought this to the attention of the Finance Committee in 1965

when the Federal Reserve Board went into a negative reserve posi-
tion for the first time since 1961. I pointed out that one of the effects
of that policy would be to increase inflation. Of course, the war in
Vietnam did not help any, I understand that. We have never had a
policy which really addressed itself to the fact that if you are going
to have a progressive nation, you had better let it progress, and if you
are going to increase the standard of living for people, when you in-
crease the number of people, you cannot do it with yesterday's money
supply, and you cannot do it with yesterday's houses.

Mr. WOODBURY. We have some of our economists with us.
Senator HARTKE. Is he with you here today?
Mr. WOODBURY. He is.
Would you care to have him respond?
[General laughter.]
Senator HARTKE. I am in a good humor today, so I will let you go

home early so you can go to your golf courses that much sooner.
Mr. WooDBURY. Thank you, sir.
Mr. ROBERTS. Thank you, sir.
[The prepared statement of Mr. Woodbury follows:]
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The NATIONAL ASSOCIATION OF REALTORS
4 

strongly opposes the proposed Senate

floor amendments to H.R. 8217 which would increase the Minimum Tax on Tax

Preferences. These proposed amendments will have an adverse effect on the

real estate industry.

The adversities of a mortgage crisis, lagging production, spiraling costs,

and the many other special problems facing the real estate industry at this time

should be carefully considered before any changes are made to the existing tax

laws. Further, we request that the Senate not impose any changes in the tax

laws which would discriminate against the real estate industry.

The NATIONAL ASSOCIATION OF REALTORS has found undesirable, and therefore

opposes, the Treasury Department's LAL and MTI proposals.

If the present Minimum Tax is to be changed, the inherent nature of that

:.x as a "minimum tax" should not be changed and its present burdensome

imperfections should be recognized. The existing 10% Minimum Tax rate should

remain unchanged. The Senate should recognize that the tax preference list

is incomplete. Also, the deduction of regular income tax should be retained.

We strongly oppose. the proposal for a general revenue reduction at this

time because it would contribute to the present inflationary spiral.
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Mr. Chairman and Members of the Committee:

The NATIONAL ASSOCIATION OF REALTORS9 welcomes this opportunity to testify on

certain tax increase proposals now pending for Senate consideration.

I am Wallace R. Woodbury of Salt Lake City, Utah, Chairman of the Federal Taxation

Subcommittee of the REALTORS' Legislative Committee. Accompanying me today is Mike

Roberts of Newton, Massachusetts, Chairmarn of th REALTORS' Legislative Committee.

The NATIONAL ASSOCIATION OF REALTORS, comprised of more than 1,630 local boards

of REALTORS located in every state, the District of Columbia and Puerto Rico, represents

more than 500,000 individuals and business entities engaged in every aspect of the

,al estate industry.

Because of the present depressed state of the real estate economy, the haphazard

procedure involving potential changes to the tax system prompts us to present our views

concerning a proposed Senate floor amendment to increase the existing Minimum Tax and

to make other changes in the tax law. Some minimum tax proposals would:

I) Lower the $30,000 exemption to $10,000;"

2) Eliminate the deduction for regular income taxes and related carryovers; and

3) Increase the rate from the current flat 10% rate to as much as one-half of

the regular income tax rates.

Before going into these proposals and other similar proposals which would

versely affect the real estate industry, we believe it incumbent to inform the

Committee of the current state of the real estate economy and the many other special

problems facing our industry at this time.

Below we will briefly discuss the current economic situation of the real estate

industry as the result of the current inflationary spiral in costs of construction,

record high interest rates, and the serious shortage of mortgage credit, and such
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relatively new factors as community concert, with the improvement of the environment.

These and other such factotF tend to cause problems never before experienced by our

industry. The renl estate industry must be able to solve these Lomplex non-tax problems

in order to continue to function and it is less able than many other industries to

iffer the additional disadvantage of haphazard and ill-considered changes in the tax

laws. AN we have noted frequently in the past, the mere discussion of such changes

has an adverse effect on the ability of the industry to make the long-range plans,

decisions and commitments which are necessary for day-to-day activities.

Economic Problems of Real Estate Industry

The present proposals may have been directed at situations which existed years ago.

Currently, a faltering level of construction and a laggard rate of turnover in the

existing inventory of housing and other real estate development indicate activity far

belo.. the level needed to maintain adequate supplies to serve the dynamic economy

*n which mobility is a vital feature.

Responding to tightening credit markets last summer, housing starts declined

rapidly. They dipped below an annual rate of 2 million last August and have been below

that level each month since. The April rate of 1,626,000 is 25% below the level of

a year ago.

Similarly, since August the REALTORS® Existing Home Sales Series recorded eight

consecutive months in which sales volume failed to match the pace for the same month

a year ago. During this period the declines fluctuated within a range of 2.0 to 12.2,

but in some market areas the fall-off in sales greatly exceeded the national average.

For example, in March one-fifth of our areas reported sales declines in excess of 20%.

fOr April sales figures did show some improvement as volume rose 7.6% above the same

month in 1973, but these data do not yet reflect the impact of the most recent reversals

in the mortgage market.

Real estate represents two-thirds of the nation's wealth and construction is a

vital share of the Gross National Product. Historically, private construction has

accounted for more than half of all Gross Private Domestic Investment and about 17/.

of all production.

34-639 0- 74 - pt. 2 - It
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The magnitude of the role of real estate and construction in the economy, however,

is in sharp contrast to the generally small size of the business firms engaged in this

industry. For example, about 707. of all construction firms and almost 907. of real estate

offices have fewer than eight employees.

Lacking extensive lines of credit or sizable personal assets, these small busi-

nesses are always more drastically affected than the corporate giants during protracted

periods of declining sales and accelerating expense. During such periods our industry

suffers real financial hardships and its efficiency is impaired by the permanent loss

of an unknown portion of its experienced work force.

The current mortgage market illustrates the financial climate in which the industry

is trying to function. Since early April, financial markets have experienced several

major changes. The prime lending rate reversed its downward course and moved sharply

higher, first equaling and then surpassing previous record levels. Other short-term

rates advanced more rapidly than expected, and bond prices have moved downward.

With the whole structure of interest rates moving upward, the nation's thrift

institutions have been hit by a new wave of disintermediation. Federal Home Loan Bank

Board data show that insured savings and loan associations had a net loss in savings

deposits of $335 million in April. This contrasted sharply with the $1,751 million

of net new savings received in the previous month. Similarly, a survey by the National

Association of Mutual Savings Banks showed a net deposit outflow in April of $650 million.

According to NAMSB, this matched the outflows recorded during the peak ot last year's

disintermediation of the July-Septeraber period.

This Association's April survey confirmed the abrupt, precipitous and widespread

turnabout in mortgage conditions. Among our mortgage panel members, 46.5% reported

aecreased availability and 77.8% reported higher interest rates. The change was

particularly drastic in the incorie property market where 49.1% said availability

decr -ased and 84.5% reported an upturn in rates.

The real estate industry as of any point of time reflects previous long-range

planning. Thus, real property being developed or being sold today to a large extent

represents planning based on the more stable situation that existed in the past.
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However, the planning necessary for the continuing needs of the industry is being

severely retarded bv frequent and particularly the recent unusually adverse changes,

such as the sharply rising costs of development and operation and the severe mortgage

credit crisis. Consequently, it is important to the real estate industry that greater

ability be returned to the American economy. The NATIONAL ASSOCIATION OF REALTORS

strongly urges that the Senate only consider measures which will achieve economic

stability for our economy.

Tax Increase Proposals

We urge the Senate to consider legislation affecting the real estate industry

within the context of today's serious declines in housing starts, construction permits

and slumping real estate sales. Also, the Senate should make clear that any proposed

changes will operate only prospectively, so that the changes will not interfere with

the bona fide advance arrangements which must be made in order for the real estate

.-dustry to properly function and to avoid stagnation. Finally, we request that the

Senate not impose any changes in the tax laws which would discriminate against the

real estate industry and in favor of other industries.

Because of this element of discrimination against the real estate inJustry, our

Association has found undesirable, and therefore opposes, the Treasury Department's

proposal made last year for a limitation on artificial accounting losses ([AL) and

for a minimum taxable income (MTI). These proposals would particularly discriminate

against the real estate industry.

The proposed Senate floor amendments to increase the Minimum Tax on Tax Prefer-

ences would adversely affect real estate and we strongly oppose them.

On the other hand, the existing Minimum Tax, despite its many imperfections,

has now become a familiar part of the law. If changes are in fact considered essential,

the Minimum Tax as presently constituted may perhaps present an approach that does the

least harm. However, if the Senate considers changes to the Minimum Tax, we feel it

is essential that the inherent nature of that tax not be changed and that its present

burdensome imperfections be -recognized. For e.:ample. the Senate should recognize
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that the present list of tax preference items is not complete*, and that by omitting

other preference items this tax is weighted heavily against the real estate industry.

There are many other imperfections in the Minimum Tax, such as the failure to

provide a proper adjustment to tax basis for depreciation subject to this tax. The

.eed for correcting these imperfections will become even more essential if the present

rate oC this tax is increased, thereby magnifying the burden resulting from the

imperfections inherent in the present law. We urge that there be no change in the

rate structure of the Minimum Tax.

Furthermore, any change in the Minimum Tax should not remove the present deduction

of the regular income tax paid for the current year which is allowed in computing items

subject to tax. This deduction is essential in order for this to remain in fact a

"minimum tax." If this deduction is not allowed, the "minimum tax" would then clearly

become a surcharge or surtax. Such result would be dramatically inconsistent with the

-etated purpose of the original enactment of the Minimum Tax, which was to insure that

everyone paid some tax.

In connection with the Minimum Tax we also note that there has been some discus-

sion of including certain construction period deductions as items of tax preference.

As you know, the Treasury also included construction period items in its "LAL"

recommendation to the House Ways anJ Means Committee last year. The experience of

our industry is that the current deduction of these construction period expenses

must be continued if risk capital is to be available for development, new construction,

rehabilitation, maintenance and repair. The alternative to risk .apital would be

direct government subsidies, and our experience has shown that the nation is better

-rved when risk capital is furnished by the private sector, rather than through

direct government subsidies.

In reviewing the Minimum Tax and related tax changes made in recent years, the

Senate should consider the fact that the adverse provisions enacted for so-called

"excess investment interest" do not achieve the purpose for which these provisions

were intended. These provisions have the unusual effect in the real estate industry

of discriminating against the small or the. new-entrepreneur and in favor of
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corporations and estaolished investors. Furthermore, these provisions create admin-

istrative complexities of unusual difficulty. If the Senate plans to make changes in

existing laws, we believe the original policy of the Congress would be better served

by an outright repeal of these provisions.

General Revenue Reduction Proposals

The NATIONAL ASSOCIATION OF REALTORS has considered the proposals for a general

revenue reduction at this time. We strongly oppose this action because it would contri-

bute to the present inflationary spiral.

In response to tne present inflationary spiral, the Federal Reserve'Board has

imposed a restrictive monetary policy. In order to successfully combat inflation, it

is necessary to balance this approach with a sound fiscal policy which includes main-

taining the flow of tax revenues while effecting reductions in government spending.

Revenue reductions at this time would fuel the inflation, require a further tightening

of monetary controls, and force interest rates up above current record levels.

When interest rates rise, it is our experience that funds move out of the

financial institutions which provide the necessary money for housing and real estate

development. When the supply of funds necessary for our industry is substantially

reduced, housing starts, housing transfers, and real estate development decrease and

the rate of construction slows. Our industry would become stagnant ana be forced to

bear a disproportionately high concentration of unemployment. In light of this

situation, we oppose a general revenue reduction at this time.

We would be pleased to discuss further any of the foregoing matters with the

Coaittee or with members of the staff, or to submit additional information.

Mr. Chairman, on behalf of the NATIONAL ASSOCIATION OF REALTORS, we appreciate

this opportunity to present our views on the tax increase proposals for amendment of

H.R. 8217 which are the subject of these hearings. WE respectfully hope that our

coments will be of help to the Comittee and the Senate when it considers this

legislation. We assure you of our continued efforts to cooperate to the fullest

extent with the Committee's consideration of the application of the tax laws to the

real estate industry.



518

Senator HARTHE. Mr. Edwin Locke, president of the American
Paper Institute. All right, you are going to be the last one.

STATEMENT OF EDWIN A. LOCKE, JR., PRESIDENT OF THE AMERI-
CAN PAPER INSTITUTE. ACCOMPANIED BY THOMAS R. LONG,
ASSOCIATE GENERAL COUNSEL OF WESTVACO CORP. AND IMME.
DIATE PAST CHAIRMAN OF THE AMERICAN PAPER INSTITUTE
COMMITTEE ON TAX AFFAIRS

Mr. LOCKE. Mr. Chairman, I am Edwin A. Locke, Jr., president of
the American Paper Institute. I am accompanied by Thomas R. Long,
associate general counsel of Westvaco Corp., immediate past chair-
man of the Institute's Committee on Tax Affairs.

May I depart for just a moment, Mr. Chairman from my pre-
pared text, to bring you from New York the very cordial greetings of
your good friend and great admirer Elliott Janeway, who has been a
long-time friend of mine.

Senator HARTKE. Eliot Janeway is a good friend and a wonderful
person, and if you are a friend of Mr. Janeway's you are a friend of
mine.

Mr. LOCKE. Thank you.
The American Paper Institute represents the pulp, paper and paper-

board producers who comprise one of the Nation's largest industries.
The industry includes many companies with 6,000 plants in 49 States
and employs more than 700,000 people. In 1973, its outlays for wages,
salaries, and benefits came to over $8 billion. Last year its Federal
taxes alone amounted to more than $1 billion.

We are grateful for this opportunity to testify. We commend your
chairman, Senator Long, and, you, Senator Hartke, and the other
members of the Senate Committee on Finance for calling these hear-
ings on various pending tax increase proposals which in all likeli-
hood, we understand, will be offered on the Senate floor in the near
future.

The formulation of tax policy is complex, involving issues of reve-
nue, equity and management of the economy. Although extensive hear-
ings have been held in the- past, the Nation's economic picture has
changed substantially in the last year. Inflation has become virulent
and shortages have developed which at times have disrupted opera-
tions of industries. This suggests the need for an unusually careful
approach to the formulation of tax policy.

EFFECT OF PROPOSED TAX INCREASES ON THE PAPER INDUSTRY

We believe that tax proposals involving billions of dollars of revenue
and with the potential for a heavy impact on the Nation's consumers
should not be enacted without more extensive committee hearings,
currently, in both the House and Senate. We nevertheless appreciate
this opportunity to provide your committee with up-to-date informa-
tion on the possible impact of the proposed tax increases on the paper
industry, and the industry's position on each of several specific
proposals.

The products of the American paper industry are an essential part
of modern living and are used in virtually every segment of the econ-
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omy. For 1973, the industry operated on the average at 96 percent of
--=-capacity, which is in effect the practical limit. The industry's jobs,

wages, income, and -taxes were at all-time highs.
However, shortages have emerged. Prices are increasing. The clear

solution to these problems is additional capital investment in produc-
tion capacity, whih will eliminate shortages and stabilize prices, while
further increasing jobs, total wages and taxes.

I would like to interject a comment here, Mr. Chairman, to the ef-
fect that Treasury Secretary Simon's article in today's issue of U.S.
News and World Report as reported in this morning's New York
'Times appeals to us-greatly. The Secretary is apparently thinking of
recommending tax incentives that would encourage production in the
United States. He mentioned in particular products that are in.short
supply or may soon be, such as fuels, paper and steel. He is quoted as
having said that expanded production in the United States will assure
the consumer that he can get commodities at a reasonable price.

Under existing conditions, there is already a projected shortfall in
necessary capital investment. Paper production capacity increases aTe
estimated to average under 3 percent annually in the 1973-76 period,
while increases in demand for paper and paperboard products are esti-
mated to average over 4 percent yearly.

Any increase in the tax burden, which reduces profits and cash flow,
is bound to slow down these badly needed increases in capacity and
thus widen the gap between supply and demand, resulting in price in-
creases to consumers.

The paper industry is highly capital intensive, requiring approxi-
mately $2 of capital investment for each dollar of sales. In 1973, the
paper industry spent approximately $1.9 billion on plant and equip-
ment. This large amount, although substantially in excess of income,
resulted in less than a 3 percent increase in capacity. In 1974, the ex-
penditure figure is estimated to be $2.6 billion and the increased ca-
pacity at about 2.6 percent.

The reasons were manifold. Inflation has considerably eroded the
value of industry investment dollars, with costs of construction hav-
ing increased over 100 percent in the last few years.

Moreover, substantial amounts have had to be spent at higher prices
simply to replace old or inefficient capacity. Finally, close to 23 percent
of the total, or about $440 million, was spent to protect the environ-
ment. which diverted funds that would otherwise have been available
to maintain or increase productive capacity.

Add to that the prospect that the cost burden of changes in tech-
nology and environmental requirements will increase in the immedi-
ate future, and that timberlands are becoming harder to find and much
more expensive, and it is easy to see that the capital requirements of
the industry are going to increase significantly this year and in the
years immediately ahead.

The paper industry has its roots in the forest. The forests of this
country are a renewable resource. They. provide environmental bene.
fitsand can serve as a relatively inexpensive source of lumber, plywood,
paper and related products for the American people and for world
markets, thus increasing jobs and improving our balance of payments.

But the key ingredient in the realization of these benefits is the
capital investment to increase forest productivity and to maintain
and expand plant and equipment.
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We are convinced that all the tax proposals carry a strong anti-
capital bias. I would like now to turn to a discussion of the tax pro-
posals which would have a significant impact on the paper industry.

By way of summary, let me simply say that the paper industry sup-
ports the continuation of-the full 7-percent investment tax credit, de-
preciation permitted under the Asset Depreciation Range system, the
foreign tax credit, and deferral of taxes on overseas income including
such income of a Domestic International Sales Corporation. We oppose
the continued application of the minimum tax to corporations. If
such treatment continues, the deduction for taxes paid should be re-
tained and capital gains should be eliminated as an item of preference
income.

Mr. Chairman in the interest of time I would like to request that
the remainder of our statement, which elaborates our views 9n each
of these items, be included in the record.

Senator HArTK. They will be, yes, sir.

INCENTIVES FOR USE OF WASTE PAPER

Would you be in favor of depletion allowance for recycled paper?
Mr. LOCKE. We have made some very specific suggestions, Senator

Hartke, for a tax credit incentive for the use of more waste paper.
These have been made to the Ways and Means Committee and the
House, and involve a dollar credit based on the amount of tonnage of
waste paper used by the manufacturer.

Senator HARTKE. I have no further questions for you. Thank you.
The committee stands adjourned until tomorrow morning at 10

o'clock.
[The prepared statement of Mr. Locke follows:]
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f am Edwin A Locke, Jr., President of the American Paper

Institute. I am accompanied by Thomas R. Long, Associate General

Counsel of Westvaco Corporation, past Chairman of the Institute's

Committee on Tax Affairs.

The American Paper Institute represents the pulp, paper and

paperboard producers who comprise one of the nation's largest

industries. The industry includes many companies with 6,000

plants in 49 states and employs more than 700,000. In 1973 its

outlays for wages, salaries and benefits came to over $8 billion.

Last year Federal taxes alone amounted to more than $1 billion.

We are grateful for this opportunity to testify. We commend

your Chairman, Senator Long, and the other members of the Senate

Committee on Finance for calling these hearings on various pending

tax increase proposals which in all likelihood will be offered

on the Senate floor in the near future.

The formulation of tax policy is complex, involving issues of

revenue, equity and management of the economy. Although extensive
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hearings have been held in the past, the nation's economic picture

has changed substantially in the last year. Inflation hat4 become

virulent and shortages have developed which at times have disrupted

operations of industries. This suggests the need for an unusually

careful approach to the formulation of tax policy. We believe

that tax proposals involving billions of dollars of revenue and

with the potential for a heavy impact on the nation's consumers

should-not--be-enacted without more extensive Committee hearings,

currently, in both the House and Senate.

We nevertheless appreciate this opportunity to provide your

Committee with up to date information on the possible impact of

the proposed tax increases on the paper industry, and the industry's

position on each of several specific proposals.

Background Information on Paper Industry

The-products of the American paper industry are an essential

.part of modern living and are used in virtually every segment of

the economy. For 1973 the industry operated on the average at

96% of capacity which is in effect the practical limit. Thc
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industry's Jobs, wages, income and taxes were at all time highs.

However, shortages have emerged. Prices are increasing. The

clear solution to these problems is additional capital invest-

ment in productive capacity which will eliminate shortages and

stabilize prices, while further increasing jobs, total wages

and taxes.

Under existing conditions, there is already a projected

shortfall in necessary capital investment. Paper production

capacity increases are estimated to average under 3% annually

in the 1973-1976 period while increases in demand for paper

and paperboard products are estimated to average over 4%

yearly. Any increase in the tax burden, which reduces profits

and cash flow, is bound to slow down these badly needed increases

in capacity and thus widen the gap between supply and demand

resulting in price Increases to consumers.

The paper industry is capital intensive requiring approxi-

mately $2 of capital investment for each $1 of sales. In 1973

the paper industry spent approximately $1.9 billion on plant and
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equipment. This large amount, although substantially in excess

of Income, resulted in less than a 3% increase in capacity. The

reasons were many fold. Inflation has considerably eroded the

value of industry investment dollars, with costs of construction

having increased over 100% in the last few years. Moreover,

substantial amounts have had to be spent at higher prices simply

to replace old or inefficient capacity. Finally, close to 23%

of the total or about $440 million was spent to protect the

environment, which diverted funds that would otherwise have been

available to maintain or increase productive capacity. Add to

that the prospect that the cost burden-of changes in technology

and environmental requirements will increase in the immediate

-future, and.that timberlands are becoming scarcer and much more

-expensive, and it is easy to see that the capital requirements

of the industry are going to increase significantly this year

-and in the years. immediately ahead.

To sum up;the paperindustry has its roots in the forest.

The forests of this country are r .renewable resource. They

provide environmental benefits and can serve as a relatively
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inexpensive source of lumber, plywood, paper and related products

for the American people and for world markets, thus increasing

jobs and Improving our balance of payments. But the key ingre-

dient in the realization of these benefits iR capital investment

to increase forest productivity and to maintain and expand plant

and equipment.

We are concerned that all the tax proposals carry a strong

anti-capital bias. I would like now to turn to a discussion of

the tax proposals which would have a significant impact on the

paper industry.
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MAJOR TAX INCREASE PROPOSALS AFFECTING THE PAPER INDUSTRY

SUMMARY

The American Paper Institute supports the continuation of the

full 7% investment tax credit, depreciation permitted under

the Asset Depreciation Range (ADR) system, the foreign tax

credit, and deferral of taxes on overseas income Including

*such income of a Domestic International Sales Corporation

(DISC). We oppose the continued application of the minimum

tax to corporations. If such treatment continues, the

deduction for taxes paid should be retained and capital

gains should be eliminated as an item of preference income.
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The 7% investment tax credit and the ADR system of depre-

ciation should be retained. Both measures combine to provide

capital cost recovery at a rate which at least to a certain

degree, realistically reflects current economic conditions.

The need by American industry for the cash flow generated from

these two provisions is greater now than at any time in our

history. We would like to emphasize the importance to the

paper industry of a sound, stable and permanent system of

capital cost recovery. An on-again, off-again approach is

not conducive to supporting our large and continuing capital

expenditures which must be planned for and executed over a

period of years.

The foreign tax credit should be retained. We strongly

urge retention of the credit for foreign income taxes paid

in order to avoid near confiscatory double taxation of foreign

source income. We also strongly support retention of the option

to use the overall limitation. United States companies compete

abroad with foreign concerns. They should not have to pay any
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.)re taxes than are paid by these competitors. Any reduction in

.ie foreign tax credit would cause United States companies to pay

higher taxes on income earned abroad than their foreign competitors

and would, in effect, put American companies at a decided competi-

tive disadvantage.

Unremitted earnings of foreign subsidiaries of U. S. companies

should not be taxed currently. Elimination or limitation of deferral

of taxes on foreign source income will result in serious dislocations

in the flow of Investment capital between parent and subsidiary

corporations. Less funds will be available for capital investments

In overseas markets to sustain or strengthen their competitive

positions which in many cases serve as markets for U. S. goods.

As a result, these markets will be captured by foreign competitors

with consequent negative long-run impact on our balance of trade

and balance of payments.

Domestic International Sales Corporation (DISC)

The Treasury Department recently reported that for 1972 the

weighted average growth rate for all U. S. DISC exports was about

34-639 0 - 74 - pt.2 - I
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29% (based on the 166 firms out of 2,249 who reported the value

of their corporate group exports for 1971), as compared with an

overall export growth for the nation of 12.4%.

Many of our member companies have formed or are currently

operating under the DISC provisions. Based on continuing dis-

cussions with a. number of these companies we are convinced that

the availability of DISC's is causing increasing attention to

export possibilities in their marketing plans for the future.

Of particular significance, we believe, is the fact that DISC's

are causing more smaller and medium sized companies to study

export markets and to make firm plans for expansion in that

direction. For these reasons, and in order to meet increasing

competition in foreign markets, we strongly support continuation

of the Domestic International Sales Corporation provisions.

We oppose the continued application of the minimum tax on

preference income to corporations. As Assistant Secretary of

the Treasury Edwin S. Cohen pointed out In 1969:
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"We are not now recommending that LTP and alocatio
be applied to corporations. A major difference is
that in the corporate area, the characteristic pro-
blem is not an unintended combination of tax pre-
ferences, but simply intensive use usually of
a particular preference which the Congress delib-
erately legislated as an incentive measure for
certain kinds of business."

In the paper industry the tax works against efforts to encourage

and facilitate investment in pollution control facilities,

productive, facilities and forestry programs.

If the minimum tax is applied to corporations, we urge that

the deduction for taxes paid be retained. The effect of elimi-

nating this deduction would fall most heavily on those already

paying the highest effective tax rates. Serious consideration

should be given to eliminating capital gains as an item of

preference income. Capital gains are taxed at the full statutory

rate and the minimum tax imposes an additional burden in a situation

where the tax rate was already increased over 20% in 1969.

This concludes our presentation and we would be pleased to

answer any questions the members of the Commiftee may have.

[Whereupon, at 3:30 p.m., the hearing was adjourned, to reconvene
at 10 a.m. on Tuesday, June 11, 1974.]





TAX INCREASE PROPOSALS

TUESDAY, JUNE 11, 1974

U.S. SENATE,
COMMITrEE ON FINANCE,

'Washington, D.C.
The committee met, pursuant to recess, at 10:10 a.m., in room 2221,

Dirksen Senate Office Building, Senator Russell B. Long (chairman)
presiding.

Present: Senators Long, Byrd, Jr., of Virginia, Bennett, Curtis,
Fannin Hansen, and Dole.

The CHAIRMAN. The committee will be in order.
We are pleased to have as the first witness this morning the Honor-

able Edwin Cohen, formerly Under Secretary of the Treasury.
Mr. Cohen, we very much appreciate the thoughtful and profound

advice you have given this committee while you served with the Gov-
ernment, and prior to that time. We are delighted to welcome you
back.

STATEMENT OF HON. EDWIN COHEN, FORMERLY UNDER SECRE-
TARY OF THE TREASURY; PRESENTLY PROFESSOR OF LAW, UNI-
VERSITY OF VIRGINIA

Mr. ComN. Thank you, Mr. Chairman. It is a great pleasure to be
here.

As you may know, I am now professor of law at the University of
Virginia, and I am of counsel to the law firm of Covington & Burling
in Washington.

I would like to discuss a number of pending amendments which I
understand were to be offered to H.R. 8217, but I now understand from
your earlier comment that they will be offered to the debt ceiling bill
when it reaches the Senate floor.

MINIMUm INCOME TAX PROPOSALS

First, if I might refer to the proposals relating to the minimum
tax and to the amendments that have been offered in an effort that
has been said to strengthen the minimum tax. The minimum tax was
born out of a desire to see that those persons who use so-called prefer-
ences or incentives in the income tax law to eliminate much or all
of their income tax, will nonetheless pay some minimum amount in
support of the Government. I do not think that the proposals that
are pending in the Senate to amend the minimum tax will make
significant progress toward that goal, but instead will have the prin-

(533)
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cipal effect of simply increasing the tax on long-term capital gains
thM; are realized by individuals. I

The pending amendments modify the tax by reducing the present
$30,000 of exemptions-

Senator HANSEN. Mr. Chairman, if I could interrupt our distin-
guished witness, I am pleased to be here. My concern is, as so often-times happens, we have two hearings going on at the same time. The
issue in Wyoming, I mean the issue before the Interior Committee is
coal slurry pipeline. Now, we have a lot-of coal out in Wyominganid in
order to move that coal by slurry, it would require water, and Senator
Fannin and I were just trying to decide who should go which way.

If I may, I will ask to be excused here to go down there.
The CHAIRMAN. Please permit me to explain. I do not object to the

two of you getting your heads together, because I know you would not
do it if it was not essential, but I wanted the witness to have a chance
to be heard by you because-

Senator HANSEN. I apologize to my distinguished and dear friend,
Dr. Cohen.

The CHAIRMAN. Because at that particular moment, he had only one
prospect for his proposition with me listening, and I thought he would
be better off to wait until he could get the attention of three people.
That way he would have three prospects rather than one.

Dr. CohEN. If you had to listen to two simultaneous hearings, Sena-
tor Hansen, I hope I would not be the one contributing double talk.

Senator FANNIN. Our sincere apologies.
Senator HANSEN. I will be very interested in reading the record, Dr.

Cohen, I assure you, sir.
Dr. CoHEN. Thank you, Senator.
The CHAIRMAN. I just wanted to let the witness wait until you had

concluded your conference so that he would have the attention of as
many people as possible.

Thank you.
Go right ahead.
Dr. COHEN. If I may proceed, Mr. Chairman----
The CHAIRMAN. Why do you not start over again about the mini-

mum tax, because I think that you have been giving a lot of thought
to this matter. I do not know what your conclusion is, but you were
here when it was enacted; you helped mold \vhat we have got. I think
you know what is good about it and what is bad about it, and if we
change it, I hope we do not change it for the worse. It is bad enough
the way it is now.

Dr. Cov. Well, I think it could stand a lot, of improvement, Mr.
Chairman, as you say, but I am inclined to think that these two pend-
ing changes would not further the goals which we set out to attain.

The CHAIRMAN. You think that they would tend to move in the op-
position direction rather than the purpose we had in mind.

Dr. CoHEn. I think that they would largely have the effect of in-
creasing the capital gains tax on individuals in an unfortunate way.
As Senator, Bayh said when he introduced this amendment on May
21,1974, the 1969 action in the minifhum tax-
recognized a basic inequity in permitting a relatively few wealthy taxpayers to
escape liability entirely by investing their resources solely in tax-free, income-
producing assets.
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Now, the present minimum tax lists nine preferences. Under present
law, a person totals the amounts of his nine preferences, then he
subtracts from the total a $30,000 exemption, then he subtracts his
regular income tax, and then he applies a rate of 10 percent to the
balance. The two proposed amendments that are pending would be
first, to reduce the $30,000 exemption to $10,000, and second, to
eliminate the deduction from the regular income tax.

Now, the first of these amendments to reduce the exemption from
$30,000 to $10,000 with a 10-percent rate obviously means that it
would not increase the tax burden on any individual by more than
$2,000. A tax bill of not more than $2,000 is not going to have a ma-
terial effect upon a wealthy taxpayer. On the other hand, I think it
would have the effect of bringing the minimum tax into the picture
for middle income persons who are not in this category of the rela-
tively few wealthy taxpayers with which we are dealing.

Now, the more significant change would be the termination of the
deduction for the regular income tax, and it is that change which I
think will have the effect of making the amendments bear so heavily
upon capital gains of individuals.

The statistics of income for 1970 and 1971 returns, which are the
only ones that we have published to date on this point, show that of
the nine preferences, only four have any significance with respect to
individuals. Of those four, roughly 85 percent of the amount of pref-
erences relates to capital gains. the other three are equally divided
between depletion, stock options and accelerated depreciation on real
estate; and the Ways and Means Committee has tentatively an-
nounced decisions even to eliminate for all practical purposes stock
options, and has proposals to change percentage depletion.

But whether or not these latter ciange are made, the vast bulk of
the effect of the pending Senate amendment would fall on capital
gains, which already make up more than 85 percent of the total oref-
erences. Capital gains are in broad effect under present law su sect
at least to a tax on half of the gains at the regular rates, with a ceiling
of 25 percent on the first $25,000.

Now, as I say, the primary effect of these proposed amendments to
the minimum tax pending on the floor would be to levy an additional
flat, tax of 5 percent on net long term capital gains exceeding $20,000
a year. That is the net effect of imposing a 10-percent tax on the ex-

cluded half of capital gains above $10,000. Applied to the gross
amount of the capital gains, it is a 5-percent tax on the gross amount
of the capital gains above $20,000.

This would bring the minimum tax into the area of middle income
persons. I think it would be difficult indeed to explain the wisdom of

imposing this additional flat rate tax on persons who after 30 years
sell their businesses or their homes or their farms. It surprised me to

note that the statistics of income published by IRS show that in each
of the years 1960 through 1972, more than half the amount of net long
term capital gains of individuals has been realized by individuals
with adjusted gross income of under $50,000.

Now, it is particularly difficult to deal with the case of persons who

have held assets over a long period of time and then sell them in a
single year. If we were to apply a substantial minimum thx on capital
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gains. I think either we ought to have some carryback or carryforward
system to measure the minimum tax over a substantial period of time,
or else we should limit the minimum tax to capital gains on assets held
for a much shorter period, say 3 to 5 years, but not to the longer
periods, which I think is its major effect.

Now, the Ways and Means Conmmittee is presently at. work on vari-
ous proposals for revision of the minimum tax, including those that
have been offered by Dr. Woodworth, the distinguished chief of staff
of the Joint Comnittee on Internal Revenue Taxation, and by the
T reasury Department, and I think it would be somewhat confusing at
this point to consider the pending amendment on the Senate foor
while others that affect the base of the tax and the structure of the tax
are on the way for consideration in the general tax bill.

If I may move to some other subjects-
Senator BENNr. Mr. Chairman, before Mr. Cohen moves to some-

thing else, is it not particularly dangerous to make this drastic change
to capital gains at. a time of high inflation? This would actually tend
to reduce the value that the person has left after you apply this pro-
posed tax rate-actually, his capital gain may not really be a capital
gain. It. may simply be a transfer of one asset to another.

Mr. ConN. Well, this is certainly an important factor, Senator
Bennett. Lt me see if I can offer just a simple illustration.

If you take a person, say, with $20,000 of adjusted gross income from
salary, wage, and farmin'gr income, and if you assume that in a single
year lie sells his farm or his business in which lie invested $20,000
some 20 or 30 years ago, it would be worth say $70,000 today due to
inflation. Now, lie has realized a $50,000 long-term capital gain, of
which only half is included in income, so he ilas $45,000 of adjusted
gross income for the year. I think he pays a regular income tax in the
neighborhood of $12,000. If we were to adopt this proposed amend-
inent to the minimum tax, this man has a so-called preference of
$25,000, half of his $50,000 long-term capital gain; and you take that
$25,000 of his preference, being half the capital gain, subtract a
$10,000 exemption, and he would have $15,000 subject to a 10-percent
tax, that would be $1,500 additional minimum tax on a man who has
already paid $12,000 in regular tax.

Now, I do not think this is the kind of wealthy taxpayer who is
escaping tax liability to whom we should direct the minimum tax.

Tile CHAIRMAN. One more thing about the minimum tax is this: I
think it is just about impossible for any taxpayer who has not been
to law school-and even if he has been to law school, if he has not had
a course in taxation-or who is iot an accountant, to fill outt, his tax
return if he has to pay the minimum income tax. He has just got to go
to somebody to fill it out for him because it is impossible to figure it
all out, and "pay it. At least that is my experience.

If you limit this to a relatively small number of wealthy people who
have made a lot of money and paid very little taxes, those kind of peo-
ple have lawyers and accountants anyway. But when you send all of
these middle income people down to the courthouse looking for a Fed-
eral revenue agent or out looking for tax lawyers and accountants to
try to show them how to do this, other people are going to be outraged.
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They are going to show it at the polls, for anybody that votes to do
this- It, may sound like a good idea, up until you see who all is angry
about it, and at that, point I think that those that voted for it are not
going to be very happy about that situation.

Mr. CohiEN. Well, that is certainly my feeling, Mr. Chairman, and
that is why I am concerned, because it zeros in on the wrong group.

Now, you can change it around by adding other preferences and
making other adjustments, but to adopt this kind of a change at this
time I think would be moving in the wrong direction toward the
wrong objective, and at the wrong group of people.

The CHAIRMAN. Please proceed, sir.

ADR INVESTMENT CREDIT PROPOSALS DISCUSSED

Mr. COHEN. If I may move to the proposals to repeal the asset
depreciation range system that was adopted in 1971, and to restore
the old 1962 depreciation guideline lives and the so-called reserve ratio
test, and to the proposal to phase out the investment credit on equip-
ment costing more than $50,000, I am sure that others have emphasized
and explained to this committee in recent days far better than I can
that the need for capital formation and investment in productive
machinery and equipment is at least as great if not greater than it
has ever been.

Now, the history of the past dozen years provides dramatic evidence
of the roller coaster effect of changing the system of depreciation al-
lowances and investment credit. I have attached at the back of my
statement, Mr. Chairman, a chart that appeared in the Senate Finance
Committee report accompanying the 1971 Revenue Act, at which
time the chart went through the year 1970, and it has been extended
here to 1974.

If one looks at the ups and downs of that chart with respect to
domestic new orders for machine tools by quarters from 1960 to the
present time, one sees that in 1962 when the depreciation lives were
shortened and the investment credit was adopted, there began a steady
rise (broken only by a brief period in 1964) until the early part of

4966. When there occurred a suspension of the investment credit for
some 6 months, these orders took a nosedive. When the credit was
restored in the spring of 1967, they rose until the spring of 1969 when
they passed an altime peak. When the investment credit was repealed
as of April 23, I think it was, 1969, these orders again took a nosedive
down to approximately the 1962 levels. Since we adopted ADR and
reinstated the investment credit in 1971, the orders have risen until
they have now reached an alltime peak.

I think in the light of that roller coaster history, it would be most
unwise to abandon the present system and go back to where we were
prior, to 1971. Before the changes were made in 1971, the Treasury
estimates showed that our income tax laws made the capital cost of

- business equipment higher than that of any other major industrialized
)lation inihe Western World. Even after these changes, I think that

- we are below those of any other major countries except France and
the Netherlands. To go back to the period prior to 1971 when we were
behind every other nation in the world in the capital cost of productive
equipment I think would be a grave error.
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To return to the guideline lives for equipment set in 1962 on the
basis of data that was assembled, from 1959 and 1960, more than
15 years ago, I think would be a mistake. I do not think we should
use data 15 years old on the basis of which to determine depreciation
for present assets now being bought, especially in the light of the
technological changes that have occurred in the meantime and the
increased obsolescence that those changes have produced.

The pending amendments would require a return to the reserve
ratio test. In 1971 when we abandoned that test, we issued a lengthy
Treasury report, after an intensive study, as to the reasons why we
thought it was unworkable and impracticable. The IRS took a survey
of some 3,500 experienced revenue agents, and the survey showed
that 87 percent of them thought that the reserve ratio test was un-
workable and impractical and-should be abandoned. We substituted
a system that I firmly believe is far superior to the old. To return
to the reserve ratio test after more than 3 years in which it has,not
been in existence would produce a situation that I think would be
a little short of chaotic.

So I would hope that the Congress would not adopt this proposed
amendment to the depreciation provisions.

With respect to the proposal to phase out the investment credit
on assets costing more than $50,000 I think that would be most unwise,
but particularly I think it would be if not unworkable, certainly
a system involving the gravest administrative complexities. It would
require that the credit be determined by the cost of each particular
piece of equipment. One would have to know what was a single piece
of equipment and what were multiple pieces of equipment. t would
introduce new and untried competitive factors between a single piece
of equipment of a large nature, and two or more smaller pieces of
equipment that could accomplish the same task.

For example, it could change the competitive situation between
buses, which I assume would be below the $50,000 or $100,000 limit
in cost, and airplanes which would. be above the limit. One would
have the credit and the other would not, though they would be in
competition in the transportation area.

I think it would require a host of administrative rules to determine
whether particular equipment represented a single item or multiple

..items, to determine what to do with persons who bought parts sepa-
rately and assembled them in a particular piece of equipment, to
determine what to do about additions that were made to existing
equipment, and so forth.

I think the proposal would be unwise inpolicy but I particularly
suggest that it would involve the utmost administrative complexity,
and I would hope it would not be adopted.

If I may turn to another subject, there are proposals pending-
Senator BENNETT. May I break in again?
Mr. COHEN. Yes, Senator.

TRYING To BASE A DEPRECIATION SYSTEM ON REPLACEMENT COST

Senator BENFTT. I am a little slow today. A suggestion was made
in the hearing yesterday that we should go to a system based on the
replacement cost. Is it humanly possible to determine when you buy
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a piece of machinery what its replacement cost will be, 5, 10, 50 years
from now, and how can you base a depreciation system on replacement
cost?

Mr. COHN. Well, Senator, I have heard this suggestion offered and
debated over many years, and I do not know all of its ramifications.
I guess the thought would be that one would not try to predict the
future price rise at the time the equipment was bought, but one would
adjust the depreciation each year by applying the depreciation rate
to the new replacement cost of that equipment as prices indicated it
would cost in the year in which the depreciation were taken. So you
might be depreciating one amount in the first year and another one
based on the price rise in the second year, another based on the third
year.

Senator BENNEmr. But in the end, on that basis, you would never
arrive at an amount that would actually equal the amount that you
would have to replace. Would you have a right to take a balloon at
the end of a period and catch up with everything you have missed?

Mr. COHEN. You would not necessarily have to have just the balloon
at the end. You might see it coming and adjust toward the end.

I think that it would be feasible mathematically to do this, but I
have personally not been able to come to the conclusion that this is a
wise system for the tax law. But I do think that it is a major factor
to be taken into account in the overall appraisal of the depreciation
system. If you are going to base depreciation upon original cost and
you should give the taxpayer some room, some leeway in his estimate
as to how soon the equipment would be obsolete or have to be replaced.
I think the likelihood of price rises is a factor to be taken into account
in your overall appraisal of the depreciation structure. I think other
countries have done this, as we have one it.

Senator BENNEm. Are there other countries that operate on this slid-ing scale basis?Mr. Conx. Based upon the cost of replacement? None that I know

of, Senator, but I have not made the survey.
Senator BzNNETr. I see Dan Smith behind you is nodding his head.
Mr. SMITH. France. France had it at one time.
Senator BENEr. You said France had it at one time?
Have they abandoned it? Are they still with it?
Mr. SMITH. Not to my knowledge. I think they still have it.
Senator BENNrTT. I would hate to be a taxpayer dealing across the

table with a revenue agent having to defend his estimate every year
as the possible increase in the value of his machine on the basis of
replacement cost. I would think that would create interminable argu-
ments with the Service.

Mr. COHEN. Well, I think it would, particularly if I may suggest,
because of the technological changes that occur, you do not replace
the old widget with the same widget. You have to replace it with a dif-
ferent kind of widget, perhaps with a computer operation, which
would be a completely different, more efficient machine.

So I would think that the problems would be quite substantial.
Senator BNVrrr. Well, this was put into the record yesterday, and

I am anxious to get a professional comment. Theoretically it is a
wonderful idea if you could actually forecast what it is going to cost
you to replace a machine, ideally; and it should be fair for you to ac-
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cumulate over that the life of the old machine, but I do not see how
anybody can calculate it in advance and arrive at the right answer.

Mr. COHEN. Nor can anyone tell with any reasonable degree of cer-
tainty how long the existing equipment is going to last.

One of the troubles with the old reserve ratio test was that we looked
to the lives of old equipment in order to predict what would be the
life of the new type of equipment, and there is no necessary bearing
because the new equipment is different from the old.

Senator B.NNETr. That is all, Mr. Chairman. Thank you.

TAXATION OF U.S. SHAREHOLDERS IN CERTAIN FOREIGN CoRrOp.onOxS

- Mr., COHEN. Mr. Chairman, one of the important pending amend-
ments would require U.S. shareholders in. foreign corporations that
are more than 50 percent controlled by United States persons to in-
clude currently in their income their pro rata shares of the undistrib-
uted earnings and profits of the foreign corporation. To the best of
my knowledge, no other country in the world seeks to do this, and I
think to enact such a measure unilaterally, without some assurance of
comparable- efforts by other countries, would iut American business
in a distinct disadvantage in world competition.

It has been estimated that this proposal would raise an additional
$350 million of additional revenue. My understanding is that more
than a third of that amount would come from U.S. controlled foreign
shipping companies. Now, most of the nations of the world impose
little or no income tax on shipping- companies controlled by their
residents, and a 48-percent tax on the shipping income of U.S. con-
trolled companies would place them at an extreme disadvantage, and
would lead either to the sale of the ships or at least the passage of
control to foreign persons in order to eliminate the tax.

With respect to subsidiaries, that operate in developed countries,
where corporate tax rates are substantial, the combination of the for-
eign corporate tax and the withholding tax that would be paid on
dividends brought back to the United States to pay the U.S. taxes
would in general exceed the U.S. tax. In those cases where companies
are operating in developed companies, the net effect will be in general
-not to collect U.S. revenue, but simply to require the payment of addi-
tional withholding taxes to foreign countries.

Now, in the less developed countries, the rates are often less than
ours because- the rates are often set as inducements to bring industry
into the country. If we were to tax the undistributed profits of foreign
subsidiaries operating in the less developed countries, it would have
the effect of nullifying the tax inducements that these countries have
offered to attract industry. They would still be available to foreign
businesses, but they would no longer have any attraction for U.S.
business.

Whether this is right or wrong is a deep-seated policy question of
an economic and political nature with regard to our relations with the
less- developed countries and requires thorough, deliberate consid-
eration.

Now, there are also technical defects that I will mention briefly.
For example, we have encouraged these foreign companies to bor-

row money abroad to finance their operations. The American parents
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would be subject to tax on the undistributed earnings even though
loan commitments or other business contracts would forbid the dis-
tribution of dividends while those loans were outstanding. No relief
is provided where the company has prior commitments that make dis-
tribution impossible to remit the funds with which to pay the tax.

In the case of individual shareholders of these companies, while
American corporate, shareholders are given credit for the foreign tax
paid by the foreign corporation, individual shareholders would be
subject to taxes up to 70 percent on the undistributed earnings, with
no credit for the foreign tax paid by the corporation. I think this
would be unfair. In 1962 when we enacted tax legislation regarding
tax havens we made special provisions with respect to individual share-
holders to see that they were treated no more harshly than corporate
shareholders.

I think there would be other technical problems in the present draft
that would require further work. The bill would require tax be paid
on undistributed earnings and profits-not on statutorially defined
income, but on earnings and profits-and that is a term as to which
there is much dispute in many instances. It has little definition in the
Code. All that this bill says is that the earnings and profits of the
foreign corporation shall be "determined according to rules substan-
tially similar to those applicable to domestic corporations." But that
is a vague basis for laying taxes, particularly when the domestic rules
themselves are uncertain.

I think there would be particularly difficult problems when there
would be more than one class of stock, and there would be questions as
to who would get a dividend if it were paid; and problems where
there are minority stockholders in other countries who would not be
under this system of treating distributions as paid to U.S. sharehold-
ers when they were not in fact paid. I refer to a number of other tech-
nical points in my statement that I will not now elaborate.

I think both on policy grounds and on technical grounds I would
strongly oppose that proposal.

DISC SHOULD BP, RETAINED

Last, if I may, I will refer to the DISC. There are proposals send-
ing to repeal the DISC, some of these to repeal DISC as of the begin-
ning of 1974.

Now, the DISC provisions were designed to eliminate the disad-
vantages which existed under the prior income tax law to U.S. cor-
porations engaged in export activities as compared with those that
manufactured abroad through foreign subsidiaries. It was designed to
keep jobs at home.

Since the adoption of the DISC at the end of 1971, our exports have
increased to an enormous and unprecedented extent. There are some
differences in the data that I have seen, but I believe that, ingeneral,
exports both in total amounts and with respect to manufactured
goods have increased on the order of 50 percent in the intervening
period since the end of 1971. Now, of course, in that intervening period
there have been many changes in the international scene. We have had
two dollar devaluations, we have witnessed the arrival of floating ex-
change rates and the world energy situation Hence we cannot say
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to what extent DISC has been a reason for this vast increase in ex-
ports. I think it is just too early to appraise the effectiveness of DISC
among other factors in increasing exports to maintain jobs at home.

When DISC was pending before this committee in 1971, the commit-
tee adopted a provision which would cause the DISC to terminate at
the end of 10 years in order to force a reconsideration of it at the end
of that time in the light of experience. On the floor of the Senate,
Senator Fulbright offered an amendment, which was adopted with the
understanding it would be taken to conference, to cut that period
from 10 years to 5 years. It was deleted in conference so that there
would be no terminal date in the statute. My understanding of the
reason for that decision was that it was felt that since we were trying
to get American companies to locate and continue to locate their man-
ufacturing plants in the United States rather than abroad, they had
to have some assurance that DISC would last for some reasonable
period of time when they made their commitment, because there is a
bedtime in building plants and in bringing them into operation and
in making them pro fitable.

If we were now to repeal DISC now, only 2 years after it had been
in effect, this would be even a far shorter period than the 5 years that
Senator Fulbright suggested or the 10 years that this committee sug-
gested. I think it would be most unfair to American business, who
took DISC into consideration in the determination of their manufac-
turing operations in selecting a location.

Now, DISC can be improved in some respects, I think particularly
by removing its application to raw materials and to goods that are
subject to export control. But in particular, without going into the
details, prior to the enactment of DISC, we had the most rigorous and
extensive income tax statute and regulations of any country in the
world with respect to export sales to affiliated foreign corporations.
So far as I know, no country other than Germany has adopted pro-
visions comparable to our subpart F, relating to business profits from
sales and services, in the dozen years that have intervened since we
adopted subpart F in 1962, and even the German law is not as strict as
ours. We have offered in the OECD and elsewhere to enter into multi-
lateral treaties or a series of bilateral treaties with other countries in
order to try to obtain some uniformity in the income tax laws of the
world regarding the treatment of export transactions.

We are met constantly with statements abroad that their principles
of law are based upon a territoriality principle, and that other coun-
tries cannot tax the undistributed profits of corporations organized
abroad by their citizens because those corporations are beyond their
territory and cannot be reached by them even though they are con-
trolled by persons within their country. Despite untold arguments and
lengthy discussions in which I have participated on frequent occas-
sions, only in the case of this one instance of the German law has any
significant change been made.

I think if we are going to change our rules, we ought to change by
trying to get a multilateral treaty, or a series of bilateral treaties, so
that our own industries are not at a disadvantage in world competition.

So, I would hope that the DISC would be retained, certainly until
we have further information available.
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Low INCOM, ALLOWANCES

Mr. Chairman, if I may, I should like to add a few words about the
thought that has produced, 1 think, this debate in the Senate, and
that is the desire to reduce the burden, particularly on low-income
people, because of the inflation that has occurred.

One of the first principles that I urged in the administration in
1969 was the introduction of the low-income allowance, which would
remove from the tax rolls substantially everyone below the poverty
level. It seems to me to be an anomaly to collect a tax, an income tax
from a person who qualifies for welfar-e because he is below the poverty
level. And so we recommended in 1969 that, for example, the minimum
level for taxing single persons be raised from $900 to $1,700. And I
think the figure finally picked was $1,750. We made comparable
changes with respect to families of different size. In 1971, you will
recall that the minimum level for an individual was raised to $2-050
and comparable raises were made for families.

I do believe that we should constantly adjust these figures as infla-
tion and other changes occur. I would endorse that principle. I think
we should not lose sight, however, of the plight not just at the bottom
but also of the middle-income people who, as innation occurs, are
shoved up into higher brackets constantly. So, I do think we have to
consider not just the low-income allowance or the personal exemption,
but the rate schedule, in the gamut of problems.

Ttx BILLS SnovLD NOT B, WRITTEN ON THE FLOOR

I would hope that we would await a general tax revision bill, where
you can make various changes and balance them off, I would cer-
tainly hope that that would be done in the time-honored congressional
procedures in which you have available a bill on which public witnesses
can comment and call to your attention problems that frequently arise
unintentionally in the drafting; and where you have in the committee
meetings the invaluable services of the distinguished Dr. Laurence
Woodworth and his able staff and the staff of this committee, and of
the Treasury. While they can be of assistance in floor debate, they may
not speak to offer their opinions. I would hope that the Senate would
not attempt to write a major tax bill in floor debate without these
orderly procedures having been followed.

In my almost 40 years at the bar, I can recall no other occasion in
which tax legislation of the proportions here envisaged has been at-
tempted on the floor of either body; and I would hope and would
earnestly suggest that the traditional procedures be followed.

The CHAIRMAN. Thank you very much, Mr. Cohen.
I think most of us have asked the questions that we wanted to ask

as you went along.
Senator Curtis, did you have a question?
Senator CuwRIs. Mr. Cohen, I have scanned your statement and the

various items that you covered,oand I also noted your conclusion with
respect to each one. I do appreciate that you, with your wide and
sholarly experience, have taken time to give this committee the bene-
fit of your thoughts.
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UNCERTAINTIES )ISTURBING BUSINESS

I would like to ask you this: hlow important is it for American in-
distry, which after all l)rovides the jobs, to have a feeling of reliance
and stability and permanence to our tax structure, from the stand-
point, of expansion, new jobs, competing in the world ? How important
is it that these things are not subject to rapid change without notice?

Mr. COHEN. Well, Senator, I do not think it is possible to over-
estimate the. importance of one being able to assume with some rea-
sonable assurance, over some reasonable period, 'that the major provi-
sions of the tax law will remain in place.

I referred to the chart at the back of my paper, about what hap-
pened to machine tool orders and more or less the roller coaster effect
it shows as investment credit and depreciation rules have been changed.

My experience in practicing law in New York, nearby the stock ex-
cha;ge for almost 30 years. indicated that there is nothing that disturbs
the market as much as uncertainty. So many important programs that
produce plants and improve our productive equipment and bring
money into the marketplace to finance new industries and provide jobs
depend upon some reasonable degree of assurance. to the investor as to
what the tax structure, with its high rates, will provide. There are so
many risks attached to investments and to business in any event. But
if y u do not know from time to time or day to day whether a provi-
sion enacted in the closing days of 1971 is now going to be pulled out
from under the rug of business decisions, the results can become al-
most chaotic. Obviously, you cannot stand still, and we are not going
to have the same tax law for years and years. But we should be most
hesitant about making fundamental up and down changes that would
affect investment and business decisions that have been made in
reliance upon a congressional decision after much debate just several
years ago, 21/2 years ago.

So, I would certainly urge, Senator, that this is a most important
consideration.

Senator CURTIS. And it bears directly upon employment and the
economic well-being of the country.

Mr. Coii.N. Most important. I think that the provision of jobs and
improvement in our industrial base, in our technological efforts in
competition in the world, is of the utmost importance.

Senator CUmIs. In other words, take for instance the DISC provi-
sion. After the Congress passed that, if a company was going to avail
itself of the benefits of it, it would call for considerable reorganiza-
tion within; it may call for an additional set up of an office; it may
call for an addition al plant; it may call for tooling up to meet partic-
Wlar foreign market: it may even call for labeling of products in a
foreign land---on the basis that here is an act of Congress, intended to
promote our foreign exports; and someone undertakes all of the pre-
liminary steps to do that under the plan, the objective of which is to
keep the jobs in this country. Then it is rather breaking faith with
our people when that is totally taken away abruptly, is it not?

Mr. CoHErN. I started to use that expression in my statement, but
instead I said it was most unfair; but I feel, really, it would be break-
ing faith, and particularly in view of the history that I recited that
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this committee voted a 10-year limit on DISC, and a 5-year limit

was considered, and the limit was intentionally dropped.
Senator CURTIS. I feel that tax reform, if property defined as an

effort to eliminate injustices, should be a constant responsibility of a

Congress with due notice to all of the parties, because we should con-

stantly strive for such improvements so as to promote justice.

Buti here we have anl exercise inl granting anl entire new tax

benefit or inducement, and then totally withdrawing it. It is quite

different from the gradual and necessary improvements of tax law that

the Congress ri htfully should be engaged in.
Mr. ConEN. In essence, I suppose it is fair to say that most of these

proposals represent simply a new vote on proposals that were made

in 1962 and 1971. Votes were taken in both Houses, and now it is just

going to vote again. And I would agree with you that it is unfair to

business investors and those who have been trying to keep the jobs at

home and make America more productive.
Senator Ctrms. Thank you, Mr. Chairman.
The CAI I A . Senator Byrd?
Senator BynD. Thank you,'Mr. Chairman.
Gladto see you again, Mr. Cohen; welcome aboard.

Mr. CoHFEN. It is a pleasure to be here, Senator.

Senator BYnD. I was a little late, because I was talking with one of

your former colleagues, Prof. Mumford Boyd-

Mr. CoHEN. Oh, yes.
Senator BlyRn. I)o you see him frequently in Charlottesville?

Mr. CoirN. I do, indeed not as frequently as I would like, since he

has retired from the faculty at the law school; but he is actively

practicing law, and I am always delighted that we have him as one

of our distinguished citizens and residents in the community.

Senator Bym. He is a good man. I talked with him. twice this

morning. I am going to Charlottesville on a matter that he is inter-

ested in.

COMiPETITIVE ASPECTS OF INVESTMENT CREDIT PHASEOUT

Your statement is a good one. You brought out a new point that I

frankly had not thought about, in regard to the investment tax-credit;

the proposal to limit it to $100,000 and phase it out-between $50,000

and $100,000. You bring out what effect it would have on the competi-

tive factor, which I must say had not previously occurred to me. It

seems to me that is a very important point, and one that the com-

inittee will need to take into consideration in considering any change

in the investment tax credit.
Mr. COHEN. I think it would have repercussions in many respects.

The bus and the airplane illustration occurred to me--I assume that

a bus would cost less than $100,000, and an airplane would cost more--

certainly some of them would. And it would affect their competitive

positions. It would involve a difference too in machine tools, where

one large piece of equipment might compete in the marketplace with

several smaller ones, and the credit would differ. There would be hosts

of problems. I thought of the question, if One were going to buy a

train-some trains, I guess, come streamlined as a unit, so one could

34-639 0 - 74 - pt.2 - 13
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buy the locomotive and all of the cars together as a unit-would that
be a single unit which would not qualify f-or the credit but there would
be multiple units that would qualify if one bought the locomotive
separately and then bought the cars separately? Would they be
separate items of equipment? Could you buy them on different days
and get different delivery dates? I think the problems are just mani-
fold. I think the competitive conditions in the marketplace would be
quite severe,

Senator BYRD. I think that is an important point you raise.
I want to concur in your view that you have expressed also, that it

is not very desirable to attempt to write complicated tax legislation
on the floor of the Senate. I think that is about the worst place to write
a tax bill.

Mr. COHEN. Well, I have never had the opportunity of trying on the
floor of the Senate, but I have participated in efforts to try it on the
floor of the American Bar Association, other legal associations. I do
not think that would be a happy indication of what occurs.

Senator BYRD. Thank you, Mr. Cohen. Thank you, Mr. Chairman.
The CHAIRMAN. Senator Fannin, do you have any questions for the

witnessI
Senator FANNIN. Thank you, Mr. Chairman.
Mr. Cohen, I am sorry that I had to leave. I certainly commend you

for an excellent statement.

COMPARING THE U.S. PRODUCTION FACILITIES AND INCENTIVES

WITH OTHER INDUSTRIAL NATIONS

It is my understanding, and I think your testimony brought out
that the United States has the lowest capital recovery tax allowance oi
any of the industrial nations. And the United States has the highest
percentage of overage obsolete production facilities and has the lowest
ratio of investment in production facilities in relation to gross na-
tional product of any of the industrial nations. Is that information
correct? I do not know whether you have it all in your statement, but
I think you have made statements to that effect.

Mr. COHEN. Well, I do not know that my statement was as com-
prehensive as that. I do not necessarily disagree. I do not have all of
that data. What I indicated was that in 1971, when I was at the Treas-
ury, our studies, when we made a thorough review of the foreign sys-
tems, showed that the capital cost of equipment, business equipment,
in the United States was higher than that of any other major indus-
trialized nation in the Western World.

After we made the ADR and the investment credit changes in 1972,
our figures show that we were behind all of the other countries except
Canada, France, and The Netherlands. Now I understand Canada has
given greater allowances; so I would have to make an exception for
France and the Netherlands at the present time. I have not studied the
matter in the last 2 years, but that is my understanding. Perhaps
others have made a more recent study than I have.

Senator FANNIN. But the general understanding is we are falling
behind the other countries, some of the leading countries of the world,
as far as modernizing our equipment and plant facilities? ,
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Mr. ConP.N. Yes. And if we were to take these steps to take us back

to the pre-197 1 situation, we would be vastly behind the others.
Senator FANX4iN. And so certainly it woild be economically sound

and only practical to continue the investment credit and further liber-

- alizo the depreciation deduction-if that could be done. Would you

agree with that?~
Mgr. Coih. Well, when you say "further liberalize it," I do not

know the current data, having been outside the Treasury for more

than a year. I think that changes in the present system could be in

order. I would hope, for example, that one could simplify further the

present systems, particularly for smaller businesses, and I know that

the Treasury, through its Office of Industrial Economics, which was

set up in 1971, has a continuing project to up-date and simplify the

system. CAPITAL Loss DEDUCTION. INCREASE

Senator FANNIN. Mr. Cohen, I have introduced a bill that provides

for a sliding scale capital gains tax, and also increases a deduction

for a capital loss from $1,000 to $4,000 against ordinary income.
With the vast needs for capital for industry in the coming decade, I

would like to have your thoughts on the concept.
Mr. COHEN. Well, I do not have revenue estimates on the effect of

increasing the capital loss deduction. I do think it is terribly im-

portant to take into the account, the treatment of capital losses along

with the many pending proposals to increase the tax on capital gains,

including the effect of the minimum tax proposal. You might, take

into account that the present law allows only a $1,000 deduction-and
heads, the Government wins; tails, the taxpayer loses, on capital in-

vestments. You cannot make a ready assumption that anyone who

makes an investment in stocks or real estate is going to make money.

Frequently money is lost and the system is unfair to them. So, I agree

that should be adjusted. Whether $4,000 is the right figure or not,

Senator, I do not know. I think there are some other possibilities

and some precedents in prior law for being fairer with losses than we

are at the present time.
.I think particularly it is interesting that half-accordin& to the data

that I was familiar with when I was in the Treasury-a0f of capital

gains are derived-on sale of stocks. In the case of stocks, we do not have

a system for avoiding double taxation of. corporate income. France,

Germany, the United Kingdom and Canada have systems to allow

at least some partial integration of the corporate and individual income

tax. Since we need stock investment to provide equity capital for

American industry, we. should take -into account the fact that

there 'is a double tax on corporate income in -considering the tax

treatment of capital gains and losses.
. Senator-FANNIN. I certainly agree with that, Mr. Cohen. It was my

undeistanding that the minimum tax was proposed to assess individ-

lals paying no tax, and you brought out quite a few items on that. I

was not here to hear all of them, but if we eliminate the deduction for

-taxes, paid, are we not penalizing those taxpayers that are presently

paying tax?
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Mr. COHEN. Well, you would be penalizing those taxpayers if they
have preferences in excess of the regular tax that they have paid. I
think that it is a better principle to go after those persons who are not
paying regular taxes, and in the minimum tax make an adjustment for
the amount of the regular tax that is paid. So I think the existing sys-
tem in this regard is far preferable to that which is proposed in these
pending amendments.

Senator FANNIN. Thank you.

TAXATION OF FOREIoN IxcoxM

You talked about the foreign taxes. Even if all income earned by a
foreign subsidiary were distributed and remitted during the year fol-
lowing the year in which the income was earned, U.S. dollar funds
would-in many cases not be available for tax payments by the due date
of the U.S. return, and of course, this gets to the problems arising out
of blocked foreign income, and the fact that in various countries, re-
mittance of dividends is delayed under exchange control laws until
local income tax returns have been audited and assessed. The under-
lying assumption seems to be that all income earned by a foreign sub-
sidiary is currently remittable, an assumption which is often contrary
to the facts of business life outside the United States.

Do you agree with that statement?
Mr. COHEN. Well, the bill that is pending, Senator, contains a pro-

vision that would not require current payment of tax where remittance
is forbidden by foreign exchange laws or other laws of foreign coun-
tries. So it cou'id be that under that provision where there is a delay in
remittance, that the existance of that foreign exchange control would
provide relief. The proposed amendment says that the taxable earnings
shall not include any amount 9f earnings and profits which could not
have been distributed by such corporation because of currency or other
foreign restrictions or limtations imposed under the laws of any for-
eign country.

I would take it that earnings would not be subject to tax under that
lvnage until they could be distributed, if distribution was prohibit-
ed by currency or other restrictions or limitations under the foreign
laws. Wherether a foreign regulation would be a law or not, I do not
know, but I think this ls an illustration of 'something that would re-
quire further clarification and elaboration.

As I pointed out, there can be other reasons for inability to distrib-
ute earnings. For example, we have encouraged our foreign subsidi-
aries to borrow abroad the large amounts of money they may need. I
am sure that many of those loan agreements restrict the payment of
dividends until the loans have been paid off, but such a restriction
that would prohibit the Xayment of dividends would not be imposed
under a law, but it woul be under a prior contract. When in the past
we have adopted similar statutory provisions in the personal hblding
company field, we have always made an exception for distributions
forbidden by contract.

Now, there are many such problems here that would have to be dealt
with, in my judgment.
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Senator FANNIN. Tlat was my undlerstanling, that so many of the
laws of the foreign countries have been written in accordance with
what exists as far as otir laws are concerned.

Mr. CoiiEw. I do ii6t know. what would happen if some countries,
for example, we hd. his provision by law prohibited distributions
so as to make the U.S. tax inapplicable. The country itself might by
law intentionally rohibit the distribution back to the United States.
If the country didthat, the effect of this provision would be nullified

Senator FANIN. Thank you.
Thank you, Mr. Chairman.
The CHAIRMAN. Senator Dole?
Senator DOLE. I have no questions.

EFFECT OF Hoi TAXES Ox INDIVIDUAL. AND BUSINESSES

The CHAIRMAN. I just want to ask about one thing that occurs to me.
When we strike down the depreciation provisions the depletion al-

lowance, the investment tax credit, and if we do all this whole package
that we have here, raising the minimum tax and disallowing the credit
for the tax that has already been paid and cutting the deduction down
from $80,000 to $10,000-we are going to be seeking to make people
pay taxes in about a 70 percent racket if they are making $100,000
income, that is, for an individual. I think you get up to that marginal
tax rate pretty quick, do you not ? At what point is the marginal rate
70 percent for an individual?

Thanks to inflation, in other words, what we did not do to take the
taxpayer's money away from him, inflation pretty well followed
through and achieved for us.

Mr. COHEN . Well, a single person, an unmarried individual hits the
50percent bracket at $32,00 of taxable income, after his-

Senator CuaTIs. Is that erned income?
Mr. ConEN. Pardon? %
Senator Cun'ris. Is that earned income?
The CHAIRAMN. That'is any taxable income.
Mr. CohE.N. It is net taxable income, after allowance of deductions,

personal deductions and exemptions. The rate bracket for single per-
sons reaches 50 percent at $32,000 and for married people on joint
returns, reaches 50 percent wt $44,000, but say roughly $50 00

The ChAIRMAN. At $10,0001 it hits the 70 percent rate, and that is
not counting any State ine ine taxes lie is paying.

Now, if he is paying a State income tax, that would add about 6
percent more in Luisiana, for example'. 0$ course, Louisiana is very
generous. They only tax you on what you have got leftafter you pay
the Federal Government. A lot of States do not do it that way.,They
tax you on your whole income .vithout giving you any consideration
for what you have paid the Federal Government.

Now, I think most people tend to think when the Government puts
a tax above 50 percent, the Government regards that as antisocial con-
duct and that therefore you ought to find a different way of doing
business. They usually proceed to find ways of doing business in some
other fashion, do they not, when the tax rate gets iigh enough I



550.

In other words, when people are paying more than half of their. In&-
come in taxes, do you gain the impression that they start trying to find
ways to do business in a different fashion, either-not to do as much
business or not to make as much income, to defer it, postpone It, or find
some way to change their way of doing business I

Mr. Cor r.. I think that is a tendency of many people, Senator. I
was surprised when I was/at the Treasury, while I seldom saw any
individual tax returns I saw analysis of them, and we tried particu-
larly to find out whether 'high income people would pay 70 percent
taxes and so on. I found that many of these people paid ver high
taxes. I understood from conversations with many members of the bar
who had substantial incomes, that, they just paid high taxes. They
practiced law and they 4id not get into investment situations that
might reduce tax but would require time and energy and detract from
the time that they devoted to practicing law.

So there are people who are paying, not 70 percent effective rates,
but paying effective tax rates on their income of' 45, 50 percent and
more. But there is certainly the tendency that you suggeserthat people
in high brackets will go into such ventures. If a taxpayer has one suc-
cessful business, the thing to do may be to start another business which
in its early years will lose money and reduce his taxes btW which if he
manages it carefully, after a few years would turn in6i6 a profitable
venture.

I do not see how one can in a highly progressive income tax system
seek to stop that. Indeed, I question whether one should try to stop it.

The CHAIRMAN. Well, there are just all kinds of ways. For example,
if people sa, I do not want to give 70 percent away to the Government,
I would rather give it to my favorite charity, they set up a foundation
and they give everything they make more than a certain amount to
their foundation. Assuming that the foundation has a proper purpose
and it is properly run, that is a deduction. 'And you can borrow the
money tobuy a piece of land, and put money into improving it, and
that has the effect of giving one a deduction for the time Wing and
deferring the income to further on down the road, when the trees grow
and you am pay to begin to 'harvest trees off the improvements
and things of that sort.

Now, with regard to the oil industry, that industry has been work-
ing on the theory thab tax considerations were such that you ought to.
Sgo. ahead nd produce the oil as rapidly and as efficiently as you can.
Their contracts are geared that way. But when they reach & point that
the Government is taking 70 percent of what they mak6 as individuals,
does it not stand to reason that they will start drafting their lease-
and contracts in a different fashion geared to the new situation ?

F6r 'example, the thought occurs to me that if I were a farmer sit-
ting out there on i large piece ofproperty and someone 'wanted to lease
my land, if there was oil down there I would not want to pay 70
percent of my resources to the'Government. I would try to find a way
to keep more of it, and I think I would want a contract that would
say that I was a partner in thedrilling so that I would have the benefit
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.of the ibtVqftle drilling expenses of drilling, the well. 4nd then I
wouldn't want him to take out so much oil a year that it would prevent
me from keeping at least 50 percent of .what was my oil after taxes.
So I think I would- want it put in the contract that we would drill the
well, and that after the driller got his money back, I would want the
contract to say he would put me in there for a share rather than as a
royalty owner, put me in the working interest, but require him to
obtain for me a nonrecoursA loan so that I would be in for a share of
the working interest. Then after the cost of drilling the well had been
recovered, we would then have it in the contract that we would come
into agreement as to how much oil we would take out each year, because
I would not want'the Government to get 70 percent of it. I would want
to take out so much and then just leave the rest there, just not take any
'more out until next year, and by doing that, one could space his income
over a long period of time, depending upon what deductions he had
from other things. .

Now, that to me is just a logical way to do business in the oil indus-
try. It certainly is as far as that farmer is concerned, in the event that
he loses his depletidIiallowance.

Now, people do not tend to see those things when they vote on a tax
lawlt-it oftentimes works out that way.

Weoed i"provision about social services some years ago. I think
it was supposed to have cost about $75 million a year, to provide 75
percent matching for social services rather than 50 percent, and in just
a few years it was threatening to cost us $5 billion a year instead of
$75 infllion -The reason is that. it was attractive to people simply to
shittihf their welfare money over into something that they could
call social services. They were even getting around to building high-

'ways and calling it a social service.
The same general thing tends to happen in economics. When you

write your laws in such a fashion that. it is desirable for a person to
change his way of doing business, he will change it.

Does that not frequently happen
Mr.,ConEN. Oh, constantly. Think that in a system of taxes that

are 48 P at. 'for operations and up to 70 percent for individuals,
anyone pT ning business investments must do so on the basis of after-

'tax effects and not before-tax effect. The taxes are just too high to
ignore. That's the essence of the problem. 6 a

The C1TAIRZMAN. It would appear to me that Congress is in the proc-
ess of changing laws to make it advantageous for people to defer their
production in the minerals industry, and when they do, since we are
in prospect of ai'shortage of energy already, it seems to me that Con-
gress.ll then be a position to take credit for a much greater
shortage o energy when its laws go into effect. I think that is ag rather
foolish thing to do. People do not have to have any foresight, but*
usually the Nation is better bif if they do.

Thank you very much.
Mr. Co irs. Thank you, Mr. Chairman.
[The prepared statement of Mr. Cohen follows:]

/AI*.
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Statement of Edwin S. Cohen

before the

Senate Finance Committee

June 11, 1974

My name is Edwin S. Cohen. I am a professor of law

at the University of Virginia and am of counsel to the law firm

Covington B Durling, Washington; D. C.

I am pleased to have the opportunity to appear before

you this morning and to comment briefly upon some of the major

tax increase proposals now pending on the floor of the Senate

as amendments to H.R. 8217, a tariff measure dealing with certain

ship repairs. I shall try to indicate a few important reasons

why I strongly believe the proposals should not be adopted, and

particularly so without the benefit of adequate public hearings,

staff consideration of public comments and objections, and mark-

up sessions of this Committee.

Minimum Tax

The concept of a minimum tax was born out of a desire

to see that those persons who use "preferences" or "incentives"

in the income tax law to eliminate much or all of their income

tax will nonetheless pay some reasonable minimum amount in support

of the federal government. I do not think that the proposals

pending in the Senate to amend the minimum tax will make signifi-

cant progress toward that goal, but instead will have the principal

effect of simply increasing the tax on long-term capital gains rea-

lized by individuals.

-,?I
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In introducing this proposed amendment on May 21,'

1974, Senator Bayh stated its objective as follows:

"Strengthening the minimum taxi Our goal hero
is to make more effective the minimum tax, which
was passed as part of the Tax Reform Act of 1969.
Each year there are taxpayers who have substantial
income which is not included in their regular tax
base because of income exclusions thought to be
justified for social or economic reasons. While
Congress continued to recognize h need for these
exclusions, we also recognized a basic inequity
in permitting a relatively few wealthy taxpayers
'Tosa~ liability entirely by Invostlnqi heir
resources soIly in tax-ree, income -producing
assets." (Cong. ROe. p. S8700.) (Underscoring
supplied)

While I agree with the objective, I respectfully submit tha the

proposed amendment would be largely wide of its mark, and that

when changes are made in the minimum tax, they should be of a

different type.

The minimum tax concept was originally developed by the

Treasury staff in 196'8, and was modified in some respects by the

incoming Treasury in 1969 and in the House version of the 1969

Act to take the form of a limit on tax preferences, but it was

completely revised in 1969 in the Senate to assume substantially

its present form. As it now exists, .it requires individuals and

corporations firbt to total the amounts of nine enumerated pre-

ferences reflected in their tax returns second, to subtract from

the total an exemption of.$30,000; then to subtract the amount

of'the regular income taxi and finally to apply a tax rate of 10%

to the balance.

The pending amendment in the Senate would modify this
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prespnt formula (1) by reducing the $30,000 exemption to $10,000

and (2) by eliminating the deduction for the regulartax.

At-the 10% minim tax rate# the $20,000 reduction in
* " exemption would not increase the burden ,on any person beyond

* $2,000. Obviously, it would substantially increase the number

of persons who would be subjecte!d to the tax and moke it applIi-

cable to middle income persons who are not in the category of

"a relatively few wealthy taxpayers."

The proposed elimination of the deduction for the regu-

lar income tax would, however, have a substantial effect., but

that effect would primarily be-to make the minimum'tax on

individuals be an additional flat rate -tax on~capital gains

above the egemption.level..

Of the ninj preferences covered by the present minimum

tax1 the IRS Statistics of Income data for 1970 and 1971, which

contain 'the latest such data thaolias been published, sho ,that

only four were of significance on individual returns. Roughly 85%

of the amounts of these preferences consisted of the excluded

half of net long-term capital gains. The balance was roughly evenly

divided apong depletion, stock options and accelerated depreciation

and amortization on real estate.

Under the existing law thq vast bulk of the'%fect

of the minimum tax on individuals falls on capital gains, and

almost 'the entire impact of the proposed stiffening of the miniku

tax in the amendment pending on the Senate floor will fall on

capital gains. This seems a major shift of the high purposes
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with which we set out some five years ago'in an effort to see

.that all high-income individuals pay some-iinimum tax.. Capital gains

are in broad effect under present law subject at least to tax on

half the regular rates, with a coiling rate of,2-5% 6n the first

$50,000 of gains. The primary effect of the/proposed amendment

,.,to the minimum tax would be to levy an additional flat tax of 5%

on not long-term capital gains exceeding $20,000. That would

be the net effect of imposing a 10% tax oh the excluded .half of

capital gains after a $10,000 exemption.

It would be difficult indeed to explain the wisdom of

this to persons who after thirty years sell their businesses or

their homes or their farms. It is important to'note that, accord-

ing to the,'IRS Statistics of Incomd, in each'bf the years 1960

through 1972 more than half of the amount of net capital gains

,has been realized by individuals with adjusted @ross income under

$50,000.

It is particularly difficult to devise an addquate

mean s of caring for cases in which capital gains have accrued

•over a long period of time and are realizea in a single year'

'by a person who has had little or no-realized gains for many

years,.such as a person who' sells his business once in a life-

time upon retirement. If a substantial minimum tax, is applied

,to capital gains, either a system of carry-backs and/or carry-

.forwards should be devised; or else perhaps the. minimum tax
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might be limited to gains on assets held for less than three or

five years.

In the case of corporations I understand from the avail-

able published dati that a high proportion of the minimum tax has'

been occasioned by percentage depletion. But pending lbgislation

in the House would phase out or perhaps eliminate most of per--.

centago depletion, as would other proposed amendments pending

on the Senato floor. Until that matter is disposed of, it is

not possible to judge the overall effect of the pending minimum

tax amendment on corporations.

The Ways anckMeans Committee has proposed major changes,

affecting the preferoncesthat',fogm the'.base of the'miiimum ta,

either in the pending erEy'gy tax bill that it has iep~orted, or

in tentative, decisions it has already announced on general tax

reform legislation; It is currently reviewing tho proposals of

"the Treasury and those of the Joint Committee staff for a.basic

revision of the minimum tax. I respectfully suggest that it would,'

be confusing and unproductive to take up on the floor of the Senate

"tho proposed minimum tax amendment, without adequate committee con-

sideration, while basic changes in the preference base and the

structure of the-minimum tax.are being aealt with in the traditional

Congressional procedure,

As I have noted, the original concept of the minimum tax

wos that it would insure the payment at least of ebme minimum

amount of tax,by those who avail themselves' to an unreasonable

extent of the preferences or incentives provided by Congrons in

I a
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the tax law. As such, it was designed so that the taxpayer would

compute his tax under the regular method, and then compute an

alternative tax with the preference items added back to income,

and pay the larger of the two taxes so calculated. As finally

adopted in 1969 it is not an alternative minimum tax but an

added tax on the preferences, to bu paid over and above the

regular income tax. By allowing a deduction for the regular

income tax, the present form of minimum tax at least preserves

to a considerable extent the original concept that it should apply

to those not already paying A substantial amount of tax in support

of the government. It is to the latter group that I believe the

minimum tax should be aimed, and unless the minimum tax is altered

by more bqsic changes that are being considered in the House, I

would sublnit that the deduction for the regular income tax should

be retained.

AsstDerac tidn Rancvo 4AR Sstem
an! n1uCuJtment Creilt

Several of the pending amendments would repeal the

Asset Depreciation Rangb system (or ADR) that was adopted in 1971

and restore"the o14, iP62 .opreciation guidelines and the so-called

"reserve ratio tbst;" and another would eliminate the 7% invest-

ment credit on assets'costing more than $100,000, with gradual

reductions in the credit fo;assets costing betweo $50,000 and

$100,000. Both for important policy reasons and technical and

administrative reasons, I believe it would be a grave mistake to

adopt these proposals.
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The need for capital formations and investment in

productive machinery and equipment is at least as great, if not

greater, than it has ever been. We have vast requirements to

keep pace with accelerating technological changes, to make essen-
A'

trial inVestments for.prevontion of air and water pollution, to

create new plants and equipment to satisfy domestic energy and other

needs,.to keep pace with increased efficiency in the productive

facilities of other nations and the increased competition they

provide, and to maintain jobs for our expanding lnbor force.

The history of the past dozon years providoo us with

dramatic evidence of the roller-coaster effect of changing the

system of depreciation allowances and the investment credit. When

the ADR system was enacted and the investment credit Was restored

in the 1971 Act, the Senate Finance Committee report (p. 9) con-

tained a chart showing domestic now orders for machine tools for

quarterly periods froin 1960 through.1970. I am.atta-hing to thick

statement an extension of this table to the present time. The

table shows:

- The reduction in depreciation lives and the enact-

ment of the investment credit in 1962 marked the beginning of a

sharp, rise in such orders until 1966, subject to a brief setback

in mid-year 1964.

- When the investment credit was suspended.in the fall

of 1966, a precipitate decline in such'orders occurred,

, - Following restoration of the investment credit in the

spring of 1967, orders rose until in early 1969 they passed the

1966 peak.



559

- When the investment credit was repealed 4a of

April, 1969, another precipitate decline in such order ensued

until at the end of 1970 they reached the low levels of early 1962.

- When the ADR system was announced in January, 1971

and the investment credit was restored as of April 1, 1971,

orders commenced a sharp climb that has taken them now above the

levels of early 1969.

Oliviously other factors, including changes in interest

rates, had their effect, but the coincidence of these dramatic

fluctuations in machine tool orders with 'hanges in capital cost

tax allowances demonstrates the great risk to the economy and

to jobs that would be involved In any major reduction in those

allQwances at this time. This is particularly true since the

announcement last week by the Department of Commerce that capital

spending for plant and equipment for the year.1974 is expected

now to rise less than was anticipated three'months ago, and that

these outlays will rise in the second half of the year by only 5%

over the first half instead of the 7.2% earlier projected.

Before the depreciation and investment credit changes

were made in 1971, Treasury estimates showed that our income tax

laws made the capital cost of business equipment higher than

that of any other major industrialized nation in the Western

world. The 1971 changes restored American business in this regard

to a position somewhat more favorable than Canada, France and

the Netherlands, but still behind West Germany, Japan, the United

Kingdom and others of our principal competitors in the world'narkets.
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I understand that subsequent changes in Canadian law make our -

allowances less favorable than theirs. In the highly competitive

world business situation# I think it would be a grave error to go

back to the pre-1971 status that would make the capital cost of

modernizing and expanding our productive facilities greater than

that of all our major competitors.

The pending amendments to repeal ADR would require thakt..

we return to the guidelines lives of equipment set in 1962 by

Revenue Procedure 62-21 on the basis of data from 3.959 or 1960

sources. In the light of. vast technological and scientific

changes and resulting increased obsolescence that have occurred

in the meantime, it would seem most unwise to make a peremptory

decision to return to equipment lives establiahad from data now

some fifteen years old.

Moreover, the pending amendments would specifically

require reinstitution of the so-called "reserve ratio test" that

was adopted in Rev. Proc, 62-21 and substantially modified in

1965. The 1962 test was quite complex but was adopted with a

three year moratorium in 1965 further complex tests were added

to the 1962 rules so that their effect would not seriously be

felt until some five years later. When one managed to comprehend
the tests, it became clear that they had major fundamental weak-

nesses, including favoring new businesses over established com-

panies, penalizing the retention of old equipment for-stndhy use,

and reliance upon the past history of old assets as the .ide

for predicting the future life of modern technologically different
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new equipment. in an RS survey in may 1971 of 3,500 .xperienced

IRS eloypos, 87% of theexperienced revenue agentsstated that

the reserve, ratio-test was unworkable and impractioa:6 and 8%

favored abandoning ita 
.

On June 22, 1971 the Treasury issued a lengthy analysis

of the problems and defects in the reserve ratio test, both of

a logical and administrative nature, and the reasons for abandon-

ingit. The results of suddenly restoring it would, I believe,

be little short of chaotic.

The ADR system can, of course, stand continuing study

and for this purpose an Office of Industrial Economics was estab-

lished in the Treasury in 1971. Improvements can be made from

time to time as experience indicates, and hopefully some aimplifi-

cations can be introduced to reduce accounting expense for smaller

businesses. But sudden abandonment of the system and turning the

clock back a dozen years to outmoded data and an unworkable and

unfair reserve ratio test would be a grave error.

Thi proposal to limit the investment credit to equipment

costing less than $100,000, and, to phase it out for equipment

between $50,000 and $100,000t would be unsound in policy and,

I fear, an administrative problem of major proportions. Since

the credit would-be determined by the dollar cost of each piece of

equipment, it would not be a small business provisions it would be

ava1ableto~large businesses as well as small, so long as individual

equipment purchases were below the cost limit. it would introduce

84.6 0. 74 . 1 14
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new and untried competitive factors between a single large piece

of equipment and two oi more smaller pieces of equipment that

could accomplish the same task. It could, for example, change,

the competitive position between buses and airplanes, since buses

would be below the limit arfA airplanes above it. It would' require 0

a host of rules in an effort to determine whether particular

equimont represented a single item or multiple items, whether

parts purchased scparntcly and assembled by a taxpayer should be

treated an 6 single item or different items: whether additions to

existip equipment should be aggregated with the original cost,

etc. It would uuieri to be extremely difficult to apply such a

rule in a fair and equitable manner.

ror thu!se briefly stated reasons, among other, I would

strongly urgo that the pending proposals for depreciation and

.investroi|t credit changes not be adopted.

*. 4

, /
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Taxing Undistributed Profits of U.S.
Controlled Foreign Subsidiaries

One of the important pending amendments would re-

quire United States shareholders in foreign corporations

that are more than fifty percent controlled by United States

persons to include currently in their income their pro rata

shares of the undistributed earnings and profits of the

foreign corporation.

This is a proposal that was rejected after thorough

consideration by the Congress in 1961 and 1962. It involves

deep-seated policy considerations and enormous technical com-

plexities. IVshall not attempt in this brief statement to

review the'many important reasons why I would oppose the pro-

posal, but shall note only a few of the many significant

aspects.

- To the best of my knowledge no other country in

the world seeks to impose tax currently on the undistributed

earnings of foreign subsidiaries from business operations.

To enact such a measure unilaterally without some assurance

of comparable efforts by other industrialized countries would

put U.S. businesses at a significant disadvantage ±n world

competition.

- I understand that of the qome $350 million of

additional revenue that is estimated would be produced by
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the proposal, more than one-third would come from U.S. con-

trolled'foreign shipping companies. Since other countries

now impose little or no income tax on shipping companies

controlled by their residents, American controlled shipping

would-be put at a distinct competitive disadvantage by a

48% tax. The result could be to force sales or passage of

control of these ships to foreign persons.

- With respect to subsidiaries operating in de-

veloped countries, which ,generally have substantial cor-

porate tax rates, the corporate tax paid in those countries

together with withholding taxes on dividends paid to U.S.

shareholders will generally equal or exceed the U.S. tax,

resulting in such cases in no U.S. income tax after allowance

of-the foreign tak credit. In such cases the effect of

the proposal would be not to increase U.S. revenue but to'

cause payment of withholding taxes to foreign governments.

-With respect to subsidiaries operating in less

developed countries, which frequently have lower rates of tax

to attract industry, the proposal would nullify those tax in-

duqements while leaving them available to businesses from

other developed countries. This problem involves an importafrrk

policy issue in our industrial and political relations with

less developed countries that should have thorough review.*

For an interesting and informative recent discussion of our tax
relationships with these nations, see "U.S. Income Tax Treaties
and Developing Countries" by Nathan N. Gordon, Deputy to the
Assistant Secretary of the Treasury for Tax-Policy (International
Tag Policy), in "Essays on Taxation, Cdntributed in Memory of
Colin F. Stam", Chapter XIII, published by Tax Foundation, Inc.,
1974.

(
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- U.S. shareholders would be taxable on the un-

distributed earnings of foreign corporations even though..

the foreign company might be forbidden by loan agreements

or other contractual commitments to distribute the money to

defray the amount of the tax. The proposed amendment con-

tains relief where foreign exchange restrictions or other

foreign laws prohibit dividend payments, but not where they

are forbidden by existing contracts. This would seem most

unfair.

- U.S. corporate shareholders of a controlled

foreign corporation would be subject to a maximum U.S. tax

of 48% on the undistributed earnings and would be allowed

credit for the foreign corporate income tax paid but U.S.

individuals who are shareholders would be subject to U.S.

tax up to 70% without any credit for the foreign corporate

-taxpaid. This too would be unfair. In the existing Sub-

part F, dealing with so-called tax haven foreign corpora-

tions, special provisions give individuals tax treatment

comparable-to corporations.

- Capital gains of controlled foreign corporations

would be taxed to U.S.. shareholders as ordinary income.

- There would be especially difficult technical

problems where the foreign corporation has more than one
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class of stock owned by different persons antl where there

are minority stockholders in other countries. Moreover,

the U.S. shareholders would be taxed not on statutorily

defined "income" of the foreign corporation, but on "earn-

ings'and profits," a term not adequately defined in exist-

ing law or the proposed amendment. The proposed amendment

says that the earnings and profits shall be "determined

'according to rules substantially simi-lar to those applicable

to domestic corporations," but such a provision is a vague

basis for laying taxes, espccial]V when'the domestic rules

are uncertain in many respects. 11hile these problems exist

to an extent under existing law with respect to the foreign

tax credit and foreign tax haven operations, the problems

would be far more pervasive if applied to all U.S. controlled

foreign corporations on all their current earnings. They

would, I believe, require much greater elaboration in the

statute than Is contained in the proposed amendment. Even

if elaborated, they would involve grave problems and com-

plexities.

These are but c few illustrati6ns of extremely

difficult policy issues and technical problems that would

,be involved in thb proposal and that have cause'l me to

oppose its adoption, as I have since it was first advanced

in 1961. In any event, I respectfully submit that the

proposal should not be dealt with in floor debate without

adequate opportunity for public hearings before this com-

mittee, followed by executive sessions and extensive staff

work.
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Domestic International Sales Corporation (DISC)

Another pending amendment would terminate as of the

beginning of 1974 the provisions enacted iti the Revenue Act of

1971 relating to domestic international sales corporations

(DISCs). While I think experience indicates that some amehdments

of the DISC provisions are in order -- and some tentative decisions

to make changes in them have een announced by the Ways and Means

Committee -- I think it would be most unwise to reper the pro-

visions at this time.

The DISC provisions were designed to eliminate the dis-

advantages which existed under the prior income tax law to U.S.

corporations engaged in export activities as compared with those

that manufactured abroad through foreign subsidiaries. It was

designed to knep jobs at home. Since adoption of DISC our ex-

ports have increased to an enormous andounprecedent'extent. Of

course, in the 2-1/2 year interval since the enactment of DISC,

there have been momentous changes in the international economic

scene, including dollar devaluations, floating exchange rates and

the world energy situation. It is too early to appraise the

effect of DISC in the total expanding export picture to terminate

it by precipitous action. The United States must maintain its

exports and continue its efforts to keep jobs at home.

When the 1971 Act was pending in the Finance Committee,

a provision was inserted in the DISC sections to make it
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inapplicable after 1981 in order to insure a review of its

operation and effect over an initial ten-year period. On the

Senate floor this period was shortened to five years. In con-

ference, however, the time limit was deleted. I understand the

time limit was dropped by the conferees because U.S. companies

in deciding whether to locate manufacturing facilities in the

United States or abroad should not be faced with the possibility

of early termination of DISC, or else the provision would not

have its intended effect in encouraging them to produce here for

export. This was particularly true in view of the lead time re,

quired to plan and complete construction of facilities and to

operate them profitably.

If the DISC were now to be repealed as of the beginning

of 1974, only two years after it took effect, the termination

would occur far sooner than was even suggested as a possibility

in 1971.' Such action would be most unfair to the many companies

that have relied upon it in making decisions to locate plants

here for export rather than to manufacture abroad.

It is far too early to appraise the effectiveness of

DISC as a factor in the vast Increase in our exports that has

occurred since its enactment. Preliminary data has only become

avaiiable for the year 1972, *hen there were some 2,200 DISCs.

I understand there are now more than 5,300 DZSCs. It is impor-

tant that we make a thorough appraisal, and make it with data

over a period substantially longer, than a single year, before

contemplating repeal of the provisions.
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Prior to the enactment of DISC, the United States had

the most rigorous and extensive income tax statute and regulations

of any country in the world with.respect to export'sales to

affiliated foreign corporations. So far as I know, no country

other than Germany has adopted provisions comparable to our

Subpart F relating to business profits from sales and services

in the dozen years that have intervened since we enacted it in

1962. We have offered, in the O.E.C.D. and elsewhere, to enter

into multilateral treaties, or a series of bilateral treaties,

with major nations to treat such international export transactions

on a comparable basis under the various income tax laws, but to-

little avail. In the highly competitive international azlea, it

is essential, I think, that we not abandon DISC until other nations

impose income tax rules on international sales between affiliates

on a basis roughly comparable to those that would apply to

American companies. We should not ask our companies to compete

through exports under income tax rules and requlations that place

them at a distinct disadvantage.

The DISC accomplishes two principalobjectives. First,

it permits an affiliated sales corporation to have an American

charter with the same effect as if it- had a foreign charter. This

is not an essential change, but it greatly simplifies IRS audits

to have the company's book and records kept in the United States

rather than abroad, and it reduces complications both for the

company and the government. Second, and more important, it pro-
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vides specific statutory rules for determining the amount of manu-

facturing profit that is to be taxed currently and the amount of

foreign sales profit that is not to be taxed until distributed

to shareholders. In broad terms 75% of the total profit is

taxed currently as manufacturing profit and the balance is

treated as deferred foreign sales profit.

If we were to terminate DISC we would be back iii the

same position that we were in before the 1971 Act, under which

affiliates would be organized and operated abroad and the al-

location of total profit on exports between manufacturing, profit

taxed currently in the U.S. and the sales profit of the foreign

subsidiary, which would not be taxed currently in the U.S., would

be the subject of lengthy. and complex disputes on IRS audits.

The statutory DISC allocation formula, under which roughly 75%

,of the total profit is currently taxed in the U.S. as the manu-

facturing profit, provides a reasonable and convenient rule of

thumb to avoid costly and protracted disputes.

While the DISC could be improved in some respects by

amendments, such as by removing its application to raw materials

and goods subject to export control, I would strongly urge that

it not be repealed at this early date. In particular, we should

await further evidence upon which we can base an informed judg-

ment and further efforts to secure some standardizatioA of income

tax rules in this regard among the major industrialized nations.
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Tax Burdens and the Legislativ2 Process"

These and other pending tax increase proposals on business

and investments have'been advanced simultaneously with proposals to

reduce personal income taxes because of the effects of inflation.

changes in the level of individual income taxes to take account

of inflation and other factors, particularly among the low income

groups. A major item in the Administration's tax reform proposal's

presented to the Congress in April 1969 was the introduction of

the Low Income Allowance, designed to remove from the Fbderal

income tax rolls substantially all individuals who were below the

estimated poverty level. As I said in my statement before the

Committee on Ways and Means on April 23, 1969:

"First priority for reducing the present bur-
dens of federal income tax should be given to
removing the tax on people in poverty."

It seemed to me that it was anomalous to be collecting income

taxes from those who qualified for welfare relief. Accordingly,

we recommended that the minimum level for imposing individual

income taxes be raised for single persons from $900 to $1,700,

and for a family of four from $3,000 to $3,500. In the Revenue

Act of 1971 the levels were increased t3i 050 and $4,300 as'

poverty levels rose.

I believe this is a sound principle to follow and that

adjustments are required from time to time so long as inflation

causes income and essential living costs to rise. At the same

time, however, attention must be given not only to these minimum

levels but to the entire spectrum of individual taxes, including

the tax rate schedule itself.
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The ratio of ajgregate personal income taxes to so-

callpd taxable personal income has remained relatively steady at

about 11% for the past 20 years, primarily as a result of the

successive tax reductions made in the 1964, 1969 and 1971 laws.

But only once in the past 20 years has there been a substantial

change in the tax rate structure; that occurred in 1964 when

rates were reduced approximately 20% across the board. Inflation

has affected not only the low income groups but middle income

groups as well. If substantial changes in the tax structure are

to be Made because of inflation, the rate structure deserves to

be reexamined along with personal exemptions and standard deduc-

tions. Otherwise, an already highly progressive structure is

constantly steepened as middle income groups in particular are

shoved up into higher tax brackets, although their actual purchas-

ing power has not increased.

I-respectfully suggest to the Committee that it would be

unwise to attempt to write major tax legislation on these important

subjects in floor .debate without prior Committee meetings and report.

The Congress is blessed with the services of the distinguished Dr.

Laurence N. Woodworth and his able staff of the Joint Committee on

Internal Revenue.Taxation, as well as having available the highly

competent advisers and technicians on the Committee staffs in both

Houses and in the Treasury. Their comments, advice and assistance in

committee meetings are of inestimable value. In the floor debate,

however,, while these experts are available for consultation, they

may not state their views or participate in the discussion. In a



. /

573

statute so interlaced with delicate but vital complexities, with

important provisions so interdependent and replete with cross-

references, I think it would be most inadvisable to attempt to

write such legislation without the benefit of the services of

these experts in mark-up sessions of the committees. I cannot

recall an occasion in my almost 40 years at the bar in which

income tax provisions of the magnitude now proposed have been

written in floor debate.

Our founding fathers stipulated in the Constitucion that

revenue measures should originate in the House of RepZcsentd&tives,

although, of course, the Senate has the right of amendment or
rejection. The opportunity for comment and protest in public'hear-

ings by taxpayers on major tax legislation has historically been

preserved in both Houses and particularly by this Conmittee. It

serves the most useful purpose of permitting the public to express

its views and particularly to permit taxpayers the opportunity of

pointing out inequities and hardships, frequently unintentional,

which tax legislation can produce. The Ways and Means Committee

ig now in the midst of meetings on a major tax reform mcasire, but

"its public hearings were concluded more than a year ago before

significant changes occurred in economic conditions.

When the bill that the Ways and Means Committee is prepar-

ing is introduced and passed by the House, it will be a matter of

prime importance that the public, including taxpayers affected or

Lggrieved, be given the opportunity to appear before this Committee

and call attention to specific needs for revision, not merely on

broad policy issues but on the specific drafts of statutory language.
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- Adequate-,opportunity should surely be given for public scrutiny

of the bill't\f or the airing of suggestions for change and for

markup of the bill by this Committee with a report to the Senate

before floor debate begins. There cannot be sufficient oppor-

tunity for this to take place during conference with the House,

if the full Senate acts now.

I respectfully suggest to you that public confidence

in the legislative process for enacting fundamental tax changes

must be maintained. That confidence would be endangered if the

opportunity for adequate public hearings and Committee considera-

tion with staff assistance were forfeited by impatient action on'

the floor of the Senate.
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The CiTAIRMAN. Next we will have Mr. Frank Ikard, accompanied
by Mr. Richard Gonzales, for the American Petroleum Institute.

We are certainly happy to have you here, Mr. Ikard. I know you
can add something to the general area in which this committee "has
been struggling-for some tinie, and I am sure that yourassociate, Mr.
Gonzales-I believe you are an tWconomist . professionally, Mr.
Gonzales?

Mr. GONZALES. Yes, Mr. Chairman.
The CIIAIRMAN. I am sure you will be able to provide us some

useful information.

STATEMENTS'OF FRANK N. IKARD, PRESIDENT, 'AMERICAN PETRO-
LEUM INSTITUTE, AND RICHARD GONZALES, AMERICAN PETRO-
LEUM INSTITUTE

Mr. IKARD. Thank you, Mr. Chairman.
Dr. Gonzales and myself both have short statements t6 deliver.
Just for the record, my name is Frank Ikard. I am President of

the American Petroleum Institute, which is a trade association repre-
senting a cross section of the petroleum industry, from the very
smallest operators to the very largest firms.

The key point I wish to tress is that the imposition of heavy addi-
tional taxes on the petroleum industry *;'ill prove a harmful burflen
to consumers very quickly, it will perpetuatee oil shortages, it will
aggravate, inflation, and will weaken the position of the Nation in its
economic security and its international relations.

O1, COMPANY PROFITS

Let me say emphatically that those who think that additional taxes
can be paid-out of the profits of the industry without affecting sup-
plies and prices are wrong. The very harsh business realities are that
the huge expension of investments required to overcome shortages of
oil and gas and meet the needs of a prosperous and growing economy
can be made only if the rates of return on new ventures, after all costs
including taxes, appear attractive to investors in relation to the alter-
native opportunities, most' of which would involve much less ripk,
and provide a higher rate of return.

The A.ppearance of sharply increased profits for the oil industry, as
for many other corporations, reflects the distorting effects of infla-
tion. As a result of the abnormal rise in prices, depreciation charges
based. on book investments fall far short of covering the replacement
costs necessary to maintain reserves and productive capacity. In addi-
tion, apparent gains'resulting from the sale of older, low-cost inven-
tories and replacement by higher cost new stocks are of no real value
to an individual company or to a company's stockholders because they
must all be kept in the busines to finance the inventories required to
maintain operations at existing levels.

We can compare this situation, I think, to that of a family which
acquired a home for $20,000 in 1960, and assume that in 1970 ihe head
of the family was transferred to another city. We will say he sold
the house for $30,000 that, had cost him originally only $20,000, but he
had to pay $30,000 to buy an equivalent house in the new community.
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ITnder those circumsthces, which l)arallei the experience of the 1)tl'o-
I i inilust., tihe a ppelal rance of a large windfall profitt losess not
measure Cor|'ectly the rIeal econiotliic facts.

In c('nsi(lerihig this much-publieized subject. of oil industry )rofils,
I think another point also iee ds claritication. 1)evaluation df the dol-
lar distortedl the appxar-an,,e of 1973 earnings. ]art of what looked like
a great increase in profits of international companies was actually only
au inea.W r~eS1l ifig from the larger number of dollars considered to

e equivalent to the earnings on foreign operations. The Chase Man-
hattan Batik reports that almost one-fourth of the worldwide increase
in oil complanv earnings could be attributed to this one factor in 1973.

The inadequate level of oil and gat prices and l)rofits'(uring the
1rast (lecade is deindostrated clearly by the decline that has taken place
in )roved 1.S. reserves available to meet current. needs an( by the
way in which productive capacity' has lagged far behind increasing
(ledilall( for miatural gas an(d l(troleulmi products. fuels that, are
('tii romIieutal lv Suiperior to cold.

That. desirable situation occurred because profits on l)et|roleum
operations were kept too low by Government regulation of natur|-al
gas prices that, also limited prices for competing fuels. The controlled
price, of natural gas at the wellhead unbelievably has been the equiva-
lent of fuel oil at about 3 celnfs a gallbn. As a result of these artificially
low prices, maniy small op1erator.(,quit looking for oil and gas in tle

TIlnited States till(] the larger firms could not. justify exl)ansion in their
efforts..

Ilh('n I hear the clamor about today's oil comlianv profits, I ca nnot
help lut wish that there had 1)een 'something like this din on the other
side during the late 1950's and 1960's. In 10 of the 15 years from 1959
through 1973. oil company rates of return were less than the average
for all other tmania facturiilg. In light, of the high risks and uncertain-
fies in the I)et'h olei industry, one would have expected the situation
to e just the reverse.

The ret urn on shareholder's' equity in the oil industry from 1959
through 1972 was in the range of 10 percent to 12.9 petcdnt. It, did not
exceed 12.9 percent until 1973 when it reached 15.6'percent. And even
in 1973. it. wNaIs only one percentage point higher than the average
for all ot i 1e' mannufaeturiug.

The long pIrofit. pinch was a primary cause of a major decline in
dlrilling. wlieh pushed tle number of well completions in 1973 below
the levels of 1946, As a result, a widening ga) between domestic oil
su)ply and demand became inevitable. Substantial new oil and gas
t1erves are not, found wheti the risk of loss is great an(T the opportu-
nityV for reward is well below average.

During the period when oil company profits were (lepresd, warn-
iiig voices were raised about the threat, this posed for our future en-
ergv supply. But. their numbers were few and their audiences gen-
erally une'el)tive. Ihey were, indeed, crying in the wilderness.

POSSIBY, EFFECT OF 11101Itl TAXATION OF Ol, COAANiEwS

Now the House. will begin consideration, is the last word I heard,
tomorrow of a bill proposed by the Committee on We, ys and Means
that is estimated to increase taxes on 1T.S. oil and gas producing opera-

34-631) 0 - 74 pt.2 - 15
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tions by almost $13 billion for the years from 1974 through 1979, with
the annual cost rising steadily.

Such additional taxes must be taken into account by every operator
planning to invest in new wells and in improved recovery projects to
increase production of oil and gas. Unless the prospects are very great
that the higher taxes 'will be recovered through steadily rising prices,
the ventures that can be undertaken and financed to exl)and capacity
will have sharply reduced.

This committee should review the record of what happened to
exploration and drilling for oil and gas in the United States when
Percentage depletion was cut from 271/2 percent to 22 percent by 'the
Pax Reform Act of 1969. The expansion of these efforts, which had

begun to take place, in response to the deteriorating U.S. oil and gas
position, 'as choked off, and these efforts spt back sov eral years until
rising prices once again offered some prospect of reasonable rewards
in keeping with the costs and risks. * ,

Some proposals go even further than the bill reported by the Com-
mittee on Ways and Means. One would wipe out percentage depletion
in one stroke. The proponents of this abrupt, one-shot approach for
abolishing percentage depletion on oil and gas have estimated that
the additional cost to the industry of this proposal would be $2.6
billion this year, $2.8 billion in 1975, ,3.2 billion in 1976, $3.5 billion in
1977, $3.7 billion in 1978, and $43.8 billion in 1979.

To wipe out percentage depletion at one stroke., retroactively to
January 1, 1974, would be a sure way to tell investors around the coun-
try thai Congress does not want them to expand investments for new
oil and jiatural gas supplies.

Elimination of depletion would have an even greater impact on in-
dependent producers than on the large companies. As the Oil and Gas
Journal pointed out last week:

Eliminating depletion would be a powerful blow to the domestic industry,
especially the independent wildcatter who needs percentage depletion to stay in
business. Any hopes of coming even close to energy independence would be wiped
out if depletion were killed.

Elimination- of percentage depletion even gradually would prove
detrimental to the necessary expansion of exploration and drilling un-
less prices respond immediately to the higher tax costs.

It is not generally understood, I think, that the total taxes paid by
oil companies to Federal, State and local governments within the
United States are already very large. Studies conducted by the Petro-
leum Industry Research'Foundation. over the years have consistently
found that the total direct Federal, State and local tax burden of the
l)etroleum indust-y ranges higher in relation to gross revenue, than the
comparable tax burden of all other U.S. business corporations. In 1971,
for instance, the latest year for such a study, the. domestic tax burden
of the petroleum industry on its earnings, operations and properties
averaged 5.6 cents per dollar of gross revenue. And this figure does
not include excise taxes. By comparison, the figure for all other U.S.
business corporations was 4.2 cents.

In the field of foreign operations by U.S. oil companies proposals
to impose additional taxes are most likely to lead to a situation in
which U.S. companies will be placed at such a disadvantage that they
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will not be able to compete effectively abroad with the British, the
French, the German, the Japanese, and the other foreign companies.
['hat (evelolment would also be disadvantageous to the United States
-bee-te-it -would reduce earnings working in favor of our balance.of
payment, and make the Nation increasingly dependent for oil supplies
on coml)anies of other countries, companies beyond the control and in-
fluence of our Govei'nmnent.

The importance of the foreign operations of U.S. oil companies to
the U.S. balance of payments must not be overlooked. In the 7 years
from 1966 through 1972, the contrilution of these operations to the
1.S. balance of payments totaled nearly $10 billion.

As for the question of how much tax revenue. the. IT.S. Government
would raise by eliminating -the foreign tax credit for American oil
omIpmInies, it 'is really academic. The long term tax revenue effect

would be negligible because American oil companies would not be
-doing much business overseas simply because they could not stay
competitive.

Much is being said about the need for proposed tax changes be-
cause of the so-called windfall profits. I wish more attention were
paid to the shortfall of earnings that faces the industry today in
finalicing the search for urgently needed new oil and gas reserves and
the facilities to transport, process and distribute these fuels to the con-
sming public.

The Chase Manhattan Bank has estimated that, over the 15-year
period ending in 1985, the l)etroleum industry faces-worldwide fiamin-
cial outlays of considerably more than a trilliondollars for finding
and producing oil and natural gas and providing refineries, pipelines,
terminals, and other facilities needed to meet the needs of consumers
in the ITnited States and other non-Communist countries. The bank
estimates that the domestic U.S. portion of this total spending, re-
quirement will exceed half a trillion dollars. Economists of the bank
have expressed doubts about the ability of the ,)etroleum industry to
raise these stupendous amounts of money over such a relatively short
period of time. k

Finally, I want to say that it seems less than candid to go to the
public citing figures on billions of dollars in oil industry profits with-
out making any mention at all of the hundreds upon hundreds of bil-
lions this industry will have to raise within the next few years if the
American people are to have the energy they need to carry on their
daily lives in comfort, security and economic well-being.

By the same standard, I believe the people should have the whole
story of these tax proposals inow being cqnsh~ered. Not merely the
revehue that these measures are expected to wring out of the petrleum
industry, but also the effect of those tax changes on petrdleum prices
and the U.S. balance of payments and the impact on energy invest-
ment and energy supplies over the years ahead.

There is simply no bottomless pool of profits which will pay for
these proposed tax changes. Those who advocate them are in reality
advocating higher prices for the consumer, reduced energy supplies,
and a worsening of the U.S. balance of payments.

Thank you very much.
The CHAIRMAN. Thank you very much, Mr. Ikard.
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GF rrjso TIlE OIL INDUSTRY MESSAGE TO TIE PUBLIC

I have been somewhat amazed that the oil industry, particularly
those of you who represent, considering all of the news programs that
they pay for, has beefi able to get so little of this message across to the
American people. In view of the fact that they would pay for news
programs where news commentators in general make the oil companies
sound like an unsavory group of people, if you looked at what is being
said on -the program by the comlientator, plus the statements that are
being presented by others on the program, and that in the advertis-
ing portion your members have been unable even to tell their side of
the story on tie program that they're paying for. I assume if you
think the advertising is paying for the program, why is it that the.
industry has not been able to tell the American people the message
you have here in your statement, at least in the advertising period of
time that they have been paying for all of these new programs?

Mr. IKARD.'Mr. Chairman, there is no question but what our biggest
basic problem in my Yiew-and I agree with you-is one of commu-
nications. There has )een considerable effort made to get. this kind of
information, particularly on the networks, and I am sure you are
aware of, this fact. There is currently a debate going on between
some of the companies and the networks regarding the fact that the
networks have refused to take certain advertising material, even
though the companies have agreed to pay for equivalent time-for those
that might disagree with their material.

This is a serious problem, and I can only assure you that we recog-
nize the shortcomings of the way we have communicated our position
to the public to date, and we hope to vastly improve our effort within
the immediate future, but I also know that time is running out.

IIItII TAXES oN O1, INDUSTRY WOULD BE PASSED TO TIlE
CONSUMER

The CHAIRMAN. Well, I am concerned because I think there is a
great deal of merit to your argument and to what you have said.
I also think that a major tax increase on the industry-and that is all
the repeal of the depletion allowance would be-is just a major tax
increase, will have to be passed on to the public.

Now, am I right or wrong about that?
Mr. TKARD. I think you are unquestionably right. There are only

two alternatives, either to 6a-s it on, in which case it translates into .......
something on the order of between 31/2 and 4 cents a gallon of oil, or
if it is not passed on, accept the other alternative which is to sharply
reduce our operations directed toward discovery o? new reserves, and
simply to deplete our present reserves. In either case, we can look for
a marked increase in price to the consumer.

The CHAIRMAN. I do not see any way as I heard you say on televi-
sion on one occasion, that you can sustain a big tax increase without
raising the price of the product. I know we have price controls, but
is it possible for the government to require you to sell a product below
your cost?

Mr. IKAiD. No, sir, I do not think so, certainly no company could
stay in business very long under those circumstances and I do not think
they can do it.
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Tie CHAIRMA-. Well, I would think that even the Constitution-
Alr. IKARI). I thik it would be confisatory to the point that it

would be-
The CHAIRMAN. Well, that is my impression. The Constitution will

not let you confiscate a man's property, and if that is the case, I do not
think th ey could make you sell something below cost.

Mfr. IKARD. I (to not either, sir.
The CIAIRMSAN. And as a practical matter, it cannot be done very

long, can it?
Mr. IKARD. That is right.
The ChAIRM*AN. Because after awhile you are broke, and *hen you

are broke, all you can (1o is shut the doors and tell labor to go home.
Mr. IKARD. That is right.

OIL INDUSTRY PROFITS

The CHAIRMAN. Now, I saw you make the statement one time on
television-I think that is the nearest they came to giving your in.
dustry equal time, even though you were paying for it-that the profit
on a gallon of gas works out to about 2 cents per gallon, so that if a
person is paying 64 cents for the gas, the company that manufactures
that gas and puts it in the operator's tank for sale is making 2 cents
out of that 64.

Is that correct?
.A.r. IKARJ). Yes, sir, on an average that is correct.
The CHAIRMAN. The rest of it goes to other people. It may go to

the filling station, if the owner is independent. lie might be making
some profit in his little operation, enough to stay in business any-
way and-

Mr. IKARD. The biggest Single slice of it probably goes for taxes.
The CHAIRMAN. Right.
Now, my understanding is that most of the large companies are

actually investing in trying to find more oil or expand their refinery
capacities even more than that 2 cents, and trying to produce inorei
oil and refine more and to make more available to the consumer.

Is that correct?
Mr. IKAD. Yes, sir. If my memory serves me correctly, the domestic

profits in 1973 were something on the order of $4.4 billion, and tho
estii ated investment was something around $8.5 billion. So roughly
they are investing in capital improvements in this country alone about
twice the amount they made in profits. This is done through borrow-
ing, through the reinvestment of recaptured capital fund-s, through
depreciation and through foreign profits that are invested in this
country.

So the domestic industry is, just in round figures, investing about
$2 for every $1 that they make in this country.

The CHAIRMAN. You made the statement that you think that a
repeal of depletion allowance means an increase at the pump of 31/, to
4 cents a gallon.

Would you mind telling us how you calculate that I
Mr. IRAmW. Well, as you know, Senator, there are many variables in

this, but I will giveyou my calculations.
Assuming that the average cost of domestic oil is $7 a barrel, and

the maximum depletion that can be taken on that would be $7
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times 22, which would be $1.54, according to my calculations. If deple-
tion is removed, the increased tax payments are equal to 74 cents, and
in order to recoup that, assuming you were in a 50 percent bracket or
approaching that level, you need to increase your price at least $1.42.
If you divide this $1.42 by the 42. gallons in the standard barrel, you
come out with about 3.4, according to my calculations. Of course, this
type of calculation has all sorts of variables, as I am sure you are
aware, depending on the tax bracket the individual is in. But, for the
most part, I think this is a good average.

The CnAmmAx. Well, the argument will be made'of course, that if
you do that, the Government should, by price controls, keep the indus-
try from raising its price even though it is paying more taxes.

'What is your response to that f
Mr. IKxAi Well then, in effect, we would have a rollback in the

price of crude, anA presently, our average price in this country is
something on the order of $4 below the world market. We simply can-
not, with the inflationary forces such as they are, and withthe need
to develop synthetics and other things bring on the additional reserves
this Nation needs. Oil that is priced somewhere at the $5'25-$5.50
level, just will not do it. I do not think the economics of such a situa-
tidn will allow it.

COST OF FINDING NEW OIL

The OHAMMAN. Can you give me the best estimate that you and
Professor Gonzalez have on the cost of finding and producing new oil
today I I am not talking about the old oil thathas already been found;
bfit to go out to get more oil to replace what you have in inventory.
In effect, what is the cost of it in this country ?

Mr. GONZALEZ. We can only say with certainty that the cost is a
great deal higher than it has been in the past; and I am going to cite
a few examples if I may, Senator Long.

The CHAnRMAN. Yes, sir.
Mr. GONZALE. In Oklahoma, we used traditionally to look for gas

at about 6,000 feet. And that gas we could find and develop fairly
cheaply. Today in Oklahoma, the wells looking for gas are being drilled
between 20,000 and 30,000 feet. These wells, of course, are a great dealmore expensive than the ones that we are currently producing gas
from. The cost of these wells goes up geometrically with depth, so
thata well that is 24,000 feet is a great deal more than four times as
expensive as a 6,000-foot well. This has led to a very sharp rise in
the replacement cost of gas. # .

Let me illustrate by pointing out that the Interior Department is
now basing its estimates of the minimum bonus that it should realize
on offshore leases on the assumption that the price of natural gas on
those leases offshore will be 65 cent per 1,000 cubic feet, compared with
an average price that the producer has been realizing on his old gas of
about 22 cents. So roughly, you have a tripling of the estimated cost of
natural gas.

Now, it is very difficult to tell what it is going to cost for oil or gas
because no one knows what the size of the new discoveries will be.
But generally, I think we would have to expect that the cost of re-
placement of crude oil is going to be between two and three times what
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we have been selling crude oil for in the last few years, of approxi-
mately $3.50 a barrel. This means that we are going to have to look
at a replacement cost in the range, probably, of $7.50 to $10 a barrel
depending oi what happens to our success in finding and our general
rate of inflation-which, of course, effects the cost of. wells in steel
and labor and all other aspects.

01. PRICES

The CHI4 RMAN. Well, if the Arabs are telling us now that the
price that they are going to charge for oil in the future is going to be
bId on what it costs us to produce it here--that is what I understand
they are saying, is it not?

Mr. GONZALBZ. Yes. ,
The CHAIRMAN. If that is the case, then why should not any pro-

ducer who has the power of decision-that is, who owns all of the land,
for example, under which the oil is being produced, as some fortunate
l)eople do-why should lie not think in the same terms? That is, that
the price for which lie is going to sell his oil will be based not on
what it cost to discover it several years ago or many years ago, but
on what 't wolld cost to produce the oil now.

Mr. (i J JA uz. I think there would be a great temptation for pro-
duce rs to feel that they are selling their oil too cheaply today, and
they would be better alvised to hol their production in the ground
and wait until the price goes up. But as you know, the system of allo-
cation of production means thlat in any field where you have a num-
ber of different producers, if one of them chooses to go ahead and
produce, then tlhe others are more or less forced to produce in order to
prevent drainage frotn1their property, which would affect the life of
their leases. So our system of proration, which has been so greatly
criticized'in the consuming area, is actually working to 1)trovlde the
consumers now with a lot, of oil at, $5.25 a barrel, under price controls,
which many p)roducers would keep in the ground if they had a choice.

Possmij: ArTElr EI.u'E('Ts OF iNCRFASEDTAx.ION ON TilE. O, INDUSTRY

The CHAIRMAN. But would not a new tax on oil and gas change their
way of (loing 1)usiness? To the extent that the producers-and I am
talking about the independents as well as the majors-feel they am
being treated very unfairly, and the royalty owners, the landowners,
would feel the same way, this would tend'to lead to a new type of
eont.ract. This neow typeN would he geared to the new economic.situ-
ation, unlike the ol type of contract, which assqmes that it is to
your advantage to l)roluce the oil as rapidly as you can produce itaind ,ell it, "

Mr. GONZALEZ. Yes; I think there would be many efforts made to
try and realize tie fair market value of this connodity. But the most
important effect. is that money would nwt be invested in new wells and
new exploration efforts and therefore, we would very quickly suffer
a serious decline in l)roductive cal)acity in this country. -"

As you know, the uyiajority of production of oil in this country is
from fields that are now 30 and 40 years old, discovered back in the
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1930's. And these fields are now long past their prime; their produc-
tion is declining. Therefore, in order to offset that substantial decline,
we must drill a great many new wells.

Mr. Ikard's testimony pointed out, for example, that our well com-
pletions in 1973 were less than they were in 1946 when we were pro-
ducing and consuming a great deal less oil and gas than we are now.
Now we are faced vith the major expansion of drilling operations
which will only occur if the price reflects the replacement costs. More-
over, we are also faced with the problem of paying the higher cost to
increase recovery from our existing leases. In many cases, we have nu-
merous old so-called stripper wells with high-cost production, and there
is no way those wells can be kept in operation or their production
expanded unless we do have prices whidh will cover the replacement
cost.

PASSTIHOUOH TO TIE CONSUMER OF INCREASED TAxEs ON GAS

The CHAIRMAN. Now let me ask you about gas. Most of the gas
being delivered to housewives in this country is being regulated by the
Federal Power Commission. %

Does the Federal Power Commission have any alternative whatever,
basing.its price on gas on cost factors as it does today, to permitting
the gas producers and pipelines to pass this increased tax resulting
from a repeal of the depletion allowance, on through to the housewife
in the price of the product that she is buying

Mr. GONZALFz. As long as we have controls on the price of gas based
on the cost, there is n6 question that any increase in taxes would have
to be recognized by the Federal Power Commission as a cost to be
passed on to the consumer.

The CHAIRMAN. Now, can you give me some estimate as to how much
of an increase that is to the consumer of gas, the household consumer I
Could you give me any guess as to what that amounts to?

Mr. GONZALEZ. It depends on the price currently being realized by
the producer. But let us take a sample figure and say the producer is
realizing 25 cents per 1,000 cubic feet on which the current depletion
rate would be 22 percent. On that kind of figure, you would have
roughly 51/2 cents, and that is the increase that would have to occur in
the price to the producer for him to realize as much as'he did before.

The CHAIRMAN. Well, if he has to receive 51/2 cents more, then does-
that mean that the housewife is going to have to pay 51/2 cents more
for the gas she is burningat the burner point?

Mr. GONZALEZ. I am afraid it would and this, of course, is one of
the key things in this whole question oi how Congress goes about im-
posing additional taxes. It has tended to think that the change in
depletion would simply come out of the profits of producers. This
simply-Ti-not the case. The profits of the producers are not that ade-
quate. The Change in depletion would have to affect the supply and
tle price?

Mr. IKARD. Mr. Chairman, may I make a further comment on this?
The CHAIRMAN . Yes.
Mr. IKARD. Regarding this gas situation which Dr. Gonzalez men-

tioned; on the passthrough, you would have, in some areas, a tax'that
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cones at the burner tip, 'in effect a tax on the passed through amount,
which would culminate in a much higher price to the consumer.

I also think, in regard to your statement that there would be a tend-
ency to develop new. kinds of production contracts, one thing that is
overlooked when the argument concerning percentage depletion is
raised and this is even if it is repealed, you would still have cost, de-
pletion, which would trigger, as a very distin,,ished previous witness
stated, all kind. of new devices to do business from a production stand-
point, and, as you have indicated. Mr. Chairman, revenue results prob'-
ably would niot, be as substantial as some of the estimates have
indicated.

Tie CIra.,N. Would yosubmit for the record your calculations
of how you arrive at 5.&percent increase-in the price of 2 cent
gas, for Federal Power Con1iiiission purposes?

Mr. GONZALEZ. I would l)e glad to do that, Mr. Chairman.
(Thle following information was subsequently supplied for the

record )
AMERICAN PETROLEU M INSTITUTE,

Waihington, D.C., June 14, 1974.
l1i. RUSSELL LONG,
U.R. Senate,
lVashington, D.C.

Ilh:AR S NATOR Loxo: At the hearings on Tax Increase Proposals before the
S.ellate ('onlnlittee oil Finance, June 11, 1974, we were asked to respond to thte
following questions.

Question I. If the depletion allowance of 22 per cent were eliminated, what
effect would this have on the price of natural gas to ti consumer?

Answer. The general formula -for obtaining the miininui effect of the elimi-
nation of the depletion allowance on the price of natura'-gas is as follows:.

Tax M~ite'f-dax Rte Xeleidetion rateXprice of natural gas at wellhead

Assuming that the price of natural gas at the wellhead Is 25i cents per mef,
and the producer Is in the 50 per cent income tax bracket, the elinination of
the depletion allowance of 22 per cent would result in an Increase In the pro.
ducer's Income exposed to the federal Income tax of at least 5.5 cents per mcf.
If the producer Is to maintain the profit margin existing under present percent-
age depletion rates, the price per macf would have to be increased by at least
5.5 cents In order to offset the loss of the tax saving from the depletion allowance.

Thtle actual increase more likely would be about 6.) cents per macf since there
would also be an Increase in royalty payments and severance taxes which are
based on value. It should Ibe noted that for an independent producer subject to
it 70 per cent tax, the Increase In the price per mef required to maintain Ills profit
margin Wouhl he at least 13 cents.

Question 2. What effect would the Increase In price of natural gas have oil
the price of electricity to residpitlai consumers?

Answer. In plants located in Louisiana and Texas (where most electrical
power is generated by natural gas) it take approximately 11,000 BTUs of
natural gus to generate (me kilowatt lour of electricity. Since one cubic foot
of natural gas contains approximately 1,035 BTUs, a, Gulf Coast utility must con-
sime 10.6271 cubic feet of natural gas to produce one kilowatt hour of elec-
tricity. A price Increase of 6.9 cents per mef, therefore, would result In an) In-
crease of $0.00073 in the cost of fuel required to produce one kilowatt hour of
electrical energy.

If It Is assumed that the average residential monthly bill In the Gulf Coast
area currently averages $50 per month (for 2000 kwh), an Increase of 6.9 cents
per met would result In an Increase of at least $1.46 per month or $17.52 per
year in the average consumer's bill. Tls would be an Increase of at least 2.9
per cent. Because of differences tit rate structures for Industrial and residential
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users, the increase in the cost of electrical energy used for industrial purposes
would be at least 5 per cent.

Sincerely,
FRANK IKARD.

The CHAIRMAN. All right.
Now, with regard to the electric power companies, in my part of the

country, they are operating on gas. They will have to pay more for
gas, and that means they will have to pass this on to the consumer in
the price of the electricity.

Would ou be so kind, Professor Gonzalez, as to calculate and pro-
vide for the record-unless you have it at youe' fingertips already-
your estimate of how much that would require an increase in the price
of energy, and how much the consumer will have to pay as a rate in.
crease when that is passed on through to the consumer of the electric-
ity?

Mr. GONZALEZ. Obviously it will increase the cost of fuel to the utili-
ties; and we will be glad to see if we can give you.an estimate of how
much that would mean to the consumer of electric power.

I think it is important to remember here that oil and gas are alterna-
tive fuels to coal, which has many environmental problems; and we
have been selling oil and gas really cheaper in relation to coal. This is
why we have had such a shift f rom coal to oil and gas. Now, we are
concerned about the quality of the environment and have handicapped
our ability to use coal. We passed a Mine Health Safety Act which hias
raised the cost of mining coal, and so we have enhanced the premium
value of oil and gas. Unless we recognize this fact, we will continue
to be short of oil and gas, since people will not use coal.

The CHAIRMAN. Thank you very much.
I am going to ask Senator Faniin to take charge. I have to return an

important phone call. At the conclusion of Senator Fannin's examina-
tion, we will stand in recess until 2 o'clock this afternoon.

Senator FANNIN (presiding). Thank you, Mr. Chairman.

IMPoRTANcE or OM AND GAs INDUSTRY IN SOLVING TIE ENERGY CRIsIs

Mr. Ikard and Mr. Gonzalez, I think the Chairman has well covered
most of the questions I had in mind. I think we all have common
goal and I think the public has lost sight of that commofi goal, -and
that is to solved this energy problem. They do not realize, at least they
do not seem to recognize by the statements that hav&been made and
by the coverage in the press, the tremendous importance of the oil and
gas industry toward solving this problem. To my way of thinking,
there is no other way of solving the problem in the foreseeable future
than to increase our supply of oil and gas.

Now, how dependent are we on oil and gas? Percentagewise, what
dependency do we have on oil and gas as far as energy is concerned?

Mr. IKAR). Well currently, Senator, the oil and gas industry is sup-
plying over 77 percent of our energy needs in this country. And about
35 percent of our oil requirement is being furnished from overseas
sources through imports. So, as we see the immediate future--and that
is the next 5 to 10 years--our principal reliance will have to be on oil
and gas.

Senator FANNIN. And as I understand it, Mr. Ikard, the dependency
upon coal has reduced rather than increased in the last few years
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although now we are trying-we have a concerted effort to try to
increase the coal.

Mr. IKARD. That is right..
Senator F,\iNI . But as I have been told and as I think the statis-

tics will indicate, this is a slow process. The conversion cannot come
about overnight.

Mr. IKARD. That is right.
Senator FAN iN. So we also talk about nuclear-
Mr. ICArD. And synthetics. I think it is interesting to go into the

price situation regarding synthetics. When you speak of liquifaction
of coal and the gasificati'on of coal, or synthetic gas from coal, the
studies we have seen indicate a cost of about $1.85 per MCF, and
between $8 and $10 for a barrel for oil. The. Atomi Energy Commis.
sion in their survey has indicated the price for oil at $'.20; the Bureau
of Mines at $8.60; and other industry studies fall within the range
from $8 to $10. We are therefore speaking of prices in this magnitude
when we talk about synthetics.

Senator FANNrN'. I think what you have stated illustrates the fallacy
of saying that we can furnish these products at their cost of produc-
tion; in other words, gas comes out of the ground, so it costs v'ery little,
so it can be sold at a very little price. But is there not a real problem
of replacement cost?

Mr. IKARD. Yes, sir.
Senator FANNIN. Because if we are utilizing that gas, as we axe in

many instances, very inefficiently, then we have to think about the years
ahead. We will just have to pay a premium because. of what is being
done today. Andl then, too, are we not quite dependent upon the oil
industry in the petrochemical field for many, many items that the
housewife uses daily?

Mr. IKARD. Yes, yes.
Senator FANNIN. In fact, that we all use daily, whether we are talk-

ing about tires or whether we are talking about textiles, clothing,
wl whether we are talking about food; we kill have this tremendous-de-
pendency. But the general public, I do not think, realizes just how de-
pendent we are, and perhaps that is one reason that the publicity that
you are talking about is not accepted to a greater extent.,

Ex .\I NINo INDUSTnY PROFITS

I am very conscious of what is happening, especially since we have'
been making these studies. I happen to come from a nonoil State, but
we have a great copper industry and it. is certainly dependent upon the
petroleum industry if they are going to continue to operate. So, I do
feel that it is essential that we place in proper perspective, then, just
what has happened-as your dialogue with the chairman has brought
out,-that we do have serious probleins. For example, as much as 20
percent of the profit increase in tlhe first quarter is due to currency ex-
change-the gain from currency exchange.

Mr. Ixt'ARD. Yes, sir.
Senator FAz;NN. And another 20 percent is due to adherence to old

depreciation schedules which ignored soaring replacement costs. That
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gets another 20 percent; and approximately another 20 percent is due
to an inventory accounting method-and you, of course, know it well:
FIFO; first in, first out. And this, of course, has made a distortion
also. So the so-called windfall profits, if they am really placed 'in
proper perspective have not been nearly as out of line as -has been
considered.

But I know we have a great problem trying to explain profits at
any time in industry, and suddenly without profits, we do not have
jobs and people do not realize that the wheels do not turn, things do
not happen. But when we further analyz6'the .alleged high profits
from the oil companies, we discover the return on investment does not
reach acceptable standards. In fact, until 1973, I think, as you brought
out, both of you have brought out, that when news reports stated
companies' profits are up 100 percent this could occur because 're-
turns on investment might have gone from 2 percent to 4 percent in
1 year. Now, is that not one of the great problems we face?

Mr. GONZALEZ. Yes, the great problem we face is that the rate of
return on the petroleum industry has been inadequate over the last
decade, and therefore it has to rise vtry sharply before it will attract
more capital to expand the supplies.

Senator FANNIN. Well this is something that we do not seem to
be able to get over. And o? course, the headlines always come out-and
I heard the press come out with the laige percentage increase. You
take the auto industry, an industry they always complained about
were making such extreme profits. You take General Motors and
now compare what they are doing in these months, in fact, perhaps a
year, that they are down so greatly because of the change comingabout; and thenlet them comeback to a normal profit. I heard it said
if you can take those figures, then you can come out with a 560 percent
increase in profits that they made; whereas in reality, they are just
coming back to the level that gave them a return on their investment.

So, I wish we could get the press to publicize factual information
in that regard. I do not want to mispresent the facts. But I just hope
that we can get out the true information that is involved.

. Mr. GONZALEZ. Unfortunately,. the emphasis always seems to be on
increases in profits, with no emphasis at all on the decline in profits.
A corporation can have a 50-percent decline in profit; then when it
goes back to where it was, that is a 100-percent increase since it is
measured from a lower base. This creates a distortion which makes it
appear that profits always increase more than they decrease.

DEPENDENCE. ON FOREIGN OIL

Senator FANNIN. So many people think that we can depend on for-
eign sources for our petroleum products in the future and we do not
have to worry. And of course, you brought out about the balance of
payments. That it is certainly a great factor Involved in the benefits
we have by having our petroleum countries that have developed these
resources, and apparently many countries of the world have gone for-
ward just because our American companies have developed their re-
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sources 4nd given them the assistance financially, and furnished the
technology that was needed. I

Now, we have, for instance, Iran, the Shah says that before too
many years he wants to have only finished products; that he will not
export crude. This could be a very serious problem for us if. we get
into a position where our people are not going to be employed because
all of these jobs are going to be done outside of this country; is that
not something of a consideration inl developing our oil resources?

Mr. GONzALEz. Very definitely. In fact, many of the developing
countries have taken a position that they do not want to be just raw
material suppliers.- They want to use their resources to attract indtis-
trialization. Then, one of the first things they think of is requiring you
to refine their production in their country. This aggravates the balance
of payments problem since we must then'have not only the jobs that are
exported, but bear the total cost of the finished product.

Senator FANmwI. And job exports--what would happen if those
-industries are developed in those countries in the world that do have
the large resources of petroleum products? That would have a tre-
mendous effect upon this country. As I understand it, that would affect
the textile industry, as stated earlier; in fact, most every petrochemi-
cal industry.

Mr. GONZALEZ. It certainly would affect the petrochemical industry
very significantly.

Senator FANNIN. Well, I realize the tremendous 'problems that exist,
and you gentlemen have certainly brought out very forcefully what
needs to lie carried to the American people. Unfortunately, the press
is not picking up that story, and I feel that, as the chairman has
stated, that soie way or another, the petroleum companies, the oil
companies, must get 'their story to the people. I believe the people,
properly informed, would react favorably, because I do not think that
there are v6ry many housewives who realize how dependent they are
upon the oil in this'country; I do not think there are too many people
who realize their paycheck is a result of the success or failure of the
oil companies.

Mr. IKARD. We. appreciate that, Senator, and I can assure you we
are going to do everything possible to better communicate what we
consider to be the facts to the public.

Senator FANNIN. Well, thank you, gentlemen.
Mr. IKARD. Mr. Chairman, before we recess-Dr. Gonzalez has a

statement. We hoped that he could file it.
Senator FANNIN. If lie wants to cover it
Mr. GONZALEZ. No, just file it.
Mr. IxRu. If we could file it for thi record, we would appreciate

it. And also, I have some other data here that deal with the areas
we have dismissed which I would like to file for the record.

Senator FANNIN. Fine.
The complete statement of Dr. Gonzalez will be made a part of the

record.
[The prepared statements of Messrs. Gonzalez and Ikard and the

other materials referred to follow. Hearings continued on page 698.]

• M m I I
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My name is Frank N. Ikard. I am President of the American
petroleum Institute, a trade association representing a cross section
of the industry -- from small operators to the largest firms.

The key point I wish to stress is that the imposition of
heavy additional taxes on the petroleum industry will'prove a harmful
burden to consumers very quickly, will perpetuate oil shortages, will
aggravate inflation, and will weaken the position of the nation in'its
economic security and its international relations. .

Let me say emphatically that those who think that additional
taxes can be) paid out of the profits of the industry without affecting
supplies and prices are wrong. -The harsh business realities are that
th? huge expansion of investments required to overcome shortages of
oil and gas and meet the needs of a prosperous and growing economy
can be made only if the rates of return on new ventures, after all
costs including taxes, appear attractive to investors in relation to
alternative opportunities, most of which would involve much less risk.

Ite appearance of sharply increased profits for the oil
industry, as for many other corporations, reflects the distorting
effect of inflation. As a result of the abnormal rise in prices,
de4preciation charges based on book investments fall far short of
covering the replacement costs necessary to maintain reserves and
productive capacity. In addition, apparent gains resultinq from
the sale of older, low-cost inventories and replacement by higher
cost new stocks are of no real value to an individual, company or
to a company's stockholders because they must all be kept in the
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business to finance the inventories required to maintain operaLtions
at existing levels.

We can compare this situation to that of a family which
acquired a home for $20,000 in 1960. Assume that in 1970 the head
of the family was transferred to another city. We will sav he sold
for $30,000 the house: that had cost him only $20,000. But he had to
pay $30,000 to buy an equivalent house in the new community. Under
those circumstances, which parallel the experience of the petroleum
industry, the appearance of a large "windfall" profit does not
measure correctly the real economic facts.

In considering this much-publicized subject of oil industry
profits, another point also needs clarification. Devaluation of the
dollar distorted the appearance of 1973 earnings. Part of what looked
like a great increase in profits o$ international companies was
actually only an increase resulting from the larger number of dollars
considered to be equivalent to the earnings on foreign operations.
The Chase Manhattan Bank reports thap almost one-fourth of the world-
wide increase in oil company earnings can be attributed to this one
Actor alone.

The inadequate level of oil and gas prices and profits
During the past decade is demonstrated clearly by the decline that
has taken place in proved U.S. reserves available to meet current
needs and by the way in which productive capacity has lagged far
behinJ increasing demand for natural gas and petroleum products,
fue's" that are environmentally superior to coal.

That undesirable situation occurred because profits on
up trnlcun, operations were kept too low by government regulation of
naLtiral q.s prices that also limited prices for competing fuels.
The contruiled price of natural gas at the wellhead has been the
equivalent of fuel oil at about three cents a gallon. As a result
of these ,artificially low prices, many small operators quit looking
fo )il and gas in the U.S. and the larger firms could not justify,
rxpwnsion 3n their efforts.

When I hear the clamor about today's oil company profits,
I "cannot help but wish that there had been something like this din
on the other side, during the late 1950's and 1960's. In ter. oF the
15 years from 195) through 1973, oil company rates ,f rf-turn were

less than the average for all other manufacturing. Tn liciht of the
hirh risks and uncertainties in the petroleum industry, one wot1ld
have expected the situation to be just the reverse.

Thc return on shareholders' equity in the oil industry from
1959 throu ;h 1972 was in the range of 10 percent to 12.9 percent.
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It did not exceed 12.9 percent until 1973 when it reached 15.6 percent.
Even in 1973, it was only one percentage point higher than the
average for other manufacturing.

The long profit pinch was a primary cause of a major
decline in drilling, which pushed the number of well completions in
1973 below the levels of 1946. As a result, a widening gap between
domestic oil supply and demand became inevitable. Substantial new
oil and gas reserves are not found when the risk of loss is great
and the opportunity for reward is below average.

During the period when oil company profits were depressed,
warning voices were raised about the threat this posed for future
energy supply. But their numbers were few and their audiences
generally unreceptive. They were, indeed, crying in the wilderness.

The House will begin consideration tomorrow of a bill
proposed by the Committee on Ways and Means that is estimated to
increase taxes on U.S. oil and gas producing operations by almost
$13 billion for theyears from 1974 through 1979, with the annual
cost rising steadily.

Such additional taxes must be taken into account by every
operator planning to invest in new wells and in improved recovery
projects to increase prqduction of oil and gas. Unless the prospects
are very great that the higher taxes will be recovered through
steadily rising prices, the ventures that can be undertaken and
financed to expand capacity will be sharply reduced.

This committee should review the record of what happened
to exploration and drilling for oil and gas in the U.S. when percen-
tage depletion was cut from 27h percqpt to 22 percent by the Tax
Reform Act of 1969. The expansion of thebe efforts, which had begun
to take place in response to the deteriorating U.S. oil and gas
position, was choked off, and these efforts set back several years
until rising prices once again offered some prospect of rewards
in keeping with the costs and risks.

Some proposals go even further than the bill reported by
the Committee on Ways and Means. One would wipe out percentage
depletion in one stroke. The proponents of this abrupt, one-shot
approach for abolishing percentage depletion on oil and gas have
estimated that the additional cost to the industry of this proposal
would be $2.6 billion this year, $2.8 billion in 1975, $3.2 billion
in 1976, $3.5 billion in 1977, $3.7 billion in 1978, and $t.8
billion in 1979.

To wipe out percentage depletion at one stroke, retro-
actively to January 1, 1974, would be a sure way to tell investors

?OW -"-, ", I
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that Congress does not want them to expand investments for new oil
and natural gas supplies.

Elimination of depletion would have an even greater impact
on independent producers than on the large companies. As the Oil
and Gas Journal pointed out last week: "Eliminating depletion would
be a powerful blow to the domestic industry, especially the indepen-
dent wildcatter who needs percentage depletion to stay in business.
Any hopes of coming even close to energy independence would be wiped
out if depletion were killed."

Elimination of percentage depletion even gradually would
prove detrimental to the necessary expansion of exploration and
drilling unless prices respond immediately to the higher tax costs.

It is not generally understood that the total taxes paid
by oil companies to federal, state and local governments within the
United States are already very large. Studies conducted by the
Petroleum Industry Research Foundation over the years have consis-
tently found that the total direct federal, state and local tax
burden of the petroleum industry ranges higher, in relation to gross
revenue, than the comparable tax burden of all other U.S. business
corporations. In 1971, for instance (the latest year for such a
study), the domestic tax burden of the petroleum industry on its
earningA, operations and properties averaged 5.6 cents per dollar
of gross revenue. And this figure does not include excise taxes.
By comparison, the figure for all other U.S. business corporations
was 4.2 cents.

In the field of foreign operations by U.S. oil companies,
proposals to impose additional taxes are most likely to lead to a
situation in which U.S. companies will be placed at such a disadvan-
tage that they will not be able to compete effectively abroad with
British, French, German, Japanese, and other foreign companies.
That development also would be disadvantageous to the U.S. because
it-Vould reduce earnings working in favor of our balance of payments
and make the nation, increasingly dependent for oil supplies on
companies of other countries, companies beyond the control and
influence of our government.

The importance of the foreign operations of U.S. oil
companies to the U.S. balance of payments must not be overlook d.
In the seven years from 1966 through 1972, the contribution of these
operations to the U.S. balance of payments totaled nearly $10 billion.

As. for the question of how much tax revenue the U.S.
government would rAise by eliminating the foreign tax credit for
American oil companies, it is really academic. The long-term tax
revenue effect would be negligible because American oil companies
would not he doing much business abroad.

34-639 0 - 74 - pt. 2 - 16
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Much is being said about the need for the proposed tax
changes because of what are called windfall profits. I wish more
attention were paid to the shortfall of earnings that faces the
industry today in financing the search for urgently needed new oil
and gas reserves and the facilities to transport, process and
distribute these fuels to the consuming public.

The Chase Manhattan Bank has estimated that, over the
15-year period ending in 1985, the petroleum industry faces world-
wide financial outlays of considerably more than a trillion dollars for
finding and producing oil and natural gas and providing refineries,
pipelines, terminals and other facilities needed to meet the needs of
consumers in the U.S. and other non-Communist countries. Tho bank
estimates that the domestic U.S. portion of this total spending
requirement will exceed half a trillion dollars. Economists of the
bank have expressed doubts about the ability of the petroleum
industry to raise these stupendous amounts of money over such a
relatively short period of time.

Finally, I want to say that it seems less than candid to
go to the public citing figures on billions of dollars in oil industry
profits without making any mention at all of the hundreds.upon
hundreds of billions this industry will have to raise in the years
ahead -- if the American people are to have the energy they need
to carry on their daily lives in comfort, security and economic
well-being.

By the same standard, I believe the people should have
the whole story of these tax proposals now being considered. Not
merely the revenue that these measures are expected to wring out of
the petroleum industry, but also the effect of those tax changes on
petroleum prices and the U.S. balance of payments, and the impact on
energy investment and energy supplies over the years ahead.

There is no bottomless pool of profits which will pay
for these proposed tax changes. Those who advocate them are, in
reality, advocating:

-- A worsening of the U.S. balance of payments

-- Reduced energy supplies, and

-- Higher prices for consumers.
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My name is Richard J.' Gonzalez. I am an economist with a baclround as a

professor ;f economics at two universities and with many years of association

as economic advisor, director, and treasurer of Humble Oil & Refining Company,

now known as Exxon U.S.A. I have been a consulting economist since leaving

Humble in 1965.

Tihe taxation of petroleum and other minerals has been a field of special

interest for me. I have testified a'number of times before committees of the

Senate and House on this subject. In my judgment, the actions of Congress with

respect to differential tax treatment of mineral production has always been of

great importance for economic welfare and progress. The decisions to be made

on this subject now will be of grave importance for the future of this nation

and for the price of energy throughout the world.

This nation is fortunate in having a good natural endowment of potential

energy resources. However, potential resources are of no economic significance

until they are discovered, developed, and made available to consumers through

human ingenuity and the enterprise of investors motivated by the expectation of

realizing rewards in keeping with the risks taken and the success realized.

In the past, Congress has recognized that discoveries of new mineral

resources have made a contribution to society that deserves differential income

tax treatment./ The long established differentials were designed to avoid taxa-

tion as ordinary income of rewards for production of these resources in order

to maintain the capital values that must be kept in the business. Such

differential treatment has had a favorable influence on supply and prices to

consumers and on the economic development of the nation. There has been some

loss of tax revenues to the U.S. Treasury resulting from this differential tax

treatment, but the fact that investors place a high psychological value on the

C/
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feeling of reducing or deferring Income tax payments means that the

benefits gained by consumers could exceed the loss of -tax revenue.

A major issue that Congress must consider in connection with changes in

petroleum taxation is the interrelation of differential tax treatment of oil

and gas production with the supply and price of these fuels. The need to

increase U.S. supplies of oil and gas is 'enerally accepted, even if it is neces-

i;ary to convert coal into synthetic oil and gas at higher prices than required

to encourage the necessary expansion in output of crude oil and natural gas.

Supplies of crude oil and natural gas, which are discovered and developed jointly,

can be increased only if it is economically attractive for companies to expand

both exploration and drilling for new reserves and the installation of improved

recovery facilities in existing fields.

- The motivation for additional investment in any industry comes from the

prospects of adequate returns on the capital risked determined by profits after

taxes on the new ventures. Under present percentage depletion provisions, the

prices required to overcome"shortages by restoring the balance of supply with

demand will be less than if percentage depletion is eliminated. Specifically,

if the present-average U.S. crude oil price of about $7.00 a barrel, which is

well below the cost of imported oil, were near the level required to balance U.S.

demand and supply for the long run, the loss of 22 per cent depletion would have

to be offset by a price increase at least equal to the revenue of $i.54 now

exempted, or by about 3.7 cents per gallon, assuming a 50 per cent income tax rate.

Investors are likely to require even a higher price premium than indicated by

these calculations to the extent of the value they-place on the psychological

satisfaction of dt.-rritig or reticing tax payments by undertaking the risks of

exploration and drilling. For "Itvestord who judge that the long term equilibrium

-7
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price may be $9.00 per barrel of crude oil, the price increase required to off-

set loss of percentage depletion would be at least 4.7 cents per gallon.

Consideration should be given to the choice between raising petroleum prices

tirectly by imposing excise taxes on crude oil-or refined products rather than

indirectly by changing percentage depletion. The first method has several

advantages: first, it avoids creating false expectations that taxes on produc-

tion can be increased without affecting supply and price adversely; second, it

encourages more careful use of energy to dampen the rate of growth in deihand

and thereby lessens the marginal cost required to balance supply with demand;

third, it maintains the psychological attraction of the long standing percentage

depletion provisions that seem especially important at a time when it is neces-

sary to bring about a major increase in the flow of risk capital into petroleum

exploration and drilling.

The imposition of minimum tax rates on so called preferences in the tax

laws, including percentage depletion, operates to raise the required rate of

return before taxes and to limit'the capital that can be attracted into the

mineral industries from alternative opportunities. Therefore, any increase in

the rate of such minimum tax will also tend to prolong shortages of oil and gas'

or force prices higher than would otherwise be necessary.

The so-called excess profits tax that has been proposed on the amount by

which realizations exceed specified crude oil price levels is undesirable for

several reasons. First, it would encourage producers to postpone efforts to

expand production until after the tax no longer exists a few years hence.

Second, it would have the most discouraging influence on the higher cost opera-

ors whose production comes largely from the older stripper wells producing

less than ten barrels a day.



599

The current expensing of intangible development costs incurred in drilling

oil and gas wells plays a key role in making possible the financing of large

capital outlays, especially by firms that are currently utilizing fully their

ability to borrow money to finance their efforts to expand reserves apd supplies.

Any change in this provision would not only add to costs and prices but also

work to prolong the period of shortages during which prices may rise above

their long term equilibrium level. Larger firms might be able to adjust to

the change by reducing capital spending or by additional borrowing, but only

at the cost of slower expansion of capacity or additional pressures on capital

markets and interest rates. Smaller independent producers would find such

changes particularly onerous and harmful to their efforts to expand drilling.

As for the taxation of the foreign operations of American companies, the

critical point is that taxes which merely handicap U.S. corporations relative

to their foreign competitors cannot be advantageous to the nation in terms

of either tax revenues or energy supplies. American companies already pay the

same heavy tax burdens on foreign oil production as their competitors. If the

Income taxes paid on foreign oil operations, which are in addition to the normal

royalties, should be disallowed as a foreign tax credit under provisions

applicable to the foreign operations of all U.S. corporations, the added tax

burden would place American oil companies at a disadvantage in conducting

operations to provide supplies for the U.S. and for foreign markets. Such a-

change would hurt the international balance of payments of the U.S. and also

lessen the control of American companies over the .flow of oil in international

trade.

The preceding points summarize my views on the economic consequences that

must be considered in arriving at rational rather than emotional decisions as
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to changes in the tax treatment of the petroleum industry. I believe that

consumers are now paying a high price for past mistakt-s in U.S. energy policies,

such as Federal control of the price of natural gas and the adverse changes

made in the Tax Reform Act of 1969. The seriousness of the current and pros-

pective U.S. energy situation calls for the most careful efforts to move in a

manner that will be helpful rather than detrimental to the interests of con-

sumers and the nation now and for the future. We must do everything possible to

evaluate all the consequences of proposed changes In petroleum taxation and to

follow the course that will best serve the national interest.
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ADDITIONAL MATEIRIAL

1. A document, entitled "Energy Profits, Supply, and Taxation," which is' a
compilation of prepared testimony presented before this committee on February
14, 1974.

2. The April 1974 special petroleum report of the Chase Manhattan Bank cap-

tioned "The Prdflt Situation." 1
3. A memorandum pertaining to petroleum industry cash flow and capital re-

quirements for self-sufficiency. And
4. A study prepared by the/Petroleum Industry Research Foundation, Inc.,

entitled "The Foreign Tax Credit and the U.S. Oil Industry".
Mr. Chairman, in submitting these documents, I do so confident in the view

that-the information contained in this material will be helpful to the committee.

1 Reprinted in this hearing at pp. 67 ft. -
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COMPILER'S NOTE
On February 14, 1974, four petroleum industry wit-

nesses appeared as a panel \before the Senate Commit-
tee on Finance to testify on Federal tax policy affecting
the energy outlook. The witnesses appeared in behalf
of the American Petroleum Institute, Mid-Continent

Oil and Gas Association, Rocky Mountain Oil and Gas
Association. and Western Oil and Gas Association.
This booklet contains the presentations of the four wit-
nesses and includes their formal statements preceded
by a summary in the case of each statement.

A Foreword by President Frank N. Ikard of the
American Petroleum Institute follows this page.
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Foreword
Solving the energy shortage is one of the most critical

problems facing Americans today.
Like all complex problems, this one requires knowl-

edge and comprehension for progress to be made to-
ward a solution. The mistaken attitudes and policies
that caused the Nation to drift into its present energy
supply predicament must be corrected. Otherwise the
future can only hold aggravated shortages, deterioration
of the economy, spreading unemployment, and intensi-
fying hardships for consumers.

It seems ironic that the mass communications meth-
ods available today have resulted in the spread of much
erroneous information about the nature and causes of
the shortages of oil, natural gas, and other energy
sources. Solutions to these problems have been impeded
because the people and their representatives in govern-
ment have been bombarded by confusing claims that
do not accord with the facts.

Yet accurate and useful information is available on
every aspect of this question. Such information was
provided in well-documented detail at hearings held
on February 13 and 14, 1974, before the Senate Com-
mittee on Ftante.
. Petroleum industry witnesses at these hearings shared
with the Committee their expert knowledge of the
causes of the present energy supply shortfall and the
prospects for solving the problem in the years ahead.
They gave specific and constructive recommendations
about what must be done. They exposed the fallacies in
mistaken charges and beliefs now circulating on this
problem.

These witnesses addressed themselves to the issue of
the tax treatment of petroleum companies at home and
overseas. They outlined the logic behind existing tax
incentives, and they explained how those incentives can
contribute to replenishing the Nation's energy supply.
Thoroughly documented comparisons were made be-
t 'een tax treatment of foreign source income by the
United States and other leading industrial nations.
Widely held misconceptions about the application of
the foreign tax credit to overseas operations of Amer-
ican oil companies were refuted.

The testimony also provided detailed information on

.il industry profitability and described the scale of
investment required in coming years if the Nation's
energy needs are to be met over the long term.

This booklet contains a compilation of testimony of
the four witnesses who spoke on behalf of the American
Petroleum Institute, MidContinent Oil and Gas Asso-
ciation, Rocky Mountain Oil-and Gas Association, and
Western Oil and Gas Association at the Senate Finance
Committee hearings. These witnesses were: John E.
Swearingen, Chairman of the Board of Standard Oil
Company (Indiana); Robert G. Dunlop, Chairman of
the Board of Sun Oil Company; H. A. True, Jr., a
partner in True Drilling Company; and William L.
Henry, Executive Vice President of Gulf Oil Corpora-
tion. The booklet has been compiled and issued in the
conviction that material presented at these hearings
deserves the widest possible circulation among those
engaged in seeking to solve the energy problem.I The testimony of these four witnesses presented a
well-rounded and thorough exposition of financial and
fiscal aspects of the energy supply question, with ad-
ditional information on a variety of. matters, such as
the trend of oil and gas discoveries and the outlook
for synthetic ftels. The testimony clarifies many topics
on which there is a degret4nsunderstanding that
could be detrimental to solving thle-nergy supply prob.
lemn.

It is my sincere belief these statements merit careful
reading in their entirety because of the extensive back-
ground information they supply. The statements are

-also worth retaining and consulting as reliable and
detailed reference sources. A wealth of statistical and
background data on the petroleum industry is contained
in these papers.

"Frank N. II
President
American Petroleum Institute

.LL

I .
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THE DOMESTIC ENERGY GAP

SUMMARY

1 The united States is facing the threat of a sAide-
spread shortage of fuel- for the first time in its his-
tory, aside front tciporary disruptions during pe-
riods of war. For a number of years. we have ieen
consulting both petroleum liquids and natural gas
at a faster rate than we have been adding ito do-

emstic reserve., and domestic producing ratc, have
been declining, A,; a cosequence. we have become
incrcaingl% rc iant on imports to close the gap be-
tsscen shrinking supplies and rising demands. From
1970 though the first nine month,, of 1973. our

crude imports doubled and refined product imports
increa,ed nearly 50 percent with total import.
representing icarly 36 percctil of total doniestic
consumption in 1973. lit addition to the price this
represents iii lesned national security. the eco-
nonic price of imported oil has risen sharply.

2. The reltic stability in foreign crude oil prices
which pre ailed mit the 1960", ha% vanihed St tc
1970. the exporting nations have joined together to
demand both higher laxes on production and sub-
stantial participation in the operations of the oil
companies conducted within their territorics Be-
tween 1970 and the end of 1973, the shar of pro-
duction income commanded by the Persian Gulf
nations for Arabian I eight crude has risen front
roughl) 'S1.( per barrel to $7(I. The govern-
nict' take on Vetemuelatn oils has risen front
sliglitl) over $1.00 per barrel to more than $5.00.
Caniada has imposed ati oil export tax. %,ith the
rate set at $6.40 per barrel effective February I.

3. tligher crude prices haste resultcd in higher product
prices. Quoted wholesale prices at Rotterdam
quadruple:l during 1973. It the Inited States,. the
1Il S Coisumer Price index indicates a rise of
nearly 20 Percent in gasoline prices and 47 piarcent
itt the case of fuel oil during 1973.

4 In the aftermath of the October war in the Middle
East, the Arab oil exporting nations announcd sig-

nificant cutbacks li production. and embargoes on
shipmentet to the United Slates. As a result, total
U S imports, decided front 6_5 million barrels a
day iii October. to 4. million it, mid-January, a
decline of soie 310 percent. The sharpest decline
tas ii crude inilrl. which fell from 3.7 million
barrels, . day to only 2.2 million barrels a day, a
drop of over 40 percent.
A combination of physical shortages, higher prices,
and conscrvaliin efTort,- -both voluntary and invol-
unltry - -have %lowed the rates (if growth in domes-
tic conisuptiot. Front Jatnuary through October of
1973. conslnmption steadily exceeded the 1972 lev-
cl niontlh h) iontli. Ily Noveiber, consumption
had slowed to about the Iecl of the prior year. By
I)eceibr. total consumption of 17.6 million bar-
rels a day wa nore thani I million barrels below
lie l)ccember 1972 level.

i. As for the near-ter supply outlook, combined in-
scntotic, of crude oil. gasoline, jet fuel, and resid-
tial oil as of Jauary I were some 16 million bar-
rels, lower than ther were a year ago. Only
distillate incntories were significantly higher,
tminl because of warnier-than-norual weather
and con,,srvation effort, A severe cold spell in key
col'uulng areas would draw down these invento-
rie, rapidl Ftimates (if the ascragc gross short-
age of crude and refined products during the re-
maitder o) 1974 range as high as 2.5 million
barrels a da%.

Conclusion:

Fsent of the last year have demonstrated conclu-
si,,cl that the United State,. .ati ever again he as-
siresd of unlimited supplies of foreign oil and that
foreign suppliers are dtelermined to exact the full
salue stf their oil- -shich, in the long run, will be
matsresd b% the cost o alternative sources of en-
erg). such a,, ,%tihctics. For both the short and long
terill, the od shortage is real.

INTRODUCTION

Mr. Chairman and Members, of the ('onmiittece.
M name is John F, Swearingen, I ant Chairman of

the loard of Standard Oil Company (Indiana). Ap-
pearing wilh me arc Mr Robert G. Dunlop, chairmann
of the Board sif l)irectors, Suit Oil Compan), Mr. If.
A. True. Jr., Partter, True Drilling Company. and Mr.
William L. Henry. Executive Vice President, Gulf Oil

Corporation We appear in behalf of the American Pc-
troleum Institute, the Mid-Continent Oil and Gas As-
,, cl.tion. the Rocky Mountain Oil and Gas Associa-
tin, and the Western Oil and Gas Association.

For purpose of reference. I might note that my own
company ranks a, the sixth largest oil company and
the 12th largest industrial company in the LtnitedI
Slates in terits of a,,ct% Within the iil industry, we
rank sixth in domestic oil prilduclion. fourth in gaso-

3
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line.iarketing, and among the top three in production
of natural gas. Approximately 72 percent of our assets

,ar concentrated in the United States, and, in 1973, 81
percent of our total revenues were derived from the
United States, 3 percent from Canada, and 16 pcf&nt
from overseas operations.

REVIEW OF ENERGY DEVELOPMENTS
Before addressing our present position in regard to

energy supplies. I think it might b" instructive to Iook
back to the situation we faced last Summer. In testi-
mony before :he House Committee on Ways and
Means on June II, 1973, I noted that the United
States wal facing the threat of a widespread shortage
of fuels for the first time in its history, aside from tem-
porary disruptions during periods of war. As I pointed
out at that time, for a number of sears our Nation has
been consuming both petroleum liquids and natural gas
at a faster rate than we have been adding to our do-
mestic reserves, and that domestic production rates
were actually on the decline. As a consequence, we
have become increasingly reliant on imports to close
the gap between shrinking supplies and steadily rising

.energy demand,;. This has meant turning increasingly
to the Middle East and North Africa, where nearly 80
percent of all thL free world's proved oil reserves are
located. In addition to the price this represented in
terms of lessened national security, it %as also becom-
ing clear' that the economic price of imported oil was
undergoing a process of rapid escalation. The oil ex-
porting nations had joined together to demand both
higher taxes on production and suhstantiil participa-
tion in the operation% of the oil companies conducted
within their territories.

The dangers were apparent. As I testified last June,
"If U.S. dependence on imports is allowed to grow un-
checked, we are likely to enter a new era in our deal-
ings with our allies . . . For one thing, we will all be
competing in the same markets for the supplies of en-
ergy we all ntust have to survive."

As I further stated, "The concentration of present
reserves in the Middle Fast and North Africa. com-
bined with our growing necesity to rely on imports
over the itext five to ten ycars at least, means exposure
to the possibility of supply interruptions resulting lrom
actions taken on political grounds. But there is also a
growing possibility of supply interruptions based on
purely economic considerations%. We are dealing with a
vital commodity likely to be'in increasingly limited
suppl), while its price is rising. Many of the countries

'with the largest present deserves are already receiving
oil-derived revenues too large to be effectively em-
ployed internally. In such circumstances, a prtoucing
countrN could decide to limit production in its own
economic interest, and we have already had scvgral
dem onstrations of such actions. All of these forces
o/nt to the necssit) for the United States to do

everything wittlin it, power to lessen our dependence
on foreign supplies of energy."

I sincerely wish that subsequent events had demon-
stiated the concerns I expressed at that time to be un-
founded, Unfortunately. the opposite has been the
case, and our worst fears have materialized. Political
considerations have resulted in an outright embargo on
Arab oil exports to the United States and painful cut-
backs in the quantitiesmoving to Western Europe and
Japan. The economic edge of the sword has cut even
deeper. The price of Mijldle East crude has risen to
the highest point in history, triggering price advances
throughout the world. The exporting nations are now
receiving more income from lower production. As a re-
suit. there is less incentive for the'm to increase produc-
tion rhey have expressed interest in making their oil
reserves--.%which in many cases are the only significant
national asset- -last as long a possible.

These developments have dramatically altered the
energy outlook for the entire industrialied world. All
assumptions that Middle East oil would be available to
fuel economic growth in Europe anti Japan and to help
make ip the growing shortfall in U.S energy supplies
now have to be reexamined. Not only do spiralling
prices threaten the ability of the importing nations to
pay for the oil they require, but we now face the possi-
bility that the full quantities desired may not be avail-
able at ins price.

While the impact of these developments on the
nitied States has not been as severe as it has on West-

ern Furope and Japan, it has been sufficient to demon-
tirate that we have entered a new era. ihe days of un-

limited cheap energy are over. We are going to have to
pay more for energy anti we are going to have to be
less profligate in its use. ,- I testified in my last ap-
pearance before this Committee, it is important to re"
nieniber that our own dilemita is man-made. The
United States still has an abundance of potential en-
ergy sources to draw upon. Ili regard to oil and natural
gas. we have a very large undeveloped resource base
retining olfshore and in Alaska. There arc also huge
potential rcscrscs in the shale deposits in the Rocky
Mountain area Our coil reserves are %ast, and consti-
title a major future source (if synthetic fuels through Ii-
quefaction or gasification.

Although the cost of either oil or gas front non-con-
sentional -ioirces will e higher than anything we have
been accustomed to in the past. the point is that a
secure resource base is there, waiting development. In
uIddition. our uraniun reserves will support an acceler-
,tied program of nuclear electricity generation, and this
source of pi-tiver can be expected to take over a grow-
ing share of the load Ilowever, it is likely to take at
least a decade before vic can look to non-conventional
sources for an important contribution to the total en-
ergy flow Meatnwlhile. we have the problem of immcdi-
ate shortages of crude oil and refined products. I
wobld like to tr) to summarize some oi the principal
challenges we face it this area and %time of the forces
behind our current dilemnia Pertinent data are in-
eluded in a series of appendices, which will be referred
to in the course of the statement.
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INCREASED SHARE OF INCOME
COMMANDED BY- EXPORTING
NATIONS

The relative stability in foreign crude oil prices
which prevailed in the 1960' has vanished. Apientliv
A shows the estimated increase in oil production in-
conic going it) the exporting nations over the past four
\carm. lit the case of rabian I ight crude from the
Persian Gulf, the host nation% in 1970 %%ere realizing
slightly tess than $1 'tl Ixr barrel as their share of the
income from production owned by the private compa-
nics, as dimtinguihed front the share owned v the host
country. fhe share commanded bs the Persian Gulf
host natiotlts rose iii gradtiual stages totii ean itialed
$1.70 ix-r barrel in tiM-173- ar increase tif roughly
70 percent Itsy October 1. T'73, it had reached .51.77
per barrel.

Then. by unilateral decision oin the part of the key
Middle Fastern proiteing countries, it roe tit over
$3 00 per barrel, Dramatic as this iacrcase sit, iit vius
o\ertadowed bs a itith.qtic rise to no tess thanr
$7 i per bairdl at the end of last \car lii either
words, sie have seen a seven-fold increase itt the take
oP ihe Persian Gulf protducinig nations vs within a period
tif three years- -frot roughly $1 00 to $7.00 per bar-
rcl

Even these numbers ftil to tell the full story. The
pdtqity crude. thr share oited by private operators. has
been a declining portion of total production Under the
so-called "participation- aigrcnieti enforced by the
producing cotntric%, the\, have taken over a risiig
share-of the production .\s their share hi risen. so
have the quantities they have ti dispioic of at any price
the market will bear. anti sic eai tin esseid spot sales
of limited quantities of thec crtdes it prices of itore
than $17.00 a barrel.

Not surprisingly, the stucces, of thesc action was felt
beyond the Middle Fast Vcnetucla is a major source
of ITS. oil import,. and \-catte of it% closer proximity
its, exptto it; have genertlly commanded a higher
price than those front the Fasteri Itenisphere. Ineita-
liy, Vcnc/tilit-- %hich is ,a nienber of the Otgani/a-
ion Of Petrolineum \porting (outnrics--folloied the
ittit led by the Middle Fast Frot an a\crage if-
slightly over $1.00 per barrel in 1970, the goverti-
nint' takt. has bcn intttercad to titre than $8 (t per
barrel it the tart of 1974

While not show in Appeindx A, the ctist of oil imi-
ioted from ('anada has also risen sharply, primarily

through the impoition of succcsicly higher export
taxes. As recentl. as November tif last scar there was
no such thing as awl export tax in oil nosing to the
Ignited States from the producing provinces in the
wsit, where ntwIt of Canada's proven reserves are situ-
ated. At the sanie time, Canada relics in imports from
Venectuela to meet niost of its needs for petroileut iii
the east, where the bulk of its population is Faced
with its twn problem of sharply higher cost, for petro-
leum imports, Canada responded with a tax on its own

pelrolciun exports.
Although the tax was first imposed at a nominal

level. it ha,, climbed sharply in successivc stages. Effec-
tivc on February I of this ear, it has ten set at
x6 40 p 'r barrel Although this may appear to be less
exacting than the $7 00.pltus a barrel currently going to
%liddlc la,t producing nations or the S.00-plui going
to \'encecla, it is comparable. Unlike the major oil
exporting nation, Canada levies a series of other taxes
on oil and gas production similar to those we have
here in the United Statcs. In the case of Canada, lease
bonuses. to~altics. Ileas rental;. income and other min-
eral taxes bring in additional revtnues of nearly $1.00
per barrel otn oil produced there. lit combination with
it% new export taxes, the combined take at all levels of
government is roughly on par %,ith other petroleum ex-
porters.

" hesw eternal force, have also resulted in higher
prices for dontestic crude. a subject which will be dealt
with in more detail in the testimony which will follow.
-\t the ane time. more realisic price, for domestic oil
ind gas are already generating a reespi,,--tin the form
of subsantially accelerated expenditures and effort, to
find .ind desclop nes petroleum reservct within the

united States As I noted earlier. we still have large
riotentitl undis-oscred reserves, and we are going to
need them badly We are also going to have to be pre-
pired to pay the pricc it %I ill elr to itisure that they
are brought into use

INCREASED VOLUME AND VALUE OF
U.S. PETROLEUM IMPORTS

lc,;pit the alarnming rise in the cost of imported oil,
the United State'ha, continued to increase the quanti-
ties brought in. When it conies to energy, we have no
real option in the short term- -nor do the rest of the
itttttriaili/cd countries. Energy is simply not a discre-
tionar\ ilent in a Modern society. and unless the flow
contiinto %%,- are iot likely to have time to work out
s iltioi. for e cn our innediate problems, mitch less
devise better fornita, for the future In our case. until
vc Mount and carry through the effort that will be re-
qircd to restore the Nation it its former position of
energ self-sulficiency. sie will have to rely on imports
for issistatlice.

.4plendit B sho\, -the trend in U.S. imports of
crude oil atid refined products from 1970 through the
lirst nine months of 1973. Over this period, crude im-
ports have miore than doubled, rising from a level of
roughly I 3 Million barrels a day to 3.2 million barrels
a da). Iports of refined products rose from slightly
over I\to million barrels a day in 1970 to nearly three
ttillionin the comparable period of '73--an increase
of nearly 511percent.

\s concquence, this Nation% combined imports
of crude and refined proituc. rose from approximately
23.5 percent of total domestic consumption in 1970 to
nearly 36 pert ent in the same period of 1973. I per-
sonall) tinid it disturbing to have imports of anything
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a vital to our economy as oil reaching een the 25
percent level, [o %,ee this-reliance climb to the equiva-
lent of one barrel out of every three %%e consume, as it
did last year, Should be enough to alarm es eri member
of this Commijtee and the constituents they represent

I think this %tiunld be a matter of concern e,,en if the
continuation of mpply stere assured and ste had some
idea what the costswould be. Unfortunately. as we are
discovering. neither ani as ured supply nor the cot
seenis to be within our control.

%\ to the cost of these imrport. the \aie %,as a little
over $2 billion t the first nine months tif 197(0, ac-
cording to Commerce Departtet Statistics. rhi, figure
dth% not include freight charges, however, fil the
tanker charge% for nmtving crude od frot as far away
as the Pcrsian (ulf it) the cast or gulf coast if the
tUnited States or rtlited product,, friiu |"tirope can be
a niajo item ii tie ultimate cost to the consumer.
Even on the consers atie basis rellccled in the ( lnt-
merce Departneit%, caletl ititnS: the'valuc of the seoi il
imports lta niearlN doubled since !1070. and approsi-
ntated ".S billion for the first little Ilhtnt hs 0 list %car.
[he indicated efect til our balance of trade poi ion
ftr the tirst thice, quarters ot 1973 \\,1, ,i aIegatis, S1 )
billion. versus the prior year. l(its ssa,-.iprtixilern l%
sit liitles the itcgatise inipact if ,llis S33i lltillion S 'u-
tamited in 1971. i aiddititi. the period cties tot even
coucr the linal quaitr if 1973. during sthich the larg-
est ilcreies, in the eot, tit irtet oiI tosik place.

I he inlliatiiar" etcis of thse r ce it increase til
the ccoiittliii es of Jap.iii urid IFiurope- ire a;rcd.id e i-
dett . f r ha titetczltip.,tt tin-d pitodiwittg ia-
tion". it is ctinlated that the additional cost if oil im-
pirts is likel% to be So giit as It 0t1i e gh the total
aninii itt fore ig atd th¢% cil nlticipite, It such cir-
eiitllstal ,Cs. evti lie ilitcd ttStates is hlCL It' be
forced i take a look ati,,, itbtiks, \,iditig It, the
(jilnritielits, Statistics. the \auc of the citd oil and

protltt; %,- I mprted it Ihe first nine ,nitiithS of last
\ear st, tcearls ,; billion. cen before prices leit
ihrouth the ceiling (',ii se tf.trt the $15 to 'i 21bil-
lion oi\, piiiectcd I,, our til import bill this \ar" Not
ss ithittit seruois i.'petussitin (it otr trade lalites,
and the rak ot ,uitlatiti to \,hih ne are goig to be
Subjected.

INCREASED COST OF REFINED
PRODUCTS

S me tif the product price itrsreases s which hite fol-
liscd the increases in cru, prices I hate itoted hate
ti:cn. predictably. brathliaking. Ilcetuis of tire nature
or trading in ;fit% coillodit\ ill iiternuationial deittandl

-ss th hundreds f sellers and c\in greater utiniber%
of potential buyers it is htterall\ impossible it) know
cetn A.hat ait average price is at a given little. Ihis is
patictiiarhl.true (if the oil business. There are more
pla)ers in the ganlc than is'the 6ws, in alty other in-
dustry I could name. Just in the marketing end of the
oil business, the participants range front the proprietors

6

if inditidtial service stations totion, il government..
As a reNtilt. trytug tl determine priee, \tith any degree

,(IT cictiess is like trying to gencrlife about weather .
\ t all glsui pilt. it iigl]t le I degrees bhi /cerol

in lie Rickics and 501 above in Washingon, with the
rest f th- ctiuitr\ at \,iriots ot er leels depending on

alitli atd circutlslances. You can dleetop a series
of ' terg nit-llan tenlpcrature" for the IUiled States,
i,,t0.is . tu ciii develop average" prices for citui, oil
,rd rinct etpetiiletim products-ither in the United
Stiles, or abroald Bitt iii the nature of things, such arti-
fisialls c.alculatcd price% hate it; be used tith caution.
and the\ do not represent the true statcof affairs in
air1 gieni ho:atit at nit\ gien time. llowever, they

can scrtc t indicate trenids
lit regard to prlce for relined oil products, the trend

is defintt ly tipiartl, and Apliitli C documents some
ut tire Lhitig.s \te hisve beeni c\puised iti itt the past
\sar regarding oicrseas. ,upplics,. Subject tt the caveats
I haltc noted. the price ticid has heei clearly upard.
Ott Ihe basis of quoted pricc,. tie s, hoicsale cost t the
gasiotinc it ailtablc for exlptrt fnum Rotterdam. which is
the it soulcc t implirts; it finished prt duct to the

'ttied States fritt Itiprop-. tiughl quadrupled last
\car in art Frll basis. ttsregarding tanker rate. :ii,ou
Ciiittd bae ci ntracthd for Stote barge lits of pre-
mlium-gi te gasuilhte for abotit 15 cents a gallon at the
start of 19i71 I.\ l)B\ .itiher, the tlitirtld price was
lier 

5 t cntt, .i galloi m incra,, : (if it early 300 per-
tl. atid the %,fillS %%as true in regard to regular

grit .cs I tie quoted ishtles alc prices of hiw +.sulfur
ha \ ittis inct.tsed c\it tore rapidly. I'hc rose
littm titdier imi: ,its, .1 gallon (lOll) it ncarl. 50
Cents a gallon.

\Vith in incrcsitig lcrceitage of both crude and
prodthhi , ct-ililig friom itersea.:. our domi estic prtluct
priceC also idicetd. as indicated in Appemilir 1).
I n)ti hg t171. the seighttd iciagc price ut gasoline
lied fit the Coumer rice lile\ emplcd by the
Itire,,ti of I thor Statitic, shotecd I rise front 37.3 to
44 scit,, per gallin in the cas uf ga tine. atld froni
19 X sltS per ,tli to 29.1 cents in the :ase itf Num-
tier 2 ltl oil (it rail. this represented ant increcise of
icatil\ 20 pecrclit iII tile price of gasoitine and 47 per-
.tilt in th ca e of ftl oil

Alp titi 1. s titi she trendsz in domestic wholesalee
piiccs for rcfin.d prdnr.u'icts Again. it is important to re-
Imititb,i that Ilesc prices rerescint only spit sales,
\shich are tily ai s cr% Smali fractintit of tile total tiar-
kkt Sn111ce mutist Sties ar'e tiihe liii 1 conlract basi;.

I hits eer. thcse spot s,ties indicate a clearly rising price
ireil Itettiect Jaiutuar n and Denitbet of 1973., the
s, hoilese price tit prcllllnl grade gisolitie rose front
.ipirfirinatht l) I cents a gallon tit artou1nd 25 cents-
.i1i increase of Solmte (v percent. Regular grade motor
fuel rose from appr, miatAt 13 cents a gallon to
about 23 centsi-- ittrccase tit mitre than 75 percent.
I he pwile, o Number 2 fuel oil rose approximately. 90
percent, ftm roughly) II cents a gallon in January to
about 21 cents a gallon by l)ccember. Ilhcse product

,SW

34-639 0 - 74 - pt. 2 - 17

-1% 0-4-- ^%. -11 -. 1 . , " 4 , 't . I . . , V.
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prices reflect increases in crude oil cots which the
Government allowed to be passed through as cost-justi-
fled price Increases.

ARAB OIL PRODUCTION CUTBACKS
In the aftermath of the October war in the Middle

E ts. the Arab oil exporting nations announced signifi-
cat cutbacks ir oil production, and these are detailed
in Appendix F. With the single exception of Iraq,
which has continued production at stable rates, the cut-
backs have been generally observed.

Total production from-this area in September of
1973 was at a level of approximately 20 million bar-
rels a day. Reductions were announced in October,
and. throughout November apd l)ecember production
was reduced 25 percent from the September levels in
all the major Arab producing countries except Iraq.
Saudi Arabia, Kotsait. Libya, Abu Dhabi and Algeria
-plus a number of minor producing areas-all ob-
served the restrictions. The result was a drop of ap-
proximately 5 million barrels a day in exports at a
time when demand for oil was rising steadily through-
out most of the world. Production in Iran, the only
major non-Arab producing nation in the Middle East,
has continued at high levels.

Effective in January. the Arab cutbacks were re-
laxed, but production was only restored to 85 percent
of the September levels, and there has been no indica-
tion when full production may be restored. As I noted
earlier, there is little incentive to do so at this point,
and a number of reasons not to do so.

RECENT DECLINE IN U.S.
PETROLEUM IMPORTS

Even without lhe embargo on exports to the United
States imposed by the Arab producing nations, this
country would have felt the effects of the tightening in
supplies abroad. However, if took some time before
the effects became visible, in large part because of the
30 days required on the average to move cargoes from
the Persian Gulf to U.S. ports. Shipments already
under way were not affected by the embargoes.

Appendix G indicates the accumulating impact of
the combined cutbacks and embargoes on U.S. petro-
leum imports. As we saw earlier, total U.S. imports of
crude oil and refined products had risen steadily, year
by year-nearly doubling between 1970 and 1973.

As the data indicate, our total imports reached a
peak of 6,525,000 barrels a day in October of 1973,
the month the cutbacks were announced. In November,
the total volume declined to 6,281,000 barrels a day.
Since then, imports have fallen to about 5.000,000
barrels a day. For the week ending on January 18 of
this year, total import volume was only 4,982,000 bar-
rels a day-a drop of about 30 percent below the Ot:-

-tober level. The decline was in crude imports, which
fell from 3,739,000 barrels a day in October to only
2.171,000 barrels a day-a drop of more than 40 per-

j

cent. The volume of refined product imports has re-
mained relatively stable. On the basis of the most re-
cent data available, product imports in the week
ending January 18 averaged 2,811,000 barrels a day.
This was slightly more than thq October level, and
only sonic 2(X,(X) barrels a day below the peak level
set to dale. One of the major reasons for this better
showing is that the partial restoration of Middle East
production has freed supplies of refined products which
otherwise would have moved to Europe from the Car-
ibbean and other areas for use in the United States.

Nevertheless, the decline in total imports has serious
implications, particularly since it had been the common
assumption that we were going to be able to rely on
foreign oil and products to close the widening gap be-
tween domestic supply and demand.

REDUCTION IN RATE OF GROWTH IN
U.S. OIL CONSUMPTION

All of thee factors-declining domestic production,
cutbacks in imports, rising product prices, plus appeals
for voluntary conservation followed by mandatory
product alloations-bave operated to slow the rate of
growth in U.S. oil consumption.

As can be seen in Appendix 1i, total domestic
consumption of refined products in 1972 averaged
16,367,000 barrels a day. In 1973, it averaged-only
17,215.0(X) barrels a day-an increase of less that ne
million barrels a day, and well below the growth rates
of recent years.

The month-by-month comparisons show the impact
of the tightening in supplies even more clearly. From
January through October of last year, monthly con-
sumption steadily exceeded the 1972 levels by substan-
tial margins. By November of 1973. total consumption
was only slightly above the November, 1972 level. In
December, consumption of 17,6 million barrels a day
was more than one million barrels below the 1972
level of 1$.7 million barrels a day.

An identical pattern can be seen in consumption of
each of te major refined products--gasoline, middle
distillates. and residual fuels. These are detailed sepa-
rately in Appendices I. I, and K. In each case, the rate
of growth in consumption slowed in November to
about the level of the prior year, while December
showed clear declines. Precisely how much of these de-
clines to attribute to conservation, either voluntary or
otherwise, how much to higher prices, and how much
to physical shortages, is impossible to determine. In
any event, the rates of growth to which we have been
accustomed for so long have clearly been arrested.

CURRENT U.S. PETROLEUM
INVENTORIES AND NEAR-TERM
SUPPLY OUTLOOK

This brings us to the question of what lies ahead.
Appendix L summarizes our inventory position for the
most recent period for which data are at hand. As of
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January 18, supplies of gasoline stood at 208 million
barrels, or about 10 million barrels below the 1972
level. Inventories of jet fuel were slightly higher than
they were at this point ir 1972. Supplies of residual oil
totalled 49 million barrels, slightly below the 53 mil-
lion barrels in stock a year ago. Crude inventories
amounted to 231 million barrels, or 5 million barrels
less than *c had at this point in 1972.

Only distillate inventories were significantly higher,
with supplies of 18R million barrels on January 18 of
fitis year versus 143 million barrels a year ago, Even
this apparent margin is ephemeral, and results mainly
from warmer-than-normal weather thus far. A severe
cold spell in key consuming areas would draw down
these inventories sharply in a very short period. If we
exclude the temporarily high supplies of distillatcs from
the calculations, our combined inventories of the re.
maining products and crude oil are-clitually some 16
million barrels lower than they were a year ago.

As for the outlxk, there are nearly as many differ-
ent predictions as there arc forecasters. A great deal
depends on the assumptions which go into the process,
Within our own company, we have recently conducted

a reappraisal of the prospects for 1974 and our projec-
tions Point to continued shortages, although of different
magnitudes depending on developments in the Middle
East.

Assuming the selective oil embargo against 'the
United States were to continue throughout 1974, we
would expect the net shortage of crude and refined
products to average approximately 2.5 million barrels a
day for the full year. This is the estimated shortage
compared with intrinsic demand-the quantities ex-
pected to be consumed if there were no restrictions on
supply. According to our best estimates, it would be
possible to offset this degree of shortages through a
combination of voluntary and mandatory limits on con-
sumption.

,\.suming the embargo were to be lifted in mid-
1914, it is our estiAate that the shortage could be
reduced to approximately one million. barrels a day
below intrinsic demand. If this were to be the case.
most of the shortage could be offset through voluntary
conscrvation efforts alone. While we would not have all
the products we might want, it should be possible to
get by with some determined belt-tightening.

. CONCLUSION 7
I think recent events have underscored the dangers

of any significant degree of reliance on foreign oil. In
retrospect, it is clear that the Nation narrowly avoided
disaster through the decision by the President in 1970
not to accept the recommendations made .by the Spe-
"cial Cabinet Task Force on Oil Import Controls. It
was the recommendation of a majority of the Task
Force that we adopt a tariff program giving preference
to oil front certain foreign countries, with the objective
of forcing an increase in the use of then lower-cost im-
ported oil-while bringing about an initial reduction of
about 30 cents a barrel in the price of domestic crude,
with further reductions envisioned diiwn the road,

Among the asumptions made by the Task Force
were that total U.S. imports from the Fastern Hemi-
sphere by 19$0 would be no higher than f5,000) bar-
rels a day if no change were made in the existing sys-
tem. These low estimates of. future reliance on the
Eastern Hemisphere were linked with a series of very
optimistic estimates of potential supplies available from
other Western Hemisphere -.. cs considered to be se-
cure. Yet within the span o -nly three years., we have
seen U.S. dependency on Middle East oil rise to over 2
million barrels a day, while its price has soared. Had
the Task Force recommendations been followed. our
present energy crisis would be more severe.

Just what course the exporting nations will follow
over the longer run remains to be seen. The Shah of
Iran recently suggested to the Persian Gulf rucembcrs of
OPEC that they set an oil price which would corre-
spond to the minimum price that would have to be
paid for shale oil or for liquefied or gasified coal. and
he estimated this to equate currently with a mini.m'tim

of $7.00 a barrel in government take for the Middle
Fast producers.

This would appear to be a rational proposal. The
major barrier thus far to development of these non-
conventional energy sources has been the economic dif-
ferential between their estimated cost and the lower
cost (if conventional fuels which has prevailed. It is
now clear that we arc going to have to employ all of
our potential resources, including coal and oil shale.
and it is encouraging that both the Adnuinistration and
the Congress are now preparing to move in this direc-
tion.

While conservation measures can assist greatly in
casing the immediate pinch, the urgent need is to ex-
pand our energy supplies to prevent more drastic
shortages in the )ears ahead. however, in order to
meet our expanding energy needs it is going to be nec-
essary to rely heavily on oil imports-particularly over
th, near-term-with serious consequences in terms of
national security and monetary stability. In these cir-
cumstanees. it is essential that we maximize the extent
to which our needs can be met from secure sources,
both by increased development of domestic supplies of
all types. and by increased efficiency of energy use.

What .oncerns me particularly at this point is Con-
gre,,sional failure to address the real issfdes before us.
Our paramount national objective at this juncture
should d be to take the necessary steps to insure that we
can increase the supplies of energy available from reli-
able'sources. All other considerations must tank be-
hind this central priority, atod it applies particularly in
the case of oil-our key fuel. Events of the.past year
have demonstrated conclusively that the United States
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cannot be assured of unlimited supplies of foreign oil
and that foreign suppliers are determined to exact a
full price for their oil-which, in the long run will be
measured by the cost of alternative sources of energy,
such as synthetics. For both the short and long term.
the oil shortage is real.

However, in recent hearings before various Commit-
tees of the Congress, the discussion has been con-
cerned mainly with trying to find someone to blame for
our current energy shortages and with debates over the
present lax provisions affecting the petroleum industry.
This is avoiding the real issue. The principal problem
we should be addressing is not whether the oil indus-
try, or any other industry, is currently paying the right
amount of taxes--or who has contributed most to get-
ting us into our present predicament. The real chal-
lenge is to take the actions needed to assure the flow
of energy the American economy has to have to func-
tion. Unless we succeed in doing this. we are going to
face a serious decline in tax revenues from nil of the
revenue sources on which the Government relics to
finance its activities.

Attempting to affix the blame for our present energy
dilemma is a pointless endeavor, since aT! segments of
society have contributed to it. The dangers of the
course this Nation has been following were spelled out
in the Report of the President's Materials Policy Com-
mission, the Paley Commission, submitted to President
Eisenhower in June of 1952. As that report concluded-

"In area after area we encounter soaring demands.
shrinking resources, the constant pressure toward
rising real costs. the strong possibility of an arrest or
decline in the standard of living we cherish and hope
to share. As a Nation, we are threatened but not
alert .... "

Part of the answer to the question as to why we dis-
regarded this and other early signs of warning lies in
the fact that, for generations unlimited supplies of
low-cost energy have been taken for granted in this
country. It has become a clichM to note that with only
six percent of the world's population, the United States
uses roughly one-third of the world's energy. It is diffi-
cult to convince people who have never been without
fqel for their cars or heat and electricity in their homes
that affluent America could really have an energy
problem. The whole economy has been geared to pro-
vide ever-larger and more luxurious vehicles, more
heat in the winter and more air-conditioning in the
summer, and a range of power-consuming appliances.
that staggers even sophisticated Europeans.

Warnings that this joyride would have to come to an
end have not been warmly received. For a number bf
years, spokesmen for the petroleum industry-myself
included-have tried to call attention to what was hap-
pening. More often than not, such efforts were written
off as self-serving, particularly since the only rational
solutions we could see would lead to higher energy
prices. I

The oil industry can also be accused of a certain de-
grec of over-optimism about its own affairs, although
we could not reasonably have been expected to antici-
pate the impact on our operations of developments
outside the industry and beyond our control. Five
years ago. we were confident that oil would be moving
to market from the Alaskan North Slope by now. In
response to obvious needs for increased supplies of do-
inestic oil and gas, we were convinced the frequency
and size of Federal offshore lease sales would be
greatly increase 4. Not only did this fail to come to
pass, but a number of operating leases in the Santa
Barbara Channel were shut down in 1969 after an oil
spill.

Nor did anyone foresee the full impact of the In-
creasingly stringent environment control requirements
adopted by the Congress in 1970. The net effect of
these measures was to reduce the supplies of available
fuels, while simultaneously increasing fuel demand. As
for the latest round of hostilities in the Middle East
and its disruptive effects on oil supplies, this caught
nearly everyone by surprise.

But the major fault throughout has been the failure
of. the entire governmental structure either to prepare
the N:'tion for what it was going to face or to mobilize
any effective response. Only the Government has the
capacity to shape and direct a genuine national effort
to conic to grips with the complex problems involved
in the flow of energy.

As the Paley Commission report stated over twenty
years ago:

"'he Federal Government is not at present properly
equipped to carry out its responsibilities for dealing
single-mindedly with the, many aspects of the prob-
lem. Dozens of Government organizations-depart-
mients and agencies, bureaus and offices, and inter-
dependent committees-have an active concern in
one or more aspects 6f the problem ... some neces-
sary jobs are not being done well enough; others are
not lcing done at all; and the whole effort lacks suf-
ficient coordination."
In most respects the report could have been written

yesterday. Over the intervening twenty years, we have
seen the world's leading energy producing and consum-
ing country converted from our historic positioiv of
self-sufficiency into a candidate for membership among
the have-not nations. All of ts have helped contribute
to this dilemma-government, industry, the media, and
the publc-and all of us are going to have to partici-
pate in efforts to work out a solution. Ex-post-facto at-
tempts to assign culpability for what has happened will
do nothing to get the Nation back on the track.

Whil e9 the problems of energy supply and demand
are adtiittedly complex, our most pressing need is
clearly to increase the supply. Measures which promise
to help to increase energy supplies will serve the na-
tional interest; measures which will impede dn increase
in energy supplies, whatever other merits that may ap-
pear to have, will do the Nation a profound and lasting
disservice.

9
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APp rdl A

ESTISIATEI) Oi. PRODUCTION INCOME 1o EXPLORING NATIONS .

. (Dollri Per Rarrel'of I'quit ( "tie )

Pre November 14, 1970
November 14, 1970 ..
January I. 1971 .
February 15, 1971 ............
June I, 1971 ..........
January 20. 1972
January I. 1973
April I. 1973 ...................
June I. 1973 ...... . . .. ....
JrN4l 1, 1971
August I, 1973 ...... ... . . . ..
October I, 1973
October 16, 1973
Nosenibr I. 1973. ......
December I, 1973 ...
January 1, 1974. ......... ...

Priai Gull
1.frabins Ilchr 34

. . .. .. . . . .. . .. .. ... $0.91
. 0.98

.... 0.991.26
1.3
1.44

. . . . . . ... . . . . . . . .. . . . . . . 1.5 1

1.61............ ........ ... . 1.70
1.77

.3.04

.... . .... .. 1_ 7.00

I' ne :u ,,I'm 0

1967-69 .................. .............. ...... ........ ............... ....... 0.95
1970 Average ............ ........ . ....... .. ..... ......... .. 103
1971 Average ..... ........................ ......... ..... . .. ... 1,30
1972 Average ....................................... ........ . .......................... I 62

1 Period tit %pot.tthc in%~,vi

November I, 1973 ..... ......... ..
December 1. 1973 .............
January I. 1974 .......................

Share of production owned by private operator

................................................. 4.27
... ... . 4,57

.. . . . . .. . . . . . .. .. .. .. . . . S 2 5

Appendix B

VS. I%1PORtS OF (RIDE OI . AND REFINED PROD'ICTS

Crude OiI-MB/D ii .....

Products-MB/D . ..

Total MB/D .. .

Percent of Domestic Consumption

Value- Millions 4 . .... I....
excludes freight)

S Per Ob: ............................

Percent Increase Vs. Prior Year.
Volume .................. ...............
Value .......... .. ....

Effect on Balance of Trade t,% Prior Year
Millions ........................

Sourct--USBM
(21 Source-"Survey of Current Business." Commerce Dept.

10

Fn~r Vine ,lonthr
1973 1972 1971 1 1970

1.205 Z.10.2 I.69 I,12
/

2,916 2.444 2.10 2.496

6.121 4.566 3.749 3.418

33.7 286 !SO D1

S4.992

S 2.98 S 2.49 $ 2.11

34 1 21 8 9 7
598 30.,7 164

S(t1865 1 iS336)

$2.04t

$ 2.19
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'Appradli C

PLArTS IMPORT PRODUCT PRICES

(Harges FOB Roiterdam-Cents Per Gallon)
197)

January . .....
February .....
March ........
April ...... ..
M ay .. .......
June ......
July ... ......
August .......
September ...
October
November
December .....

Prentos;

14.7- 15.0
15.2 - 15 6
17.0- 17.9
, 0.1-21.1
26 0 - 27.9
30.4 - 124
290-294
22 9 -24.0
23 5 - 24 5
28.0- 29.1
19 5 - 446
49.5-55.1

Gasoline
ReRular

125 -129
13.5 - 13.8
IS o - 11.5
17.1 -1I9.4
21.0 - 24.11

270 - 29.2
21 1 -2if,
206 - 21.7
21 6- 22 2
25_11-26 1
37.1 -41.5
469- 524

fleu v Furl
11; 5.

I6 - 119
92 97
99- 94
X 7.- 9.1
9.- 10 I1

10.1 106
9 - 9,8
7 9 9,5
94 89

10.6--I I
4-49 211

43,4 -489

Appeak F

ARAB OIL PRODUCTION

0lhsuands of Barrels DAII))

Saudi Arabia ....
Ki.twail .. .....
Iraq ..... .....
Abu )habi ..
Neutral 7Zone ....
Qatar ..........
Oman ......
Dubai .........
Bahrain
lI.bya . . .
Algeria ... .. t..
,-gyp' ..........

,% r ...........

September
1973

8.291
3.237
2.116
1.399

328
609
302

64t
2.286
1.03011

195 II
150 "

TO,50 _3

percent
Reductions ',s Sept.

,Vor./Dc. January
1973 .1974

S2511, J-15%
-251 , - IS -15

No cil-ack

-25% -15%

-23r3 - l3rf-25"i --15%
-25%; -

-253 -- 15r
i

1,Estmate

Appendix I) Base for reduction is 3.(00.000 barrels dailyUnknown because of war damage

INCREASE IN VS. REFINED PRODI (1 PRICFS IS

W(ents Per Gallon)

%fosor Gahnine I. ,%'o. 2 Fuel
ember. 1972 .... ...... 37.3 19.8
ne. 1973 ...... ... ... .... 40.1 22.1
member. 1971 ..... ...... 44.7 29.1

Percent Increase. December
1973 Vs. December 4972 . 19.8 47.0

" Source: BLS Consumer Price Index
421 Weighted Average of Regltir and Premium gasolinee

Appeel

PLATT'S CHICAGO WHOIf*LE PRICES

(Cents Per Gallon)

100 Oct.
Premium

15.0- 15.5
15.0- 15.8

15.8
15.8- 19.0
16.5-20.0
17.8-225
17.8-22.8
17.8 .- 22.6
17.8- 22.6
17.8-25.0
19.0- 26.0
21.0- 29.0

94 Oct.
Regular

13 2- 13 5
13.2- 13.8

13.8
13.8- 17.0
14.5 - 18.0
158-205
15. - 20 5
15.8 -20.9

15.8 - 20.9

15.8- 23.0
17.0- 24.0
190- 26.0

Alpadla G

DECLINE IN U.S. PETROI.EIM IMIPORIS

(1 hot.sands of Barels DAily)
Oil

No. 2 NoA 6
Fuel Oil Mar. 1% S.

1iO- 120 11.0 - It.
11.8- 12.2 11.5
12.2-145 115-13.2
12.2- 14.5 11.5-13,2
1.5-145 120-132
13.5- 15.5 13.0- 14.0
13.5- 14.5 13.0- 14.0
13.5-190 130-140
13.5- 19.0 13.0- 14.0
14.8- 19.0 140- 160.
14.- 22.8 14- 21.2
15.- 25.8 16.0- 260

NOTE: Moat refined products sal s are made on a contract
basis. Hence. these published prices represent only a
very small fraction of the market and. in some cases.
may represent the price being offered for the last
gallon.

Crude Oil
cthober. 1973 it .......... 3.739

Niiember. 1973 M 3... 3.266
Week Fnding. IJ"

December 7. 1973 ....... 3.427
December 14. 1973 ...... 3.005
December 21. 1973 ..... 2.561
December 28. 1973 ...... 2.679
January 4. 1974 ......... 2591

E January 1I. 1974 ........ !347
January 18. 1974 ......... 2.171

Reined
PrfoIIt

2.786
3.0)15

2.780
2.938
2.999
2.767
3 045
2.612
2.811

Total
6.525
6.281

6.207
5.943
5,550
5,446
5.636
4.959
4.982

Source: USBM
Source: API

Appeedix H
TOTAL DOMESTIC CONSUMPTION OF

REFINED PRODUCTS

(Thousands of Barrels Daily)

1973 1972
January .............. 19.667 16.735
February .............. . 19.941 17.861
March ........... 17,193 16,970
April .......... ... 15,935 15.529
May .................. 16.603 14.801
June .................. 16.471 15.615
July .................. 16,387 14.821
August ... ........... 17.438 15,936
September ............. 16.620 15.489
October .............. 17.090 16.445
November ............. 17.735 17.610
December ............. 17,662 18.738

Year ... .......... 17.215 16.367

Source: USBM-1972. 10 Mos. 1973; API-2 Mos. 1973

Ju

1973
January
February .
March ...
April ....
May .....
June .....
July .....
Augua ...
September
October ..
November
December
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GoSOLINCE ('ONSIMPTION

(rhouands of BarrelI I)aily)

January ... ...........
February .... ..........
M arch .. ...............
A pril . . ..........
M ay ...................
June ... ..............
July ...................
August . ...........
September .............
October ..............
November ............
December ............

Year ..............

.Source: USNI-.I972, 10 MNos

197.1

6.157
6.4 I

6.515
6.9!18
7.(X)9
7.062
7.311
6.625
6.728
6.592
6.168
6,671

Appendix I

1972

1.7553,711

6 467
6.32
6.490
6.972
6.722
6,986
h .498
6.404
6.516
6.414
6.422

1973. \1I- 2 MIo, 1973

Appendlx K

RIklD8AI. FUEL. CONSU.,MPTION
(ihouiands of Barrels Daily)

January ..............
Februiary . ............
M arch .. .... ..........
April .......
Mla .
JunI ..............
July .. ..............
Augimt ..............
tpierenl r ............ .

October ... .. .........
Noeniber . .........
December ..............

Year . . . .. . ....

1973
1.262
3.303
3.071
2472
!.518
.602
2,410

2,714
2.667
2.A)2
2.827
2.979
2.77S

1072
2.815
.171
2,682
2,444
2,111

2.196
2,107
2.257
2.!39
2,362
2,843

3,131
2,.29

Source, USRM -1972. 10 Mos 1973.: API--2 los 1973

Appendix J

MIDI)I.E DITIIl..% I F CON.SIUMPTION

(Thousinds of Barrels )a)1

January .......
Februar3  . .....

M arch .. ......... ....
April ..........
May .....
June .... .........
July .. .. .. .......
Augusl . .. ........
September .........
October . ...........
November ...........
December ...............

Year .... ......

Source: -USBMN- 1972. 10 Slo%

1971

5.7181.50
4."R

1.824
•1.897

3.750
1.919
4.161
4.22

4.898

4 318

197A. API

1972
1,125
5.674
-,77.
1939
1393
3.47 1
2.857
1.181
1.43
4.168
4.718
5.628

4.217

2 %lo% 1973
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Appendix L

US. I N ,"%1IO)RINS

(Millions of Barrel,,)

Mltor Gasoline
Jet Fuel ....
D ,,tillales
Reidual
Crude Oil ...

Source: API

Week Enihne
111/874 1119/7.1

208 218
28 25

188 143
49 53

231 236

....... .. ..
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NATIONAL SECURITY,
CAPITAL REQUIREMENTS

AND ENERGY POLICY
SUMMARY

I. The United States has entered a new era in en-
ergy supply. The outlook for continuing
restrictions on Middle East oil production, and
higher prices for what is available. require an im-
mediate and inassive acceleration of domestic en-
ergy development.

2, The 1973 crude production cutbacks by Arab ex-
porting countries and embargo of petroleum
shipments to the United States and the Nether-

-lands are only the most recent of i long series of
'i;ost-World War II interruptions in international
petroleum movcmeltts. However. ntow there is no
spare U.S. productive capacity to offset tlk sub-
stantial import shortfall.

3. The prospect of sharp increases in the world'.s oil
import hill. including the U.S.'s share, poses grave
questions for international monetary affairs. Most
significant is the balance of payments impact, ssith
the attendant shift of economic power to the oil
exporting countries.

4. The United States can no longer accept the risks
inherent in depending upon foreign sources for
energy that is needed for economic, military, and
diplomatic security. Wc must aim toward reaching
as quickly as possible that degree of self-sufli-
ciency that will enable our country to avoid dam-
age to our economy and defense and diplomatic
posture in the event foreign oil is denied to us. It
is clear that we are now far short of where we
should ben

5. I he major challenge we face is the challenge of
providing the investment dollars essential to carry-
ing out the necessary exploration and develop-
ment, construction of facilities, opening of mines
-all the projects that will he necessary to return
the country to a safe level of energy self-suffi-
ciency. Unprecedented amounts of capital,
hundreds of billions of dollars, will be required
over the next 10 to 15 years.

6. Improved earnings are the key to securing the
capital the petroleum industry will require. It is
essential that the industry-be permitted to earn
profits that will enable it to compete effectively
with other industries for the capital it needs. Com-
petitive profits will have to take into account
the particularly adverse effect of inflation on an

industry characterized by costFy .ong-lived facili-
ties and the fact that the replacement cost of new
supplies will be substantiall) higher than the his-
torical co'X of existing reserves being consumed
currently

7. Restrictions on the ability of the petroleum indus-
try it) earn adequate profiis over the past decade
or more are at the heart of the grave energy prob-
lern we now face.

9 In the short-term. the degree of self-sufficiency we
,4eck is, not attainable. It is important that the

country continue to have access to foreign pro-
duction and that we diversify our foreign sources.
t his makes essential the continuing participation
of I S. companies in the development of foreign
petroleum.

t) Fh. overriding need is for the development of a
coordinated set of national energy policies. We

ust recogni/c that all of the energy issue,--.co-
nontic incentises. environmental concerns. conser-
,ation seasurc,, tax coniderions-are closely
interrelated and cannot be dealt with on a piece-
mal basis.

10. Fssential measures to provide an economic cli-
mate supportive of energy development include
removal of restraints on price in an orderly man-
ncr. and tax policies that support and encourage
investment.

I I Required tjiom is' v.',ernem include accelera-
tion in the leasing of Federal energy lands; assur-
ance of a proper balance among environmental
and energy goals; and a higher level of financial
support for energy research and experimentation.

12. If the essential economic climate exists and the
necessary government actions arc taken, the in-
dustry K.ill respond by doing its part in developing
the energy supplies we all seek.

I am Robert G. Dunlop, Chairman of Sun Oil Com-
pany, St. Davids, Pa., and I am appearing today on
behalf of the American Petroleum Institute, the Mid-
Continent Oil and Gas Association, the Rocky Moun-
tain Oil and Gas Association and the Western Oil and
Gas Association.

My statement relates primarily to the areas of do-
mestic energy security, petroleum capital requirements
and national energy policy.

15



618-

NECESSITY FOR MASSIVE
ACCELERATION OF DOMESTIC
ENERGY DEVELOPMENT

The United States has entered a new era in energy
supply. The outlook for continuing restrictions on the
Middle East oil production, and higher'pries for what
is available, requires an immediate and massive accel-
eration of domestic energy development. To make this
possible, our Nation must adopt coordinated national
policies that will enable the energy industries to gener-
ate and to attract from investors the tremendous
amounts of capital that are essential to strengthening
U.S. self-sufficiency in fuel supply.

The events detailed by Mr. Swearingen demonstrate
conclusively the risks inherent in relying heavily upon
foreign sources of oil. These recent developments are
only the latest in a series of major supply interruptions.
In fact, testimony before the House Committee on
Ways and Means in March, 1973, detailed I I interrup-
tions in international petroleum movements from the
end of World War II until late'1971. It is worth taking
a moment today to bring that listing up to date.

The first interruption occurred at the start of the
1948 Arab-Israeli war when Iraq shut down a pipeline
to the Mediterranean. During the 1956-57 Arab-Israeli
conflict, the Suez Canal was closed, but subsequently
reopened. At the start of the 1967 Arab-Israeli war,
crude production was temporarily halted by Arab pro-
ducers, the Tlrans Arabian pipeline was shut down and
the Suez Canal was blocked-and remains closed
today. Most recently, the October, 1973, Arab-Israeli
conflict resulted in crude production cutbacks by Arab
exporting countries and embargo of petroleum ship-
mients to the United States and the Netherlands.

Up to and including.the 1967 Arab-Israeli war, the
United States had sufficient spare petroleum production
and distribution capacity not only to cover its own
shortfall but also to export crude oil and products to
other nations denied normal supplies.

In a 1967 speech, I pointed out that as a result of
the 1967 Middle East fighting, and an unrelated civil
war in Nigeria. more than 10 million barrels per day
of oil suddenly wasn't available. In the face of this cri-
sis, during the four months of June, July. August and
September 1967. the United States exported 17 million
barrels of crude oil to the United Kingdom and 6'/
million barrels to other free world countries. At the
same time, we overcame a deficiency of 27 million bar-
rels in our own imports from the Middle East.

However, I went on to say this:
"Without significant improvements its the industry's
economic circumstances. it can be expected to pro-
duce at rates that increasingly press upon the total
capacity as time goes by, with the result that future
crises will likely find it incapable of meeting emer-
gency needs at home or abroad. Unless there is a
change in the economic climate in which our industry
operates, and soon. %e face the stark fact that the
last crisis we met with distinction was the last crisis
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we will be capable of meeting with distinction."
Today. our Nation is once again confronted with a

massive interruption in imported oil supplies, but there
is no spare productive capacity to offset the import
shortfall. And that shortfall is substantial.

Prior to the war and the subsequent embargoes, it
had been estimated that the U.S. would require total
imports of 7.4 million barrels daily in 1974. or 40 per-
cent of required oil supply.

The actual situation today is that the direct embargo
of Arab oil exports and the related cut-off of refined
product imports is dcnying the United States imports
of some 2.5 million barrels daily.

Apparently as a result of diplomatic efforts to re-
,olve the Arab-Israeli conflict, the Arab nations have
not put into effect all previously threatened production
cutbacks and it seems possible that they may institute
partial restoration of pre-embargo crude production
rates. However, even if the embargo is ended, it is my
company's view that there is no substantial likelihood
that Middle East production will be restored to levels
that would result in a return to the days of "cheap for-
eign oil."

BALANCE OF PAYMENTS IMPACT
AND ATTENDANT SHIFT OF
ECONOMIC POWER

The prospect of sharp increases in the world's oil
import bill poses grave questions for international mone-
tary affairs.

Most significant is the balance of payments impact.
William I. Spencer. President of the First National City
Bank of New York, pointed out to the House Ways
and Means Committee last March that the U.S. oil im-
port bill could rise from the $8 billion level to $20 bil-
lion by 1980. And he went on to say that this would"nectssitate a drastic reappraisal of our entire interna-
tion-Al payments prospect, as well as of our energy pro-
duction outlook."

Events since that time have greatly magnified the
problem. The First National City Bank suggested last
month that industrialized countries as a group will
have to pay an additional $50 billion for imported oil
in 1974. On the assumption that the oil price increases
will stick, but that oil shipments will return to more
normal levels, the Bank sa)s the U.S. will pay an addi-
tional $10 billion, or 14 percept of its total merchan-
dise import bill in 1974. with Japan and Western Eu-
ropean nations feeling a much sharper impact.

A s&ond major consideration is the anticipated
explosive growth in income for member nations of the
Organitameion of Petroleum Exporting Countries. A
year ago, it was estimated that as much as $45 billion
could be flowing into some half-dozen of those oil ex-
porting countries by 1985. Events of the past few
months assure now that the figure will be sharply
higher.

Whatever the precise level, some OPEC nations will
be accumulating reserves of such dimension that they
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cannot be abs orbed internally. and must be

ine,.ted abroad A recent report by the Otganiatton
for l'Icittlic cooperation n .itd IaXn'sl), nttI ()F'('i))

had this comment ailott Ihe situation
t . Ihe oil producing eotinricS are tuil likely to

spetid a fraction tl their ilttreasd revcliucs tin im-

poh WAhit the' do iot lpend they will likely insct

hi one was or anlotlher im the ionttel atil capital

inirkeofi the 111('1) oiintries, In fic longer run.

this imay+ risc pioblcnis in linidlii itmsilcitnt outlets

%hliich are satisfacor% ito both patties int tilt which

the altilabiti of oil supplies unay partly depend)

!here vill be imlsoriant qtcsoitiS about what form

this itisl simenit tti s, i it niil, increase the volatil-

its of iiternationail capi.tl how's. anid also shere it

occur . .
I he point hear recmpli.i.v A\s Mr Sipencer said in

March. 1973:
. . . S i.v cstmetits of such nagititude by the

oil-esporting countries coiild rake protblenl depend-

Ing tipon the nature iol the insestncnis. Would they

he debt or equity,' portfolios or direct. iii sshat indus-

tries, and with how much coitirol?. "

LEVEL OF SELF-SUFFICIENCY
NEEDED FOR ECONOMIC, MILITARY
AND DIPLOMATIC SECURITY

\gaint this background of supply restrictions, rising

foreign oil prices. anti balance oif pa)nient problems

with the attendant shift of economic power to the oil

cxporting coutitri,. it is apparent that the Uiited

States cai no longer accept the risks inherent in de-

pending upon foreign sources for cnergy that is needed

for economic. military and dipluniatic security. Just as

clear is the inple fact that the only tcieatis of ivoidinig

such depcndnce is large-scale dsehopnent tif Anteri-

.i''s rich energy restource

I he target of this cxpalided effort need tiot be abso-

luht ' 11 l~perccit self-sutliciency

I cannot niow state a piecise percenage figure as a

self.sulli tecncy target, for this ipsolses% both the future

mix of our energy supplies and variables of supply. de-

mand and price that in the imnediate situation are dif-

ficult to predict I can say that we must aim toward

reaching as quickly as possible that degree of self-suffi-

cienc) that will cable our country to avoid damage to

our economy and our defense anti diplomatic posture

in the evseit foreign oil is denied it its. Thus. we can

afford to impiort only that Irtion if our supply which

could th. offset by antcritn, short-term conservation

neasurcs in emergency periods. However, we must

have in place the proven technology anil ability to rap-

itll) bring on stream tur full energy requirements.

WVhatever the proper target figure or figures are.

whether 85 percu'lt. 90 percent or sonc other number.

it is clear that we are now far short of where we

should be. In 1973. over one-third of our petroleum

needs were met by imports, -nd the present trend is to-

ward ever-increasing, more dangerous dependence on
foreigit supplies, This is unacceptable.

INVESTMENT REQUIRED TO REACH
SAFE LEVEL OF ENERGY
SELF-SUFFICIENCY

Whit must ik done to achieve a secure level of

self- suliciencs'l
IlII March, 173. testimony Iefore the [louse

W\,\s and Means committeee , Bob R. Dorscy, Gulf Oil
Chiriii. detailed what must he done in terms of ex-

ploring for and developing new oil and gas reserves,
constructing shale oil plants, coail liquefaction and coal
gasification facilities, geothermal and nuclear power fa-
cilities., and opening new coal mines.

Il went on to point out that these are not alterna-
toe actions, but that all of these forms of energy must
he develop d to neet rising U.S. needs. And tihlw -
poin1, tip the t1tajor challenge that we face today- .thc
challenge of nro hiding the investment dollars that are
,svnitil t carrying out exploration and development,

building these facilities and opening these mines. The
sile and ,cope of this investment job are staggering.

Current projections of etergy capital requirements

ears in accorditnce with the technical assumptions on

which they are based. But all reach the common con-

..lusion that petroleum and the other energy industries

will require vast amounts of capital. The following

representative proj.vtions indicate the magnitude of re-

,quiremcnts.
In a comprehensi-c study completed in 1972, the

National Petroleum Council (which assumed that for-
Sign oil would be freely available and would serve as

the swing fuel to take up the slack as shortages devel-

oped) suggested that the total capital requirements of

the domestic energy industries would amount to more

than $5001 billion over the 1971 to 1985 period (ex-

.pressed in 197t0 dollars). (See NPC Table 20 at-

tached.)* This is equivalent to nomc $34 billion an-

nually-substantially more if inflation is taken into

account. hIelping to pu: this figure into perspective is
the fact that the entire Apollo space program cost in

the range of $25 billion. So the domestic energy indus-

iries must invest funtids equivalent to one and one-half

pololo programs for each year of the 15-yeor period.
Within this total picture, the Council further sd'g-

geted that the petroleum industry alone would require

more than $250 billil'n over the period for investment

in conventional and synthetic fuels development. This

works out to an average annual investment of some
',17 billion, without allowing for inflation, which is

more than double the annual average for the previous
decade.

More than half of this petroleum industry total-

sone $140 to $170 billion-would be invested directly

in searching for and developing new reserves of oil and

natural gas.
On a broader basis, the Chase Manhattan Bank has

estimated that worldwide petroleum industry financial
See p 60. infra.
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requirements will amount to a staggeridg $1,350 billion
over the period 1970 to 1985. .

Some $450 billion of this total will be capital invest-
ment required for exploration and development of con-
ventional oil and gas supplies. Another $360 billion
would be capital invested in refineries, tankers, pipeline
and other facilities. The remainder is allocated to other
financial needs-debt service. enlarged working capital
and dividends.

CENTRAL ROLE OF IMPROVED
EARNINGS

In contrast it) these capital need,. the capital availa-
bility picture is a quite different one. At the same time

that investment requirement-; have been rising sharply,
the ability of the industry to attract the needed funds
has. prior to t973. been severely hatupered by below-
average profitability. There has been a widening gap
between capital needs and earnings.

The Chase Bank has placed these trends in perspec-
tive in these words:

"Normally, net income should be the most important
source of the funds needed for these (capital) pur-
poses. But as a result of their continuing weak per-
formance, earnings provided no more than 32
percent of the money available in 1972. Ttey pro-
vided 35 percent the year before, and several years
ago they were the source of nearly 50 percent."
Unable to generate sufficient income' to keep pace

with rising capital needs, the industry had to turn in-
crea ingly to borrowing. I ong-term debt has been ris-
ing steadily. and at the close of 1972 totaled $21 bit-
lion for the thirty oil compatsie surveyed by the Chase
Bank. This was equivalent to more than 30 percent of
invescstdcapital. or double the 15 percent ratio of 10
years earlier. The sobering fact about this is that in a
high-risk activity like petroleum development, there is
a point at which debt levels impact on investor confi-
dence. And there is increasing cidence that this point
is being reached in the petroleum industry.

Mr. Spencer commented on this in his testimony last
March. Noting that many conspanie, were borrowing
heavily, he went on to say:

"... bond buyers and equity underwriters begin to
look askance at a company that msakc, too many
trips to the public fountain. T heir disapproval is'
most marked for companies engaged in hydrocarbon
exploration or unproven tsscthods of generating elec-
tric poer- other activities where the outlays are
especially large and the risks especially high."
In brief. imprssved earnings are the key to securing

the vast amounts of capital that the petroleum industry
will require in the future. While *Mr. True will com-
ment-in sonie detail on the currentlearnings situation, I
do want to mention briefly two points that are particu-
larly pcrtinent to the matter of petroleum industry
profits and the capital needs projections I have de-
scribed.

One problem is that the statement of profits in cur-
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rent dollars gives no recognition to the impact of infla-
tion over the past two decades. Briefly, current charges
for depreciation. based on historical costs, will in no
way cover the cost of replacing physical facilities built
in earlier years. To duplicate a refinery that cost $100
million 20 )ears ago could cost close to $200 million
today. While this inflation problem is one that affects
all industry, it is particularly troublesome for capital-
intensive industries like petroleum which are character-
ized by costly, long-lived facilities.

Another consideration is that current profits should
be appraised in tho light of steadily increasing costs for
developing new supplies of petroleum. It is a fact that
the lowest-cost oil and gas have already been devel-
oped. As these supplies are produced and consumed,
they must be replaced. The replacement cost for new
supplies will be far higher than the historical cost of
existing reserves being consumed currently. Explora-
tory elforts must be increasingly concentrated in
offshore and other areas where access is difficult, where
wells nust go deeper, and where operating costs are
higher. The cost of a single 100,000 brrel per day
synthetic crude project could run as high as $I billion.
Reported industry profits arc based on historical costs
and do not take into account these much higher re-
placement cost%. Current prices must be adequate to
cover replacement costs.

It is essential that the petroleum industry be permit-
ted to earn profits that will enable it to compete effec-
tively with other industries' for the capital that it re-
quires. That required capital is enormous, but given
the profits it can and will be provided by the industry
and the capital markets. As Mr. Spencer stated, from
the banker's viespoint, ". .. . we tend to be optimistic
•.. in term, of the ability of free societies to raise capi-
tal for economically viable operations."

I suggest to you that objective analysis of the record
of the past decade shows clearly that the petroleum in-
dustry had not been earning such a competitive return.
\nd that fact is at the heart of fhe grave energy prob-

lem %,'- now face.

FOREIGN INVESTMENTS
Before leaving the capital needs issue, I want to

make one additional point relating to foreign ihvest-
ments by U.S. petroleum companies. In the short-term,
we must realistically face the fact that the degree of
self-sufliciency we seek is not inmn:diatcly attainable.
We are now playing catch-up, and energy development
takes time. Since we must continue to rely heavily on
imported oil for the imnnediate future, it is important
that we continue to have access to fqrcign production.
And we need to diversify foreign sources as rising
world tenand intensifies pressures on available supply.
rhis makes essential the continuing participation of
U.S. companies in the development of foreign petro-
leum.

My own company's experience supports this posi-
tion. Sun is basically a domestic company, with its in-
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vestment base largely concentrated in North America.
Even so, it has been necessary for us in the past dec-
ade to move increasingly into foreign petroleum explo-
ration. We have becn forced to do this in an effort to
acquire additional crude oil supplies for our refineries.
since domestic exploration opportunities were limited.
If the tax laws were changed, as some have urged, to
make it uneconomic for Sun to continue its foreign ex-
ploration efforts, or to make it impossible for us to
compete with th., oil companies of other countries. the
effect would be less crude for our refineries and less
product for U.S. consumers.

ELEMENTS OF A NATIONAL
ENERGY POLICY

Against this background, I will conclude my testi-
mony with a discussion of policy considerations and of
recommended actions that are essential to rebuilding
the energy self-sufficiency of the United States.

First. however,.I want to urge as strongly as possible
that all of us work together to bring to an end the con-
tinuing search for scapegoats on which the energy cri-
sis can be blamed. It is my person nal view that in one
sense all of us. individuals and institutions alike, %hare
responsibility for the problem. We were all slow to
perceive the rapidity with which energy surfeit was
changing to energy scarcity.

In any case, the current problem is a real one. Rhe-
toric and. recrimination serve only to divert attention
from the major issues, and to impede our efforts to
deal with the problem. It is time now for all of us to
get o with the job we have to do.

NEED FOR COORDINATED POLICIES
In broad perspective, the overriding need is for the

development' of a coordinated set of national energy
policies. We simply cannot afford to continue dealing
with energy issues on a piecemeal basis, for in attempt-
ing to solve one problem in isolation we create others.
What we need to recognize is that all of the issues-
economic incentives, environmental concerns, tax con-
siderations-are closely interrelated, and, therefore,
can be dealt with effectively only on the basis of coor-
dinated policies.

Our specific recommendations fall into three broad
areas: (I) measures to provide an economic" climate
supportive of energy development. (2) specific actions
by government that are essential to developing domes-
tic resources; and (3) petroleum industry -responses
that will get the job done.

SUPPORTIVE ECONOMIC CLIMATE
In the first area, there are two major recommenda-

lions: (I) to remove restraints on price in an orderly
manner, and (2) to maintain tax policies that support
and encourage investment.-

In a private enterprise economy, when shortages de-

vclop, the role of price is to stimulate new supply.
Whedf prices are controlled, however, shortages persist
and worsen, and market relationships become badly
distorted. rhi is precise[) what is happening today In
respect to petroleum fuels. 'The fact that 20 years of
natural gas price control, supposedly in the interest of
consumers, has created a situation where many con-
sunlers cannot obtain gas at any price clearly demon-
strates the problem. Low gas prices have also impacted
severely on othc fuels, driving coal out of many mar-
kets and holding oil prices at depressed levels, thereby
weakening the overall U.S. energy situation.

It is essential that petroleum price controls be phased
out in an orderly manner, that there be a clear com-
mitment to do this upon which the industry and in-
vestors can rely, and that natural gas prices be dereg-
ulated and decontrolled. Failure to take these actions
will cripple the national effort to accelerate the devel-
opmenit of dome4ic energy supplies.

Similarly. tax olicy must support and encourage in-
vestment in the energy industries. Specifically, this
means ( I ) that profits vital to energy development not
be taxed away; (2) that tax policies which have proven
to he effective incentives be continued; and (3) that
taxation of foreign income Lontinue to recognize the
need for U.S. companies to be able to compete effec-
tisely with foreign companies in the development of
overseas resources. I will not elaborate on these rec-
ommendations since Mr. Henry will cover the tax area

in detail.

AFFIRMATIVE ACTIONS BY
GOVERNMENT

In the area of required affirmative actions by guy;
ernment, I have three, recommendations for your con-
sideration.

'First, it is vital that leasing of Federal. energy lands
be accelerated. A major share of the domestic petro-
leum yet to be developed is believed to be.Qn the outer
continental shelf, while virtually all of the high-poten-
tial oil shale areas are also under Federal ownership.
Good progress was made in stepping-up the leasing of
offshore areas during 1973, and the new prototype oil
shale leasing program this year is a major step for-
ward. But both the frequency of lease sales and the
acreage offered need to be further increased.

Second, we urge the Federal government to take the
lead in assuring that a proper balance is maintained
among environmental and energy goals. Environmental
concerns have already impacted seriously on energy
supply through slowing the Alaska pipeline, restricting
offshore development and impeding the siting of refin-
eries and nuclear power. plants. They are also blocking
the broader utilization of our vast coal reserves, which
are the key to immediate, large-scale expansion of do-
mestic fuel supply. The balance we seek to correct this
situation is not one that sacrifices environmental goals,
but 9nc that carefully weighs costs against benefits and
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permits energy development to proceed with proper en-
vironmental safeguards.

Third, we recommend that government provide a
substantially higher level of financial support for re-
search and experimentation in developing new energy
sources, including loan guarantees for initial commer-
cial projects. It will be difficult to obtain entirely from
private investors the very large amounts of capital
needed for research and development on synthetic fuels
from coal and shale and for longer-rangc nuclear and
solar energy capabilities. Government support could
help bring these technologies tp the point from which
private companies could move into major commercial-
scale production.

PETROLEUM INDUSTRY RESPONSE
The final aica of required action is that of petro-

leum industry response to the new economic climate
that would result from the above recommendations.
Here I think that two responses are particularly signifi-
cant.

One is in the area of capital investment, where the
industry must assure that the available funds are in
fact invested in energy development and in the process-
ing, transportation and other facilities that are essential
to increased U.S:self-sufficiency. It is my observation,
buttressed by recent announcements of capital spending
plans for 1974. that the industry is fully committed to
such investment. This commitment was strongly re-
flected in the survey of petroleum companies conducted
by Senator Bartlett last Fall. In answer to his question -
as to how increased cash tow resulting from removal
of price controls would be utilized, the great majority

of the I 15 companies responding said "virtually all or
100 percent" would be used to increase domestic en-

ergy capability. Speaking for my company, Sun's pro.
posed capital spending for 1974. some $650 million or
more, will be almost double 1973-outlays.

Also, I think the industry must broaden the horizons
of its thinking about synthetic fuels development. A
truly massive research and development effort will be
required to build these fuels into significant contribu-
tors to U.S. energy supply. And while government fi-
nancial support is essential, the petroleum industry must
shoulder the major share of the costs.

The commitment of the industry to do precisely this
is demonstrated by its response to the recent oil shale
lease sale. Two companies represented on this panel
today-Gulf and Indiana Standard-invested over
$200 million in the winning bid for the acreage offered
-and this is only the beginosing investment in what
will surel) prove to be a very costly project.

In closing, I repeat that the United States has en-
tered a new era in energy supply.

.. We can no longer depend upon foreign'sources
for energy necessary to our military and economic se-
curity.

.. We must accelerate the development of our do-
mestic resources to achieve a degree of self-sufficiency
that will Fnable our country to avoid damage to Its
economy, its defense posture, and its diplomatic Inde-
pendence in the event foreign oil is denied to us.
... To achieve this, we must adopt coordinated na-

tional policies and provide the kind of economic cli-
mate that will permit the energy industries to generate
and attract from investors the capital necessary to get
the job done.

20
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Statement of

H. A, True, Jr.
Partner

True Drilling Co.
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INDUSTRY PERFORMANCE
DOMESTIC

SUMMARY
A. Prices Have Turned Up

(I) The average wellhead price of crude oil was es-
sentially unchanged from 1948 ($2.60 per barrel)
through 1968 ($2.94 per barrel). Increases in 1969-70
were offset by the Tax Reform Act of 1969. While an
eight percent increase was realized in 1971, no signifi-
cant increases occurred until 1973. The long-needed
prlcc breakthrough of 1973 has brought "new" oil
prices to about $10 per barrel and "old" otl prices to
about $5 per barrel, an average of about $6.50 per
barrel.

(2) The average wellhead price of natural gas in-
creased from 1948 (6.5 cents per Mcf) to the early
1960's (about 15.5 cents per Mcf), but was then held
almost constant through the 1960's. A long-needed
price breakthrough began in 1971 bringing new con-
tract prices to 34 cents in 1972 and to more than 50
cents in 1973.

B. Profitability Has Recovered
(I) A' 50 percent increase in earnings in 1973

brought U.S. oil companies' return on invested capital
from a 10-year low of 10.8 percent in 1972 to about
15 percent in 1973, in comparison with about 14 per-
cent for other manufacturing.

(2) Domestic earnings were up far less than 50
percent-12 percent for a group of companies which
have reported to date. Foreign earnings for these com-
panies were up 75 percent. Two important reasons for
the foreign increase were a recovery from depressed
performance in earlier years and devaluation of the
dollar.

(3) The 1973 recovery to the 15 percent return
range is encouraging. That is the range of returns-fol-

'lowing a 23 percent year in 1948--experienced during
the postwar expansion of the domestic petroleum in-

dustry which ended in 1956. After 1956, returns
plunged to the 10 percent range; and exploratory activ-
ity fell off.

C. Expansion Has Begun

( I ) After a two-year lapse, the Federal government
has resumed leasing offshore in the Lower 48 states;
900 thousand acres were leased in 1972. 1.5 million In
1973-well above the 700-thousand acre average of
the 1960's. The industry spent a total of over $5 bil-
lion for offshore leases In 1972 and 1973. Approval of
the Alaska pipeline should also encourage more activ-
ity there.

(2) The long-term decline in wildcat drilling has
apparently been arrested. The number of rigs in opera-
tion has increased. Gas discoveries have Increased
sharply. Oil discoveries continued to decline in 1973,
but oil prices did not move up until 1973; gas prices
had started up two years earlier.

(3) Expenditures for exploration and development
in the United States Increased to more than $6 billion
in 1972. Total capital expenditures by a sample of
large companies were up 45 percent in 1973, and they
plan a further 57 percent increase in 1974.

(4) ' U.S. synthetics Industry is beginning to be-
come commercial. Numerous research projects are
under way for improving techniques for gasifying coal
and extracting oil from shale. Coal gasification facilities
have been announced but not approved by the Federal
Power Commission. One shale plant on private land
has been announced; and Federal leasing has begun,
with an initial winning bid of $200 million.

D. Conclusion
The economic stage Is set for successful -expansion

of the domestic oil and gas industry. However, current
threats of price rollbacks and increased taxes could
easily destroy the favorable new economic environ-
ment.

Mr. Chairman and Members of the Senate Commit-
tee on Finance, I am H. A. True, Jr., a partner in
True Drilling Company of Casper, Wyoming. I am an
independent operator. Additionally, I am chairman of
the National- Petroleum Council, but my appearance
today has no relationship to my Council affiliation. My..
presentation today reviews the 1973 price, profit, and
investment experience of the United States oil industry
in comparison with the industry's postwar history. It

shows that rising prices have led to a recovery in prof-
itability to the levels of the early 1950's, when the do.
mestic industry was last expanding vigorously. As
would be expected with improving profitability, we can
now see-if not the beginning of another vigorous ex-
pansion-at least the end of the 15-year decline In do-
mestic exploration and development that began after
1956.
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, A. Prices Have Turned Up
Domestic oil and g.1, prices have improved signifi-

canly.
(1) Crude Oil

After removal of World War II price controls, the
average wellhead value of crude oil in the United
States more than doubled by 1948, reaching $2.60 per
barrel. Then. except for minor fluctuations, it was es-
sentially unchanged for two decades (see Chart I),
The 1968 price of $2.94 per barrel %as only 13 per-
cent above 1948.

Price increases aggregating 24 cents per barrel in
1969-70 were effectively neutralied by the reduction
in percentage depiction imposed by the "rax Reform
Act of 1969. The lirst increase actually realized since
the early 1950'% came late in 1971--and it was only
about eight percent. Drxspitc industry warnings of im-

24

pending sharp increases in insecure imports*. the Gov-
ernmcnt claimed that the 1971 price increase was un-
justified in the short run and quite possibLy-in the long
run. With price controls, the average price of crude
was held at $3.39 until the Spring of 1973.

For the first time in a quarter of a century, U.S.
crude oil price. were permitted to advance in 1973. By
May. the price was up by 2, cents. Another 35 cents
per barrel was approved in August. *New" oil was de-
controlled in September and initially rose about a dol-
lar per barrel. When OPEC raised prices sharply in

- October. U.S. "new" oil rose another $3 per barrel.
Stripper well production was decontrolled in Decem-
ber. Controlled oil was raised to about $5 per barrel in

See. foi es.,,nple. heatungs bfore the (onitietre on Ways
and Means on lailt" and I rade iropoli,. June..1. 1970. Patt
9 of 16 parts. pp-. 2214. 2281. and 2285.

34-639 0 - 74 - pt.3 - 18

OIL Chart GAS
oo1an', Average Wellheed Value of U. S. Crude Oil and Natural Gas CentsPrPer
esre., 1948-1973 .Mc
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ron US., Trcasurt wholtimall to C~nnollitce oft, Wn",1 ad

MrA,,s, Febrmarv 4. 1974
(Set Supporting laNes V)
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Chart 2

Return on Shareholder' Equity-Petroleum Companies
1948-1973

Source: Fint Nationiat City BanA 1973 preliminary.
(Set Supprtring 'Fables V)

December, and decontrolled oil is now selling at more
than $10 following, the second sharp OPEC price in-
crease at Christmas. Today, the ,average price of all
U.S. crude oil is probably about $6.50. The gains in
price in the past year are comparable to the experience
Sf 1946 to 1948 which preceded the postwar expan-

sion of the industry. Hopefully, the recent price in-
,.creases will open the door to a new period of expan-

sion.
(2) Natural Gas

ThIe average wellhead value of U.S. gas rose from
6.5 cents per Mcf in 1948 to about 15.5 cents in the
early 1960's but was then held almost constant for the
remainder of the decade (see Chart I). The average
value began to move up in 1971, reaching 21.3 cents
per Mcf in 1973. However. the average value of all gas
does not adequately reflect recent developments in the
market because it is heavily weighted by past sales

under long-term contacts. Average prices under new
interstate contracts increased from 22 cents per Mef in
1970 to 27 cents in 1971 to 34 cents in 1972.
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Recent sales have b,.n reported above 50 cents. Thus,
US. natural gas prices were permitted to improve be-
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B. Profitability Has Recovered

A year ago we reported to Congress that the 1972
probability of U.S. oil companies was at a 10-year
low. Their 1972 rate of return on net assets was only
10.8 percent, which came close to the 10.0-10.5 per-
cent experience of the industry's depressed years from
1958-1972 (see Chart 2). I am gratified that 1973
was a better year for V.S. oil companies. Preliminary
data indicate that their rate of return recovered to just
over 15 percent in 1973, a level not experienced since
the period 1948-1956.

The industry's 50 percent increase in earnings in
1973 has been the subject of extensive criticism in the
press and in Washington. My only real concern about
this long-overdue recovery in petroleum industry prof-
itability is that domestic earnings apparently did not
increase nearly so much as is desirable. Complete data
are not yet available, but preliminary earnings state-
ments by some'of the largest U.S. international oil
companies show domestic earnings sip , II percent,
while foreign earnings were up 93 percent-with a
worldwide increase of 51 percent. As we have seen,
the domestic industry is under strict price controls for

$These data are from the Fitt National (itsi Bank. -Ahich
measures rate of return by dividing net income by ,hareholder's
equity at the beginning of the year. In a period of expansion
tas in 1972-74). this o%ertate the rate of retmin somewhat.

products and "old" crude oil, with recent activity In
Congr/)ls and the Administration aimed at re-control-
ling fd rolling back Onew" crude oil prices. There is
also an overall profit margin limitation. Thus. the do-
mestic industry (with close government controls) is not
yet out of the woods on profits- but some. upturn In
domestic profits has occurred.

A principal explanation of the large 1973 increase
in foreign earnings was a rise from very low refining
and marketing earnings to something approaching rea-
sonable levels. A study by the, First National City
Bank last Summer showed that refining and marketing
profitability in Western Europe had been below 5 per-
cent for about a decade. Thus, a sharp increase in
profits was also long-overdue there.

Another important reason for the 1973 increase in
foreign earning% was dollar devaluation. American
companies keep their books irn dollars- and each yen or
mark or franc earned during much of 1973 was equiv-
alent to substantially more dollars than in 1972. The
1972-73 increase in foreign earnings apart from dollar
devaluation was about 67 percent, not 93 percent-3

8

percent worldwide instead of 51 percent. We must re-
member that much of the 1973 dollar devaluation has
been wiped out by recent deterioration in foreign cur-
rency values. The foreign exchange markets have ap-
parently predicted that the rise in world oil prices wll
ultimately hurt the U.S. economy less than Europe 6r

26

Chart 3

Return on Shareholder's Equity
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Japan because we import less of our oil requirements.
Consequently. a yen or mark or franc earned today is
equivalent to fewer dollars than on the average in
1973. This means that the part of the 1972-73 in-
crease in foreign earnings which was attributable to
dollar devaluation qould be reversed.

The profit experience of 1973 was also encouraging
for other U.S. bu-sinesses. Using preliminary data, the
First National City Bank estimates th.t manufacturing
profits (apart from oil refining) were up about 25 per-
cent. As a result, the return on iet assets rose to just
over 14 percent (see Chart 3). This increase for other
manufacturing continued an improvement begun in
1972, when their rate of return reached 12.5 percent
-1.7 percentage points above petroleum. The two-
year gains in profits from 1971 to 1973 were about 50
percent for both oil and other manufacturing. Those
increases are computed without any consideration of
Inflation. General price levels rose by 8.5 percent from
1971 to 1973 (as measured by the price index used
for deflating Gross National Product).

Just how important is a 15+ percent rate of return
for US. oil companies? I believe we cannot overesti-
mate the significance of getting the domestic integrated
return up through that threshold level. The return
should, of course, be higher for the very risky produc-
ing stage of the business. The domestic oil industry's
expansion after World War ,11 began in earnest in

1948. when the rate of return was 22.7 percent (see
Chart 4). During the years through 1956, rates of re-
turn ranged from 13.6 percent in the recession year-of
1949 to 16.7 percent, with an average of 14.6 percent.
And the number of wildcat wells drilled rose from
3,500 in 1947 to 8.700 in 1956 (see Chart 4). It was,
I am convinced, no coincidence that those years were a
time of expansion. After 1956, the rate of return fell
off; and the number of wildcat wells drilled declined to
a low of 4,500 in 1971. Hopefully. that decline has
been arrested as prices began to rise in 1971 and prof-
its in 1973.

C. Expansion Has Begun

Following these price and profit increases, we have
begun to see real signs of expansion of the domestic
energy industries.
(i) Acreage Leased

Offshore leasing in the Lower 48 states averaged
about 700 thousand acres per year during ihe 1960's
(see Chart 5). Leasing in Alaska averaged about 350
,housand acres per year in the same period. However,
offshore acreage leased in the Lower 48 states dropped
off sharply in 1971 to only 135 thousand acres. Less
than 50 thousand acres per year were leased in Alaska
during 1970 and 1971. In large part, these declines re-
flected well-intentioned but excessive environmental

27
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concern aboutjhe safety of offshore drilling and Arctic
pipeline construction. At the very time when domestic
oil and gas shortages were developing, our most prom-
ising frontier areas/wrre not available fur leasing.

However, Federal offshore lease sales in the lower
48 states were resumed late in 1972 after a two-)ear
lapse: 900 thousand acres were leased then, and 1.5
million acres were leased in 1973. culminating in opcn-
irg of a new area in the northeast Gulf of Mexico.
About 200 thousand acres per year -were leased in
Alaska during 1972 and 1973; and the pipeline has
been approved by the Congress.

I believe that the industry's willingness to work to-
ward eliminating the energy crisis is clearly indicated
by the sums of money paid for the 1972-73 offshore
lease purchases: over $2 billion in 1972 and $3 billion
in 1973, for a total of over $5 billion (see Chart 5),
or better than $2000 per acre. The largest single past
year had been $1.3 billion in, 1968.

This increase in offshore leasing is a good beginning,
and we are most encouraged that the Administration

ha% indicated that it will more than triple offerings be-
ginning next year. It is essential that these offerings
include the promising Atlantic offshore geological
provinces-with, of course. - proper environmental
,afeguard,. Since the Atlantic Coast relied most heavily
on imports in the era of cheap foreign oil, it needs in-
creased domestic prcdticlion more than any other area.

(2) Drilling and Discoveries
We have seen that the decline in wildcat drilling has

apparently been arrested. Were 'it not for a serious
(and hopefully only temporary) shortage of drill pipe,
casing, wellhead equipment, and personnel, the number
of explorator) wells completed might have turned up-
ward. The c4uilment shortages are attributable to
price controls, and years of depressed activity discour-
aged skilled prsonnel from entering or remaining in
the industry.

Despite the shortages, the number of drilling rigs in
- operation (as opposed to the number of wells finished)

did increase in 1973 (see Chart 6), especially toward
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the end of the year. The average number of rigs run-
ning in 1973 was up 10 percent from 1972; and the
fourth quarter of 1973 was up 15 percent from the
same period in 1972.

Another very promising trend.has commenced. Fol-
lowing the gas price increases discussed earlier, the
number of gas discoveries has increased dramatically
(see Chart 7). In contrast, the number of oil discover-
ies still seem% to he declining. Hopefully, that trend
will also react to the improved oil prices of 1973-
once the cqtipment and personnel shortages are alle-
viated,

I am encouraged that much of this new activity is
onhore in the Lower 48 states, where independents
have traditionally operated: This area has been inten-
sively explored in the past but never before with $16
oil and $1 gas prices in mind for newly discovered oil
and gas. We are now paying prices higher than those
for imported crude oil and liquefied natural gas.

A word of caution: the number of discoveries is not
what really matters ifi the end. It is the amount of oil

30

and gas found which is important. It is still far too
early for thorough geological evaluation of the size of
the new gas discoveries, but I believe that the industry
is ott the way back.

(3) Expenditures
After a, long period of stagnation, and even of de-

clite, expcnditirc for exploration and development in-
creased subsalnially in the Utnited States in 1972 (see
Chart 8). Total expenditures for exploration and de-
velopment were over $6 billion in 1972; and 94 per-
cent of this was provided by American companies,
which spent over Awice as much on exploration and de-
velopment at home as abroad. With accelerated leasing
under way, further increases in exploration and devel-
opment expenditures are certain unless the economic
outlook for the industry should darken because of
price rollbacks or tax increases.

Data for the explorationproduction stage. of the in-
dustry for the year 1973 will not be available for some
time. However, total capital expenditures of a sample -

Chart 7
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of large companies were tip 45 percent in 1973. and
thc,,e companies plan larger increase% for 1974---tip 57
percent oer 1)73. Clearly, the industry) i. moving
ahead.
(4) Synthetics

Ih addition to revitalization of exploration for con-
%entional oil and gas, the U united States must also look-
to non-conventional sources oif oil and gas if we are to
achieve energy independence. lIhe Bureau of Mines
has had a shale oil demonstration plant in Colorado
for many ycars. And the Lurgi process for producing
low-heat content gas front coal has been used for dec-
ades on a small scale in sonie towns it Furope-and
also in the United States until the advent of natural gas
pipclines. Ilowever, we now need large plants which
can make a real contribution to closing the massive na-
tional energy gap of the 1970's. The basic processes
have been know for maty )ears But what has been
missing is an economic environment that would make
the existing basic processes--tr new improved process-
es--competitive with conventional oil and gas.

Now that conventional oil and gas prices have bro-
ken ltut of the stagnant era of $3 oil and 15 cents gas,
that economic envirotnient is attainable. Indeed. I can
report that the vital United States synthetics industry is
ll longer %imply in the talking and research stage. It is
emerging into the world of commerce.

I i coal gasilication plants have been announced
for the Four ('orners area. tlhey will cost about 400
million each: and they sill produce gas at a predicted
cost of about $1.25 per Mcf. which is higher than re-
cent sales of domestic natural gas but which is cer-
tainly competitive with intported liquefied natural gas.
These plants will lse the Lturgi process with upgrading

it) produce gas with a high-heat content similar Itt that
of natural gas. Ilhese two plants were scheduled to
begin operating iii 1976. llowever, the Federal Power
('onsii,;sion has not acted oin the applications. Industry
is willing but government is waiting.

Another use of the l.urgi process on a much smaller
scale-an 18 million facility-is being planned in
Illinois. This would use the ol Lurgi process to proc-

Chart 8
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ess to produce low-heat ?ontent gas to bum under a
boiler for generating power. Anticipatedcost of this gas
is 80-90 cents per Mcf. This project could be the fore-
runner of a simple (but not cheap) means'o, qiIng this
Nation's vast reserves of high-sulfur coal without vent-
ing sulfur oxides to the atmosphere.

A number of other commercial coal gasification
projects using the modified Lurgi process have been
announced. And numerous research projects are under
way on better processes. Coal gasification is ready to
emerge, but the Federal Power Commission has not yet
cleared the way.

A three-company consortium has just announced
plans to construct a moderate-sized commercial oil
shale plant in Colorado. This plant is expected to be
completed in about three years. Another company has
announced plans for operation by 1979. These plants
will-be built on privately owned shale lands, which are
limited in area.

After decades of, discussion, the United States gov-
ernment-which owns most of the promising shale

lands-has scheduled six shale oil lease sales. The first
sale was held on January 8, 1974, vith a winning bid
of $210 million for a 5000-acre tract in Colorado. As
with coal gasification, there are numerous other proj-
ects under way for developing new shale processes.

D. Conclusion
The economic stage is set for successful expansion

of the conventional and non-conventional donfestic oil
and gas industries. Crude oil and gets prices have bro-
ken out of their postwar stagnation. Profitability is in-
creasing to attractive levels. First generation synthetics
plans are announced. We should be optimistic over the
prospects for achieving ultimate energy independence.

Yet the U.S. petroleum industry is being accused of
profiteering and is being subjected to threats of price
rollbacks and higher taxes--especially taxation of so-
called "excess" profits. Nothing could be better calcu-
lated to destroy the new economic environment. Noth-
ing could be more contrary to the national interest.

I,,
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DOMESTIC AND FOREIGN TAX POLICY

SUMMARY "
I. TAX INCENTIVES: The API supports present

lax incentives-particularly percentage depiction
and the expensing of intangible drilling costs--for
both foreign and domestic operations.

2. IMPORTANCE OF INTERNATIONAL OIL OP.
ERATIONS: -The U.S. must import petroleum
supplies for at least the next tO years. Foreign op-
erations of the U.S. oil industry will provide greater
control of foreign oil, thus assisting the procure-
ment of essential supplies. If privately-owned U.S.
companies were unable to compete in the interna-
tional oil industry, this country would inevitably
become largely dependent on companies owned by
foreign governments. A continued American pres-
ence in the international oil industry contributes to
the economic, strategic, and diplomatic security of
this country. It also has a substantial positive effect'
oqthe U.S, balance of payments.

3. FOREIGN TAX CREDIT: The foreign tax credit
is essential to the competitive survival of American
business abroad. All other industrialized countries
avoid double taxation of foreign source income. If
taxed on the same income in both the foreign
country and at home, U.S. companies will be una-
ble to compete abroad. Further, disincentives to
foreign investments will not increase domestic ac-
tivity, Domestic activity does not compete with for-
eign. Each is dependent on its own anticipated eco-
nomic return.

4. FACTS ABOUT ThE FOREIGN TAX
CREDIT:
(a) It is not an incentive. It merely avoids double

taxation.
(b) It does not apply just to oil companies. It is

allowed to every American taxpayer, whether
corporation or individual.

(c) It does not reduce taxes on U.S. source in-
come. It applies only, to foreign income. For-
eign tax rates nearly always exceed the U.S.
tax rate. Thus, foreign tax increases are very
real costs to the industry and do not reduce
U.S. income taxes.

(d) Foreign taxes are not royalties. The host gov-
ernments require royalties and impose income
taxes just like the U.S.

5. ADMINISTRATION PROPOSAL: The Adminis-
tration proposal would arbitrarily limit creditable
foreign taxes on producing income. There is no
basis for treating foreign income taxes'as anything
other than income taxes. The impact of the pro-
posal would likely fall most heavily on those oil

companies which operate worldwide integrated
businesses and compute the foreign tax credit on
the overall method. It would place them at a com-
petitive disadvantage with their principal foreign-
owned international competitors.

6. "EXCESS I'ROFITS" IN PERSPECTIVE: API
members condemn profiteering, However, an in-
crease in profits does not necessarily mean that
profits are excessive. Petroleum company earnings
have risen from a level that was much too low. As
the industry's costs increase, the absolute level of
profits mut rise correspondingly. Removing capital
from the industry through an -excess profits" tax
will not help to solve the energy problem. It will
needlessly prolong the energy shortage.

7. EXCESS PROFITS TAX PROPOSALS: If the oil
industry is singled out for an excess profits tax, a
provision that gives credit for reinvestment is of
critical importance. At least three proposals have
been made:
(a) S. 2806 includes a tax basqd on current taxa-

ble income to the extent such income exceeds
a profit allowance and the funds reinvested in
energy projects. This proposal has the merits
of a reinvestment feature, permitting profits to
increase with additional investment. however,
the 20 percent rate of return allowed in this
bill maybe inadequate because it relates to
the smaller tax basis rather than the usual
book basis used for computing rates of return.

(b) The McGovern-Aspin proposals would base
the tax either on historic profit levels (perpet-
uating low profits from the chosen base pe-
riod) or on a profit allowance substantially
less than 6 percent of investment on a tax
basis. Such a profit allowance would be
grossly inadequate. The reinvestment provi-
sion is also inadequate.

(c) The Administration proposal would impose a
graduated tax on the difference between the
selling price of crude oil and the ceiling price
as of December I, 1973. The tax rate woujd
be reduced over a three-year period. This tax
should be imposed, if at all. only on prices
well in excess of the long-run supply price.
i.e., the price that will ultimately balance sup-
ply and demand. A reinvestment provision
would be essential if this proposal is to stimu-
late new supplies.

Gentlemen. I welcome the opportunity to testify be-
fore you today. My topic is the United States taxation
of the petroleum industry.

35
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DOMESTIC TAX POLICY
Before offering our analysis and comments on the

specific tax proposals, I would like to present our
views on the justification for continuing the percentage
depletion allowance and the option to expense intangi-
ble drilling costs.

From the very earliest days of our Federal income
tax structure, tax incentives to encourage the develop-
ment of our country's petroleum resources have been
wisely provided. The need for such incentives is as
great as, or greater than, any time in the past if the
United States is ever to return to a level of near self-
sufficiency in its oil and gas supply.

Percentage depletion and the intangible option are
essential elements of such incentives. They have at-
tracted into the high-risk search for petroleum a
greater amount of capital than would otherwise have
been available. As a result, our available domestic sup-
ply of petroleum has been greater than it would have
been because the industry has spent the funds-and
much more-generated by depletion in search for new
petroleum deposits. The industry's expenditures in its
exploration and drilling effort in recent years have
been at a level twice the amount of the statutory deple-
tion allowance.

Budgeted capital expenditure figures released by sev-
eral petroleum companies for 1974 indicate that their
level of exploration and development effort will in-
crease by more than 50 percent. These increases are
part of the response of our industry to the need proj-
ected by the National Petroleum Council for explora-
tion and development expenditures at an average level
of at least $12 billion annually during the 1970's.

Non-financial factors will also have to be present as
part of a successful national energy program to achieve
such expenditure levels, but in the face of our current
critical energy shortages, it would not make economic
sense now to remove established tax incentives which
have worked effectively and fairly to attract and retain
risk capital in this industry's vital effort to develop ad-
ditional producing capacity. The reduction by the Rev-
enue Act of 1969 in the rate of the percentage deple-
tion allowance and subjecting it to the 10 percent
preference tax added over $500 million annually to the
petroleum industry's tax burden. There is no doubt
that these changes had a negative effect on efforts to
become less dependent on foreign oil and to become
self-sufficient in energy. For example, in 1970 follow-
ing-the additional taxes resulting from the 1969 Act,
there was a decline of more than 20 percent in explo-
ratory wells and new fields discovered representing an
acceleration of the long term decline in exploratory
activity.'

I Richard I. Gonzalez,. "Declining Trends in Exploration for
Oil and Gas." Statement before Senate Interior and In-ular
Affairs Committee. August 9. 1972. pages 12-13.
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There is, another aspect of this issue on which I
would like to present our views. Prices of crude oil and
petroleum products are subject to control by the Cost
of Living Council, Whether price controls continue on
domestic petroleum or the prices are allowed to move
to the price of imported oil, there is little or no possi-
bility-politically or economically-that for the fore-
seeable future domestic prices could respond In the
manner or the magnitude required to pass on addi-
tional tax costs.

The Administration has announced an ultimate
objective of establishing a free market which would
permit all U.S. crude oil prices to reach world parity.
Thus, the domestic price would be set by prices of Im-
ported oil regardless of the level of U.S. taxation.
Under these conditions, there would be no way to shift
any U.S. petroleum tax increases on to consumers. It is
a basic principle of international trade that a govern-
ment cannot, in the absence of import barriers, in-
crease taxes on domestic producers without reducing.
their profits and discouraging them from making do-
mestic investments. With or without percentage deple-
tion, the US. producer could receive no more than the
import price. If depletion aid the option to expense in-
tangibles were eliminated, the adverse effect on the
industry's energy efforts should be apparent. These
provisions, therefore, remain essential parts of a na-
tional, energy policy. Their incentive effects are as im-
portant today as ever before.

In the context of today's shortages of developed en-
ergy and increasing petroleum ices, the grave danger
for the fiscal and energy policy makers in the Congress
is that they will look at only the short-run tax or eco-
nomic consequences of proposed action without regard
for the long-run consequences or thf evaluation of all
the ec.,nomic considerations. The imposition of addi-
tional taxes on petroleum operations now would entail
long-term public costs exceeding benefits and would
not be in the national interest of expanding our domes-
tic energy resources. If the tax laws cannot be changed
to help solve energy problems, then surely ihey should
not be altered in any way that will contribute "o
greater shortages.

United States Taxation of
Foreign-Source Income

U.S. taxation of foreign-source income of American
petroleum companies is a subject of numerous miscon-
ceptions and the object of many false or misleading
statements. In the discussion below, I will outline the
importance of overseas oil operations by U.S. oil com-
panics and the history and operation of the foreign tax
credit. I will then, try to eliminate some of the miscon-
ceptions concerning the foreign tax credit and com-
ment on the Administration's proposal to amend the
credit.
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The Natinal Interest in U.S.
Oil Operations Abroad

U.S. taxation of foreign-source income of American
petroleum companies must be evaluated in the light of
the Importance of their activities to the national inter-
est of the United States, A continued American prs-
ence in the international oil industry contributes to the
economic, strategic, and diplomatic security of this
country, It also has a substantial positive effect on the
U.S: balance of payments.

As has been indicated in earlier testimony, the
United States will continue to require petroleum im-
ports ffr several years to come. Even with a maximum
effort, achieving self-sufficiency will likely take at least
10 years because of the long lead times required to de-
velop new supplies of petroleum and alternative energy
sources.

In addition to domestic economic requirements, for-
eign-source oil is of significant strategic importance.
since-in the words of the Department of Defense-
"The U.S. alone, cannot, realistically plan to fuel any
Free World type of emergency .. " In a deficit oil
position itself, the United States is not in a position to
help meet the needs of its allies during an interruption
of international supplies.

Diversification of foreign sources of supply would
also diminish the restraints which might be imposed on
American international diplomacy if the country were
heavily dependent on one or two foreign oil sources.
The security of the Free World supplies requires ready
access to diverse and growing sources of foreign oil.

In the ease of the United States, the best way to
minimize the problems of future access to foreign-
source petroleum is to encourage U.S.-owned compa-
nies to continue to operate abroad. American compa-
nies will apply their managerial and technological
expertise to diligent development of the discovered-
but-undeveloped reserves in the Middle East, as well as
to exploration for new reserves in that area. Moreover,
they will apply that same-expertise in attempting to di-
versify sources of foreign supply. If privately-owned
U.S. companies were unable to continue to compete
effectively in the international oil industry, this country
would inevitably become largely dependent for its es-
sential foreign supplies on companies owned in whole
or in large part by foreign governments.

It is a commonplace in world affairs that not to be
represented in international councils is a severe handi-
cap in obtaining appropriate recognition of a natkn's
interests. If U.S.-owned companies own or control part
of international oil supplies, it is much more likely that
an allocation of supply equitable to the, United States,
as well as to others, will be obtained irk the event of a
world oil shortage. With the U.S. alid foreign-owned
private companies continuing in their key position as
producer-distributors of international oil supplies, the

SSubmission to the 199 Task Force on Oil Import Contro.

legitimate interests of the United States and its allies
would be considered in any such shortage. In the -ab-
sence of an American presence in the international oil
-industry. there would be substantially less U.S. control
of foreign'petroleum supplies.

In addition to the national security significance of
US.-tnhed foreign oil .supplies, the participation of"
U.S. companies in the world oil industry has decided
positive implications fot the U.S. balance of payments.
American ownership of foreign crude producing facili-
ties provides some balance of' payments pffset to the
increasing costs of U.S. oil imports, stn thi profi(.
component of -those supplies accrues lb U.S. interests..
Profits attributable to American ownership of petro-
leum producing, transport, refining,'and marketing fa- "
cilities serving foreign markets also have a positive ef-,
feet on the balance of payments.

In addition to direct earnings, U.S. foreign
petroleum investments result in receipts of fees and
royalties and in substantial U.S. exports of capital
equipment and other merchandise for use in U.S.-
owned facilities abroad. The annual income received
from foreign petroleum investments by U.S. companies
also results in additional U.S. tax revenues when this
income is taxed upon diltributipn to individual U.S.
shareholders.

U.S. TAX POLICY AND U.S. OIL
OPERATIONS ABROAD

If'American petolcum operations abroad are to re-'
main viable, U.S. taxation of foreign-source petroleum
income must not be amended to leave U.S.-owned
companies at a competitive disadvantage relative to
foreign-owned petroleum companies. Companies owned
by producing country governments have an obvious ad-
vantage in access to supplies while companies owned
by the governments or private citizens of the principal
consuming countries of Europe and Japan generally re-
ceive special tax and non-tax incentives for foreign oir -

exploration ventures, The combined incentives fpr for-
eign oil vWhtures provided by othir major covuttrics i re'"
generally at least as valuable as the tax treatment pro-.
vided by the United States-and in some cases are
more valuable. (See Exhibit I next page.)

While the details of these foreign government com-
bined tax/incentive/financing packages vary from
country to country, it isclear that most foreign com-
petitors of U.S. oil companies have strong incentives
from their governments and in many cases unique ad-
vantages, e.g,, direct or indirect government financing
in whole or part by France, Italy, Japan, the United
Kingdom, and West Germany. U.S. tax policy should
not impose competitive constraints on American com-
panies by adversely changing U.S. tax treatment of for-
eign petroleum operations.

Avoidance of Double Taxation-The primary tax
requirement for continued competitiveness of U.S. oil
operations abroad is that the United States continue its

31
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EXHIBIT I

Sumtnaiy Statement of Tax Treatment and Other Incentives (oe Foreign Petroleum
Operations by Companies Domiciled lnt,-

It) France Does not tax.
Other Incentives/

None for private companies. (Government finances wholly-owned government company and owns sub-
siantial interest in large privtc company.)

(2) Japan Tates on overall basis whit credit.
Other Incentires:

(3) Netherlands
Other Incentives

rtploration loans of up to 10"t not repayable in the event of failure, government guarantees of bank
loan% for exploration and development: percentag: depletion at q vith reinvestment requirement;
expensing of dry holes.

Does not tair.

Allows deduction of foreign losses from domestic income.

(4) United Kingdom Taxte on per country basit with credit.
Other Incentive~s"

Espensing of all pre-diw-overy cost: expensing of plant and machinery expenditures: rapid dtprecia-
tion of oih:r post-diwoery expenditure%. Allows a form of averaging of foreign tosses and profits
similar to U. S. overall method Allows ,deduction of a net foreign toss. |Government owns substan.
tial interest in targ: private company.)

(5) West Germany Taxes on the per colnr) siit %ith credit.
Other Incentives

Outside the Common Market. exploration loans up to 75e. not repayable in the event of failure-
30% of a loan may not be repayable in the event of discovery: expensing of all exploration costs,
rapid depreciation of tangibles and intangibles. Altos deduction of a net foreign loss.

(6) United States Tates on the per country or the ot rally basvi with cedit
Other Incentives",

Percentage depletion: espensing of dry hole,, and intangible% on producing ellsls (but no deduction of
pre-discovery costs other than dry holes: until properties are abandoned). Allows deduction of a net
foreign toss. I

Note: This exhibit is drawn from a mte detailed anat-viv in Appendit .4. Alto tee that appendix for notes and explanations.

traditional policy of avoiding double taxation of for-.
eign-source income. Since all other major consuming
countries avoid double taxation.. U.S. abandonment of
this policy would render Amirerican companies non-
competitive.

The United States avoid, double taxation by allow-
ing a credit for foreign income taxes paid. If the
United Stateswere to treat foreign income taxes as a
deduction from income rather than as a tax credit.
U.S.-owned companies would be double taxed--once
by the foreign country and once by their home coun-
try. For example, with a 50 percent tax rate at home
and 50 percent abroad, their combitted tax rate on for-*
eign income would be 75 percent (50 percent foreign
plus 25 percent U.S.). Foreign-owned competitors.
would pay only SO percent. Thus, the American-owned
companies would be fatally 'disadvantaged relative to
their foreign competitors who have to pay no home
country taxes on their foreign operations.

As former Assistant Secretary of the Treasury Stan-
ley S. Surrey has said, "American investment would
not proceed at all without the foreign tax credit be-
cause . . two taxes would be imposed and the overall
burden of.wotaxes would be so great that investment
would practically cease." We emphasize that only
American investment would cease. Oil companies

'38 1"

owned by others-especially by foreign governments
-would be only too glad to step in to fill the owner- -

ship gap left by the tax-induced departure of their U.S.
competition.

Equal Treatment of Foreign and Domestic Income-
A second traditional goal of U.S. taxation of for-
eign-,ourcc" income has been equality of treatment of
like investments at home and abroad. Substantial pe-
troleum imports are going to be required to supplement
domestic sources for a number of years to come. Ac-
celerated domestic exploration and development is es-
sential, but continued foreign exploration and
develofinent is also necessary to meet U.S. energy re-.
quirement,. For this reason, U.S. petroleum tax policy
should continue to encouragec 'foreign oil operations.
For example, percentage depletion, expensing of intan-
gible development costs, and accelerated depreciation
should not be denied to foreign operations. Making
foreign operations by U.S. companies more difficult
would not, itself, mean that the companies would in-

'trearings before the Committee on Foreign Relations,
United States Senate. 90th Congres. st Session on Tax Con-
vention 'suh Braril. Executive Journal. 1967. pp. 19-20. Pro-
fessor Surrey reaffirmed his view that the foreign tax credit
should be retained in his aprearance before the Committee on
Ways and Means, February S. 1973.
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crease domestic exploration. Domestic exploration rises
when-and only when-domcstic economic incentives
improve. That improement cannot be achieved by
raising taxes on foreign exploration.
_ In short, the national interest need for increasing the

securit) of overseas oil supplies requires that the U.S.
government use the utmost care to avoid foreign tax
policies which would disadvantage foreign operations
of U.S.-owned petroleum companies, Certain suggested
foreign tax changes now pending before the Congress
would do this.

FOREIGN TAX CREDIT
General-Two methods are used in determining the

allowable foreign tax credit. The per country method
treats the Income and taxes from each foreign country
separately in determining the amount of the allowable
foreign tax credit. The overall method treats all foreign
profits and all foreign income taxes as a whole. Tax-
payers may choose that method which appears more
suitable on a long-term basis considering their particu-
lar business circumstances, but they may not change'
methods from year to year.

In both cases,.the foreign investor always pays the
higher of the U.S. or foreign tax rates. Under the
United States credit system, if the foreign income tax
rate is less than the U.S. rate, the U.S. government col-
lects the difference from the taxpayer. However, if the
foreign income tax rate is higher than the U.S. rate,
the taxpayer bears the difference, no additional tax is
paid to the U.S. The amount of the allowable credit is
limited to the amount of U.S. tax which would other-
wise be due on the foreign-source income. Accordingly,
the allowance of the foreign tax credit cannot reduce a
company's income tax on U.S. source income. Of
course, a net foreign loss is deductible in accord with
the treatment of losses by other countries which tax
foreign source income earned by their nationals (See
Exhibit I and Appendix A).

The Overall Methcd-The overall method is partic-
ularly important to firms which operate worldwide inte-
grated businesses in competition with foreign-owned
worldwide integrated businesses. For example, in a
manufacturing industry, components may be produced
in a number of countries, assembled within a single
country, and the final product sold on the world mar-
ket.

The vertical integration of the international oil in-
dustry, which traces back to the early years of this
century, is also a good example of interrelated foreign
business operations. Investments In foreign oil-produc-
ing activities are often in countries far removed from
the major consuming areas. The additional investments
in refineries, pipelines, tankers, and other distribution
facilities which are required to bring this production to
market often occur in a number of other countries, all
of which may have internal taxing concepts and in-
come tax rates which differ s bstantially from each

other and from those of the United States. The overall
method has been criticized for permitting averaging of
incomes and taxes% in different countries where a U.S.-
owned firm may "fortuitously" do business. There is
nothing fortuitous; about the inter-country integrated
operations of the established international companies,
Sales in Europe and production in the Middle East arc
part and parcel of the same operation, In assessing the
effect of taxes on the economic feasibility of such inte-
grated ventures, it is the overall tax burden on the
competing international firms which matters.

As is shown in Exhibit I above, in order to avoid
double taxation of foreign source income earned by
their nationals, some governments use an averaging
concept or an overall foreign tax credit system which
obtains results similar to the United States overall
method. Other countries impose no domestic income
tax on foreign source income. Multinational companies
domiciled in those countries which impose no tax on
foreign operations automatically bear a foreign Income
tax burden which is, the average of all foreign income
taxc paid-again a result similar to the U.S. overall
method,

Since the principal foreign-owned worldwide com-
petitors of U.S. integrated international oil companies
are domiciled in countries falling in one of these cate-
gories (France, Italy, Netherlands, U.K.), the U.S.
overall method providing for averaging of all foreign
taxes enables the more completely integrated U.S. com-
pany to,,compute its foreign-source income tax obia-
tions in a manner closely similar to that available to its
primary foreign competitors. For example, if a U.S.
company and a foreign competitor domiciled in, say.
France derive half of their income from a country with
a 60 percent tax rate and half of their income from a
country with a 40 percent tax rate, the foreign-owned
company's overall foreign income tax burden would be
50 percent (60 + 40 + 2-50). On the U.S. overall
basis, the U.S. company would also pay the foreign av-
erage of 50 percent, which is higher than 48 percent
U.S. rate. On the other hand, if the U.S. company
were on the per country basis, the U.S. would collect
an eight percent tax on income earned in the second
country, whose rate is 8 percentage points lower than
the U.S. rate. Thus, the U.S. company would pay 54
percent overall on the per country basis (60 + 40 +
8 - 2-54).

Use of the overall method, therefore, places a U.S.
oil company which is more completely integrated from
crude production through refining and marketing in a
better position to achieve competitive tax equality with
its principal foreign-owned integrated international
competitors in world markets. Accordingly, the option
to compute the foreign tax credit on the overall basis
corresponds to the competitive requirements of inte-
grated foreign operations of U.S. firms. The more com-
plete the degree of integration, the more economically
appropriate is the application of the overall method.

-It has been suggested that the overall method of
computing the foreign tax credit encourages the export
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of U.S, manufacturing jobs to low tax rate countries in
order to permit the taxpayer to take advantage of the
excess credit being generated in a high tax rate coun-
try. This argument ot,,crlooK ks the other attd parantount
aspects of a business decision to go overseas, particu-
larly such compelling factors as prxinity to market or
supplies atid host government restirentent that local
markets be served by the products of local plants. As
the U.S. Tariff Ctmtmission has recently said. "...
while tax considerations always are relevant, they sel-
dom are dominant in the multinational company's deci-
sion to invest abroad." For example. production of
crude petroleum must occur where the natural re-
sources are geographically located, Similarly, the loc a-
tion of pipeline operations is determined by the source
of the oil or gas and the site of the market being
served. Governments often require that refitted prod-
ucs be manufactured within the country. And service
stations cart only belocated at the market. In deter-
mining the site -of business facilities, compelling factors
such as these generally far outweigh any advantage
which tight accrue from use of the overall method.
'I he overall method is not used as a device, to export
U.S. operations and job,; to foreign countries; rather, it
enables integrated U.S. companies to meet the cotpeti-
tion of foreign-owned itiitgrated companies.

T/te Per Ciotry Mfethod-The per country method
for computing the foreign tax credit is vitally important
fo mity companies in high-risk industries when they
are entering new foreign areas. On the per counlry
ietlhoid. operations in each foreign country are given
the same U.S. tax treatment for purpose of computing
the foreign tax credit as would prevail for comparable
operations in the United States. Thus. U.S. tax treat-
ment is neutral in its effect sin investment decisions for
.in operation in tire U S.. inl foreign country A or in
foreign country 13. The decision on whether to conduct
operations in the U.S.. in foreign country A. or in for-
eign country B, rests on basic economic considerations,
not on U.S. tax considerations.

The foreign competitive position of less completely
integrated U.S. firns requires the per country method,
especially if a considerle part of their foreign en-
deavors is composed of risky ventures such as petro-
leium exploration in new foreign areas. The ability to
deduct foreign losses with a resultant decrease in U.S.
tax is necessary for their cotpetilive survival in the
race for new oil sources against forcign-owned compa-
nies receiving the combined lax/incentive/financing as-
sistance outlined in Fxhibit I and Appenlix A. Recall
that West Gerniany and the United Kingdom permit
full Ioss deduction on a country-by-country basis. And
we have seen that other countries such as France,
Italy. and Japan provide direct or indirect financial as-
sistance to foreign oil operations conducted by their
citizens. Japan, for example, grants exploration loans' /

1U.S Tariff Commission. Implications of Multinational
Firms for World Trade and Investment and for U-S. Trade
,ind labor (Washington: 1973) p. 12. -
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up to 50 percent', not repa)able in the event of failure.
The per country method is needed for 'purposes of

foreign los deductions because such deductions are
usually not available on the overall method. Foreign
loss deductions for i.S. tax purposes are available on
the 11,S. per country method when there is a net loss
in an individual country, but a loss deduction would
only be available on the overall method in the event of
a net loss in all foreign countries combined.' However,
a tIS-owtied company 'on the per country method
could' fully deduct any loss in a new country from its
other taxable income.

If restricted to the overall method, new entrants may
he restrained in their efforts to find and develop for-
eign petroleum reserves in new areas. In petroleum ex-
ploration and production, the chance of loss is high;
and foreign tax rates are generally at least as high as
U.S. rates. After one successful foreign venture under
these conditions, the costs of any further foreign explo-
ration and development would increase because the
U.S. tax deductions would be effectively lost as a result
of the operation of the overall limitation. This would
have the effect of nearly doubling the capital required.
rhat capital burden may be beyond the capability of
many smaller petroleum companies, thus eliminating
them from the search for foreign oil and gas. It is im-
portant that these companies be encouraged to seek
new oil reserves in diversified locations abroad, as well
as domestically, in order to increase the security of pe-
troleum supplies for the United States and its allies.

The Aethod Which Gives the Higher Tat-The
United States once required taxpayers to use the
method which gave the higher tax; but Congress deter-
mined that this approach was undesirable and aban-
doned it in 1954.

Forced application of either method of computing
the foreign tax credit to any given taxpayer is likely to
produce a bias against some form of activity. For those
pr kntly using the overall method, forced application

For example, if a U.S. company on the overall method
has its foreign-m.tair,.e income equally titiied betw een t%o
countries having tix Iaes of 54 percent and 42 ercent. its
oiset,dl foreign tax rate is 48 peicnt 04 r 42 " 2 -, 491.
Hence, there is no U'S las on the foreign-source income. If
the U S. company pursues .i risk) enrture in a third country
aid imurs a loss. its total foreign la% cotltd not be reduced
becatisc the third t Olnlry I0%s Otd nOt he deductible in
other foreign countries the third coiiry loss could also not
reduce the U.S tax. since there %%as no U S. tax on foreign-
source income aith a 49 percent ierage foreign rate. If the
aierige foreign rate had been. %ay 40 percent before entry
into the third couiers. anti eight percent U S tax would have
appliedd (48 -40 h i) And the third country toss woutd
reduce that tax on ih osetall basits Ioseser. foreign tax
rates in the maior counties are geneital sulliciently lose to

'US. rates that any such U.S. tax is unlikely to he large.
'the third country loss aould lead to a tin reduction in US.
tax on U.S.-source income ti.e, 48 percent of the loss) only
if the company had t combined loss in the first two foreign
countries-no doubt a rare situation. Thus, a U.S. company
on the. overall method can realte little or no reduction in
U.S. tax from a foreign loss in a new country.
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of the per ciuntiy method would produce onerous
competitive results in isotdwidc integrated production
aid distribution networks, anid disou lae developnill
in existing producing countries. lin the Case of t lxpa
ers prsetntl% using the per outitry netlod. expansion
into new areas c,,ploratiot ws would l0 bel Im ited

- b. a forced change to lhe overall method. Neither of
these results,, ,ould he in the national itvrcst I hr
ovetall telhod cncouragc, c\plorat ionnid dcsclop-
ment operations of the more tomplhtcl\ integrated
firms in existing protducitg countries whcre success in
obtaining needed incremental oil supplies i more
likely. The per country method enourages companies
concentrating on c\ploratiot ;ttd production to eigage
in risky attenlipt to achieve diversification of sources
of supply. which is essential to increase the security of
imported supplies Both aetisities arc relitircd in the
national intCresl.

(Inc of the ohjecics of sontid international tax pol-
ic is to promote ta\ ncutiliti he\cCn toreig and
domestic investineni decision's in order that tax police
will not. itself. ditort the cconornic decision oit where
to locate a facility The I,.S, police (if having it, foreign
us estors pa the higher of the I %, or foreign tax alp-

proaches international iti\ neutrality when applied
under the cistiig option to choose either nithod. 1l he
foreign tas rate inrta he higher tlhai the (L S rate. hut
onl hccautc thc forciert country looscs ito IC\ higher
rates. L'S action to force the laspa\er to uc the less
fa, orable method is almostt certain to produce bias
against forcignt itestitent because it will almost al'.wia)
lead t a higher tax rate on a forcitn is estnit than
tin a similar incslntl ita hoite.

MISCONCEPTIONS OF THE FOREIGN
TAX CREDIT

The many tniconccp ti *n of the operation and ef-
fect of the foreign tax credit hase led to false or mis-
leading charges directed to the petroleum industry.

Chrge: /t it tnint(eitti e fo i thel indinr v. Aii-
te.r: \o---ihe foreign tax :redit has been mislabeled

as at ic.ieniie for the oil irdusi r. In fact. it -i-not an
incentive e nor does it apply oil\ to the oil inrdusir\

the foreign tax credit is treccs\ar. It precn double
taxation of the stire income --o1rce t tc foreign gov-
erinent and again h\ the I S Wilthou it Anierican
cirripatnics could nti ¢rnclpele \ith tither companies
since all either iirdtlstrialicd rations avoid double tax-
atin ,

I he foreign ta\ credit is allowed t0 cVcr American
taxpa\ci, wr ether it be a corporation or an individual,
who earns income abroad aid is required tt pay in in-
conie tax to the rnationi in which the income is earned.
the fact that the oil companies account for 45 percent
of all foreign tax credits iipl,, reflects that I I ) their
foreign investments arc higher than any olher btisiess.
and (2) they are operating ili countries that impose
very high income taxes.

(itrge Oil omripaitiev do not re,it foreign tar iln-
ri - nitwer, I-tti --Critics have alleged that the
idtilt diov, n(it rest tax increases imposed by for-
cign produiniig govcrvntelti asserting that the increases
,ire credited against and reduce IS. income tax dollar
fo ir dllar. There is itt Iruth to this charge.

\ t' S oil vomntpan receives. a credit for foreign
triecs paid. bill only up to the amoctunt of the U.S. tax
that trtlt trdlmtti ise bt dte, To ithe extent the foreign
inx c\ced, the V S. lax, the excess cannot be used as
at credit against I.S. taxcs. 'the following example it-
liistra es the ttised credit:

I tItuel IM It
I 'nilet Slt +l'a (anmthnlon

I Wtes at itrket prr.e
2 t css the folltttng:

Rvo,,Ii i 1 t21:
ttliui llton ( tust,
t)¢plein 22'; of $7 tit

I V I l tast ln,:omc
4 t.S la at 48;.
51 es% tleln tries Paidi 1i 5I+

, S 'ir t)uii
- I'ilscd Itieigln li\ (redirs

St OO
.50

I .94

$it0o

$304

$4 96
$2 38
$3.57

0
$1.19

wi Ihe isnil(t! Ioilcien 5t\ creditss :flannot friiic Itf. L' S
i\ nti U% intuni the foreign li tiles .tppi uint-

hnil, it) ill t % Ii Sr [ort.titifl tperaling aborad

Ali\ increase iii the Ioreig tax simply iireases the
unused tax credit, For example, if the foreign tax rate
il lhibit II were increased it 6t percent, the untiscd
credit would increase b\ 33 cents per barrel. But it
would have absolutel no effect on U.S. tax payments.

\dditional foreign taxes arc a very real cost to the
Industr% jIn stne iitahnes, etiupanies have been able
to rcotup the additional taxes from their customers. In
others. ihc ctmnipanies have absorbed the cost.

Thus. statcmieuts that the companies have not re-
sisted increases in foreign tax because the Utrited
States "picks tip tie tab" are completely false.

(nlutrle. Oil etuoip/tttit.s tir' allowed tom treat toreigit
roe"itltlt, at iai.te% Aniner False,- Chargcs are made
that all of the pa tneits to the producing country gov-
ertirern are roaltic, not taxes. That i- not true. The
basis for this misconception is probably due to the fact
that a foreign government deals with the oil industry in
two capacities. iA ) as the owner of natural resources
in place: and 21 is a sovereign taxing power. 'the
foreign governmnet collects a royalty as the owner of
the natural resource -; and it levies an income tax otl
the prolits in its capacity as the taxing sovereign. Each
paimcnt is separate, and each is' made for different
reasons. In recognition of this distinction, a U.S. tax
dCduction is allowed for the royalty; knd a U.S. tax
credit is allowed for the income tax to the m7xtent that
the U.S. would tax the same income. Thus, a tax credit
is not allowed for oil royalties paid to foreign govern;,
ments.
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This system of payments parallels payments to the
U.S. government'on its own oil lands. It collects a roy-
alty as the landowner and levies an income tax on .the
profits as the taxing sovereign. There is no reason to
treat payments to foreign governments differently-
particularly because the Internal Revenue Service re-
views the validity of the foreign tax as an income tax.

If the foreign taxes were treated as royalties, it
would be about the same as allowing a deduction
rather than a credit. As shown above, American-owned
companies would be fatally disadvantaged relative to
their foreign competitors who pay no home country tax
on foreign operations.

Charge: Foreign disincentives will increase domestic
activity. Answer: Fb.s--lt hhs been asserted that dis-
couraging or eliminating foreign oil and gas operations
of American companies would increase domestic activ-
ity. That is false. Reducing the foreign operations
would do nothing toward making domestic exploration
and development more attractive. It would do nothing

-to increase energy supplies and would likely reduce the
total supply available to the U.S.

This charge assume,, that attractive opportunities in
the United States have been forsaken in favor of for-
eign exploration. It is true that until 1972 domestic ex-
ploration had been decreasing. But, the decline in do-
mestic exploration was attributable to ( I ) policies that
have withheld-Federal acreage from exploration; (2)
environmental restraints that have discouraged the
search for- new reserves, and (3) U.S. price restric-
tions. Raising taxes on foreign exploration and devel-
opment will -not assist domestic exploration and devel-
opment. Domestic exploration and development will be
undertaken on the basis of the adequacy of its own
anticipated &onomic return to investors rather than in
competition with foreign exploration and development.
In the light of the critical shortage of fuels on a world-
wide basis, both domestic and foreign exploration are
urgently needed.

ADMINISTRATION PROPOSAL FOR
REDUCING THE FOREIGN TAX
CREDIT ON PRODUCING OPERATIONS

In its ee~rgy "m-, ge the Administration announced
that the Treasury department had been asked to pre-
pare proposals which would cause part of the income

-taxes paid to foreign countries on producing operations
to be designated as creditable in computing the foreign
tax credit and the balance to be allowed solely as a de-
duction in computing taxable income. The impact of
this proposal will fall principally on those oil compa-
nies which operate worldwide integrated businesses and
compute the foreign tax credit on the basis of the over-
all limitation. To assist in our discussion of this pro-
posal it will be helpful to consider a hypothetical but
nonetheless representative description of the activities
of such a company. This company carries on its for-
eign operations (I) through some U.S. corporations
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which are included in its consolidated lax return, (2)
through some U.S. corporations in which its ownership
interest is not -large enough for inclusion in the consoli-
dated tax return and (3) through foreign corporations
which are not includible in the consolidated tax return.
These foreign operations include exploration, produc-
tion, transportation, refining and marketing of crude
petroleum and its product.

Exploration Operations-Most of this hypothetical
corporation's exploration and producing operations-are
carried on through U.S. corporations includible in the
consolidated tax return but in some cases foreign cor-
porations are utilized, When carried on through a U.S.
corporation the deductible expenses during the period
prior to production reduce consolidated taxable income'
and correspondingly reduce the consolidated foreign
tax credit. When they are carried on through foreign
corporations such pre-production expenses are not
taken into account in the computation of U.S. income
tax liability.

Producing Operations-This hypothetical company
conducts producing operations in many foreign coun-
tries, Most of these countries impose income taxes at
rates higher thans the U.S. rate, but some impose in-
come taxes at rates lower than the U.S. rate or provide
tax incentives which result in a lower effective income
tax rate. Most of these operations are carried on
through wholly-owned U.S. companies in which case
the income from the producing operations is included
in the consolidated tax return and the foreign income
taxes it pays are directly taken into account in comput-
ing the consolidated foreign tax credit.

In some instances the foreign operations are carried
on through U.S. corporations in which the ownership
interest is less than 80 percent, in which case the pro.
ducing company files its own U.S. income tax return
and computes its own foreign tax credit. In such a case
15 percent of the dividends received by the U.S. corpo-
rate shareholder are included in that shareholder's tax-
able income as foreign source income, but none of the
foreign income taxes paid by the producing company
may be taken into account in computing the sharehold-
er's consolidated foreign tax credit,

In some instances the producing operations are car-
ried on through foreign corporations. In these cases the
U.S. corporate shareholder includes dividends from
that foreign corporation in its consolidated tax return
and takes into account in the computation of its con-
solidated foreign tax credit the foreign income taxes
paid by the foreign corporation that are attributable to
such dividend income.

Transportation Operations-Most international trans-
portation of crude oil and its products is through the
use of large oceangoing tankers. In some instances
the tankers are owned by foreign corporations incorpo-
rated under the laws of the consuming countries but In
most instances they are owned by foreign corporations
incorporated in, countries which impose little or no in-
come tax on income from shipping operations. Divi-
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dends from such foreign corporations are included in
consolidated taxable income and foreign income taxes
attributable to those dividends are included in calculat-
ing the consolidated foreign tax credit.

Refining and Marketing Opertions-Most of our
hypothetical corporation's refining and marketing oper-
ations are carried on through foreign corporations in-
corporated in thecountries in which the refining and
marketing operations are conducted. Sometimes the
effective foreign income tax rates are higher than the
Uk. rate; in other cases they are lower. In either case
the U.S. shareholder includes dividends from the for-
eign corporation in computing-its consolidated taxable
income and takes into account in computing its consol-
idated foreign tax credit the foreign income .taxes paid
by the foreign corporation which are attributable to
such dividends. In addition there usually are foreign
income taxes imposed on such dividends which are
also taken into account in computing the consolidated
foreign tax credit. e

Calculation of U.S. Ia'on( Tax-The foregoing de-
seiption demonstrates that the sources of income from
the foreign operations of our hypothetical company are
quite varied. Some are taxed at rates higher thai the
U.S. rate. some are taxed at rates lower than the U.S.
rate and some arc subject to no foreign income tax.
Yet they all represent segments of an integrated foreign
operation, Under the overall limitation to the foreign
tax credit the various foreign income taxes applicable
ip the integrated operation are aggregated and are
compared with the U.S. tax (before foreign tax credit)
on the consolidated taxable income from such foreign
operations. In-that aggregation a portion of the foreign
income taxes auvrihutable to income eligible for the
percentage depletion deduction is not taken into ac-
count. Because the rates of income tax on producing
operations are generally higher than the U.S. M, te, the
aggregate foreign income taxes exceed the consolidated
U.S. ta, Attributable to foreign source. income and thus
through application of -the foreign tax credit no U.S.
income tax is payable on income from foreign opera-
tions. The overall limitation to the foreign tax credit
prevents utilization of foreign income taxes in excess of
the U.S. income tax on foreign source income from re-
ducing the U.S. income tax on U.S. source income.
What is thus achkved is a result closely comparable to
that achieved under the income tax laws of most other
major foreign countries, namely, either complete ex-
emption of foreign income from home' country taxatio
or the avoidance of international, double taxation by
not. imposing home country taxes when foreign country
incpme taxes are imposed at a higher rate. This system
has made it possible for U.S. oil companies whoare
more completely integrated from crude production
through refining and marketing to be in a better posi-
tion to achieve competitive tax equality with their prin-
cipal foreign-owned integrated international competi-
tors in world markets.

Impact of PAdininistration Proposal-What the

Administration's proposal would do to our hypothetical
U.S. company is to disallow as a creditable foreign in-
come tax that portion of the income taxes paid to a
foreign producing country which is greater than the
U.S. tax rate on the producing income from thaf coun-.
try. treating the excess as a deduction in computing
that producing income. An algebraic formula Is re-
quired to determine the interdependent amounts of the
portion of the foreign income tax that is deductible and
the portion that is creditable but the result of that al-
gebraic computation is to allow the foreign income tax
to offset the U.S. tax on'producing income from that
foreign country but not to allow it to reduce U.S. in-
come tax on foreign income from any other source. As
a result the U.S. company using the overall limitation
would be required to pay income taxes on its other
foreign operations which were not taxed at rates as
high as the U.S. rate. despite the fact that its total for-
eign income tax burden is greater than the U.S. income
tax rate.

The primary objection to this proposal is that it-
would place the more completely integrated U.S. com-
panies who utilize the overall limitation to the foreign
tax credit at a competitive disadvantage with their"
principal foreign-owned integrated international com-
petitors. Income from shipping operations. would be
particularly hard hit. Such companies would be far less
likely to invest in tankers and the loss in U.S. control
of oceangoing tanker tonnage would be harmful to the
national interest.

Foreign Tar Polic,-.-Susnnary%-The U.S. should
not increase its taxes on foreign operations at a time of
severe worldwide energy crisis. In addition to promot-
ing increased domestic production. United States tax
policy should promote discovery of diversified crude oil
,supplies overseas by U.S.-controlled companies, as well
as accelerate development and new exploration in ex-
it ing-producing countries. But increased U.S. taxation
of foreign-source income would do exactly the oppo-
site. At the-most inopportune of times, it would seri-
ously, if not fatally, disadvantage the operations of
American petroleum companies abroad. This would be
an irretrievable move, for once the American compan-
ies relinquish their position abroad, they will be imme-
diately and permanently.replaced by European and
lapanese companies.

EXCESS PROFITS TAXES.
There is widespread pressure in Washington to levy

an "excess" profits-tax on the oil industry in order to
make certain that no one exploits the energy crisis to
make profits far above the level needed to attract the
capital required to reachieve a reasonable degree of en-
ergy self-sufficiency in the United States. Let me make
clear that while the member firms of the Amerigan Pe-
troleum Institute wholeheartedly support profits, they
wholeheartedly oppose profiteering. But, when do prof-
its become "excessive"?
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WHAT PROFITS ARE EXCESSIVE?
Perhaps the best way to answer this question is to

specify what profits are not excessive. Clearly, profits
are not "excessive" merely because they are increasing
as time passes. We have seen that industry earnings
were up about 50 percent in 1973, but a 50 percent
increase over an unsatisfactorily low level does not
necessarily mean an unsatisfactorily high level. Con-
sider the case of a firm which was incurring losses in
the base period established for an excessive profit tax.
Blanket prohibition of increases in profits could con-
demn it to unsatisfactory performance for the life of
the tax. Indeed, "excess" profits taxes can almost al-
ways be expected to discriminate against some compa-
nies depending upon their performance in the base pe-
riod. What matters is the rate of return on investment,
not the rate of increase of profits as time passes.

Nor are profits "gxccssive" merely because they may
reflect prices higher than required to attract capital in
past years. In periods of persistent inflation-such as
we have experienced since 1965-rising "profits" as
determined by conventional accounting practice may
not be rising in real terms at all. From the point of
view of the corporate shareholder,, profits per share
must rise at least with inflation; otherwise his income
will lose buying power.

Entirely apart from inflation, some industries are
characterized by what economists call "increasing
costs". In the minerals 'roducing industries, for exam-
ple, the geological prospects which appear to be the
best are tapped first. Therefore. as the industry ex-
pands, it must tap progresively more costly prospects.

e lower investment and operating costs of fields dis-
covered and developed years ago are irrelevant to what
it will cost to bring on new supplies. New supplies will
cost much jnore in terms of the real resources of men,
materials, and invested capital required-to bring them
into production. Hence, expansion requires increasing
prices and profits in order to maintain acceptable rates
of return on the new, higher.cost investments. lf'capi-
tal requirements per barrel of oil producing capacity,
say, double 'because it becomes necessary to move to
more remote anj hostile locations, the company must
earn twice as many dollars merely to maintain its rate
of return. And it may well need more than twice as
many dollars because the results of investment in
"frontier" areas are often much more uncertain than in
proved areas. The petroleum industry is now facing
precisely this problem as it moves to exploration in the
Arctic and deepwater offshore areas, as well as to'the
exploitation of new energy sources requiring unproved
and costly technology. Such increased uncertainty re-
quires increased rates of return in order to attract capi-
tal.

Unquestionably then, both the absolute level of dol-
lar profits and the rate of return for an increasing cost
industry operating in an era of persistent inflation must
rise as time passes. And the more uncertain the out-

44

come of investmenzs, the more rapidly profits must
rise.

High profits attributable to occasional discovery of
highly prs~ductive properties in an uncertain minerals
industry must also not be considered excessive. The
rate of return on a billion barrel oil field is likely to be
high. But it is not excessive because the remote osi-
bility of the big prize is undoubtedly a major motivat-
ing factor in attracting capital to the search" for oiand

,gas. where the chance of break-even success has been
only about one in 60 in recent years. (That figure is
for break-even success on the productive venture with-
out consideration of the costs of unrelated dry holes.)
The investor's knowledge that he will receive the full
fruits of a major find does much to offset the negative
influence of the dry hole. This is especially true be-
cause the Congress has recognized that the discovery
value of a find-as approximated by percentage deple-
tion-should be recoverable without taxation. Absence
of the opportunity to realize the profits from a big find
would make it far more difficult to. attract capital to
the. petroleum industry.

It is sometimes argued that while consumers must
reasonably expect to pay .a price which compensates
Investors for the higher cost of expanded new produc-
tion, in an increasing cost industry (including return on
investment), there is no reason why they should pay
that price for old production which originally,cost less
than present replacement cost. Such a price for old oil
would, it is said, lead to excess profits.

But why should consumers not expect to pay the re-
placement cost of the old oil or gas they use? When a
barrel of lower cosy'/old oil is used, it can only be re-
placed with higher cost new oil. The consumer actually
has no grounds to contend that a price which covers
the cost of replacing old production leads to excessive
profits. With any lower price for its old oil, the firm
will not generate su cient profits to stay in business at
past levels of operat n-.much less to expand. InternalP
generation of funds is particularly important In high-
risk endeavors, such as petroleum exploration, where
outside capital is less readily available.

Foreign profits are also not an appropriate subject
for control by a United States excess profits tax. Profits
from foreign ventures by American firms increase U.S.
Gross National Product and improve the balance of
payments. It would be wholly counterproductive to dis-
courage U.S. foreign investment by taxing profits of -

those ventures at high rates above the foreign 'rate.
'rhat would make new ventures of American compa-
nies non-competitive with those of foreign-owned firms.
And it would exlxs existing American-owned facilities
to retaliatory taxation by the foreign governments. If
an excess profits tax is to be paid by the foreign ven-
tures of Americans, why should the foreign govern-
ment permit the tax to flow to the United States gov-
ernment'

We have outlined a number of categories of profits
which are not excessive. What,,if any, profits are ex-
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cessive? A common concept of excess profits would be
any incrdase'occurring as the result of extraordinary
price increases during a period of emergency shortage.
But we have seen that this concept is clearly inade-
quate, 6icause profits mny have been sub-normal be-
forc the crisis, cost% may have risen, etc. A far more
acceptable concept would hold such profits to he ex-
cessive only if price had risen beyond ,the level re-
quired to equate supply and demand in the long run.

However, even profits attributable to prices well
above the supply-demand equating level have long
been recognized to have a useful economic function.
Such profits (which economists call "quasi rents") give

,investors extra encouragement to increase capacity in
an industry where demand temporarily exceeds supply.

"After sufficient supply is available, price would fall
back to the equilibrium level; and these extra profits

- would disappear. They. in effect. ,elf-destruct after
their economic purpose has been served.

REQUIREMENTS FOR AN EXCESS
PROFITS, TAX

We believe that levying an excess profits tax on the
petroleum industry would be Jontrary to the national
interest, since it would almost inevitablyy discourage in-
vestment. And increased investment is absolutely es-
sential if we are to reachievc a reasonable degree of
energy self-sufficiency. Is there any reasonable chance
that investors will take such a tax in stride without any
reduction in their plans to devote funds to the uncer-
tain search for'oil and gas and to the risky develop-
ment of new energy sources? We think not, because
Congressional action to increase taxes on the industry
is virtually certain to discourage investment, no matter
how carefully an "excess" profits tax may be designed
to- avoiding taxing those profits which are necessary,
not excessive. The psychological effect on investors of
knowing that success will be penalized can only be
negative. We, therefore, oppose an "excess" profits tax.

If, however, we are to have one, what form should it
take to be minimally damaging to the critical national
interest in sharply increased output of domestic en-
ergy?. Essential requirements of any excess profits tax
are that it:

I. Treat all competing firms equally.
2. Define as "excess" or "windfall" profits only

funds attributable to prices clearly higher than
the level of price which, will equate supply and
demand in the long run-after allowing for in-
flation and rising real costs.

3. Permit minerals explorers to retain the profits
from large discoveries.

4. Enable the industry to retain suficient profits for
the replacement of used-up facilities and to show
an adequate rate of return on new facilities.

S., Affect only domestic profits.

What it really -means is that "excess" profits taxes must

never be imposed unless prices rise very sharply In
supply emergencic, to levels well beyond the long-run
supply-demand balancing level, Moreover, the tax
should expire when the emergency expires. And it
should apply to any industry experiencing emergency
shortages, not just to oil,

One mtst concede that the economically sound con-
cept that profits are excessive only if attributable to
prices well beyond the supply-demand balancing price
may be administratively difficult to implement in an
•'excess" or "windfall" profits tax because a reasona-
bly accurate estimate of the long-run equilibrium price
is required. One promising device for dealing with the
difficulty of estimating that price correctly would be to
require reinvestment (within a reasonable time) of any
profits attributable to prices higher than the estimated
correct level. This would assure consumers that if they
did. in fact, pay more than the long-run stpply-de-
mand balancing price, the funds would either be rein-
vested--thereby expanding capacity and putting down-
ward pressure on prices and.profits-or be taxed away.
Antsunts reinvested in replacing existing supplies and
adding new ones are not windfalls.

We would like to evaluate three "excess" or "wind-
fall" profit tax proposals now before the Congress in
the light of these criteria.

GRAVEL PROPOSAL-TAX ON
UNINVESTED PROFITS FROM

'ENERGY SOURCES
Under this proposal profits from energy sources in

excess of profit allowance would be taxed at 40 per-
cent unless reinvested in energy projects.

There are many substantial conceptual and technical
problems with the bill. On the other hand, it includes
three of the essential requirements of an excess profits
tax: I

I. It is not measured by historical profits;' thus per.
mitting some needed profit increase and minimiz-
ing discrimination among taxpayers.

2. It appears that the profit allowance is based on
investment in all energy related activities, thus
providing a better measure of profits. (As dis-
cussed below, the 20 percent rate of return is
somewhat deceptive since it is based on tax basis
rather than the conventional book basis.)

3. A deduction for reinvestment is permitted.
But let me discrtss some of -the problem areas.

PrOfiiv-Thc tarting point for computing the tax
would be "profits from energy sources" which means
taxable income (with certain- modifications) from all-
phases of the energy business. Production, transporta-
tion, transmission, Importation and sale of consumable

.energy or of fuel for conversion into consumable en-
ergy are specifically included. While it is not entirely
clear, it appears that in the case of the petroleum in-
dustry, all production, transportation, and marketing
are specifically included. Presumably refining is also in-
cluded. These points, should L. clarified. The inclusion
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of all phases of the energy cycle is proper since it is
the only feasible method of measuring true profits.

In the case of oil. gas, and other minerals, the bill
specifies that, "taxable income from energy sources"
has the same meaning as the term "taxable income
from the property" for purposes of Section 613. This
apparently Is an attempt to simplify the calculation.
However, in doing's6. It has created a question on the
allowance of depletion 1i computing taxable income
subject to the excess profits tax since "taxable income
from the property" is prior to either cost or percentage
depletion.. This should be clarified ,by adding the

- phrase "less allowable depletion" immediately after
"taxable income from the property" in Section
4961 (a)( 2).

In determining taxable income from energy sources,
certain modifications to taxable income would be re-
quired by the bill.

1. U.S. income taxes attributable to energy profits
are deducted. As will be discussed below, there
are problems regarding foreign income. Deduc-
tion of U.S. taxfs is proper in arriving at the
amount subject to this tax.

2. Accelerated depreciation Is disallowed to the ex-
tent It exceeds straight-line depreciation. This is
an unnecessary complication since only timing is
involved. More importantly, it detracts from the
investment incentive for new plants. Further, to
the extent accelerated depreciation reduces the
current income tax, the advantages of acceler-
ated depreciation are already reduced since the
deduction for income taxes will be smaller.

If this modification is required, then the in-
vestment base on which the profit allowance is
computed should be adjusted to reflect the dif-
ference in tax basis due to accelerated deprecia-
tion. This point is discussed further below.

3. No deduction or capital loss is allowed with re-
spect to outlays treated as a "qualified
investment". (As discussed in detail below,
"qualified investments" are those investments in
energy projects that may reduce profits subject
to tax.) As a result, if a depreciable item costing
$100,000 is treated as a qualified investment, no
depreciation will be allowed on that asset in
computing taxable income from energy sources.
Operating in this fashion, the reinvestment in-
centive is greatly diminished since only the tim-
ing o the tax may be involved.

In addition, this approach will present many
difficult compliance problems in identifying de-
ductions attributable to specific assets.

In some regards this is similar to the invest-
ment credit as originally enacted. It required re-
duction of the depreciable basis by the amount
of the credit. Therefore, in part, it provided
some timing incentive. The investment credit was
subsequently amended to create a greater incen-
tive by eliminating the tagis adjustment. As so
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amended, it also avoided the compliance prob-
lems similar to the ones anticipated under the
current proposal.

If the proposal is not changed, clarification is
needed in Section 4961 (b) ( I ) (B). As written,
it seems to disallow deductions for expenditures
that are only attributable to qualified invest-
ments, i.e., expenditures that do not represent
the cost of qualified investment but merely were
attributable to the same property would be disal-
lowed. For instance, the provision could be in-
terpreted literally to disallow the cost of drilling
a ivell on a lease if the cost of the lease were a
qualified investment.

The only reasonable interpretation is that this
provision is meant to apply to expendilures that
were treated as qualified expenditures under the
"binding contract" rule of Section 4960
(c)( I )(B). If that is the intention, the citatioo
in Sectipn 4961 (b)(I)(B) should be specific.

In addition to the modifications contained In the bill,
the income subject to the proposed tax should not in-
clude dividends from energy companies that are them-
selve-. subject to the tax, or there may be double taxa-
tion.

Foreign profits are included in the bill in the same
manner as domestic profits. That is fundamentally
wrong as discussed above. Further, to the extent refin-
ing and marketing profits on foreign crude are realized
in the United States, those profits will be subject to this
excess profits tax since downstream operations are in-

'cluded.
Profit Aflowance-The bill provides that profits as

determined above shall be reduced by the "profit al-
Lowance" which is 20 percent of the average net invest-
ment in energy properties.

The profit allowance based on investment is a key
essential to any excess profits tax measured by net in-
come since it will permit some profit increase for ex-
pansion. It also minimizes discrimination among com-
peting companies. Of course, the difficult problem is in
establishing the rate of return to be allowed.

At first impression, many will be inclined to believe
the 20 percent rate proposed in the bill to be excessive
when compared to historical rates of return. However,
it must be recognized that the proposed rate of return
is on a very different base. It uses the tax basis of in-
vestments in properties rather than the book basis
which is traditionally used in financial reporting. Prob-
ably without exception, the book basis of any taxpayer
in the oil and gas business will be substantially higher
than the tax basis. The difference is primarily attributa-
ble tothree items: intangible drilling costs, percentage
depletion, and accelerated depreciation. For tax pur-
poses, IDC may be currently expensed. Thbs, the tax
basis is zero. For financial reporting, IDC is gencrilly
amortized rather than expensed. Similarly, for tax pur-
poses, the greater of cost or percentage-depletion is.de-
ducted from leasehold Inyestment. Only cost depletion

'is deducted for financial purposes. Accelerated depre-
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clarion will also .reduce the basis In assets below the
book basis since, for financial purposes, no accelerated
depreciation is used.

Because of these reductions of the base for comput-
ing the profit allowance, tht rate of return on a tax
basis must be substantially higher than 20 percent if
the objective is to provide a 20 percent return on book
basis,

Since drilling expense is one of the essential expend-
itures to Increasing oil and gas supplies, there is sub-
stantial merit in expanding the definition of Investment
to Include .IDC. Excluding IDC front the investment
base would be fundamentally wrong, The fact that IDC
has been deducted for income tax purposes does not
mean that there Is no cost to the operator on which a
return must be.included. If the base is not expanded,
no rate of return or profit allowance will be permitted
on IDC. This will severely distort the calculation of
producing profits,

Earlier It was mentioned that taxable Income from
energy sources should not be adjusted for the differ-
ence In accelerated and straight-line depreciation. If
that adjustment Is required, then the Investment on
which the profit allowance is computed should he ad-
usted upward to reflect the difference. Certainly it Is
nconsislent to deny thc deduction for accelerated de-

preciation and, at the same time, reduce investment by
the accelerated depreciation in determining the basis
for computing the profit allowance,

The base should he expanded to permit a profit al-
lowance on leased property. Leasing property is an
effective method of spreading a limited amount of capi-
tal, Huwever, If no return is allowed on leased prop.
erty, taxpayers may he Influenced by the operation of
the excess profits tax to purchase rather than lease,
Furthernmore, properly is used in the production of
profits from energy sourccs whether it is leased or
owned. For these reasons, leased properties should be
included in investment, A reasonable approach is to
capitalize rental property at eight times annual rentals,
(This ntcthod has long been salisfactorily used In state
income taxation to allocate Income to the individual
states,)

Secton 4962. Net Investment in Energy Sources, re-
fers to the "equity interest of the taxpayer". It provides
further that such equity interest shall be determined by
"taking into account indebtedness". The meaning of
these phrases i% not clear. Presumably, the "aA basis"
of property is the investment on which the profit allow.
ance Is computed. The tax basis includes indhbtedness
on property, We are conce.,rncd that thk" term "equity"
coupled with the phrase referring to indcbtedness could
be Interpreted to require that debt he subtracted front
the asset basis. We doubt that that Is the Intent, but
clarification i needed.

Whatever rate of return is ultimately established, It
should not be less than the historical rate earned dur.
Ing piriods when Investments and reserves were being
Increased. It is unlikely that even that rate will be suf.
ficient since costs and risks have increased so greatly

as a consequence of moving to the deeper offshore and
remote areas such as the North Slope.
, Rebtsmtent-After deducting the profit allowance

from profits, the remainder may be further reduced by
investments in qualified energy projects.

A qualified energy project is one within the U.S.
that expands or improves existing energy sources or
furthers the exploration, for, research on, or develop-
ment of new energy sources. Further, the Federal E.n-
ergy Administration must determine the projects that
qualify. This may be done generally rather than by lap.
proval of individual projects.

'rhis definition seems adequate with one exception,
It Is not clear that processing and refining facilities are
included. Additional refining capacity is needed within
the U.S. Also, processing facilities for oil shale or coal
gaillication will he required at great capital costs. Such
activities' should be Included under the reinvestment
provisions of this bill,

The bill provides that profits from energy sources in
excess of the profit allowance must be reinvested or
contracted for by the end of the taxable year following
the year such profit Is earned, Amounts which the tax.
payer contracts to expend nust actually be expended
within two years to qualify. Because of the long lead.
time involved in many projects--especially offshore
production and oil shale or coal gasification plants-it
Is doubtful that the time period provided in the bill Is
adequate. At least one more year should be permitted
under each provision. The taxpayer would thus have
until the end of the second taxable year and could In-
clude expenditures to be made within throe ycars under
as binding contract, The maximum time period would
still he just five years,

A~curryover of excess qualified Investments should
he permitted, 'liat would avoid hardship cases where
large Investments are made in one year but, more Im-
porattnlly, it would eliminate a potential deterrent to
current spenditng. It other words, If no carryover were
pernitted, a taxpayer could be Influenced to defer
spending in excess of 'usable" qualified investments.
I'he carr)over will eliminate such considerations.

It was earlier stated that foreign operations should
be msudcd. from the bill. If they are not, reinvestment
of foreign prolits should also be permitted outside the
United Slates.

C0'nVlticild Rtusri.-The bill does not specify
who the taxpayer is in the case of an affil ated group
of coipatics lling a consolidated Federal Income tax
return, It should be made clear that the consolidated
group is the taxpayer for purposes of this tax, Other-
wise, proItt front sonic function., such as oil and gas
production that may be in a separate company, could
not be reinvested in activities of other alilated compa.
ties such as a separate coal or shale oil company.

Also, sin,.e taxable income, the starting point for com-
puting the tax under this bill is proposed on a consoli-
dated basis, all other calculations under the tax should
be consistent.

47
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Terinination-The bill does not contain a termina-
tion clause. An excess profits tax should be Imposed, if
at all, only during emergency periods. It should never
become a permanent part of the tax structure. The bill
should provide a termination date or a reasonable pro.
vision for phasing it out.

Smmnnasy-Gravel Proposal-If the oil industry is
to be singled out for an excess profits tax measured by
net income, Senate bill 2806 provides a reasonable
framework, It Is based on an allowable rate of return
rather than historical profits, thus permitting absolute
profits to Increase and minimizing competitive discrimi-
nation because of prior performance. Further, it pro-
vides for reinvestment of excess profits.

However, if the bill were to be enacted, it should be
amended as follows:

I, "Profits from energy sources" should be clan-
fled to specify the downstream operations that
are Included.

2. Depletion should be deducted In determining
profits,

3. Accelerated depreciation in excess of straight.
line should not be added to taxable Income. If
It is, the Investment base should be adjusted ac.
cordingly.

4, Deductions attributable to qualified Investments
should not he disallowed.

5. Dividends should be excluded from "taxable in.
come from energy sources".

6. Foreign profits should not be Included.
7. IDC' costs should be added to the Investment

on which the profit allowance Is computed.
8. Rental property should be capitalized at eight

times the annual rental payment and Included
In Investment.

9. Refining and processing facilities should be
qualified Investments,

10, More time should be permitted In which to
reinvest profits.

II.

12.

13.
14,

A carryover of excess qualified Investment
should be permitted.
If foreign operations are included, reinvestment
should be allowed outside the United States.
Consolidated returns should be permitted.
A termination provision should be added.

McGOVERN.ASPIN EXCESS PROFITS
TAX PROPOSALS

The McOovern-AspIn proposals would Impose an
excess profits tax beginning January 1, 1973, on cor-
porations engaged in the production, manufacture, or
sale of any form of energy. The tax would be 85 per-
cent of the excess of taxable income over a surcharge
exemption which is the greater of ( I ) the average tax-
able income for the base period of 1969 through 1972,

.or (2) six percent of Invested capital. Excluded from
Income subject to the 85 percent surcharge Is an
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amount equal to any increase in investment In energy
properties or activities above the average investment
during the base period.

The principal problem in these proposals is the use
of prior profits as the measure of excess profits That
approach is unsound primarily because It discriminates
among taxpayers and largely restricts additional profits
potential. The reduction of profits subject to tax be-
cause of increased net Investment partially cures the
problem In that it encourages some reinvestment. The

ill provides an alternative profit allowance, ostensibly
a six percent return on investment-far too low to be
very meaningful.

Ta.rable hInome,: The "taxable Income" upon which
this tax Is based Is the same as for calculating regular
Federal Income tax. As discussed In commenting on
the Oravel proposal, taxable income should be adjusted
as follows:

I. Foreign operations should be excluded.
2, Income taxes should be deducted in arriving at

"excess profits".
3. Consolidated tax return should be specified.
4, Dividends should be excluded,
nte Prhdl lincomne: The first surcharge exemption

In coniputlng the excess profits tax Is average taxable
income for the years 1969 through 1972. Since it Is
based on prior periods, it would affect taxpayers differ-
ently as a result of differences In taxable Income In the
base period, In other words, a taxpayer with low taxa-
ble income during the base period would likely be at.
fetted more adversely than a taxpayer with high
taxable Income during the same period, The differences
In taxable Income may be the result of many thinp
such as large lease abandonments In the base period.
For example, a taxpayer may have averaged $50 mil.
lion taxable Income during the base period before de-
ducling an average $25 million abandonment loss. If
the taxpayer had the same $50 million taxable Income
subject to this proposal and no abandonment loss, $25
million would be treated as excess profit even though
actual profits before extraordinary losses are the same,
because of differences of this type, any proposal that re-
lies on historical operations will discrihlinate against
similarly situated taxpayers.

Adverse changes. in the tax laws can also "create"
profits tinder this proposal. In 1969, taxable Income
was computed with a 27a percent depletion deduc.
tion. Reducing the rate to 22 percent Increased taxable
income, IHowever, this proposal operates to treat the
los of depletion as excess profits, That result cannot
be justified under any reasonable theory.

Using prior profits also tends to perpetuate base pe-
riod performance which may have yielded profits that
were already too low, and prevents expansion since no
significant increase In profits can be realized.

lnsvetini'nt Allowance: The bills would permit a re-
duction of taxable income by six percent of net Invest-
ment (presumably for tax purposes) In lieu of average
taxable Income In the base period. For example, a tax-
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payer WIth losses during the base period could deduct
six percent of its tax investment from taxable income
before computing excess profits,; i.,. anything over six
percent of investment would be considered excess
profit. Since there is no provision for deducting Income
taxes in determining the base. the "profit allowance" is
really isich less than six percent,

The alternative of deducting an Investment allow.
ance is certainly better than allowing credit for only
prior taxable income, However. the rate proposed i,
obviously far too low,

As discussed under S. 2806, calculating the rate of
reltorn on tax Investment is very misleading since tax
basis in the minerals Itdustry is almost certain to be
much less than book basis because of the different
treaintent of IDC. depletion and accelerated deprccia-
lion. Thus, a six percent rate of return on a reduced
lax basis eqtates to a smaller return on the book basis.
the conventional method for financial reporting,

Apart front the smaller base, the allowance is deter-
mined befores--, thiis, agai'-overstating the return
on investntent. Mor example, if taxable income were
S120,0(X), Income tax were $58,000 (implying
562.000 net Itcome after tax), and invested capital
were $1,000,000, the excess profits tax should be com.
puted as follows (a%suining that the investment allow-
ance is greater than average base period inv.,nte and
no relnvestment):

Taxable Inconw
- Lets: Investment Allowance

t6% x S,000.00)
Amount Subject to E.Pr
Tax @ .3%

$1 20.000

60,000
60.(0()

$ O.W00

Tl'hus, $60,000 of the $62,000 net income after income
tax is treated as "excess profits". Therefore, the actual
profit allowance under the proposals Is only $2,000 or
0.2 percent. After both taxes the profit would be
$1 ,X)0 or a return on a tax basis of 1. 1 percent.

The actual effective rate of the investment allowance
will vary depending upon the relationship before-tax of
income and Investment, but it will always he subsin.
lially less than 6 percent. It Is also possible for the
"UEfiblied taxes to exceed taxable income, Ie., the ex-

cess profits tax creates an after-tax loss, Any proposal
that can create a combination tax rate in excess of 100
percent Is obviously defective.

At the profit levels permitted under these bills, It
would be intpossible to generate or attract capital for
the Industry. To provide some realistic opportunity to
expand energy sources, the alternative profit allowance
should be expanded along the lines of the Gravel bill
with the modifieations suggested to it, Essentially, that
would Include in the investment base IDC and capital.
Sized leased property and allow a rate of return no less
than rates earned during periods when capital spending
and reserves were being increased.

Reln vestaent: After deducting average base period
taxable Income (or the alternative investment allow-
ance) from taxable income, a further deduction would

be allowed to the extent average net Investment in-
creased over average base period investment. Certainly
a reinvestntent alternative is an essential part of any
execs % profits lax that will promote more energy, Thus,
the basic concept of the reinvestment provision within
these proposals ii sound. However, the manner in
which this reinvestment provision operates greatly re-
duces its incentive value.

Since only the increase in average net Investment
over the base period is "creditable" against the excess
profits, the taxpayer must spend at least the amount by
which Investment is reduced through depreciation or
capital asset dispositions before any amount would
qualify for the special reinvestment deduction, To illus.
trale, if average net investment for the base period
were $100 million and the annual depreciation rate
were 10 percent, the average net Investment at the end
of the first year would be $95 million fihe,average of
$100 million it the beginning of the year and $90 mil.
lion it the end of the year), To maintain the same av.
rage investntcnt, the taxpayer would have to spend
Slit million tbecause of the averaging). However, the
$10 million would not be treated as a reinvestment
since there 'a, to Increase In average net investment,
Similarly, if the taxpayer abandoned a worthless min-
eral property sit it cost of $30 million, and paid that
',aite amount for another lease, none of the expendi-
tore would reduce the excess profits lax.

Since the reinvestmient is keyed to prior investments,
the incentive value of reinvestment is greatly reduced
--.especially when coupled with a surcharge exemption
that allows atn after-tax return on investment of sub.
stantially less than six percent, To be effective, the
reinvestment provision should allow a special dedic.
lion for all s tch expenditures. This should be done
along the lites otf the reinvestment provisions we have
suggested for the (ravel bill,

,iuiary- -Aht vern-.,pt 'Propovahs: Theie pro.
posals tire baically defective since historical profits are
used in computing the tax. An alternative profit allow-
ance based on an allowable rate of return is permitted
but the rate (substaniially less than six percent) Is far
tit lotw. A reinvestment provision is included but Its
incentive value is% greatly reduced since only amounts
in excess of capital recovery (depreciation, etc.) qual.
ify.

The hills could be improved by the following
anmendntnts:

I. taxable income should be modified to exclude
foreign operations and income taxes should be
deducted.

2. lase period taxable Income should be adjusted
for extraordinary items.

3. The rate of return for the profit allowance must
be substantially increased.

4. The invesntent base should be expanded to In-
clude IDC and capitalized rentals.

5. Reinvestment should include all expenditures for
energy related projects.

49,
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ADMINISTRATION PROPOSAL:
EMERGENCY WINDFALL PROFITS TAX

The Administration has proposed a "windfall" prof.
its tax which would be, In essence, a graduated tax
based on the difference between the crude oil base
price on December 1, 1973, and the actual or imputed
sales price. There is no provision for plowback al-
though the proposal suggested that Congress might
consider (I) allocating the receipts to an Energy De-
velopment Bank for financing energy projects and (2)
a refund of the tax to operators who reinvest their
profits Into energy producing projects. The President,
In the January 19 Energy Message, stated that the
reinvestment provision should be Included,

Excess Profits Base: Unlike either of the previously
discussed proposals, the excess profits under the Ad-
ministration plan would be based on the price of
crude. The tax would be levied on crude oil produced
in the United States, at rates which would Increase as
the price of the crude Increases, The base price would
be gradually modified so that after three years the tax
would not apply to amounts below the expected aver.
age "long-run supply price", ie., the price would bal-
ance supply and demand In the long run, However, for
an additional period of two years beyond the Initial
three.year period, the tax would continue to apply to
prices In excess of the long-term supply price, at tax
rates ranging up to 85 percent.

One problem with this approach Is that the Initial
base price must be established without any clear ra.
tionale for selecting any specific price, i.e., there does
not appear to be any particular reason for selecting the
December I price. Thus, establishing a base price Is
rather arbitrary,

The preferable approach would be to subject only
prices in excess of the long-run supply price to the tax.
Treasury estimated that to be about $7.00 per barrel.
As discussed earlier, prices less than the long-term sup.
ply price cannot produce excessive profits.

The Administration proposal gives some recognition
to the $7.00 long-run supply price by adjusting the
base price upward over a three-year period. However,
over the three-year period, several billion dollars would
be diverted from the Industry. Total tax payments
would depend upon the amount of crude produced, In-
cluding the amount of new supply brought on stream,
the market price of crude not subject to price controls,
and the ceiling prices permitted to be charged on crude
subject to price controls.

If the tax i to apply to prices less than the long-run
supply price, there could be a substantial deterrent to
maximizing production. For example, to induce addl-
ional recoveries, price controls were recently removed
from stripper well production so that it is now treated

as "new" oil. Under the higher prices the economic life
of marginal production may be substantially extended,
thus increasing total recoveries, However, the current
proposal would Impose an Immediate tax of about 89
cents a barrel if sales are at $7.00, the estimated long.
run supply price, or $3.43 per barrel on oil selling at
$10.00. Thus, the tax would be a substantial additional
cost of production which would negate the effect of the
price increase for stripper wells and reduce the life of
marginal production. Any such effect could be greatly
minimized by applying the tax only to prices In excess
of the long.run supply price.

The proposed tax has been widely criticized as an
excise tax which would have no effect because it would
be passed on to consumers, In fact, the 85 percent rate
would make it virtually Impossible to pass on the tax,
since a price Increase many times the tax would be re-
quired.

Reinvetwnemn: If the recognition of the long-run
price Is deferred three years, much of the adverse ef.
fect of the proposal may be avoided by permitting
reinvestment of the excess profits. The reinvestment
provisions should be along the lines discussed In the
Gravel proposal above. One of the most Important
provisions is the definition of qualifying expenditures.
In our view, qualifying expenditures should not be lim-
ited to expenditures for additional oil and natural gas
discovery and production and research and develop-
ment of alternate energy sources, The energy supply
job does not end with the production of raw crude and
gas, nor is it limited %imply to research and development
of alternate sources. Qualifying expenditures should
cover all energy sources and should Include expend.
tures from the R&D stage, through exploration, pro
duction, refining or manufacturing, and transportation.

An adequate time period must be permitted to make
the expenditures, For example, a rule could be adopted
that the expenditures would qualify If actually made
within two years following the close of the tax year or
if a firm contractual obligation therefore Is made
within that two-year period.

Tertlnatlrrn: The Administration proposes that
Congress review the tax during its stated five-year term
to assure that it Is not continued beyond the point
where it can perform any worthwhile function and to
avoid the risk that the tax could become embedded In
the market mechanism and result in a permanent and
unnecessary increase in energy costs. This we whole-
heartedly endorse.

Sumsnary-Admnlsrralon Proposal' If only appli-
cable to prices in excess of the long-range supply price
and if a reinvestment provision Is included, the Admin.
istration proposal may be preferable to other
suggestions for taxing so-called windfall or excess prof.
its,

so
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CONCLUSION
In conclusion, we have %hown a continuing oecd for

current tax provisions. Percentage depletion and the in-
tangible drilling cost deduction still appear the best tax
incentives available to assist in the development of new
energy supplies. The foreign tax credit must also be re.
gained if American companies are to compete in the
exploration and development of foreign %ottrce, of pe-
troleum. And if U.S.-controlled companies are not in.

volved, it will be extremely difficult and costly to ob-
tain needed imports.

On the domestic side, I am convinced that the oil
industry does not have excess profits and should not be
singled out for an excess profits tax. If, however, an
excess profit tax is to be enacted, it should permit
some growth and expansion of profits if we are to have
a reasonable opportunity of increasing energy supplies.
Thus. a reinvestment provision and a profit allowance
based on a return on investment are essential.
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Supporting Tables for Charts
Accompanying Statement by

H. A. True, Jr.

ChaI I

AVfiRA(I" WI.1.11'HAI) VALIUIE 01 U.S, (RUMI (13,
AND N1A I URAL (iA% 1949-197,1

Oil Gas-SIBbl.- -- $lMCI-

1948 S2.60 6.st
1949 2.54 6,3
1950 2.51 6.5

1951 .. ... 2.53 1.3
1952 2.53 7.8
1953 2.68 9.2
1954 2.78 10,3
1955 2,77 10.4

1956 2.79 108
1957 309 11.3
1958 3.01 1119
1959 2.90 12.9
1960 2.88 14,0

1961 2.89 15.1
1962 2.90 15.5
1963 2,89 15.8
1964 2.88 15.4
1965 . 2.86 15.6

1966 2.88 15,7
1967 2,92 160
1968 2.94 16.4
1969 3,09 16.7
1970 3.18 17.1

1971 3.39 18.2
1972 3.39 18.6
1973 3,89' 21.3'
1974 . 6,50J

P,--Prhanury

Source 1941-197 from U S. Bureau of Mmes.
Jar~uary 1974 fromn U S treasury submims$t to Commotoe on Ways
end MOns, February 4, 1974

(harts 2, 3, 4

IRETUMN OF SHARIgHOLOCRS EQUITY

Total
Petroleum'. Manufacturing

Refining end,- (Exluding
Producing Petroleum)

No. of
Wildcats

Drilled
1948 22.7% 18.5% 4296
1949 13.6 13.7 4449
1950 15,1 17.7 5290

1951 16.7 13.7 6189
1952 14.5 11.6 6698
1953 14.4 12.1 6925
1954 139 11.8 7380
1955 142 15,2 8105

1956 14.7 13.6 8742
1957 13.6 12.7 8014
1958 10.2 9,8 6950
1959 10.0 12.3 7031
1960 102 10.7 7320

1961 30.4 9.8 6909
1962 10.5 1.0 6794
1963 11.4 33.5 6570
1964 11.6 13.0 6632
1965 11.9 14.5 6182

1966 12,6 14.6 6158
1967 129 12.4 5271
1968 12.9 13.2 5205
1969 12.1 12.6 5421
1970 10.9 9.8 5069

3971 11.2 107 4462
1972 10.8 12.5 5086
1973 15,5p 14.5P 4989
P-Ptehr"'nary

Souce: First National Coly GaRk 197) pOeN.M40'vy.
,Wddcas drdled. from Amercan A*,Octofn of Peffoleom OOlO111
and AP

S7

IIIII III IIII I I I I IIIII I I II II I III I[11 [ I II I II
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OFFSHORE LEASE SALFS IN THE I.OWER 43 STATES
1941-1973

TotalBonus"
Bw

.. . 32
195

.. 161

x
x

137
268
12

497
16.. 112

97
236
521

1351
116
951
101

....... 2250
3108

Total

-Theus. Atre-
629

342
601
517

36
S
3

257
732

46
2013
39?
746
707
414
645
967
248
723
136

905
1457

Llnd MOAn..mlLt. LOulIui

CiMr 6
ROTARY RIGS RUNNING IN THE UNITED STATES

1948-1973

Numtbi

1948 . . . . . . . . . . . 210
1949 . .. ....... . . ... ... .. ..... . 2017
1950 1....... ......... 2154

1951
195
1953
1964
1955

1956 ....
1957 , .

156

1960 ....

196 1 ..
1962 ,,.
1963 ..
1964 ....

196591966
1967
1969
1970

1971
1972
1973

.. . . .. . . . . .

2643
2641
26111
2W0
266

2620
2429
1923
2074
1750

1760
1636
1501
1502
1387

1273
1134
1150

........... 1194
1028

976.... 9.... ... ..... ... . . . . . 106 7
. ... .. . . .... .... .... 1194

1948
1949
1950
1951
1921963

195
1956
1956

1960
1961

IM(5

19631964
1965

1967
IM8

1966

1969
1970
1971
1972
1973

X~-Lss than SWl thvland
iw,* , erds 04 U I auroam o

Sn Texas. source: Huih0 Toml Company

$8
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NUMBER OF OIL AND OAS DISCOVERIES IN THE
UNITED STATF.S 1948-197t

1946

1949
2952 .

1953 ........
1954
29551

ON

1096
1406

1763
I1776
1961
196b
2234

2207
1945
1745
1702
1321

1961
1962 .. .
1963

19"6 .....
1966

196 .
19692970,

1971
1972
1973 ...... .. .

11571211
1314
1219
940

1030
94

1064
790

651
664
611

Go$

365
424
431

454
559
699
726
874

822
865
822
912
8"

813
771
64
577
515

578
532
486
616
481

437
601
690

Wieree: AmetICan A010t01ne 0 Ptfo1*um 0*0fe0lft, and APO,
Inbudst nw flefoe and new p e In eO Ait,.

CbawI
U.S. EXPENDITURES FOR PETROLEUM EXPLORATION

AND DEVELOPMENT
1948-1972

Ywt

1948
1949
190
1951
192
19153
1954
1955
1956
1957
196
199
1960
1961
1962
1963
1964
1965
l966
1967
1968
1069
1970
1971
1972

tum

-1111101 000"S.-
$1032 $1420

N.A. N.A.
N.A. N.A.
N.A. N.A
N.A. N.A.
1764 2240
N.A. N.A.
216 2449

2117 2436
N.A. N.A.
N.A. N.A.
2012 2313
2045 2082
1851 2070
2324 226
1645 2039
2109 2193
1971 2133
2166 2322
239 2116
3218 2333
2914 2559
2267 2631
2167 2469
3433 2636

lowI
ImoI.

bmw

$2452
NA.
N.A.
N.A.
N.A,

4029
N.A.

4246
4553
N.A.
NA.
43254127

39221
45903884

4302
4104

4487
4712
6551

5455
4918
42626

N.oet: N. A. Neot Avalliabl,
Saw"¢e: JObS Asseo~tsen Survey.
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Supposing Table
Accompanying Statement by

Robet 0. Dunlop
U. S. ENERGY OUTLOOK ISUMMARY)
NATIONAl, PETROLEUM COUNCIL.
DECEMBER, 1972

TABLE 30
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lBillions of 1970 Disslarol

Initial Supply Cases
A ppraisl II II v

Oil and 00%
Fploralion A Production .... ......... 92.4 171. 144. I3.1, 3 .0Oil Pipeline, ......... ......... ....... 1115 7.4 Ts 7_4 7,.4ost Truamportalion ................... 210 $6,6 469 19A3 29,.Ref ning . ...... . 20.0 19.0 24.0 300 010Tankers, Terminals ................. 14.5 2,0 9.0 160 2)0
stihub ital ...... .. . ...... ...... 1.1.4 256.9 2.2.2 7214 196.0

Synthetic$
From Petroleum Liquid% 0.......... .0 ,.0 Sqt 5.0
From Coal iPlants Only) ................ i's I:.0 4.1 4.6 1.7
From Shale Ifines A PIanls ........... ,. 4.0 2 2 2.2 0.5
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Coal f
Production . . . .. ................. 9. 14.3 10.4 10.4 9,4
Transportation... .................... 6.0 6.0 6,0 6,0 6.0
Su11tlot6l . ........-............ .' :0,$ 16,4 16.4 1.4

Nuclear

Producllon, Processing, Enrichin ... ..0 13.1 1110 . 6.7
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Cumslatise Investment 11971.1914$)
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Cash Flow from Higher Domestic Crude
Prices in Comparison with Capital
Requirements for Self-Sufficieny

The National Petroleum Council has estimteddh*h the industry should spend
$19 billion per year during 1971-1985 for oil and gas exploration, development,
refining, transportation', and synthetics (plants and mines) in order to achieve
83 percent oil self-suffioiency by the end of the period. This figure is in
1970 constant dollars, but general prices in 1973 were already 1j percent above
1970 (measured by the price index used tb deflate Gross National Product).
Moreover, expenditures in 1971 and 1972 averaged only $7 billion per year. It
we allow for this 1971-1972 under-expenditure and for inflation, the industry's
capital requirements for 1973-1985 would be about $23.5 billion annual Mn1973
prices. Preliminary data would indicate about $26 billion annually for 194-
1985 in 197I4 prices. This will require more than tripling the 1972 expenditures
of $8 billion for these items.

Preliminary data indicate the planned 1974 petroleum industry domestic
capital expenditures in the above categories will be about $14 billion -- up
$6 billion from 1972. Thus, despite a major increase in the level of expendi-_
tures, the industry is still under-spending the NPO requirements by some
$12 billion annually.

How does the increase in cash flow attributable to higher domestic crude
prices compare with actual and needed capital expenditures?

If operating costs remain the same, every dollar of incremental crude price
yields about 50 cents of after-tax profits to a corporate producer of existing
oil:

U. 8. Tax Increase
Comutation in Profit

ExtrA Revenue $1.00 $1.00
Loe - Royalty 0 15% $.15 $.15

8tate and local taxes .07 .07
(e 8% of 85A)
Percentage depletion ..9. .41
(02$ of 850)
Taxable income

Federal income tax
@148% .280
Net income

This 50-cent figure is for a corporation on a gross production basis considering
royalty as an expense. An independent producer in a 70 percent marginal tax
bracket would receive about 37 cents on the dollar. Thus, on average, a dollar
of incremental crude value means about 47 cents of incremental profits to crude
producers. (That assumes an 80/20 split of production between corporations and
individuals.) In roupd numbers, the producer keeps half; and governments and
royalty owners get aMU.'tde minimaAlteii disregarded in the computation.

The above computtionuoverstatesproducers' oIash fow sommhat because,
as time passes, operating costs will increase. We have assumed that all of

(oVER)
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the increase in price on existing production represents profit (before tax), but
some part of it is needed to cover rising operating costs.

Since 1972, the average price of domestic crude has increased by about $3
per barrel (from $3.39 to about $6.50). With 4 billion barrels of production,
that would imply an increased cash flow of about $6 billion (a half of $3 x
4 billion barrels. That increase is about the amount required to cover planned
1974 expenditures: $8 billion spent in 1972 plus $6 billion extra cash flow
$14 billion. While $14 billion approximates the expected level of expenditures
in 1974, it is far less than the needed expenditures.

Reflecting world prices, uncontrolled now domestic crude oil is selling for
something over $10 per barrel -. up about $7 per barrel since 1972. If all
domestic oil were selling at $10, the implied increase in cash flow since 1972
would be about $14 billion (- half of $7 x 4.billion barrels). That is much
more than the $6 billion increase in planned spending, but it is still not
enough to cover needed expenditures: $8 billion spent in 1972, plus $14 billion
extra cash flow equals $2P billion, which is well below the *,26 billion needed.

Of course, sme of the *26 billion could be borrowed; but far and away the
majority of the funds must be georated internally. The. First. National City
Bank of New York suggests about 80 percent (80 percent of $26 billion is
$21 billion). And some of the added cash flow must go to dividends in a period
of Inflation if equity values are to be maintained.

It might be argued that a temporary windfall profits tax could be applied
until expenditures actually reach the required level without damaging the
national effort to re-achieve a reasonable level of self-sufficiency. However,
to the extent that the industry is under-spending now, it must over-spend later.
Thus, the money will be needed in the future if self sufficiency is to be
attained. Taxing away any present surplus will leave a corresponding future
deficit.

Conclusion

While these cash flow and expenditure data are necessarily only approxima-
tions, it seems clear that the industry should be spending at levels-even higher
than implied by the increase in cash flow which would result if all domestic
crude oil were selling at world prices:

Incremental Incremental
Needed Cash

Crude Price - Expenditures Flow Deficit

--$/bbl.--- (- .Billions of 1974 Dollars ----- )

$10.00 $18.0 - $14.o - $4.0
The above computations are in 1974 dollars and make no allowance for future
inflation.
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Introduction

The five month political embargo on Arab oil shipments to

the U.S. and the sharp and unexpected increases in world oil

prices unilaterally imposed in 1973 by OPEC have brought home

to most Americans the risks and costs of depending on foreign

sources for a significant share of domestic oil requirements.

This situation is quite new. Until 1972 our dependence on

foreign oil was such that the kind of embargo that existed

from October 1973 to March 1974 would have had relatively little

effect on our supplies. In fact, throughout the embargo period

we received more foreign oil than during the comparable period

of 1972. Likewise, world oil prices prior to 1973 had always

been below U.S. prices so that in the past imports had the

effect of lowering our average oil cost.

It is not surprising that under the Shock effect of these

radical changes, legislators and policy makers are asking for a

return to the pre-1973 period and, in fact, are looking for self-

sufficiency in energy by about 1980. Whether this is a realisti-

cally achievable goal has been questioned by many experts in

government and industry. The National Petroleum Council in its

major study, The Outlook for Energy, released in December 1972,

projected that by 1980 our dependency on foreign oil would range
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from 30% to 66% with 48% as the most likely number. Even if we

assume the National Petroleum Council's most optimistic domestic

supply projection (which the Report termed "difficult to attain")

and the smallest demand projection, we will still have to bring

in a minimum of about 6 million barrels daily of foreign oil by

1980. Thus, it is reasonable to assume that regardless of what

energy policy we pursue, foreign oil will play a significant part

in supplying our demand for the next ten years at least. It is

therefore essential that we do not enbark on policies which will

reduce our access to foreign oil during this period without having

an offsetting effect on domestic supplies.

The various current proposals to alter or abolish the Foreign

Tax Credit on income from U.S. oil operations abroad must be examined

from this point of view. The acknowledged principal purpose of these

proposals is not to raise additional tax revenue but to create a tax

disincentive to U.S. investment in foreign oil production on the

assumption that this would lead to increased investment in domestic

oil production. If the assumption is correct, a reduction of the

Foreign Tax Credit may be justified. If it is not, the effect of

the removal is likely to be counter-productive.

Thus, before we go into the technical aspects of how the

Foreign Tax Credit works and what the consequences of the various

proposals to reduce or eliminate it would be, we must determine why

U.S. oil companies ventured abroad, what would have been the conse-

quences if past government policy had prevented them from doing so

2

4
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and what the role of foreignioil will be in supplying our future

energy needs.

Tax Policies and Oil Investment - U.S. vs. Foreign

American oil companies have been investing substantially in

foreign countries before the turn of the century, well before th*

adoption of the modern income tax law in the United States in 1913.

Their historic reasons for doing so are well covered in other studies.

Here we are concerned with the question of what role, if any, taxes

have played in the continuation of such investments, particularly

since the end of World War II.

The fact is that from the tax point of view it was better through-

out this period to produce oil in the U.S. than in almost any major

foreign producing country. Prior to 1970, when the Tax Reform Act of

1969 became operative, the average federal income tax payment of inte-

grated U.S. oil companies amounted to not quite 20% of their total

U.S. book earnings* and less on their earnings from domestic crude oil

production alone.

The. principal reason for this relatively low rate were two special

tax provisions applying to oil and gas production: the depletion

allowance and the expensing of intangible drilling costs. The ration-

ale for these two provisions on which a vast literature exists lies

outside the scope of this report. But with the exception of Canada,

no major foreign oil producing country has granted oil companies

such preferential tax treatment.

*Petroleum Industry Research Foundation, Inc., The-Tax Burden on
theDomestic Oil and Gas-Industry, 1972.

3
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As a result, since the introduction of the so-called 50/50

principle in foreign oil taxation (which consisted of a 50%

income tax rate minus a tax credit for royalties and other pay-

ments made to the state), in 1948 in Venezuela and two years

later in the Middle East, U.S. oil companies operating in the

major foreign producing countries have consistently paid a

higher tax rate there than at home. Over the years the dif-

ferential has grown dramatically. Until about 1960 the income

tax rate on oil operations in the Middle East and Venezuela was

approximately 36% or nearly twice as high as the effective tax

rate in the U.S. In the early 1960's increasing competition

forced the oil companies abroad to introduce discounts off their

posted prices. However, OPEC did not allow these discounts to

be used for the purpose of calculating taxable income. As a

result, the effective tax rate on real income was further in-

creased. Then in the second half of the 1960's OPEC required

that royalties be treated as a deduction instead of a tax credit.

This together with the discounts raised the effective tax rate

to 54-56% of real earnings.

In 1971 statutory income tax rates were raised to 55% in the

Middle East and African producing countries and to 60% in Venezuela.

In addition, a series of sharp increases in posted prices were

imposed by the producing country governments culminating in the

current postings which range from $11.44 to $15.77 per barrel, about

four times the level of a year ago. As a result, the current

4
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effective tax rate in the Middle East is about 67% of the real

earnings on a. company's own (equity) crude oil production (see

page 29), assuming a market price of $9.70 f.o.b. Persian Gulf.

By comparison, the total U.S. tax burden on crude oil produc-

tion, including state income and production taxes, is probably

less than half of this rate. In other words, U.S. oil companies

have gone abroad despite the fact that U.S. tax treatment of their

earnings has been consistently more favorable than that of major

foreign producing countries. Over the years, this difference has

steadily increased as the foreign countries raised their tax bases

and rates while the U.S. limited such general tax incentives as the

Investment Credit and Accelerated Depreciation largely or wholly to

domestic investments.

The Reasons for U.S. Foreign Oil Investments

The principal reason why, despite this disparity, American

companies have apparently increased their investments in foreign

exploration and production much more than those at home in the last

12-14 years lies of course in the resource base differential. The

opportunity to find very large deposits of very low cost oil abroad

at a time when domestic deposits were beginning to show signs of

decline and finding costs were rising was sufficient to overcome

the foreign tax disadvantage. The results bear out the correctness

of this choice. Production costs in the OPEC nations range from

*Approximately in line with:published price quotations in the early
part of 1974. 5
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i00 to 600 per barrel while in the U.S. they average in excess

of $1.00 per barrel. Even more dramatically, while in 1971 the

drilling of a total of 11,858 oil wells in the U.S. did not

prevent a production decline of about 100,000 b/d from the

previous year, in the Middle East where a production increase

of 3 million barrels daily (b/d) was achieved only 160 wells

were drilled.

Suppose the U.S. government through prohibitive tax measures

or other means had suceeded in preventing or hampering U.S. com-

panies from developing the petroleum resources abroad in the last

15-20 years?

Would such a policy have resulted in higher investment in

petroleum production at home? Probably not. There is clear evi-

dence that the decline in U.S. oil production investments did not

reflect lack of funds but lack of opportunity to employ the funds

profitably. The great bulk of domestic oil investment had occurred

on-shore in the Southwestern and West Coast regions. There is now

general agreement among geologists that the bulk of the recoverable

reserves in these areas have been located and that the only way to

extract more oil from these reserves is to introduce secondary or

tertiary recovery methods. This is a direct function of the existing

or expected wellhead price of oil rather than the availability of

capital.
6
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Investment Opportunities in the U.S.

The principal areas for major new oil finds in the U.S. will

be the offshore regions along our coastlines and the offshore and

onshore areas of Northern Alaska. The American petroleum industry

has shown every sign that it wants to develop these areas at the

most rapid rate and has the-capital to do so. The Alaskan North

Slope discoveries which, together with the pipeline to the warm

water port of Valdez will have cost a total of well over $10

billion by the time-commercial production gets under way, were

found and developed when domestic crude oil prices were at one-

third and landed foreign prices at one-fifth of their present

levels.

The only thing that held up the commercial development of

the North Slope reserves were court and government actions, never

lack of capital. -The eagerness of additional companies to join

in the Alaskan oil searchwas clearly demonstrated at the lease

auction-in September 1969 when $1 billion was payed in bids to

the Alaskan state government for the-right to search for oil.

There is every indication that if the state or federal government

were to-open more areas with promising geological indications for

oil search in Alaska on any profitable basis,'-the American oil

industry.would be willing and.financially capable to undertake

this search without eny change in existing tax or other legisla-

tion.
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Similarly, every lease sale in federal off-shore lands in

the Gulf Coast in the last several years has brought in over a

billion dollars in bonuses. In the two latest sales, held early

in 1974, the industry paid $1.8 billion and $2.2 billion, respec-

tively, in cash bonuses to acquire leases. In fact, the petroleum

industry's position is that more federal off-shore leases should

be offered for bidding than the 3% of the total area that has been

opened up so far. The industry has also urged the opening up of

the East Coast for oil exploration and the removal of some of the

restrictions put on oil search and production in the Pacific off-

shore areas.

Without going into the specific positions of the industry and

the government on the question of off-shore drilling, it is clear

that A-erican oil companies are willing to invest considerably more

money in search for oil and gas in the major remaining potential oil

bearing areas in this country than they have been permitted to do so

far. The reason for the decline in domestic production and reserves

in the last several years is therefore not lack of funds but lack of

opportunity.

If a change in U.S. government policy were to make it more diffi-

cult for U.S. oil companies to invest funds abroad, it would not

follow that these funds wo ald be invested in U.S. oil production

ventures which are currently considered not profitable enough. The

basic criterion for any business investment decision is to maximize

8
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the return on the investment. If opportunities outside the oil

producing sector promise a higher rate of return this is where

the funds would go. Thus, one result of discouraging past foreign

oil investments would probably have been increasing domestic diver-

sification of oil companies into other lines of business. The same

thing can be expected if such a policy were to be adopted now.

Balance of Payments Considerations

It is sometimes argued that if U.S. companies had not been able

to develop foreign-production they would have had to develop more

production at home even if the profitability were less, since inte-

grated oil companies cannot stay in business without adequate crude

oil supplies. This assumes that any oil not found by American oil

companies abroad would stay unfound. Actually, international compe-

tition between U.S. and non U.S.' oil companies is very keen. Three-

of the world's biggest and oldest oil companies -- Royal Dutch Shell,

British Petroleum and Compagnie Francaise des Petroles -- are head-

quartered in Europe. There are also large oil companies in Germany,

Italy, Belgium and Japan. Some of these have access to government

funds for their foreign exploration ventures. Furthermore, the

national oil companies of all the major producing.countries have by

now acquired enough knowledge and skill to produce and sell their

own oil. In the future their role as international oil marketers

will in fact be greatly expanded.

Thus, the amount of oil available for sale abroad would not
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necessarily be less in the absence of American oil companies.

U.S. companies could therefore import the same volume of oil

as they do now by purchasing it from foreign producers. The

only difference would be that the profits abroad from the sale

of this oil would accrue entirely to the fo, uign producers.

In turn, this would have a negative effect on ou: balance of

payments.

The importance of foreign oil earnings in our blance of

payments is shown in the following table.

Capital Transactions Of The U.S.
Foreign Petroleum Industry Affecting

The Emlance of Payments - 1966-1972
($ million)

Net Capital Int
Outflows and

1966 885
1967 1,069
1968 1,231
1969 919
1970 1,460
1971 1,950
1972 1,635

9,149

*Net balance of payment inflows

erest, Dividends Ratio Inflows
Branch Earnings* to Outflows

1,781 2.01
1,989 1.86
2,271 1.84
2,638 2.87
2,608 1.79
3,442 1.77
3,950 2.42

18,679 2.04

Sources Survey of Current Business, September 1973

10
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It should be pointed out that most of these earnings are not

the result of imports into the U.S. but into other markets - mainly

Europe and Japan. In 1972 U.S. oil companies produced a total of

about 18 million b/d abroad while oil imports into the U.S. amounted

to less than 5 million b/d and not all imports came from U.S. con-

trolled companies. In previous years the share of U.S. controlled

foreign oil going into third countries was even larger. Had there

been effective interdiction of U.S. investments in foreign oil

production, we might have lost up to a cumulative maximum of $10

billion of foreign earnings inflow since 1965 without necessarily

reducing our dollar outflow for oil imports by any relatively signi-

ficant amount.

Investment in Down-Stream Facilities

In the future the role of U.S. oil companies in the main foreign

producing areas will clearly decline while that of the national oil

companies will rise. U.S. earnings from oil production abroad can

therefore be expected to diminish. But the same is not likely to

hold for the role of U.S. companies in the importing countries abroad.

In fact, as their earnings from upstream profits dwindle, the compan-

ies will try to shift their profit center to refining and marketing

operations. If U.S. companies were handicapped vis-a-vis their

foreign competitors in participating in these operations, the inflow

of foreign earnings would of course be diminished. There would be

11
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no compensating increase in domestic investment and earnings. An

international oil company blocked by U.S. tax policy from building

a refinery in Europe to supply the local market will not build one

in the United States instead.

Refinery building is a function of market demand and availa-

bility of crude oil. The reason for the insufficient U.S. refining

capacity is not lack of domestic capital. Rather, a variety of

other factors such as our former oil import policy, environmental

opposition to refinery location and the existence of excess refining

capacity until 1972 came together to create this situation. Some of

those factors are no longer prevalent or have been mitigated. As

a result, almost every large refining company has announced plans

within the last ten months to expand its capacity. If all these

plans are carried out it will mean an increase in U.S. refining

capacity of about 3 million b/d by 1977/78, enough to raise our

self-sufficiency in refined products above the level of recent

years. How many of the announced expansions or new constructions

will actually take place depends primarily on one factor - secure

access to foreign crude oil. Any attempt to hinder U.S. companies

from finding more oil overseas could therefore have .a negative side

effect on U.S. refinery construction in the next few years.

Foreign Oil and U.S. National Security

Self-sufficiency in petroleum in the next ten years is not a

realistically achievable goal for the U.S., official statements to

12
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the contrary notwithstanding. It would require a reduction of

50% in our historic energy growth rate from 1974 on. This is

clearly unrealistic., It would result in an economic recession

of major proportions.

We can, however, reduce our dependency on foreign oil con-

siderably over the next ten years from what it would be in the

absence of a concerted effort to do so. Thus, by 1980 our domes-

tic petroleum production under the stimulation of higher prices

and a more liberal government policy on off-shore leasing might

be as high as 14 million b/d, compared to 11 million barrels in

1974. At the same time our oil demand which had been projected

to reach 24 million b/d in 1980 by various authoritative studies

made prior to the major changes in world oil demand and supply

conditions which occurred last year, may be reduced through oon-

servation measures and substitution of coal to an absolute mini-

mum of 20 million b/d. This would imply an annual growth rate

of 1.8%, about one-third of our recent historic rate.

Even these spectacular achievements in increasing domestic

supplies and decreasing the growth in demand would require imports

of at least 6 million b/d in 1980, or 30% of total'demand. If we

further assume that all increases in oil demand between 1980 and

1984 can be met from domestic sources and that at the same time

oil imports can be reduced by another 10% from their 1980 levels,

we will still have to bring in 5.4 million b/d of foreign oil ten

13
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years from now. Thus, even under these clearly optimistic assump-

tions we will continue to be substantial importers of oil for the

next decade and very probably beyond. The question of access to

foreign oil will therefore continue to be of major national signi-

ficance.

One thing we have learned from the present oil crisis is the

need for maximum diversification of supply sources. Without the

existence of major producing areas in Canada, South America, West

Africa and Southeast Asia the effect of the Arab oil embargo on

the U.S. would have been far more serious than it was. Some of

these areas were developed only within the last ten years. Nigeria,

for instance, produced only 75,000 b/d in 1963 compared to 2.2

million b/d in 1974. Ecuador which had virtually no exports prior

to 1973 now sells over 250,000 b/d abroad. In Indonesia production

has increased from 450,000 b/d ten years ago to the current level

of 1.4 million b/d. Canadian production has nearly doubled in the

iaats.44ve earsto its present level of 2.1 million b/d. In all

these cases U.S. companies were involved in.finding and developing

this oil.

All major oil importing countries other than the U.S. are

officially encouraging the search for new deposits throughout the

world in order to diversify their-supply sources. At the same time

the national -oil companies of existing or potential producing

countries are looking for minority partners or subcontractors to

14
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help them develop their resources. If American companies were to

be prevented from participating in this search the security of

supply of our required imports would clearly be weakened.

The Arab oil embargo has demonstrated that during a physical

shortage the global allocation of available supplies is in the

final analysis in the hands of the international oil companies.

To the extent to which these companies are American our government

has some means of influencing the allocation. True, during the

embargo U.S. companies operating in Arab countries were specifi-

cally prohibited from supplying their own country and had no

choice but to respect this'prohibition. However, by increasing

shipments from non-Arab sources and by importing finished products

from refineries in countries which continued to have access to

Arab crude oil, the shortfall of imports into the U.S. throughout

the five months of the embargo was kept below the level that would

have prevailed if the embargo had been fully effective and no off-

setting shipments from non-embargoed sources had come in. Given

the present constellation of world politics it is questionable

that such remedial action would have been taken if most of the oil

shipped to the U.S. had been controlled by private or government

companies of other countries.

Thus, as long as the U.S. remains a major importer of oil it

would seem to be in the national interest to encourage U.S. companies

to participate in as many foreign oil ventures as possible.
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* Concept and.Calculation of the Foreign Tax

Now let us turn to the role the Foreign Tax Credit plays in

U.S..foreign oil operations. One of the mst concise as well as

* authoritative explanations of the principle of this tax provision

was given by the then Secretary of the Treasury, George P. Shultz,

before the House Ways and Means Committee on February 4, 1974 which

is quoted below.

"The .basic concept of a tax credit system is that the
country in which the business activity is carried on has
the first right to tax the income from it even though the
activity is carried on by a foreigner. The foreigner's
home country also taxes the income, but only to the extent
the home tax does not duplicate the tax of the country
where the income is earned. The duplication is eliminated
by a foreign tax credit. For example, if a U.S. corpora-
tion were taxed at a 30 percent rate in country X on its
income from operations in country X, the U.S. would not
.duplicate country X's 30 percent tax on that income. But
since the U.S. corporate income tax rate is at 48 percent,
the U.S. would collect -- i.e., "pick-up" the 18 percent
which remained over and above the 30 percent collected by
country X. Technically the result is achieved by imposing
a hypothetical 48 percent U.S. tax on the income earned in
countryX, with the first 30 percentage points rebated by
a credit. However, if the foreign rate were 48 percent or
more, there would be nothing left for the U.S. to pick up
and thus no tax payable to the U.S. on that foreign income.

Note that the foreign tax credit only affects income
earned in some foreign country through activities conducted
in that country. Income arising out of operations conducted
in the U.S. and the taxes on that income are totally unaf-
fected by the credit."
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The Foreign Tax Credit is of course not limited to the oil

industry but applies to all U.S. controlled business enterprises

abroad. However, the oil industry's foreign tax credit is the

largest of any U.S. industry. But the same applies to the foreign

earnings of the U.S. oil industry. In the three years 1969-1972

the foreign earnings, and tax credits of all U.S. industries and

of the petroleum industry were as follows:

U.S. Corporate Foreign Earnings And Tax Credits

Foreign Earnings Foreign Tax Credit

All Petrol's Share All Petrol's Share
Corp's Petrol. Of All Corp's Corp's Petrol. Of All Corp's

1969 8,128 2,452 t 30.2 3,988 1,779 t 44.6

1970 8,789 2,935 33.4 4,549 1,820 40.0

1971 10,299 3,856 37.4 5,486 2,444 44.5

1972 12,386 4,552 36.7 n.a. n.a. n.a.

Sources Dept. of Commerce Survey of Current Business and Internal
Revenue Service, Corporate Income Tax Returns

The Two Methods Of Computing The Foreign Tax Credit

The allowable Foreign Tax Credit can be determined in two ways.

The "per country" method treats the income and taxes from each foreign

country separately in determining the Foreign Tax Credit. The *overall"
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method treats all foreign net income and all foreign taxes as a

whole. Tax payers may elect either method. But if they elect

the overall method they are not free to change to the per-country

method in subsequent years unless they receive special permission

from the Treasury.

The principal attraction of the overall method is that it

permits a company operating in several foreign countries to average

differential tax rates. Thus, excess foreign tax credits accumulated

in countries with tax rates higher than in the U.S. may be used to

offset U.S. tax liabilities arising in countries with tax rates blow

the U.S. level.

The advantage of the per country method is that it permits losses

in a foreign country to be deducted from U.S. income taxes on domestic

earnings, independent of the accumulation of excess tax credits in

other foreign countries. This is based on the principle in our tax

law that if the foreign income of U.S. businesses is subject to U.S.

taxes, foreign losses must be deductible from U.S. taxes. In the

case of foreign income a Foreign Tax Credit is allowed to avoid

double taxation. In the case of a foreign loss there is no conceiv-

able counterpart to the Foreign Tax Credit. A taxpayer on the per

country basis may therefore deduct the loss directly from his total

earnings which include of course his domestic earnings.

18
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The Case of Aramco

An illustration of a limitation on the use of the excess

foreign tax credit, regardless of the method used to compute it,

is provided by the Arabian American Oil Company (Aramco) - the

world's largest crude oil producer. Aramco's own operations are

limited almost entirely to Saudi Arabia. But its four U.S.

owners -- Exxon, Texaco, Standard of California and Mobil --

operate of course in many foreign countries. However, since

none of-them controls a large enough share of Aramco to treat it

as a subsidiary for U.S. tax purposes, they can not make use of

Aramco's accumulated excess foreign tax credit. According to

recently released figures by the Senate Foreign Relations Com-

mittee, Aramco paid nearly $2 billion in income taxes in Saudi

Arabia in 1972 and an estimated $3.9 billion in 1973. On the

basis of these figures it can be estimated that the company

received U.S. tax credits of approximately $l.*4 billion in 1972

which gave it an excess Foreign Tax Credit of about $600 million

in that year. In 1973 the excess tax credit was probably some-

what above $1 billion, according to preliminary figures. For the

reasons pointed out, no part of the excess tax credit generated by

Aramco can be used to reduce the U.S. tax liability of its

owners in any other country. It has therefore no value for the

four companies.
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Some Misconceptions of the Foreign Tax Credit

Much of the controversy over the oil industry's use of the

Foreign Tax Credit arises out of misunderstandings over how the

credit works and what its limitations are. In the following

paragraphs the most common of these misconceptions will be

discussed.

(1) The Foreign Tax Credit as an Offset Against U.S. Income Taxes

In the public discussions about the Foreign Tax Credit it is

sometimes claimed that U.S. oil companies can offset increases in

foreign tax liabilities by a corresponding lowering in tax payments

to the U.S. Treasury through the Foreign Tax Credit device. It is

important to understand that this credit is available only up to the

point where foreign tax rates equal U.S. rates. Since, by and large,

foreign tax rates for the oil industry have exceeded U.S. tax rates

since the mid-19601s, increases in foreign tax payments since then

have had very little effect on tax payments to the U.S. Treasury.

In other words, the U.S. oil industry has paid very little

domestic income taxes on its foreign earnings for a number of years

and since tax liabilities arising out of domestic earnings can

never be reduced by a foreign tax credit, there has simply been

nothing to write off against the many increases in foreign tax

payments in recent years. As a result, all U.S. oil companies

with substantial foreign producing operations have built up

20
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increasing amounts of unusable excess Foreign Tax Credits.

The following table illustrates this point. It shows

the composite foreign income tax liabilities and U.S. foreign

tax credits of 18 major oil corporations which report their

earnings and taxes regularly to the public accounting firm

Price, Waterhouse and Co. As can be seen, foreign tax lia-

bilities have risen by $2.3 billion during the four-year

period but the Foreign Tax Credit has gone up by only $0.4

billion. Similarly, in 1972 the Foreign Tax Credit covered

only 37% of total foreign income tax payments, compared to

58% in 1969 - an indication of the growth in excess foreign

tax credits, that is tax credits in excess of those required

to offset U.S. tax liability. In 1973 the ratio dropped still

further.

Since at least part of the increase in the Foreign Tax

Credit since 1969 was due to higher earnings in oil importing

countries, some of whose tax rates are below the comparable U.S.

level, virtually none of the sharp increases in tax liabilities

to the oil producing countries during this period were passed

on to the U.S. Treasury through higher Foreign Tax Credits.
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Foreign Income Tax Payments And Tax
Credits Of 18 Major U.S. Oil Companies

($ million)

Ratio Of Column (1)
Foreign Tax Foreign Income to

Credit Taxes Column (2)

1969 1,176.5 2,027.0 58.0

1970 1,181.6 2,366.6 49.9

1971 1,676.2 3,808.4 44.0

1972 1,616.2 4,315.0 37.5

Increase 1969-72 37% 113%

Sources Reports by Price Waterhouse & Co. to the General Committee
on Taxation of the American Petroleum Institute with adjust-
ment3s in 1972 to reflect changes in accounting practices of
some companies*

(2) The Question Of Royalty Payments

It is sometimes charged that the income tax paid by oil companies

in the major foreign producing countries is only a disguised form of

royalty payment and should be treated as such in the computation of

the U.S. income tax liability on these earnings. The difference

would be quite significant, since a royalty under U.S. tax law is in

effect treated as a deduction rather than a tax credit. Thus, under

*The figures shown are those reported in the published financial
statements. They exclude two major U.S. foreign oil companies --
Aramco and Caltex -- the income taxes of which were not included
in the consolidated reports of their shareholders prior to 1972.
For 1972 adjustments were made to reflect the fact that some companies
included Aramco's income taxes in their financial statements
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a hypothetical 50% U.S. tax rate one dollar paid in foreign income

tax would reduce U.S. tax liability on that income by one dollar

while one dollar paid in royalties would reduce U.S. tax liability

by only 500.

The dispute over whether the payments to foreign oil producing

governments are taxes or royalties arises in part out of the confu-

sion as to the kind of payments made to these countries and in part

out of the historic origin of these payments. For the past 20 years

at least foreign oil producing companies have paid both an income

tax and a royalty to their host governments. The latter ranges from

12.5% to 16.6% of the posted or tax reference price of the crude oil.

It currently amounts to about $1.46/bbl in Saudi Arabia and about

$1.25 a barrel in Venezuela. The royalty is treated as a regular

business deduction for U.S. income tax purposes and thus does not

figure in the computation of the Foreign Tax Credit. The foreign

producing countries also treat royalty payments as a tax deduction,

although prior to 1965 most of these countries treated them as a

tax credit in calculating the 50% income tax rate then in effect.

Some of the confusion might arise from this previous differential

treatment of oil royalty payments in the producing countries.

Another reason for the confusion is that at one time all pay-

ments to foreign producing countries were in the form of fixed

royalties per barrel. In Venezuela an income tax law applicable to

foreign oil companies was passed in 1943 and in Saudi Arabia it was
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introduced in 1950 as part of the 50/50 principle of sharing

profits between the government and.the company. Shortly there-

after all remaining major oil producing countries adopted income

tax legislation. The system in most of these countries is similar

to that in effect in the U.S. for oil operations on federal terri-

tories. Oil companies producing on public lands or off-shore areas

must pay a royalty to the government, in addition to which they are

of course subject to an income tax on their earnings.

The argument has been made that since a major reason for the

change over from a pure royalty to a combination income tax and

royalty system in Saudi Arabia was to take.advantage of the U.S.

Foreign Tax Credit, Saudi Arabian and other Middle East income

taxes are really converted royalties and as such should not be

given Foreign Tax Credit status. The argument ignores several

points.

(a) It is only common sense for any country to try to mini-

mize, within the framework of existing laws. and conventions, the

tax payments to other countries from profits earned within its

borders. The long-standing provision in the tax codes of the U.S.

and the U.K., the two largest investors in Middle East oil, of a

Foreign Tax Credit was aclear invitation to reduce the outflow of

tax payments. The fact that under the royalty system the U.S.

Treasury received a much larger income from Saudi Arabian and other

Middle East oil oper itions than the treasuries of these countries

provided a strong additional incentive to take corrective action.
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(b) It is now generally recognized that the income tax is a

superior form of governmental revenue collection than a fixed

royalty, both because it has greater flexibility and because it

makes the government a partner in the profits and losses of the

enterprise. The move from a royalty to an income tax system must

therefore be regarded as a normal development in fiscal sophisti-

cation on the part of the less developed countries which would have

come about even in the absence of Foreign Tax Credits in U.S. and

other tax legislation.

(c) It would be extremely arbitrary for the U.S. to insist

on treating all tax payments to foreign oil producing countries

forever as royalties because at one time some of these countries

(none where the first oil discovery was made after 1950) collected

their oil revenues in the form of royalties.

(3) Posted vs. Market Pwices

Another criticism of the U.S. Forei-,,n Tax Credit provision as

it applies to foreign oil is that the credit is permitted on the

artifically inflated earnings based on posted prices. Posted prices

were originally the market prices at which oil companies were willing

to sell to third parties. In the early 1960's the setting of these

prices was taken over - at-first informally and now officially --

by the governments of the producing countries and were set above

actual market values. For instance, the current posted price for

light Saudi Arabian crude oil is $11.65 per barrel. But the actual

market value of this oil is $1.50-$2.00 less. Sine company profits

25



689

for tax purposes are calculated on the basis of posted prices by

the producing countries, it is argued that the profits are over-

stated as are the resulting tax payments to the foreign govern-

ments and the ensuing U.S. Foreign Tax Credit.

The problem is that some countries such as Saudi Arabia and

Iran require the producing companies to use only posted prices for

accounting and operating purposes. If these companies grant dis-

counts off the posted prices to meet market competition they must

do so outside the producing countries. In some other countries,

such as Venezuela, it is only necessary to pay taxes on the basis

of "tax export values". For export purposes the foreign companies

in Venezuela are free to use actual market prices. They take there-

fore a Foreign Tax Credit only on that portion of their foreign tax

payments which is based on market prices. The balance is treated as

an expense.

Since the U.S. Treasury takes the position that profits or

losses for tax purposes should be based on transactions at real market

values, it has argued that the Foreign Tax Credit should be based

universally on foreign earnings arising out of market prices rather

than government-imposed posted prices. The change would not bring

about additional tax payments to the U.S. Treasury because all pro-

ducing-country tax rates are above comparable U.S. tax rates. The

only effect would be a reduction in excess Foreign Tax Credits.
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The table op the following page illustrates the workings of

the Foreign Tax Credit, based on the estimated recent.market price

of one type-of crude oil at the Persian Gulf. The table shows

that the allowable Foreign Tax Credit equals slightly more than

half the actual tax paid to the producing country. As pointed out

earlier, the resulting excess tax credit may under certain condi-

tions be used to reduce U.S. tax liability on earnings in other

foreign countries.

The table also shows the effect of the removal of depletion

allowance on foreign earnings which is currently under. consideration

by Congress. In the case shown, the excess tax credit would be

unaffected (see footnote to table) because of a tax provision enacted

in 1969 which invalidates that part of an excess foreign tax credit

which Is generated by the depletion allowance in countries whose tax

rate is above that of the U.S. However, loss of the allowance could

bring about an increase in U.S. tax liabilities from earnings in

countries where the tax rate is below the statutory U.S. rate. The

Treasury has estimated that removal of the depletion allowance on

foreign oil production earnings would increase U.S. tax liabilities

by $40 to $50 million a year.

The removal of both the Foreign Tax Credit and the depletion

allowance would in the specific case shown create a U.S. liability

of $1.28/bbl in addition to the $5.52/bbl liability to the producing

country. This would cut the existing net profit of $2.67 on equity

crude oil nearly in half.
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Hypothetical U.S. Income Tax Liability
And Foreign Tax Credit On Equity Kuwait
Crude Oil, March, 1974 -(Posted Price $11.55)

(/bbl)

Present Law No Foreign Tax
Present Without Credit No
Law Depletion Allow. Depletion Allow.

Recent Market Price 9.70 9.70 9.70
Depletion Allow. Computation:
Rollback to Wellhead 0.08
Royalty (12.5% of Posted

Price) 1.44
-1.52

Gross Depletable Revenue .1
Depletion Allow. (22% of above) 1.80

U.S. Income Tax Computation:
Gross Income 9.70 9.70 9.70

Less:
Royalty 1.44 1.44 1.44
Operating Cost 0607 0.07 0.07
Depletion Allow. 1.80 - -
Kuwait Tax - - 5.52

- 3.31 1.51 7.03
Taxable Income 277
U.S. Tax @ 48% 3.07 3.93 1.28

Kuwait Income Tax (see p. 29) 5.52 5.52 5.52

U.S. Foreign Tax Credit 3.07 3.93 -

Excess of Kuwait Tax Over
Foreign Tax Credit 2.45* 1.59 -

Total U.S.-Kuwait Tax Cost 5.52 5.52 6.80

*Intsmal Revenue Code Section 901 (e) would eliminate that part of excess
foreign tax credit generated by the depletion allowance, so that the useable
excess tax credit in this case would be the same as in the absence of the
depletion allowance - $1.59.
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Income Tax, Tax-Paid Cost
Tax Rate On Kuwait Equity

(o/bbl)

And Effective
Crude Oil

a) Income Tax Calculation b) Tax-Paid Cost to Companies

Posted Price 11.55
Production Cost -0.07
Royalty -1.44

12.5% of posted price)
Taxable Income 10.04

55% Income Tax 5.52
Tax-Paid Cost to Companies

c) Effective Income Tax Rate

Market Price 9.70

Cost:
Production
Royalty

0.07
1.44

Pre-Tax Profit
Income Tax Payment

Ratio of Tax to Profit

1.51

8.19
5.52

67.4%
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(4) The Real Profit Margin on Foreign Oil

The tables on pages 28 and 29 show that crude oil with an fob

market value of $9.70/bbl at the Persian Gulf has a total tax-paid

cost to the producing company of $7.03/bbl, resulting in a profit

margin of $2.67/bbl. This is substantially higher than the historic

profit margin on foreign crude oil for most international oil com-

panies. The sharp increase in the margin has created the impression

that higher posted prices and tax payments in the foreign producing

countries have moved in tandem with higher after-tax profits for

the oil companies.

However, the profit margin shown in the two tables applies only

to "equity" crude oil, that is crude oil owned by a private company

and produced for its own account. Until 1973 virtually all crude

oil (except royalty crude) produced in the Middle East and North

Africa could be considered equity oil. Since then government com-

panies in the producing countries have progressively taken over

varying shares of the oil companies' equity. In Kuwait and Qatar

equity crude will account for only 40% of total production. In

Saudi Arabia a similar share is being negotiated, probably retro-

active to January 1, 1974, while in Libya the companies' share seems

to have been set at 49% of total production.

Since all of the established international oil companies need

considerably more oil than their equity share entitlement to meet

their internal and external market requirements, they must buy the

30



694

balance back from the producing country government at prices imposed

by the latter. While the level of many of these "buy-back" prices

has not yet been determined, it will probably be near the current

market price.

Thus, under the new system the profit on a company's equity

crude must now be viewed in conjunction with the possible loss --

or, at the very least, absence of profit -- on its buy-back crude.

Taken together, the overall profit margin per barrel of crude oil

is therefore considerably smaller than that on a company's equity

crude alone. For instance, a company with 40% equity crude, having

to obtain the balance of its crude requirements under buy-back pro-

visions or in the open market, could under our assumption, have an

overall per-barrel profit of less than half of that received on its

equity crude.

(5) Differential Treatment of State and Foreign Taxes

The question is sometimes asked why foreign income taxes are

treated differently from U.S. state income taxes. A state income

tax can only be deducted as an expense in computing federal income

tax.liability while a foreign income tax can either be deducted or

be treated as a tax credit for federal income tax purposes.

The question is only superficially meaningful. State income

taxes and foreign income taxes are simply not comparable. Since U.S.

tax legislation treats all state income taxes alike, the problem of

competitive advantage or disadvantage does not enter into consider-

.ation in the federal treatment of state taxes. In the treatment of
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foreign tax liabilities of U.S. firms, however, this consideration

is of major importance. If the U.S. practice were to be more severe,

that is create a greater total tax burden, than that of other nations,

American firms abroad would of course be at a competitive disadvantage.

Treating foreign income taxes as a deduction for U.S. tax pur-

poses would result in partial double taxation - taxation of the same

income at the foreign source and at home. According to a calculation

of the National Foreign Trade Council, this would increase the total

tax burden for U.S. companies as follows in a number of selected

countries:"

Effective Income Tax Rate* For U.S. Companies

Local Tax Treating Foreign
Jurisdiction Taxes As A Under Percentage
Of Subsidiary Deduction Present Law Increase

Canada 77.2 56.2 37.3
France 74.6 51.2 45.7
Germany 71.8 45.8 56.8
Italy 76.0 53.9 41.0
Japan 72.9 47.8 52.5
Mexico 73.2 48.5 50.9
Netherlands 73.3 48.6 50.8
United Kingdom 71.4 45.0 58.0

*Economic Implications Of Proposed Changes In The Taxation Of U.S.
Investments Abroad, National ForeLgn Trade Council, Inc. 3une, 1972

The increases would apply only to U.S. companies. Domestic

companies in those countries would of course not be affected by it.
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Nor would flrms of third countries other than the U.S., since most

countries either do not tax the foreign earnings of their business

enterprises at all or allow a tax credit for such earnings.

Most other home countries of international oil companies treat

taxation on foreign-source earnings at least as favorably as the

U.S. Any weakening of the Foreign Tax Credit provision in our law

would therefore create a disparity between the tax burden of U.S.

and foreign oil companies. The U.K., the Netherlands, France, Italy,

Germany, Belgium, Sweden and Japan, all home countries for companies

with foreign oil operations, either exempt foreign earnings from

taxation or grant full tax credits on such earnings.

Most of these countries -- the U.K., Netherlands, Italy, Germany,

Belgium and Japan -- also permit the deduction of foreign losses.

This indicates that U.S. tax legislation in this regard is in line

with international tax practice.

A proposed change in this particular tax provision, requiring

the recovery of these losses out of future earnings for U.S. tax

purposes, would weaken the international competitive position of

U.S. oil companies primarily in the one activity of most interest

to the U.S. - the exploration and development of new areas. Most

oil company losses abroad are incurred during the search for new

oil deposits and the early development years of such deposits and

are deductible either currently (with loss carry-over provisions)

or are amortized over a period of years. However, any U.S. tax
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benefits that may be realized in the exploratory stage through

deduction of losses are partly or wholly offset by the reduction

of creditable foreign taxes during the pay-out period because

most foreign producing countries also permit the deduction of

such losses from future earnings.

If U.S. oil companies were required to refund the loss

deductions to the Treasury out of subsoquont earnings they would

find it more difficult to bid competitively with non-U.S. companies

in the ever faster race for access to the remaining petroleum

resources around the world. The national interest would seem to

indicate just the opposite stance on the part of the U.S. government.

Certainly, no other country is putting these or other restraints on

the foreign activities of its oil companies -- not even countries,

such as the U.K. and the Netherlands, which have recently found

substantial oil and gas reserves in their own home territories.
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Senator FANNIN. The hearing will be recessed until 2 O'clock this
afternoon.

[Whereupon, at 12:15 p.m., the committee recessed, to reconvene at
2 p.m. the same afternoon.]

AFfERNOON SESSION

Senator FANNXN (presiding). The meeting will come to. order.
The first witness this afternoon will be Dr. Dan Throop Smith,

professor of economics, Stanford University, and former Deputy
Assistant Secretary of the Treasury.

Dr. Smith, again we are privileged to have you with us here this
afternoon.

STATEMENT OF. DAN THROOP SMITH, PROFESSOR OF FINANCE,
*,EMERITUS,- HARVARD .UNIVERSITY; SENIOR RESEARCH FEL-

LOW, HOOVER INSTITUTION, STANFORD UNIVERSITY; AND FOR-
MER DEPUTY ASSISTANT SECRETARY OF THE TREASURY FOR
TAX POLICY

Mr. SMmI. Thank you, Mr. Chairman.
I must correct the record. It is not surprising that the identification

is incorrect because I have moved around a great deal. I am professor
of finance, emeritus, at Harvard University and now senior research
fellow at the Hoover Institution, at Stanford University. I was suc-
cessively Assistant, Special Assistant and Deputy to the Secretary of
Treasury for Tax Policy from the period 1953 to 1959.

Recently I have been a member of the Commission on International
Trade and Investment, the President's Task Force on Business Taxa-
tion, and chairman of the Tax Advisory Committee of the Council
on Environmental Quality. I am also past President of both the
National Tax Association and the Tax Institute of America.

I appreciate this opportunity to testify regarding proposed changes
in the tax law, especially the taxation of income from foreign direct
investment and depreciation allowances. I should like to supplement
my comments and refer to certain points that were raised in the
testimony this morning, particularly with reference to capital gains
and the minimum tax.

Three general points need to be emphasized to place comments on
these and other-spreific features of the tax law in proper perspective.

TAXATION INHERENTLY REPRESSIVE

First, it must never be forgotten that each and every tax is inherent-
ly repressive. Taxation by itself, is discouraging. Individual income
taxation discourages individual economic activity and personal invest-
iment by reducing net earnings. Business taxation discourages business
investment and business activity directly by reducing net income, or
indirectly by increasing costs and through higher prices, in reducing
sales. Consumption taxation discourages consumption by increasing
prices.

Since taxation is inherently repressive, it is misleading to speak of
tax incentives or tax preferences. So-called incentives are really no
more than attempts by the Congress to minimize the inherent repres-
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sive effects of taxation as it is applied to particular activities where
the full impact would be particularly repressive or even destructive.

One may choose to consider a lesser discouragement as a. positive en-
couragement, one can think of many amusing analogies, but the impli-
cation is misleading. One analogy I thought of is if the good child is
spanked briefly and the bad child is spanked at length, one might say
that the good child is encouraged by being spanked only briefly. I
think the analogy does somewhat apply on so-called tax incentives.

The distortion of language has been carried to the point of describ-
ing any level of taxation be ow the highest as a tax expenditure or tax
subsidy. The ultimate implication seems to be that a 1 income of all
people rightfully belongs to the Government and that whatever the
Congress does not tax away represents generosity by the Government
to the people. It is sometimes even stated that money left in the hands
of taxpayers represents money paid out by the Treasury. This attitude
is such a ridiculous reversal of our most fundamental concepts of the
relations between citizens and the Government that it may seem un-
necessary to warn against it. I do so because casual acceptance of these
cleverly contrived phrases can make particularly repressive tax pro-
posals seem desirable and innocuous.

TAX LixISLATION SHOULD BE BASED ON REALITY

A second general point is the importance of basing tax legislation
on the facts of the real world rather than theoretical models, often
expressed in mathematical terms. The danger of reliance on overly-
refined theory as well-expressed -by Wassily Leontiev, Nobel Prize
winner in economics, in his 1970 presidential address to the American
Economic Association in which he commented that "continued pre-
occupation with imaginary, hypothetical rather than observable real-
ity hias gradually led to the distortion oi the informal valuation scale
used in our academic community." Leontiev quoted with approval F.
H. Hahn, a recent president of the Econometric Society, who said:

The achievements of economic theory in the last two decades are impressive
and in many ways beautiful. But it cannot be denied that there is something
scandalous in the spectacle of so many people refining the analysis of economic
states which they give no reason to suppose will ever, or have ever, come about.
It is an unsatisfactory and slightly dishonest state of affairs.

As an economist, I agree wholeheartedly with these criticisms. It is
tempting and intellectually satisfying to construct an elaborate theory
about some aspect of taxation. But the theories are often based on
assumptions about how people should react rather than on facts about
how they do react. And it is more elegant to contemplate theory in an
academic cloister, or refine it with a computer, than it is to seek actual
facts. . . I

Senator FANNIN. Dr. Smith, I apologize for interrupting, but that
is the signal that it is just a short time before the vote is going to be
taken, so I will excuse myself, and then Senator Hansen is going to
get back just as rapidly ashe possibly can.

Mr. SxrrH. I am very alert to the reason. Thank you, sir.
Senator FANNIN. We *ill stand in recess until we return.
[A brief recess was taken.]
Senator HANsEN [presiding]. The hearing will come to order.
The witness may resume.
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Mr. SMITH. Senator Hansen, in the interests of time and because of
the other witnesses who are waiting to appear, with your permission
I shall make a few brief extemporaneous comments. My statement is
on file, and I will call attention to that.

I note in my prepared statement the very great importance of a
deliberate process of legislation, avoiding situations where, as the
phrase is, major legislation is written on the floor without adequate
recognition of the importance of refined analysis and refined
calculations.

I recall the experience of 20 years ago in this-committee in preparing
the Internal Revenue Code of 1954, where so frequently, even after
hearings, it was deemed to be necessary to go back to existing law, as
thephrase was. That seems to me to be a particularly important thing
at the present time.

I note further the importance of looking at the tax system as a whole
rather than individual parts- of it, in determining the appropriate-
ness or fairness of the system. I refer to the analogy that in appraising
a person's diet, one does not look at each dish to decide whether it con-
tains the appropriate components One looks at the entire combination

* of items in a meal or a diet rather than tossing out a particular dish
because it does not have enough of this, that, or the other.

Too frequently the criticism.of. particular tax provisions look at the
individual items as though they were the whole system of taxation.

TAXATION OF FOREIGN INCOME

In turning to the foreign tax credit, I note, as others have, that
no other countries gves full double taxation of income from foreign
investment. I note that it would be; I used the phrase,.altogether de-
structive to impose full double taxation. It is inconceivable that we
could do that. There are those who still contend that business invest-
ment abroad is against our national interests in that it reduces domes-
tic employment and investment. The evidence is overwhelming, how-
ever, that business investment abroad actually increases domestic
employment and our own exports; Foreign direct investment sustains
rather than impedes our domestic economy.

We have never taxed -undistributed income before of foreign subsidi-
aries except in special cases., To do so. would bring in little if any
revenue, because foreign tax laws inevitably would be modified to
impose their own taxes on- whatever -amounts we taxed as imputed
income.

I refer also to various other proposed technical changes indicating
the conditions and restrictions that should be imposed if any of them
were to be adopted. My general recommendation is that no change
be made in thetaxation of foreign income at-the present time.

I. note that I do not consider the present treatment ideal, however,
especially the regulations under section 482 and proposed regulations
under 861 need extensive revision. They are extremely complex. They
may be of great intellectual satisfaction to a perfectionist, but they are
an abomination to a practical man.

Various groups, some of which I have been associated with, have
made recommendations for changes there.
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DISC

With reference to the DISC, which has been discussed today, I
note that the criticisms often ignore the realities of business. Too often
the emphasis has been on the importance of price and price alone in
determining exports. What is overlooked is the simple fact that most
products do not sell themselves. Sales effort is required, and top man-
agement attention is necessary to stimulate and direct the sales effort.
The DISC provisions can be significant in calling the attention of
management to the advantages of exports.

This is particularly important in the United States where the domes-
tic market is the principal market for most companies, in contrast to
the situation in many European countries and Japan where exports
are a large part of total sales and accordingly receive regularly major
attention.

;- The phrase has been used by others that the DISC provision brought
exports into the Board room, the top management paid attention to
exports in a way that they had not done otherwise. I repeat, especially
.for American companies, small-, medium-sized ones, the exports do
not come about automatically. It takes attention and direction of man-
agement, and DISC is very important in directing the attention of
management to the possibilities of exports.

The economists have a phrase, the announcement effects. The an-
nouncement effects of DISC have been, I am sure, very significant.

DEPRECIAnON ALLOWANCES

On the depreciation allowances, the adoption of the asset deprexia-
tion range method of calculating depreciation reduced the tax penal-
ties against capital investments by U.S. companies to levels some-
what comparable to those in other major countries. This was referred
to by my colleague, Secretary Cohen, earlier this morning, former
Secretary Cohen.

Our tax laws have been among the most stringent in the world with
respect to depreciation allowances. That is, it has embodied the most
forceful disincentives and then taking a long-range view, the process
of improvement began in 1954 when declining balance depreciation
was adopted in this committee on the recommendation of the Treasury.
It was a relief measure compared to the previous requirement for

.r straight line depreciation.
There were subsequent improvements in the adoption of the asset

depreciation range, but when that was first adopted, it was almost
nullified by a reserve ratio test.

The present treatment has, for the first time, made our law reason-
able and competitive with others.

ATrTACKS ON CORPORATE PRonTs UNREASONABLE

Now, my final comment has to do with the current attack on cor-
porate profits which seems especially inappropriate and unreason-
able. With returns of 8 to 10 percent available on passive investments,
corporate profits must rise to secure new funds and to justify the use
of whatever funds are available in corporations for business invest-

- ments with all of their inherent risks. It is, in fact, questionable
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whether normal uses of retained earnings are justified when profits
are under attack and alternative uses are available at existing interest
rates. Fortunately, tradition is strong and customary patterns of busi-
ness behavior persists, but if there is a freeze on profits or a reduc-
tion in income directly or indirectly through changes in the tax laws,
the alternative uses of corporate funds will come to be considered by
management or insisted on by stockholders.

The attacks on corporate profits by some groups represent :1 ad-
versary point of view which, if it prevails, can have truly catastrophic
effects on our economy, and I do not use the word "catastrophic" lightly.
An adversary point of view seems to prevail in England where in-
dividual income tax rates on investment income have been raised to
98 percent. Such taxation represents, in the words of one English jour-
nal, "pure fiscal vindictiveness." The changes under consideration here
fall far short of such an extreme, though some of them certainly re-
flect an adversary point of view, which approaches a punitive if not a
vindictive attitude toward our system of enterprise. The proposals
nov under consideration for hasty change in the tax law require care-
ful analysis and extensive review to avoid unintended repressive and
even destructive consequences.

Senator, I prepared a memorandum on the role of profits in business
which I would like to have included as a supplement to my statement.
It immediately follows my prepared statement.

Senator'FANNxlN (presiding). Yes, Doctor, that will be included as a
part of your statement, and your testimony.

We apologize. We have to rush off.
We do have some questions on that. I do not know what your time is,

whether your timing is critical or not.
Mr. SMrrH. I have to get a plane back to California this evening.

I just came last night. I will be glad to wait if I may.
Senator FANNIN. We can submit the questions to you if they would

save you time.
Mr. SMrr. I would be glad to wait if it is another vote.
Senator FANNIN. Yes, it is another vote. We had better run, but we

certainly apologize.
We appreicate very much your testimony. I am just sorry that all

of the Senators were not here to hear you, and I assure you that this
will be placed in the Congressional Record so they will have an o -
portunity, not only the members of the committe, but all of the

embers of Congress, to review your testimony.
Mr. SMrrH. Thank you, sir.
Senator FANNIN. We will stand in recess until we return.
[A brief recess was taken.]
Senator FANNIN. The hearings will resume.
Professor. Smith, let me agstinapologize to you for the interruptions.

SLIDING SCALE FOR CAPITAL GAINS TAXATION

Dr.. Smith we briefly discussed this morning a bill J introduced
which would provide a sliding or graduated scale to the tax on
capital gains.

-Could. you "givethe committee the benefit of your views on this
subject?

Mr. SMrH. Senator, the sliding scale has been something that has
seemed to me to be as important a single improvement as could be
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made in the tax law. It happens to be a topic that I have given a great
deal of thought to and have given considerable attention.

If I may call attention to a publication of the Tax Foundation,
December 1W72, based on a speech I gave. The first sentence of that
speech. "Capital gains of individuals should be taxed on a sliding scale
with assets field for longer periods subject to successively lower rates
of tax." My concluding sentence-

The change for a sliding scale with short term gains taxed more heavily and
long term gains taxed less heavily than at present would be a major Improve-
ment in our tax laws. It is desirable from the standpoint of both fairness and
economic consequences.

Senator FANNIN. Dr. Smith, you are reading from a record.
Is that a Congsional Record?
Mr. SMrrn. i am reading from a record. I put this into the hearings

of the Ways and Means Committee the first day of hearings on gen-
eral tax reform last year. That is published on pages 110 and 113 of
volume 1. I do not have a loose reprint with me at the moment.

I stand, as I did previously over several years, in believing that this*
would be the most significant and useful change that could be made in
the taxation of individual incomes other than ia general reduction in
the top bracket rate to 50 percent.

INFLATION CONFISCATING CAPITAL RECOVERY ALLOWANCES

Senator FANNIN. Well, thank you very much. And today you
brou ht out that current capital recovery allowances do not compen-
sate for the confiscation of capital by inflation. I think this has been
brought out. This too was brought out by Dr. Cohen.

Mr. SMITH. I heartily concur on what was said on that. They fall
way short of compensating. If I may elaborate just very briefly on the

point that Senator Bennett raised as to whether any other country
had made allowances for that, I indicated that France had done so. I
should like to explain that France did it on the basis of index numbers,
rather than a specific replacement cost of specific items of machinery.
This was something that was adopted in France a great many years
ago. I believe their adjustment went all the way back to a base year of
1913 before the First World War.

With reference to the adjustments for replacement cost, until rela-
tively recently I hoped that our inflation would not be so bad that we
would have to make this complication, insert this complication in the
law. But I am afraid now that the level of inflation which we have and
which seems to be in prospect is such that I would urge this committee
to give very serious consideration to an adjustment in depreciation al-
lowances to take account of higher replacement costs. But I believe
that would have to be done crudely and roughly on index number bases,
rather than identification of specific items of equipment.

EFFECT OF REPLACINo FOREIGN TAX CREDIT WITH A DEDUCTION

Senator FANNIN. Thank you very much, Dr. Smith. And inciden-
tally, I will refer to your testimony in the House last year, and also see
if I cannot incorporate some of your recommendations in the record at
the same time as I put in your statement. On another subject, on the
foreign tax credit; it has been estimated that by substituting a de-
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duction for a credit, it would increase the effective tax rate on the
overseas income of U.S. corporations operating in other industrialized
nations from a present range of 45 to 56 to 71 to 77 percent.

Would this amount to near confiscation?
What is your thought in that regard?
Mr. SMrrn. In my opinion that would amount to near confiscation.

I have figures in my prepared statement, which I omitted in the inter-
est of time, indicating that if one goes from a. 50-percent rate in both
countries, in effect you have a 75-percent rate.

Another way of looking at that is that the amount of income left
after taxes is only one-half of what is available as net income in
either country alone. It would place American business in a completely
untenable position. It would, I think, force the liquidation and sale
of assets by American companies abroad, often at distress price. It
would remove the potential for future income from foreign business
investment, which is particularly important in our presentbalance-of-
payments situation.

COMPANY PROFITs BOLSTERED BY UNDERDEPRECIATION

Senator FANNIN. Dr. Smith, we are trying to show in proper per-
spective just what has happened as far as the American oil companies.
We are not taking a position in favor of them or in opposition, but we
feel that they should be treated fairly and equitably.

The first quarter results of their profits show many American com-
panies with recordbreaking accomplishments.

Is it not true, though, that many companies' profits were bolstered by
underdepreciation which ignores soaring replacement costs?

I think this is something that you brought out.
But to be a little more specific, do you agree with that statement?
Mr. SMITH. I do.
Senator FANNIN. Well, I certainly thank you, and Senator Byrd

will take over as the chairman.
Senator BYRD [presiding]. Thank you, Senator Fannin.
Mr. Smith, do you feel that the depreciation rates should be further

increased over what they are now, the accelerated depreciation?
Mr. SMITH. If there were to be any changes, I think they should be

in the direction of permitting faster, rather than slower, writeoffs-
that is, increasing the depreciation rate, as you say.

Senator BnD. If there is going to be any change, well then, do I
gather from that that you feel that the depreciation rates are about
right now and should be left alone?

Mr. SMITH. Well, I have not contemplated a further liberalization
because I am so concerned with arguing against a lengthening. But on
an international comparison, as others have pointed out this morning,
as the record shows, in many places-I believe Mr. Sanden who is
scheduled as a witness later today may also have further evidence on
this, and I defer to him---our treatment is relatively stingy among
major industrial countries at the present time.

Senator Bym. Well, thank you very much, Mr. Smith. We really ap-
preciate your being here today.

Mr. SMITH. Thank you, Senator.
[The prepared statement of Mr. Smith and material for the record

follow:]
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Statement by

Dan Throop Smith

Senate Finance Committee

June U1, 197,

Mr. Chairman and members of the Senate Finance Committee, I appreciate this

opportunity to testify regarding proposed changes in the tax law, especially the

taxation of income from foreign direct investment and depreciation allowances.

Three general points need to be emphasized to place comments on these and

other specific features of the tax law in proper perspective.

First, it must never be forgotten that each and every tax is inherently

repressive. Taxation, by itself, is discouraging. Individual income taxation

discourages individual economic activity and personal investment by reducing net

earnings. T iriness taxation discourages business investment and business activity

directly by reducing net income or indirectly by increasing costs and, through

higher prices, reducing sales. Consumption taxation discourages consumption by

increasing prices.

Since taxation is inherently repressive it is misleading to speak of "tax

incentive s" or "tax preferences." So called incentives are really no more than

attempts by the Congress to minimize the inherent repressive effects of taxation

as it is applied to particular activities where the full impact would be particulawKly

repressive or even destructive. One m y choose to consider a lesser discouragement

as a positive encouragement -- one can think of many amusing analogies -- but the

implication is misleading.

The distortion of language has been carried to the point of describing any

level of taxation below the highest as a "tax expenditure" or "tax subsidy." The

ultimate implication seeifis to be that all income of all people rightfully belongs

CONow
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to the government and that whatever the Congress does not tax awqy represents

generosity by the government to the people. It is sometimes even stated that

money left in the hands of taxpayers represents money "paid out" by the Treasury.

This attitude is such a ridiculous reversal of our most fundamental concepts of

the relations between citizens and the government that it may seem unnecessary to

warn against it. I do so because casual acceptance of these cleverly contrived

phrases can make particularly repressive tax proposals seem desirable and innocuous.

A second general point is the importance of basing tax legislation on the facts

of the real world rather than theoretical models, often expressed in mathematical

terms. The danger of reliance on overly-refined theory was well-expressed by

Wassily Leontiev, Nobel Prize winner in economics, in his 1970 presidential address

to the American Economic Association in which he commented that "continued preoccupation

with imaginary, hypothetical, rather than observable reality has gradually led to

the distortion of the informal valuation scale used in our academic community."

Leontiev quoted with approval F. H. Hahn, a recent president of the Economic Society,

who said, "the achievements of economic theory in the.last two decades are impressive

and in many ways beautiful. But it cannot be denied that there is something

scandalous in the spectacle of so many people refining the analysis of economic

states which they give no reason to suppose will ever, or have ever, come about....

It is an unsatisfactory and slightly dishonest state of affairs."

As an economist, I agree wholeheartedly with these criticisms. It is tempting

and intellectually satisfying to construct an elaborate theory about some aspect of

taxation. But the theories are often based on assumptions about how people should

react rather than on facts about how they do react in real life. And it is more elegant

to contemplate theory in an academic cloister, or refine it with a computer, than it

is to seek actual facts. The pursuit of factual knowledge is often considered

intellectually demeaning.
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Fortunately, our process of legislation provides for successive steps in which

evidence is collected, through hearings and otherwise, tentative policy decisions

are reached, draft legislation is prepared, and additional hearings are hold to

appriase the consequences of tentative decisions before final action is taken.

The successive hearings, monotonous and tedious though they must be to you who have

to devote so much time to them, are essential to assure a reasonably solid base for

legislation. W counterparts in foreign finance ministries, during the time I was

responsible for tax policy in the Treasury, used to speak with envy of our legislative

process insofar as it assured sufficient deliberation to avoid major errors because

of inadequate review.

Those of you who labored through the development of the present Internal Revenue

Code just twenty years ago will recall in how many instances what appeared to be

desirable changes even after a first set of hearings turned out to have unintended

undesirable results with a need for extensive revisions or, in many cases, a reversion

to existing law. The phrase "Back to existing law" became a frequent slogan. Its

use indicated wisdom rather than defeat.

A third general point is the importance of seeing the tax structure as a whole,

made up of many parts. Though a single segment might not be ideal if it existed

alone, it may be a reasonable and necessary part of a complex tax system. A breadth of

view is especially necessary in appraising the distribution of the tax burden. Too

often, individual elements of the tax system are condemned as not being, by themselves,

progressive. But It is as ridiculous to expect each tax to conform to whatever degree

of progression is desired for the system as a whole as it would be to criticize each

dish in a meal for not containing the exact proportions of proteins, carbohydrates,

salt and even iodine needed for a balanced diet. It is the composite of dishes and

meals which must be judged to decide whether a diet is healthy. It is the composite

of separate taxes which must be judged to decide whether the tax system as a whole

will finance a healthy government -- and leave enough private income for a healthy

economy and society.
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More fundamentally, even the entire tax system should not be viewed alone

in an appraisal of the equity or fairness of government financing. Government

expenditures must also be analyzed in terms of the distribution of benefits

by income classes and other classifications. The distribution of benefits must

be compared to the distribution of tax burdens. The studies made thus far indicate

that government expenditures are of disproportionately large benefit to those with

lower incomes, with steadily decreasing benefits as incomes increase. ( this

basis, even a proportioned tax system would have the effect of redistribution to

those with lower incomes. It is thus doubly unjustified to criticize a particular

tax, or a particular change in the tax system, because. it is not, in and of itself,

progressive.

Elimination of the credit for foreign income taxes or current taxation of

foreign business income and substantial reduction of present depreciation allowances

would, in nw opinion, do great harm to the vitality of our national economy and our

national well-being. It is, in fact, hard to conceive -of t-'o other changes in the

taxation of business, other than adoption of an excess-profits tax, which would bo

equally damaging. The basic issues are clear though the analysis can be extensive

and elaborate. I shall confine my comments to the essential elements.

When business is conducted in two or more countries, each country has a right

to tax it in any way it chooses. If each country imposes its full rates of taxation,

as it is entitled to do, the combined effect is almost certain to be destructive.

Two successive income taxes of 50 percent, for example, give a combined tax of

75 percent and a net income of only 25 out of a pre-tax income of 100. The net of

25 is only one-half of that available from income entirely earned in either country

alone.

For more .than fifty years, various methods have been developed in different

countries to alleviate what would have been double or even higher multiple taxation

of international income. The United Otates and many other countries have used the
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tax credit method. The need for relief was recognized even when corporate tax

rates were much lower than at present, of the order of 10 percent. At present

levels, double taxation would be, to repeat the word, destructive.

Nlo other major country fails to give relief from multiple taxation. If U. S.

business were subjected to a double burden by denial of the credit for foreign

income taxes it would generally become non-competitive. Foreign business assets

would have to be sold, probably at distress prices. Income from foreign investment

would dry up, still further weakening our balance of payments at a time when foreign

exchange is so very important to pay for the vastly increased costs of our oil imports.

Some still contend that business investment abroad is against our national

Interests in that it reduces domestic employment and investment. The evidence is

overwhelming, however, that business Investment abroad actually increases domestic

employment and our own exports. Foreign direct investment sustains rather than

impedes our domestic economy.

It is also proposed to tax currently the uditributed income of foreign

subsidiaries of U. S. corporations This proposed change is sometimes referred

to as a removal of a "deferral" of taxation of income from subsidiaries. The word

"deferral" has come to be widely used in this connection but it is as thoroughly

unjustified as are the phrases "tax expenditures" and "tax subsidies." It would not

be far-fetched to assert, as an analogy, that the estate tax.was "deferred" until

death for those who lived beyond their expectancy. Since, on the average, estate

taxes are payable yhen life expectancies run out, an one living beyond that time

might be thought of getting a &pecial tax break.

We have never taxed undistributed income of.foreign subsidiaries, except in

special cases involving tax havens. Nor has any other major industrial country taxed

such income. Furthermore, to do so would bring in little, if any, revenue because

foreign tax lawe inevitably would bemodified to impose their own taxes on whatever
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amounts we taxed as imported income to U. S. parent corporations. If we presume,

for tax purposes, that the income of foreign companies is taxable to a U. S. company

as though it had been received,when in fact it has not, the countries where the

subsidiaries are located will presume, for their tax purposes, that the income has

been paid out and hence taxable under their dividend taxes, even when in fact it has

not been paid out. The net result will be more taxes paid to foreign governments and

less retained earnings for investment by our foreign subsidiaries. Foreign governments

will receive more taxes and the competitive position of U. E.-owned subsidiaries will

be weakened. The proposal seems to reflect a fondness for taxation for the sake of

taxation, even though the consequences are in no way in our national interest.

Other, more technical changes may be proposed regarding the taxation of foreign

business income. All of them require thorough examination which is beyond the scope

of my brief testimony today. The option of a per country or overall limitation on

foreign tax credits was developed more than a decade ago by this committee. Each

method is valid under different circumstances. Neither should be brushed aside without

thorough review.

A proposal to require a minimum distribution from foreign subsidiaries may be

less damaging than current taxation of all undistributed earnings, if some change'is

to be made. But a minimum distribution rule also would require careful analysis to

determine the appropriate level of distribution and to define the income subject to

the requirement. It appears, for example, that if the specified percentage were applied

only to operating income rather than total income, a substantial tax barrier might be -

Imposed against funds needed to meet competitive requirements abroad.

Another proposed general rule, imposing a U. S. tax on undistributed income of

foreign subsidiaries if the foreign tax rate is below a specified level, raises another

seemingly technical matter with far-reaching implications. The rule would appear to be

particularly onerous if it wexe applied on a per country basis. Issues of this sort,

though they may appear to be technical, can have major impacts on particular industries

and companies, action on them deserves thorough review in hearings.
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The foregoing comments are not intended to imply that the present tax treatment

of foreign income is ideal. The application of section 482 and the proposed

regulation under section 861 regarding the allocation of income and expenses between

related companies need extensive revision along lines which have boon advocated by

many advisory groups. Regulations under these sections are complex. They may give

great intellectual satisfaction to a perfectionist but they are an abomination to a

practical man.

A threatened disallowance of expenses in the U. S. on the grounds that they are

in part attributable to a sales branch abroad is enough to discourage a small or

even a medium-sized company, from pushing its exports effectively. International

agreement on rules for allocation of international income would be desirable but

they have not been established. We have acted unilaterally and should not expect

others to relieve our companies of unreasonable burdens which we impose on them in

international business.

Criticisms of our DISC provisions also often ignore the realities of business.

The DISC rules usually have been considered in terms of their impact on pricing of

export goods and it is sometimes said that the possible effect on prices is not

sufficient to justify this special treatment. What is overlooked is the simple

fact that most products do not sell themselves. Sales effort is required and top

manaqement attention is necessary to stimulate and direct the sales effort. The DISC

provisions can be significant in calling the attention of management to the advantages

of exports. This in particularly important in the U. S. where. the domestic market is

the principal market for most companies, in contrast to the situation in many European

countries and Japan where exports are a large part of total sales and accordingly

regularly receive major attention.

With reference to depreciation allowances, the adoption of the Asset Depreciation

Range method of calculating tax depreciation reduced the tax penalties against capital

investment by U. S. companies to levels somewhat comparable to those in other major

countries. I emphasize. along the lines of my opening coemsent, that present depreciation
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allowances are not a tax incentive. The corporation income tax is a major tax

disincentive. Paster depreciation merely reduces this inherent tax penalty on

business investment and activity. Even if all capital investments were written off,

that is, expensed, in the year of acquisition, the income tax would still be a

disincentive tobusiness investment.

Our tax law has been among the most stringent in the w)rld with respect to de-

preciation allowances, that is, it has embodied the most forceful disincentive. The

process of improvement began in 1954 when declining-balance depreciation was adopted

in this Committee on the recommendation of the Treasury. That was a relief measure

compared to the previous requirement for straight-line depreciation. As was then

recognized there was nothing sacrosanct about straight-line depreciation. Declining-

balance depreciation is equally reasonable, perhaps more so. A decade later, less

stringent group depreciation was authorized but its advantages were largely nullified

by a reserve ratio test. The present treatment, first adopted by the Treasury and

later incprporated into specific legislation, has at last put our tax law on a sensible

bask sinbe the issuance of the notorious T.D. 4422 forty years ago.
A
It would be peculiarly unfortunate if the tax disincentives on business were to

be increased now by reversing the major improvements of the past 20 years.

The need for capital investment is particularly great and the usual sources of

capital are unusually scarce or costly, High interest rates, which are the inevitable

result of inflation, increase the cost of borrowed funds. Corporate profits are

generally overstated by the extensive use of first-in first-out inventory accounting.

Depreciation allowances based on historic cost fall even further short of covering

replacement costs. The low level of the stock market makes new issues of corporate

stock almost prohibitively expensive in terms of the dilution of the interest of

existing stockholders. Only retained earnings remain as an available source of funds

to meet normal requirements and make up the deficiencies in other sources.
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,An increase in corporate taxes through a reduction in depieciation allowances

would, in the first instance, reduce the funds available for retention or, to the

extent that higher taxes could be shifted forward, give a further twist to the in-

flation spiral through tax-induced price rises. Eash of these points deserve

: elaboration and I would be glad to develop any of them.

The current attack on corporate profits seems especially inappropriate and

unreasonable. With returns of 8 to 10 percent available on passive investments,

corporate profits must rise to secure new funds and to justify the use of whatever

funds are available in corporation for business investments with all their inherent

risks. It is, in fact, questionable whether normal uses of retained earnings are justified

when profits are under attack and alternative uses are available at existing interest

rates. Fortunately, tradition is strong and customary patterns of business behavior

persists, but if there is a freeze on profits, or a reduction in income directly or

indirectly through changes in the tax laws, the alternative uses of corporate funds

will come to te considered by management or insisted on by stockholders.

Tho.attacks on corporate profits by some groups represent an adversary point of

view which, If it prevails, can have truly catastrophic effects on our economy --

and I do not use the word catastrophic lightly. An adversary point of view seems to

prevail in England where Individaul income tax rates on investment income have been

raised to 98 percent. Such taxation represents, in the words of one English journal,

"pure fiscal vindictiveness". The changes under consideration here fall far short

of such an extreme, though some of them certainly reflect an adversary point of view,
I

which approaches a punitive if not a vindictive attitude towards our system of

enterprise. "le proposals now under consideration for hasty change in the tax law

require cercfui analysis and extensive review to avoid unintended repressive and even

destructive con.zquences.
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Inflation. interest Rates and Profits

Dan Throop Smith

Actual or prospective increases in business profits are frequently

criticized as unjustified -- and sometimes even condemned as "extortionate"

or "unconscionable." But it is these criticisms which are themselves

unjustified. In view of inflation and the present and prospective interest

rates in the range of 7 to 10 percent, approximately double those of a

decade and more ego, business profits must increase above traditional

levels to provide adequate funds -- and to justify the use of whatever

internal and external funds are available -- for business purposes.

Interest rates, inflation, stock prices and corporate prices are

all interrelated in the capital markets. qhe causal connection between

inflation and high interest rates is not clear. To some extent the

influence is through the supply side, as lenders seek to protect them-

selves from the falling value of money. To some extent the higher interest

rates arise from increasing demand, as potential borrowers of all sorts

seek funds to buy assets in anticipation of further price rises.

Regardless of the relative weight of the various reasons, inflation

and higher interest rates go together. And together, inflation and higher

interest rates are the basis for these comments on the justification and

need for business profits which are higher in both dollar amounts and in

apparent rates of return on assets than have been customary in recent years.

The fact that 7, 8, 9 or 10 percent returns are available on passive,

virtually riskless investments establishes a base against which both
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investments of corporate. funds in business assets and purchases of common

stock by individual and institutional investors with all their risks and

uncertainties, must be compared. -A prospective 10 percent return after

-taxes on;business assets may have- been adequate when qompared to a 4 or

5 percent on passive investment. But with a base of perhaps 8 percent

available on passive investments in securities with no risk of default,

return of much more than 10 percent is needed to justify cmitments

of funds to business risks.

Present levels of interest rates combined with rising prices due

Into inflation have many implications for business finance and 'investment,

with ramifications throughout the entire economy. Among the principal

consequences are the following four propositions, each of vhich could

be developed at length.- Theysare stated concisely here for the sake of

brevity.

1) The.direct.adverse effect of higher interest rates on stock

market prices is familiar to anyone who reads the daily financial news,

though the underlying-reaaons are not self-evident.

&A highsr.interest-rate forces.the price/earnings ratios of-common

. stocks down, The price/earnings ratio of stock represents a capitalized

value of soticipated corporate earnings. With interest rats at 5 percent,
a price/earnings ratio of 20 might be regarded as comparable, if one ignores

, risks. A ratio of 20 represents a 5 percent returnr" on the market value

of the purchase price of stock, with. some or all of the "return". consist-

ing of earnings, retained, by the corporation. The greater risk in the

.corporate use of funds may be considered as rouebly offset by the pros-

pect of growthof earnings.
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But with interest rates at 8 percent, a comparable price/asrnings

ratio would be 12.5/1. Only at that price would there be an equivalent

8 percent "return" on the purchase price of stock. And with growth

prospects for corporate earnings jeopardized by widespread criticisms

of profit levels, a much lover price/earnings ratio, and hence lower

stock prices, would be expected to allow for the greater risk and

inherent uncertainty in business ventures.

Present price levels and price/earnings ratios of corporate ccan

stocks thus may not be a temporary aberration due to doubt and uncertainty

about the mediate course.of business but rather a delayed readjustment

of stock values to conform to the base established by the higher level

of interest rates which has developed during the past several years.

Shifts in portfolio investment policies by professional investment

managers in response to present comparative yields in bonds and stocks

may be slow, as they were a decade and more ago In the reverse situation

when bond prices were high and stock prices relatively low in view of

existing and prospective corporate profits. Nov a fondness for growth

stocks in preference to traditional portfolios seems to persist regardless

of much higher yields from bonds. But justification for continued fondness

for growth stocks -- and for stocks in general as an inflation hedge --

rests on continued growth of corporate profits -- and that is the point

at issue.

2) A lower level of stock prices, the corollary of lower price/

earnings ratios, discourages corporate financing by new stock issues.

At lower stock prices, additional claims against corporate income
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represented by new stock are likely to increase sore than the earnings

from new assets, thus'diluting per share earnings. Dilution of earnings

is and should be a major barrier to new financing. It is neither fair

nor prudent to make corporate investments when.the "cost" of new equity

funds reduces the earnings of the existing equity interest.

The lover the price/earnings ratios, the larger the profits sust'

be to support stock prices which will permit new stock issues without

dilution. Thus by leading to lover price/earnings ratios, higher

interest rates make higher profits necessary to permit new stock issues

without dilution.

The popular presumption that corporate common stocks provide a

hedge against inflation is nullified to the extent that corporate

profits are held-down to an earlier level. A realization of this fact

would discourage investments in corporate stock, still further depressing

stock prices and discouraging corporate financing by new issues of stock.

-3) Higher interest rates also make higher profits necessary to

justify retention of corporate earnings- for business purposes. With

passive investments yielding returns in the 7 to 10 percent range,

returns fro funds used in business activities should be commensurately

-larger to justify-their vse-for business purposes.

The same point applies to internal funds arising through depre-

ciation and other no-cash expenses. Replacement of plant and equipment,

though customarily made with less regard to profitability than invest-

ments of funds from outside financing, really is justified only if the

new assets yield-profits sufficient to give-a rate of return appro-

priately higher than that available on passive,ivestmente.
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Use of corporate funds for passive investment$, except as a temporary

measure, is not mon$ the alternatives regularly considered by management.

Nor is A major increase in the proportion of earnings distributed to

stockholders, let alone a partial liquidation of a company, ordinarily

considered, even if stockholders might make more profitable use of the

funds thus distributed. Many objectives other than maximum returns

influence decisions on dividends, including desires of management for

continuity and growth of the enterprise as a business entity. These

other objectives may conflict with maximum rate of return on the equity

segment of the total investment. In time, however, pressures from

stockholders may be presumed to develop to force distributions of

corporate funds which cannot earn returns comnensurate with those

available on passive investments.

4) Analysis of the level of business profits necessary to provide

a reasonable margin above the returns available from passive investment

must take account of the fact that during periods of inflation business

profits are grossly overstated by conventional accounting practices.

The critical factors are well known. Overstatements arLse from a)

inventory profits, through widespread use of first-in first-out inventory

accounting and b) depreciation based on historical cost rather then

replacement cost.

First-in first-out inventory accounting shows as profits amounts

which are and must be automatically reinvested in inventory to maintain
0

any given physical quantity of inventory. In periods of inflation,

inventory "profits" are substantial in amount and completely unsubstantial

in providing funds for business purposes.
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Inflation also makes depreciation based on historical cost inadequate

to replace old buildings, machinery and equipment. ewfunds,, either

from retained earnings or from new borrowings or stock issue-. thus

become necessary even to maintain an existing plant capacity when

depreciation is based on historical cost. Still more funds are needed

to cover the costs of ner environmental standards and other social

concerns.

It is thus particularly unreasonable to consider a prior absolute

(dollar) level of corporate profits as a norm. With higher prices of

commodities aUd higher costs of production, more funds are required for

working capital to maintain a given level of physical inventory 
and also

even to finance a gtven physical level of credit sales to customers.

With higher costs for replacement* of old plant and equipment and 
with

the need for expanded capacity, more funds are required for fixed

capital and hence larger absolute (dollar) profits are necessary even

to maintain a given rate of return on capital.

But, to revert to the first proposition, even higher absolute

(dollar) profits are inadequate if they are not enough higher to provide

a higher rate of return on a larger investment of funds. The base estab-

lished by the new level of interest rates thus justifies and indeed

requires an increase in profits sufficient to yield a competitively

higher rate of return on a larger investment.

Protests about corporate profits, whether spontaneous, stimulated or

simulated, ignore the actual facts indicated by careful analysis, 
such as

the conclusion of the National Bureau of Economic Research in its March

1974 Report (p. 6) that in 1973



720

*.. . adjusted after-tax profits per unit of output fell by
three per cent. As a matter of fact, the latter have remained
at about the same level since 1971, and lover than in any year
since 1948 except for 1969 and 1970. The contribution of this
factor to the inflationary surge of 1973 was, if anything,
negative."

The foregoing four points reinforce each other and support the

general proposition that the present and prospective level of interest

rates establishes a new and much higher base for returns on passive

investments against which business profits must be compared. Unless

business profits rise substantially above previous traditional levels,

both in absolute (dollar) amounts and in rates of return, they will

not provide adequate funds, or adequate incentives to use what funds

are available, for business purposes. It is not only fair for the

level and rate of profits to rise under the present economic circus-

stances. It is also necessary for profits to rise above past levels

in dollars and in rates of return if investment in business assets

is to be maintained. The case for increased profits deserves systematic

and widespread support to offset misconceptions and criticisms regarding

present and prospective profits.
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Senator BYmD. The next witness will be Mr. Dennis P. Bedell, chair-
man of the AMC, American Mining Congress Tax Committee.

STATEMENT OF DENNIS P. BEDELL, 0AIRXAN OF TIE AMERICAN
MINING CONGRESS TAX COMMITTEE, ACCOMPANIED BY LAU.
RENCE P. SHERPY, VICE PRESIDENT AND GENERAL COUNSEL OF
THE AMERICAN MINING CONGRESS

Mr. Bmwz. Thank you, Mr. Chairman.
Senator ByRD. We are glad to have you, Mr. Bedell. You may pro-

ceed as you wish.
Mr. Brz m. Thank you, sir.
For the record, my name is Dennis Bedell. I am appearing today on

behalf of the American Mining Congress, which is a trade association
representing all segments of the mining industry. Accompanying me
is Laurence P. Sherfy, vice president and general counsel of the
Mining Congress.

Mr. Chairman, we appreciate this opportunity to appear before the
committee to express the concern of the mining industry with the pro-
posed Senate floor amendments to H.R. 8217. This concern is es-
sentially twofold: first, with the procedural situation in which the
amendments are being considered; and second, with the very ad-
verse effects that many of those amendments would have on the
mining industry's ability to meet the challenges facing it.

PROcEDiUAL SrruATIoN IN WHICH TAX AMENDMENTS ARE
BEINO CONSIDER

I would like tn briefly comment on the procedural situation. Tradi-
tionally, major tax legislation has received the very careful considera-
tion of the tax-writing committees of Congress. One need only recall
the Revenue Act of 1971, and Tax Reform Act of 1969, and the very
lengthy hearings and extensive markup sessions in which the tax-
writing committees deliberated evaluating the proposals made and
facts presented, in formulating that legislation.

The present situation makes it very difficult to pursue this orderly
method of considering tax legislation. We commend the committee
for having these hearings, but it appears unlikely that the Finance
Committee w*!l be able to give to the proposed amendments the degree
of consideration which they warrant. And this, we respectfully sub-
mit, is a most unfortunate situation.

SERIoUs EFFECT oF CERTAIN AMENDM2NTS ON THE MINING INDUSTRY

Of even greater concern to the mining industry, however is the
serious effect which many of the proposed amendments wouid 'have
on the mining industry's ability to meet the challenges facing it in
the years ahead.

We face a severe shortage of the minerals which are so essential to
our economy. The Secretary of the Interior has projected the de-
mand for and supply of, minerals in the United States for the year
1985 and the year 2000. In the year 1985, it is projected that domestic

34-639 -74 - pt. - 24
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production ofhard minerals, will total $21 billion. Domestic demand,
however, will be almost. twice that or $40 billion, leaving a gap between
domestic demand andomestic production of $19 billion.

-In the year 9000 domestic production. is projected to rise to the
level of $96 billion. The projected-demand, however will be almost
three, times -that 'or -$70 billion, leaving a shortfall of $44 billion.

At the samne time that this is projected to occur, demand around
the world, for minerals-is increasing. Even though over the past years
our consumption in'the United States of minerals has increased, as
a percent 'of worldwide production it has decreased. In the, period
1950 to 1968, it decreased from 42 percent to 28 percent, indicating
the increasing demand in other. areas of' the world for minerals.

Now,' to meet the-challenge of developing adequate domestic re-
sources to fill this gap or.to narrow it will-require tremendous amounts
of capital. We at'this point have discovered most of our rich ore
bodies. The ones. that are left are generally low-grade deposits. This
requires very sophisticated means of exploration to locate them and
the use of eostly. equipment. The development of these deposits is

.extremely expensive. Many of them require underground operations
which entail substantial additional costs.

In many cases . we must first develop the- technology required to
mine and process'these, minerals before it is economically -feasible
to do so.

Finally,the capital investment required -for processing facilities
,once the minerals are extracted'from the ground is of very large mag-
nitude. The. mining-industry is also faced with substantially increased
costs as a result of legislation which has-been enacted in. recent years
in the area of environmental matters and health and safety.

This obviously will."require a great amount of capital. The needed
:funds have to either come from. internally generated cash flow of the
mining 'companies or from external financing A reasonable level of
-profitability is crucial to both of these.

The proposed 'amendments that would increase the minimum tax-
in the case of corporations- to a large extent the minimum tax is
merely an additional tax on- percentage depletion,. and the repeal of
the investment credit and 'the asset depreciation range system. for an
industry which is as-capital intensive as the mining industry would

.,.severely'increase its current-tax burden and take from it very signifi.
cant -amounts of profits and. funds, thereby seriously impairing

'its- ability to meet the challenge of-developing additional domestic
resources.

The, amendments also contribute to the, climate of uncertainty that
makes it very difficult to engage in an orderly development of our
resources. The discovery of an ore body and the development of a
mine is a long-termpr ject, and a mining company must be able to
estimate- at the outset of that projo fth, -some degree of reasonable-
ness the costs that-will be incurred. If changes are to be made of a
major-magnitude in our tax larwson a cyclical basis, reinstating the

- investment credit and -repealing it, adopting the asset depreciation
. range system and thenrepealing it, this makes it very difficult to plan

and to engage- in a'ational manner i the undertakings which these
expenditure-programs require. ,
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I would like to comment briefly on the importance to us of foreign
sources of minerals. It is obvious that with the tremendous gap be-
tween domestic production and demand facing us, we will have to
continue to rely on foreign sources of minerals in the short-run. In
the long-run, even as we develop our domestic resources, there will
be a need in the case of some minerals to continue to rely on foreign
sources precisely because those minerals do not exist in this country.
It is important for this purpose that U.S. mining companies be able
to participate in the development of forei mineral sources to help
provide us with assurance that these supplies will be available to us.

For American mining companies to be able to do this they have to
be able to effectively compete with mining companies from other major
industrialized countries of the world such as the United Kingdom,
France, Japan, and Germany.

The American Mining Congress had prepared for it ao study by
the accounting firm of ooers and Lybrand of the relative tax treat-
ment by various major capital exporting countries of investments by
their companies in countries where mineral bodies are located. This
study showed that of these major capital exporting countries, the U.S.
tax system generally treats our companies in a worse manner in terms
of the after-tax rate of return from the investment than do the tax
systems of other countries. I

Therefore, we are already at a competitive disadvantage abroad in
trying to develop and maintain foreign mineral sources of supply.
Changes which would further increase the tax burdens on foreign
investments of U.S. mining companies, such as through cutbacks in
the foreign tax credit or limitations on its use or the repeal of the
Western fHemisphere Trade Corporation deduction, would worsen
the already bad situation American mining companies face abroad.

Thank you, Mr. Chairman, for this opportunity to present our views
to you. MINERAL SHORTAGE

Senator BYm. Thank you, Mr. Bedell.
You mentioned shortages of minerals.
Of course, that does not apply to all minerals, does it ?
Mr. BEDELL. It does not, sir. There are some 104 minerals, most of

which are represented in the American Mining Congress, and with
respect to some the potential shortage is greater than others, and it is
true that there is not a projected shortage with respect to every one.

Senator Bmn. Which minerals will be in the greatest short supplyI
Mr. Bw mE. Some of the ones, running down the list-aluminum is

projected to be in very substantial short supply. Calcium, nickel-
Senator Byiw. Well, nickel is in short supply now, is it not?
Mr, BEDELL. In this country it is, si. ...

Senator Bvm. That is what I mean.
You'are speaking of this country now ?
Mr. BEELL. Yes; I am- speaking of domestic production versus

domestic demand, and the shortage figures which I mentioned before
were the gap between domestic production and domestic demand. We
certainly agree with the policy Congress expressed in the Mining and
Mineral Policies Act of 1970, that a strong domestic mining industry
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and the development of our domestic resources should be pursued with
as much vigor as possible.

Tungsten is another- one which is projected to be in very short
supply; Gypsum. Many of the major hard minerals are included within
the category where at projected production levels the demand is ex-
pected to substantially exceed the supply in the United States.

I would be happy to furnish a more extensive list to the committee
if that is desired.

Senator BYRD. It might be helpful to the committee if those minerals
that will show an appreciable short supply over a period of time, if a
list of those minerals could 'be inserted- in- the record. I think it might
be helpful.

Mr. BnDELL. I will be glad to furnish a list of those minerals for in-
clusion in the record, Mr. Chairman.

Senator BmRD. Thank you very much.
The committee appreciates your being here today. The proposed

changes in the, tax code could have widespread ramifications, I think,
throughout industry, and I think. it is important that before the Sen-
ate acts orbefore the committee acts--it may be taken out of the hands
of the committee, but before, the Senate acts that as much informa-
tion as possible should'be available,,and your testimony today will be
most helpful.

Thank you.
-Mr. Bzzum. Thank you, Mro0Chairman.
[Material requested by Senator Byrd :and Mr. Bedell's prepared

statement follows:]
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June 12, 1974

Honorable Russell B. Long
Chairman
Committee on Finance
2227 Dirksen Senate Office Building
Washington, D.C.

Dear Mr. Chairman:

During my testimony before the Committee on
Finance on June 11, 1974, on behalf of the American
Mining Congress, I indicated in response to a question
of Senator Byrd of Virginia that I would submit for
the record information regarding those hard minerals
which are presently in short supply in the United
States (in terms of U.S. demand compared to U.S. pro-
duction) and those hard minerals which are projected
to be in short supply in the years ahead.

Data on these questions are found in the
First and Second Annual Reports of the Secretary of
the Interior to Congress pursuant to the Mining and
Minerals Policy Act of 1970. In the Secretary's
Second Annual Report, a chart on page 22 shows the
percentage of U.S. demand for various minerals supplied
by imports in 1972, which indicates the shortfall of
domestic production for these minerals. A copy of such
chart is enclosed as Exhibit I.

The Secretary's First Annual Report contains
a tabulation on page 63 which sets forth actual U.S.
demand and U.S. production in 1970 of most minerals
and projected U.S. demand and U.S. production of those
minerals in the years 1985 and 2000. A copy of such
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tabulation is enclosed as Exhibit II. It should be
noted that in. the long run most hard minerals are
projActed to be in short supply in terms of U.S.
demand as compared to U.S. production.

Respectfully submitted,
Mining Congress

Dennis P. Bedell
Chairman, AMC Tax Colaittee
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EXHIBIT I

Fig. 2
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EXHIBIT II
Table Cparison Of U. 3. Prixwu7 Demand vith U. S. PrImau PtwodGetton 1970, 1985- an 2000.
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Mr. Chairman:

My name is Dennis P. Bedell. I am appearing before

you today on behalf of the American Mining Congress and am

accompanied by Mr. Laurence P. Sherfy, Vice President and

General Counsel of the American Mining Congress.

The American Mining Congress is a trade association

representing all segments of the mining industry. It has

approximately 500 members, including producers of industrial

and agricultural minerals, iron ore, copper, sulphur, cement,

lead, zinc, gold, and silver. Its headquarters are in

Washington, D. C.
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Summary of position

The proposed Senate floor amendments to.H.R. 8217,

which are the subject of these.hoarings, are Of great concern

to the American Mining industry. These proposed amendments

are being considered.in a procedural situation in which it is

not possible for them to receive the careful and deliberate

consideration which should attend the adoption of major tax

legislation. It cannot be over emphasized that the proposed

amendments involve very major changes in our tax laws. By

imposing massive new tax burdens on the American mining

industry,.these amendments would seriously impair the industry's

ability to obtain the capital needed for the development of our

domestic mineral resources which must occur if we are to meet

the challenge of narrowing the projected shortages of domestic

mineral supplies.in the years ahead. Moreover, the investment

credit and Asset Depreciation Range system are essential ele-

ments of a rational capital cost recovery system. Their

repeal would reintroduce into our tax laws a harmful bias

against the capital investment which is so necessary at this

time to effect the required expansion and modernization of our

nation's.productive facilities. Their repeal, as well as the

imposition of new limitations onthe foreign tax credit, also

would worsen the competitive position of American industry

abroad with resulting adverse effects on our balance of payments

and our ability to obtain the imports of foreign minerals we

vitally need.
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procedural situation

Changes of the magnitude and dimension of those

embodied in the proposed amendments merit the most careful

consideration of the Congress and particularly of this Committee

and the House Committee on Ways and Means. Traditionally,

changes in the tax law have received the careful consideration

of the tax-writing committees of Congress. With their particular

expertise in the tax area and the assistance of their highly

qualified staffs, these committees have evaluated the facts

and on the basis of that have formulated the appropriate changes

in our tax laws. One need only look back over recent years to

the consideration given the changes embodied in the Tax Reform

Act of 1969 and the Revenue Act of 1971. Both of these Acts

involved significant changes in our tax laws. And both Acts

received the intensive scrutiny of the tax-writing committees

in lengthy public hearings and markup sessions. When these

bills were considered on the Senate floor, Senators had the

benefit of the lengthy and thorough deliberations of this

Committee on the subject matter contained in the bills.

The present procedure, however, involves a radical

departure from this time-tested method of formulating major

tax legislation. While the Committee on Finance through these

hearings is affording interested parties, such as the American

Mining Congress, the opportunity to present their views on the
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-proposed amendmehts, and we commend the Committee for holding

these hearings, it appears unlikely that the Committee will

be afforded the opportunity to give to the proposed amendments

the usual careful and studied consideration of its deliberations

in markup sessions. As a result, Committee members and the

Senate generally will not have the benefit of that considera-

tion. This is, we respectfully submit, most unfortunate.

Challenges facing mining industry

Of principal concern to the American mining industry,

however, is the serious adverse effect-which the proposed

amendments would have on the industry's ability to meet the

massive challenges facing it.

In the Mining and Minerals Policy Act of 1970,

Congress stated it was our national policy to foster and

encourage private enterprise in the development of an econom-

ically sound domestic mining industry and in the orderly-and

economic development of domestic, mineral resources. The

critical importance of this national policy becomes readily

apparent when it is realized that the United States presently

faces a severe shortage of minerals, which are the lifeblood

of our industrial economy and our national defense and are the

basic products from which substantially all other products are

derived.

/1

/
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Recent authoritative sources for data on the present

and projected supply and demand for minerals are the First and

Second Annual Reports of the Secretary of the Interior to

1Congress pursuant to the Mining and Minerals Policy Act of 1970.

The Secretary's Annual Reports project that in the years ahead

primary domestic demand for minerals will substantially exceed

domestic mineral production at an ever-widening pace. In con-

stant 1970 dollars the gap between domestic demand for, and

domestic supplies of, hard minerals was $4 billion in 1970 and

is projected to increase to $19 billion in 1985 and to $44

billion in the year 2000.

To meet this gap, we have been increasingly relying

on foreign sources. The world production of principal minerals

increased from $37.1 billion in 1950 to $77.4 billion in 1968

(in terms of 1968 dollars), but production of these same

minerals in the United States increased only from $14.2 billion

to $18.5 billion. During this same period our consumption of

these minerals increased from $15.5 billion to $21.6 billion.

Although our consumption increased almost 40 percent, it

declined as a percent of world production from 42 percent in

1950 to 28 percent in1968 -- illustrating that consumption in

J the rest of the world is increasing at an even faster rate.

It is obvious from these figures that as our needs

increase the even higher rate of mineral consumption in other

Y .. -
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countries and the resulting increased world-.wide competition

-for minerals will make it increasingly difficult for us to

obtain the minerals we need unless the projected gap between

domestic demand and domestic production can be narrowed.

Need for capital

To meet this challenge will require the expenditure

of tremendous amounts of capital. Existing facilities must

be expanded and modernized to more effectively exploit known

mineral deposits. New deposits must be discovered and developed.

The discovery of minerals in the United States is

becoming more and more costly. Most of the rich ore beds have

.already been discovered, and low grade deposits are the only

ones left. Today,.the industry must expend great sums of

money on exploration in the United States, requiring sophisti-

cated andexpensive geological,,geochemical, and geophysical

equipment. Exploring underground is-particularly costly. In

many eases, the deposits .that are discovered are of such a low

grade that-the technology required to make it economically

, feasible to mine and-.processthem must first be developed.

.Also, to process low-grade ores at a low cost per ton requires

tremendous capital investment In facilities for large scale

operations.
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In addition to these expenditures, the American

mining industry is faced with large increases in costs as a

result of the great amount of environmental and health and

safety legislation affecting the industry which has been

enacted in recent years.

Where will the enormous amount of capital required

to meet these needs come from? The mining industry historically

has met its capital needs by means of internally generated

cash flow. This, however, is no longer true. In recent years

the industry has been required to turn increasingly to debt

financing, thereby significantly increasing the industry's

debt burden and its debt/equity ratio. The industry's ability

to generate capital internally and to attract outside capital

is dependent cnits profitability for that determines its cash

flow and return on investment. The lower the industry's

profits are, the less funds are generated internally to meet

capital needs. Moreover, decreased profitability would

seriously impair the industry's ability to obtain external

financing. Its ability to service new debt burdens would be

impaired if it was even able to-attract with its decreased

profitability the needed funds in the first instance.

Effect of proposed amendments

This imposition of the massive tax increases on the

mining industry that would result from the adoption of the

proposed amendments would so drastically reduce its cash
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flow as to seriously impair its ability to obtain the enormous

amount of capital funds needed to meet the challenges of achiev-

ing the policy expressed in the Mining and Minerals Policy Act

of 1970 of a self-sufficient and sound domestic mining industry.

The substantial increase in the minimum tax, the repeal of the

Asset Depreciation Range system and the repeal of the investment

* credit would through the resulting increased taxes deprive the

American mining industry of very large amounts of needed capital.

Indirectly, ,the repeal of percentage depletion for oil and gas

would adversely affect the mining industry through the resulting

increased costs for energy of which the mining industry is a

heavy consumer.

In addition to the adverse effect of the proposed

amendments on the mining industry's ability to meet its capital

.needs, the amendments would effect changes in our tax laws

which are not-sound from a tax policy standpoint. The present

minimum tax is in reality an additional tax, not a minimum

tax. For the mining industry and corporations generally, it

is essentially an additional tax on percentage depletion deduc-

tions. The only aspect of the 10-percent minimum tax which

gives it any resemblance to a minimum tax is the deduction

allowed for the regular income tax. This deduction would be

eliminated by the proposed amendments, leaving an additional

tax on percentage depletion deductions. This makes no sense
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from a policy standpoint. Similarly. the repeal of the

investment credit and the Asset Depreciation 
Range system

would be a most unwise policy. This would result in a bias

in our tax laws against capital investment 
at precisely the

time when modernization and expansion of 
our nation's

productive facilities is needed. The maintenance of reason-

able tax incentives for capital investment 
is especially

important at this time when significantly higher replacement

"costs for business assets are being encountered as a result

of inflation. Our productive capacity must be modernized

and expanded if we are to solve our economic problems at

home and maintain our competition position 
abroad.

These proposed amendments also would contribute 
to

the climate of uncertainty which is inimical 
to the orderly

development of our domestic mineral resources. 
The discovery

of an ore body and the development of 
a mine is a long-term,

5 to 10 year project. A mining company must have a reasonable

estimate of the costs to be incurred for the project 
before

it is undertaken. Mine development plans and capital

expenditure programs currently underway 
or in the planning

stage have been formulated on the basis 
of the present tax

structure including the Asset Depreciation Range system and

the investment credit contained in the 
Revenue Act of 1971.

34-639 0- 74 - p.
2

- 25
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The repeal of these measures so soon after their considera-

tion by Congress in 1971 would create a climate of uncertainty

and instability and seriously impair the industry's ability

to plan and undertake in a rational and sound manner the needed

expenditure programs.

Foreign mineral sources

At the same time as we are vastly expanding our

domestic mineral capacity, it will still be essential for us

to rely on foreign sources of minerals. Moreover, for certain

minerals foreign sources of supply may have to be relied on for

the foreseeable future since sufficient amounts of these

minerals may not exist domestically. The mining of foreign

reserves by U. S. companies provides a greater assurance that

these foreign minerals will be available to us, although

there are, of course, risks arising from the uncertainty of

the political environment in some foreign countries. Because

of economic conditions, the state of the technology and the

lead time required for the development of new deposits,

however, increased production of domestic minerals is simply

not a viable means of meeting projected domestic demand in

the short run.

This is not to say that the significantly increased

efforts which are necessary for further exploration and

development of those minerals which exist in the United States
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should not be undertaken from a long-run standpoint. These

efforts must be pursued, but they should be pursued hand in

hand with.those efforts necessary to.continue to assure our-

selves of needed supplies of foreign minerals. The size of

the projected gap between domestic demand and domestic.supplies

of hard minerals is so great in the long run that very sub-

stantiaX increases.in domestic production -- even a doubling

of production -- will still leave a gap which must be filled

by substantial imports of foreign minerals. The U. S. mining

industry should be allowed to effectively participate in the

development of these foreign minerals. In addition to pro-

viding us with additional assurance that the minerals will

be available to.us, this will also tend-to mitigate the

balance of-payments effect of imports since the profits

arising on the importsfrom U..S..mining companies will be at

least-in part repatriated to the United States.

The United States mining industry, has already made

very substantial investments abroad for mineral exploration

and development and,for the very substantial capital invest-

ments for facilities.which are required for the processing

and transportation of minerals. Obviously, substantial

additional~capital investments will be required to find and

develop additional supplies of foreign minerals.
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In attempting to carry on these activities, American

mining companies must compete with mining companies from other

capital exporting nations, such as the United Kingdom, France,

Japan and Germany. To the extent American mining companies

receive less favorable tax treatment from the United States

than companies of other capital exporting countries receive

from their countries, the U. S. companies are placed at a

competitive disadvantage. As a means of comparing, in fairly

precise terms, the relative tax treatment applied by capital

exporting countries to the foreign activities of their mining

companies, the American Mining Congress had a comparative

study made for it by the accounting firm of Coopers & Lybrand.

This study focused on the effect which the tax systems of

important capital exporting countries in conjunction with the

tax systems of a varied range of capital importing countries

have on after-tax rates of return of mining companies. 'The

objective of this study was to apply a common measurement

standard (i.e., after-tax rate of return) to the tax systems

of the United States and its principal capital exporting

competitors. After-tax rate of return was chosen as the

standard of comparison because it is the most objective

measure of the profitability of a mining company's investment

in connection with a foreign mineral deposit, because -it is

a reasonable measure of an investor's capacity to make
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concessions to the host country and thereby outbid other

potential investors-who have significantly lower rates of

-after-tax return, and because it serves as a measure of a

company's ability to borrow.funds, or to allocate internally

generated funds, for the needed capital investments.

This study concluded that even today the United

States-tax treatment'of mining operations abroad is signifi-

cantly less favorable than that of a number of other major

.capital exporting countries. Generally, the United States

,ranked fifth or sixth among the.nine major capital exporting

countries in terms of the tax.treatment of these investments.

This disparity would be worsened by the adoption of amend-

ments, such as additional limitations on the foreign tax

credit or the repeal of the.WesternHemisphere Trade Corpora-

tion deduction, which would increase the tax burdens of

-American mining companies operating abroad.

Respectfully submitted,

AMERICAN MINING CONGRESS

By . Dennis P. Bedell
Chairman, Tax Committee
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Senator Bym, The next witness is Mr. B. Kenneth Sanden, of Price
Waterhouse & Co.

STATEMENT OF B. KENNETH SANDEN ON BEHALF OF PRICE WA-
TERHOUSE & CO., CHAIRMAN OF THE U.S. TAX COMMITTEE OF
THE BUSINESS ANDADVISORY COMMITTEE TO THE OECD; VICE
CHAIRMAN, U.S. COUNCIL OF THE INTERNATIONAL CHAMBER OF
COMMERCE; FORMER MEMBER OF THE PRESIDENT'S TAX FORCE
ON BUSINESS TAXATION AND THE TAX POLICY ADVISORY COX-
MITTEE TO THE COUNCIL ON ENVIRONMENTAL QUALITY

Mr. SAND ix. Thank you, Senator.
Senator ByiD. Nice to have~you here, Mr. Sanden.
Mr. SANDEIN. I do not want to appear to be redundant and go over a

lot of the ground that the former Assistant Secretaries of the Treasury
for Tax Policies have covered so well, and also the matters covered by
those gentlemen that have been concerned with the natural resources
industries. However, I am pleased to present briefly some of my views
On the proposals to increase taxes, which, in a large measure to me
appear inequitable, uneconomic, and perhaps even unwise.

CONCERN OVER A~rEMPTs To REDUCE ALLOWANCES FOR
DEPRECIATION

As a former member of the President's Task Force on Business Tax-
ation and the Tax Policy Advisory Committee to the Council on En-
vironmental Quality, I am particularly concerned about the attempts
to reduce the allowances for business depreciation, which in my mind
are already inadequate in many instances. As Chairman of the U.S.
Tax Committee of the Business and Industry Advisory Committee to
the OECD in Paris, I am disappointed at the lack of understanding
of the role of the foreign tax credit in international trade and balance-
of-payments problems.

Senator Byrm. May I interrupt you at that point ?
Mr. SANDEN. Yes, sir.
Senator Bym. In regard to depreciation, let me get your profes-

sional advice. It is a postponement of taxes, not a cancellation of taxes.
Mr. SANDEN. That is right, sir. Business cannot make a profit until

it gets costs back. Under our tax laws, as Dr. Smith has pointed out,
we only recover our costs, over a relatively long period.

I might just at this point, Senator, rather than go on to some of the
points I have in that regard, I have submitted a statement, which per-
haps you hve in front of you. At the Very end of the statement is the
co that Dr.Smithrefqrre4*to of~i ot rovery Allowances:
graiited by the various industrial, counties of the, world as com-
pared with the United States.

This comparison had its origin in the work that our committee per-
formed for President Nixon back in 1969, when at that time we were
attempting to determine what were the major problems of the business
community in the United States, and we focused on the major problem
being that of a proper allowance for depreciation We found' that in
the lWted States there was the largest percentage of overaged equip-
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•ment of, any industrialized nation. We found that we were falling
clearly behind in the proportionate part of our gross national product
-devoted to investment in productive facilities. We took a look at the
various countries of the,.world in which our businesses compete. Not
only do wego across to compete in those countries, but they also send
their goods and production to our country. Obviously their costs affect
us both competitively at home and abroad.

Senator BYIm). But if I interrupt you at that point-
Mr. SArnEN. Yes, sir.
Senator BYiro. In looking at it from the point of view of the Gov-

ernment, the Government eventually gets the tax. The depreciation
schedule merely permits the tax to be deferred for a period of time.
I Mr. SAPDr.. From an accountant's standpoint it is the other way
around. The business is allowed to recover that cost ultimately over
a-long period before it pays tax.

Senator BYRD. That is right.
But is it not correct, though, that if you reverse that, that the Gov-

erriment in the long run gets the money?
Mr. SANDEW. Only on the excess, Senator. It never gets the amount

of money that has been invested in the equipment, because that will
be depreciated over some. period of time. Therefore, it is a matter of
pace and not concept.

Senator Bymn. What I am speaking of, whether you have a low de-
preciation rate or a high depreciation rate, in the long run the Govern-
ment will get the same amount of money.

Mr. SANDEN. Yes, sir.
Senator BRmD. Is that not correct?
Mr. SANDEN. That is correct. You are only allowed your cost once,

therefore, the -Government receives the same amount of tax out of the
income over a period of time.

Senator Bnm. That is what I am reallytrying to get at.
Mr.- SANDEN. Obviously, to the business, however, it makes a tre-

. mendous difference if it has to defer its cost recovery over a tremen-
dously long period and tho interest costs are such that it cannot make
-an' adequate return. Therefore, it in effect does not get the allowance.

Senator.BymD.I think many Members of the Congress have the feel-
!ing that-permitting aecelerated depreciation on a business tax return

that the business does not pay. as much tax. But the business in the
long run pays the same amount-of tax.

It just takes longer to pay that tax, is that not right?
Mr. SANDEN. That is correct, sir.
I do not, quite understand why it is, not better understood that this

is not a tax gimmick or a loophole, it is merely a recovery of a cost
which has been an investment. It is not in the area of gimmicksloop-

, . holes, ormvena incentive. It is clearly the allowance of a normal bus-lt
ness expense. .If we had w completel equitable tax, burden, we proba-
bly would ask for an allowance of the capital cost first before we, paid
any taxes on the.basis that we had not yet earned anything until the
capital cost wasrecovered.

lThat is not practical, however, from. a tax.standpoint, nor is it neces-
sarily good accounting. We have to compete ourselves with the rest of
the' worildto see what have they done. In the United States it 1962,
when we had an investment tax credit, but not the ADR system of de-
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preciation, we were the lowest country in the world in our allowances
of depreciation of any industrial country.

,In 1969, when we repealed, erroneously I believe, the investment
credit and we did not yet have the ADR system we fell completely be-
hind the rest of the world. If you will look at the last column, for ex.
ample, we only recovered at the end of 7 years on normal machinery
and equipment some 66 percent of the costs, whereas other countries of
the world were getting back as much as 130 percent because they have
additional incentives.

In 1971, when we restored the investment credit and put into effect
the ADA system recommended by the President's task force, we
were tied for last. So at this particular moment we are still the lowest
of any country in the world except, as I say, tied with two other
countries, and that is Japan and Switzerland. If we take into account
their special allowances, all three countries are about the same. Every
other industrialized country with which we compete does a better job
of granting an allowance.

At this particular time, as Dr. Smith has indicated, with indexation
being one of the subjects before Congress, with the cost of pollution
controls, environmental controls being something that business must
take into account, and -the depressed capital market, it is necessary
that we at least maintain this pace of depreciation, if not accelerate
it if t all possible.

Senator BYRD. I assume in your judgment this is not the time to
tighten the depreciation laws.

Mr. SANDE. This could very well be catastrophic, as Mr. Bedell
indicated just a moment ago. Its effects on the mineral industry would
be tremendous. We know what it could. do to the stock market at this
particular time, to indicate that business would have to borrow more
money in order to finance its productive facilities. This would prob-
ably be the worst thing that we could doto the stock market, and surely
it would not allow people to go into their accounts, to invest heavily
into productive facilities, which we need at this particular time.

With respect to the other items that I want to comment on, I just
have a few brief comments that I would like to make with respect to
taxation of foreign source income..

If you will permit me, I think there is a complete misunderstanding
of what the foreign tax credit is. The allowance of the foreign tax
credit is an essential factor in the avoidance of double taxation in
world trade economies. It has been universally adopted as a means
of neutralizing the differing tax systems of the world without the
need for amortization.

The credit is consistent with the aims of all international Govern-
ment organizations concerned with the elimination of artificial bar-
riers and incentives, and of course have been a basic concept for the
U.S. tax laws for over 50 years. It should be understood that the for-
eign tax credit is not unique to the United States. It does not encourage
foreign investment, to the exclusion of domestic investment. It does
not reduce the U.S. tax liability on U.S. source income, and is not a
tax preference or a loophole. It is merely a means that has been adopted
in the world to neutralize., as I say. the differing tax systems without
the impossible task of trying to harmonize what the various coun-
tries of the world have developed-over the years. .
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Essentially, the rest of my paper is devoted to the same general con-
ept, and that is that we should not at this stage of our economy and

our situation in the United States do anything which N~ould 'put a
further bins against capital investment. Surely the disallowance or the
repeal of the percentage depletion allowance would do exactly that,
and surely an extension of the minimuin tax to further penalize capi-
tal investment through the treatment as tax preferences of investment
income or allowances that have been granted by the Internal Revenue
Code, would put further biases against capital investment at a most
ina l)ropriate time in our history.

1The other two provisions, the DISC provision and the foreign in-
come tax credit provisions are not necessarily capital provisions.They
are punitive against capital or biased against capital, but -they are
neutral provisions which are in our law presently to neutralize the ef-
fects of other tax systems and incentives around the world so that
American business can compete at home and abroad on a comparative
basis with the internationals of other countries.

I have submitted a detailed statement with far greater information
in it, and I would like to have that go in the record, I will be pleased
to answer any questions.

Senator BYRD. Yes, Mr. Sanden.
Your complete statement will be published in the record.
Senator B . I think the points you raise are extremely important

ones. I think there is a misunderstanding as to the role of depreciation.
I gather that if you were able to alone make the decision as to what
should be done that you would be inclined to increase the rate of
depreciation.

Mr. SANDEN. Yes, si r. At the time we recommended the institution of
the asset depreciation range system., we did not have a galloping in-
flationary spiral. This was in 1969. We had gone along a relatively long
period of a stable inflationary trend of a couple of percentage points
t. year. We did not have a situation where thetremendous cost of en-
vironmental gadgets and pollution control devices were necessary,
We felt at that time that the depreciation granted in the United States
should be increased by 40 percent over the normal straight line.

The Congress did not adopt that recommendation, but instead put
in it 20 percent variation, as you know, in the ADR system from the
normal guideline lives. However, by reinstituting the investment
credit, the combination of the investment credit and the 20 percent
brought ts about back to where the 40 percent would have come out on
our schedule. Therefore, we felt very pleased about that in 1969. But
today the economy is different, with interest rates of, over 11 percent,
the high prime rate and with other factors such as depressed market
conditions. Business has to recover its investment ati a faster pace in
order to keep tip with inflation and increasing costs. I

You are correct that if I had my choice I would perhaps go back
to, the 40 percent rather than the 20 percent variation from guideline
lives.

Senator Bmn. So business uses the--am I correct on the technical
term, double declining balance?

Mr. SANDN. That is right, sir.
Senator BYRD. So if business uses double deelijing balance versus

the straight line, then it uses up its depreciation in a much quicker
rate.
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Mr. SANDSN. Yes, sir.
Senator BYRD. And then at that point, after its depreciation is used

up2 then it pays a heavier tax.
Mr. SANDEN. Well, it has recovered its capital, so it is ready and

willing to pay the tax.
Senator Biuw. That is right.
Mr. SAxmw. That is all tusiness is seeking in depreciation. It is not

an incentive or a loophole. Business is merely asking to recover itscosts, and when those costs are recovered, naturally it is ready and
willing to pay its tax.

Senator Bym. So as I understand your testimony, while you would
prefer to liberalize, so to speak, the depreciation rate, you do not see
that as being in the cards at the moment, so what you are anxious
to have done is not to contract it and not to make it less liberal than
it is now.

Mr. SANDBN. I certainly feel that way. Senator. I also feel that
business must have a reliable and stable base on which to project its
growth and refinancing. We have been changing the rules of capital
recovery every few years in the last decade with the off, again, on
again investment credit with the ADR system of depreciation and
so forth. It is high time that we stopped tinkering with the capital
recovery allowance system in the United States so that business, par-
ticularly those businesses such as the natural resource industries, which
must plan a long time in advance, know what their base is. We should
stop tinkering with the depreciation allowances. I would prefer that
we grant additional incentives, but at least we should stop changng
the depreciation system and we should keep it where it is, which as
I say, is tied for last place in the industrialized world.

Senator BYRD. In regard to the investment credit, we put it on in
1962. President Johnson recommended- and the Congress took it off
in 1966, and then we put it back in 1967, and then we-took it off again
in 1969 and we put iton again in 1971.

Mr. SANDBN. Yes, sir.
Senator BRD. Well, no wonder business is confused. I do not see

how the managers of business can plan.
Mr. SANDD.. Obviously long range plans are drastically affected

by such off again, on again changes.
Senator WYD. My Cinking ias been from the beginning, although

I originally opposed the investment credit, I think Iwas wrong about
it and I support it now, but regardless of whether we support it or
oppose it, it seems to me that Congress ought to make up its mind
whether it wants to have it or it does not want to have it, and stick in
one way or another, either have it or do not have it.

Mr. SANDME. I agree with that.
Senator BYRD. And not keep changing it.
Mr. SANDEN. Absolutely, Senator.
Senator B..D. Thank you very much.
The committee appreciates your 'being here this afternoon.
Mr. SANDEN. Thank you, sir.
Senator Bn. These hearings are now adjourned, subject to the call

of the Chair.
[The prepared statement of Mr. Sanden follows:]
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Committee On Finance
United States Senate

Hearings On Tax Increase Proposals

Statement Submitted by
B. Kenneth Sanden, Partner.
Price Waterhouse & Co.

I am pleased to have this opportunity to present briefly

my views on certain proposals to increase taxes which in large
-measure appear inequitable, uneconomic and unwise. Thdy may
well also result from a failure to differentiate between
incentives and loopholes and between gimmicks and normal

business expenses.

As a former member of the President's Task Force on
Business Taxation and-the-ax Policy Advisory Committee to
the Council on Environmental Quality, I am particularly ccn-
cornod about the nttenvptc to roditwo. tv sl.oe,,ce'a for business
depreciation - which in reality are already inadequate in many
instances. As chairman of the U.S. Tax Committee of the

Business and Industry Advisory Committee to the OECD, I am
disappointed at the lack of understanding of the role of the
*foreign tax credit in international trade and balance of
payments problems. My comments on the specific proposals
follow.

.Proposal - Eliminate the more rapid deprecia-

tion of machinery and equipment per-
,mitted under the Asset ,Depreciation
Range (ADR) system.

phase out the 7 percent investment
tax -credit for property costing

more than $100,000.

J~S CZY AA:LIDL
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Statement After over 35 years of administra-
tive complexities and needless con-
troversies, the United States finally
has a cost recovery system - simple
in concept and certain of result,

This, coupled with the reinstitution
of the investment credit, has placed
its industries on a basis generally

competitive with those of other
industrialized nations, However,

with increasing inflation, growth
within proper environmental bounds,

and depressed financial markets,
there is need for further economic
liberalization of capital recovery
allowances rather than an elimination
of the ADR system and investment tax
credits presently allowed,

Background

The way in which businosa income is taxed has a signifi-
cant influence on how the production capability of the economy
is used, and how rapidly it grows, on the expansion 6f employ-
ment opportunities, and on the ability of producers to compete
effectively in the world economy. It is clearly important
that the expansion and modernization of production facilities
not be discouraged by the taxing system. Business generally
will not invest in production facilities unless it is assured
of recouping the cost of and realizing a fair return on the
investment. This principle is recognized by all the industrial-
ized countries of the world in varying degrees.

The present system of capital recovery allowances in the
United States has its origins in The Report of the President's
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Task Force on Business Taxation. This task force was established
.by President-Nion in 1969 to make recommendations for long-

range goals for business tax policy--concentrating on the role
of taxes in promoting economic growth, full employment, and a

strong progressive economy. Appropriately, it devoted a sub-
stantial portion of its deliberations to the effect of the U.S.
tax system on modernization and enlargement of the nation's

production facilities. ,A brief review of the tax provisions
with which the task force was concerned appears in order.

Investment Credit

The decade of the 1966's in the U.S. has a checkered
history of attempts to-stimulate investment, discourage invest-
ment.and otherwise play politics under the guise of tax reform.
For years, representatives of business had urged the liberaliza-

.tion.and simplification of the allowance-for depreciation for
tax-purposes. In 1961, extensive hearings were held by the
Houae Ways & Moans and Senate Finance Cormittees arising froim

the proposal of President Kennedy to institute a tax credit for
new investment in production facilities, AMindful of the adverse
balance of payments-and dwindling trade surplus, the President's
message stated "...our friends abroad now possess a modern
industrial system helping to make them formidable.competitors

in world markets. If our own goods are to compete with foreign
goods in price and quality, both at home and abroad, we shall
need the most efficient plant and equipment." The Secretary of
the Treasury, Douglas Dillon, credited the rapid build-up of
production facilities.outside the U.S. as "...due in good part
to the vigorous policies..of European governments. Tax incen-

tives for investment played a significant role, including
accelerated depreciation, initial allowances, and investment
credit." -

Although business generally testified in favor-of doprocia-
tion.roform as tho ajor. incentive needed in the capital recovery,
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area, Congress adopted the investment credit in 1962 as the
best identifiable method of stimulating investment. Somewhat
inconsistent therewith, it originally provided that the credit
would reduce the base otherwise subject to depreciation allow-
hces but eliminated this reduction in 1964,

Business fears that the "investment credit would not per-
manently take the place of liberalized depreciation allowances
were realized in 1966 when President Johnson requested its
suspension as a means of alleviating inflationary pressures.
With the turndown in the economy which followed the suspension,
the credit was reinstated in March 1967 on the basis that the
inflationary pressures had lifted. To the surprise of the
American business community, President Nixon, shortly after his
election, successfully proposed the outright repeal of the invest-
ment credit as of April 1969.

Depreciation Allowances

In 1954 the Internal Revenue Code was amended to permit
accelerated allowances for dep~ociation through application of
the "sum-of-the-years" and the "declining balance" methods of
depreciation. These methods provided greater deductions in
the earlier years than the time honored "straight line" method.

Although the methods might have accelerated the deductions,
the useful life concept generally followed on examinations at
that time resulted in stretching out the recovery periods,
Bulletin F set forth individual lives for countless types of
assets with the Internal Revenue Service applying overall tests
of the ratio of reserves for depreciation to the total asset
accounts.

In recognition of the demands for depreciation reform,
the Treasury Department in 1962, attempted to simplify and
liberalize the computation of allowances. Under Revenue
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Procedure 62-21 guideline lives were established for about 75
broad classes of assets., The guideline lives were initially
determined to be 30-40% shorter than the Bulletin F useful
.lives,. The reserve ratio test, however, was formalized in that
depreciation allowances,.would be reduced once the ratios were
breached. In order to allow taxpayers to adopt actual depre-
ciation practices which would conform with the guidelines, the
reserve xatio test was suspended for'a period of years. Not
only was the application of. the reserve ratio an extremely
complex determination but it had uneconomic incentives to dis-
mantle and discard standby and surplus facilities in order to
maintain normal depreciation allowances.

Task Force Recommendations

On the'basis of the repeal of the investment credit and
the impending imposition of the reserve ratio test the Task
Force recommended a depreciation program as follows:

I/ Substitute a capital cost recovery allowance

system for the system of deductions based on the
useful life of the property.

2/ Eliminate the reserve ratio test.

3/ Allow full recovery of cost in a period 40 percent
shorter than the Treasury Department guideline lives.

4/ Permit the use of a longer period at the election
of the taxpayer.

5/ Permit the write-off of the unrecovered cost of an

asset retired from a multiple asset account prior
.to the.expiration of the recovery period.

All of the methods of depreciation previously allowable
were to be continued but the depreciation recommendations were
limited to machinery and.equipment and special related structures.



752

This limitation was arrived at only by a strong feeling that

it was not possible, from a revenue standpoint, to extend favor-

able treatment to all buildings and structures and yet it was

also extremely difficult to draw a line between facilities that

should quality, such as a factory, and those that perhaps should
not, such as a shopping center.

It was intended that the adoption of the recommended
system of capital cost recovery would:

Encourage the expansion of production facilities in
order to sustain and accelerate real economic growth.

Bring the U.S. tax treatment of investment in produc-

tion facilities more closely in line with those of

the other major industrial nations.

Moderate the adverse effects of inflation on the real

value of cost recovery allowances and on the capacity
of United States business to finance additions to the

stock of production facilities.

Simplify the provisions of the law and regulations,

thereby reducing the burdens and expense of compliance

by taxpayers and the areas of disagreement between them
and the Internal Revenue Service.

Encourage the Expansion of Production Facilities

A revenue system largely based on the income tax, which

is true of the U.S. system, is naturally biased against savings

and capital accumulation. To the extent that taxes are borne

disproportiozatulyby investmenL, the supply of that invest-
ment is reduced. Complete neutrality could clearly be achieved

in the capital investment area by a 100 percent recovery in

the year of acquisition but this would also largely wipe out

the corporate income tax. A more logical step, in the view of



the Task Force, was to increase the rate of recovery sufficient-
.ly to encourage investment at a faster pace.

Comparison With Other Industrial Nations

Other industrialized nations have generally adopted pro-
visions relating to cost recovery allowances and capital in-
vestment incentives on a more favorable basis than the United
States. Some of this stems from the need to rebuild to over-
come the ravages of war. But perhaps there has been a greater
realization that rising productivity creates a rising level of
per capita income and a better standard of living. In the
United States, we appear to have relied more on rising demand
to stimulate production while at the same time remaining
complacent about the need to modernize and keep up wLth tech-
nology.

Not only have the European nations adopted tax policies
fostering capital investment but they are relying ever more
heavily on indirect taxes, such as the value-added tax which
does not impose a tax burden on investment, to finance govern-
ment expenditures. In the absence of such a neutral tax, U.S.
investment bears a larger share of the cost of government than
its trading partners.

A comparison of the cost recovery allowances for indus-
.trial machinery and equipment in leading industrial countries
with similar allowances in the United States is included as
Appendix A. It will be seen that prior to the recent amend-
ments in U.S. law, the cumulative allowances were substantially
below all the other countries and thereafter approximate the
allowances granted by the least favorable nation.

Effects of Itiflation

In common with all consumers, business muse pay more for
its machinery and capital equipment as prices continue to spiral.

34.630 0 - 74 - pt.3 I s6
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Depreciation allowances determined on original cost become in-
.adequate tb provide for replacement.or renewal. Too little
attention has been given in the U.S. to the factor of inflation
in eroding cost recovery allowances, As set forth in the report
of the Task Force, the prices of production facilities have
been rising steadily since 1945 and it. is estimated that busi-
ness underdepreciation amounted to nearly $10 billion in 1970.
We are only too keenly aware'of what has happened to prices
since then--especially with the double digit inflation of
recent months.

Price level depreciation is frequently proposed as the
,answer to underdopreciation--and it might well be--but there
are many other items affected by inflation. In the meantime,
shortening the cost recovery period and accelerating the depre-
ciation methods allowed reduces the improper tax burdens borne
by capital investment.

Simnii ction of Cost Recovery Determinations

Most advocates of tax reform agree that simplification
-of compliance is the major hope of taxpayers generally. Frus-
tration with forms and record keeping can readily erode an
otherwise sound tax system. Depreciation allowances have been
a contentious area since the 1930's when Treasury Secretary
Morgenthau set about increasing the taxes on business by exam-
ination and not enactment. Clearly, a cost r ecovery system
-based on standard groupings with broad categories, has the

possibilities of substantially reducing the complications and
controversies inherent in the.useful life concept.

A doption of New System of Depreciation

On January 11, 1971 President Nixon proposed a policy of
liberalized depreciation--largely based on the Task Force
recommondations--seeking economic objectives and the reduction
of administrative controversies. On March 12, 1971 the Treasury
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issued proposed regulations for a system of permissible varia-
tions from the guideline lives and on June 22, 1971, after
extensive hearings, adopted the Asset Ddpreciation Range (ADR)
System.

This new system provided for the recovery of cost over a
period from twenty percent shorter to twenty percent longer
than guideline lives. With the abandonment of useful life as
the depreciation allowance criteria, the United States became
the last industrialized nation to recognize a capital recovery
period shorter than such life. This recognition had an unex-
pected major hurdle placed in its path when Ralph Nader and
other groups challenged the authority of the Treasury to grant
allowances on other than on an experience basis, However, to
the relief of all who had worked so long on the matter, Congress,
in enacting the Revenue Bill of 1971, adopted the Treasury ADR
system concept and renamed ip the "Class Life System".

Overview of Class Life System (ADR)

The most publicized feature of the class life legislation
is the flexible write-off period. At the election of the tax-
payer, an asset's cost may be recovered over a period from 20
percent shorter to 20 percent longer than the asset's class life
which is the same as the old guideline life. Although the Task
Force had recommended a 40 percent variation the reinstatement
of the investment credit gave a combined benefit approximating
that originally proposed.

ADR is effective for assets placed in service after December
31, 1970. Assets acquired before 1970 are not eligible for ADR.
Such assets may, however, now be depreciated over guideline
lives for post 1970 years without the necessity of meeting the
experience requirements of the "reserve ratio test". Similarly,
the IRS will make no adjustments under ADR for an experience
pattern at variance with the cost recovery period selected.



Also, a part of the ADR package is the "repair allowance"
which seeks. to end the controversies-which arise over whether
an expenditure is a "repair" or a capital addition. This is
done by permitting expenditures with rather strong capital
characteristics to be expensed so long as the total "repairs"
are within a specified percentage of the particular class of
assets.

Proposals for Change

The adoption of ADR and the restoration of the iiveat-
ment credit has done-no more than raise the level of U.S.
capital recovery to the pointwhere we are about tied for
last among the industrial countries. Capital recovery, how-
ever, is not a gimmick or loophole. There is no one who would
contend that depreciation of business assets should not be

.allowed as a tax accounting principle. The only argument is
one of pace and not concept. It is incongruous that on the
one hand wa should be debating thu value o: induxaioll as a
means of combating the ravages ofinflation while on the other
hand suggestions are being made to overturn the modest level of
cost recovery allowed through the combination of ADR and the
investment credit.

The increased cost of such a move to American business
would have its repercussions throughout the economy. Economists
do not agree whether taxes are passed on to consumers or ab-
sorbed by shareholders--in either event the effect is the same
in the long run. If the return to shareholders is unsatisfactory
operations must be curtailed or revenues increased. All costs
must be recovered or a business succumbs. Business must also
have a reliable and stable base on which to project its growth
and financing. Changing the rules of capital recovery every
two or three years has contributed its share to the economic
difficulties we have experienced in the last decade. The time
to stop is now.
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Taxation of Foreign Source Income

Proposal'-:- Limit the use of the foreign tax
credit.

Statement The allowance of the foreign tax

credit is an essential factor in

avoidance of double taxation in
world trade and commerce. It has

been universally adopted as.a means

of "neutralizing" differing tax
systems without the need of harmon-
ization. The credit is consistent
with the aims of international

governmental organizations concerned
'with elimination of artificial
barriers and incentives and has

been a basic concept of the U.S.

tax law for over half a century,

Proposal Repeal the tax provisions allowing
deferred roportinG of part of the
overseas income of a domestic inter-

national sales corporation (DISC).

Statement The DISC legislation diminished the
effectiveness of foreign tax incen-
tives by allowing U.S. manufacture
and production of goods destined for
foreign consumption to obtain

temporary tax deferral. At the time
of proposal it was indicated that it
would be retained as a permanent
feature of the U.S. tax laws and

business waa encouraged to structure
their organizations accordingly.



It is too soon, however, to judge
the extent to which DISC has achieved
its intended purpose of materially
increasing the export of U.S. goods.
This unique incentive should not be
unilaterally terminated at this time.

Background

We subscribe to the philosophy that the economic inter-
ests of the United States--and the world-- are best served if
national boundaries do not impede the free flow of goods,
services, ideas and capital; and we believe it should be the
policy of the United States, and the other countries of the
world, to exercise their sovereign rights of taxation in a
manner which does as little as possible to interrupt such a
free flow. Accordingly, tax policies should be adopted which
in general are non-discriminatory and neutral in order that the
economic Vubourcea oZ Lhe world bw allocated with maximum n bene-
fit to all.

We believe that the retention in full of 'he foreign tax
credit is fundamental to the continued growth of U.S.-intorna-
tional trade and investment. The attacks on the foreign tax
credit appear to stem primarily from a misunderstanding of what
it is.and how it works. It is therefore necessary to dispell
what are believed to be four fundamental misconceptions regard-
ing the foreign tax credit. It should be understood that:

1. The foreign tax credit is not ,unique to the United
States.

2. The foreign tax credit does not encourage foreign
'investment to the exclusion of domestic investment.

3. The foreign tax credit does not reduce the U.S. tax
liability on U.S. source income.
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4. The foreign tax credit is not a tax preference or
loophole.

Taxation of income from foreign sources

It is generally accepted that taxes on international
business should be "neutral"; that is, they should be imposed
in a way that business decisions are made on their own merits,
and not because of tax considerations. And it is also generally

accepted that the cornerstone of tax neutrality is the elimina-
tion of international double taxati i.

The major industrial nations of the world eliminate
double taxation either by following the "territorial" concept
of taxation or by granting a credit for taxes paid by domestic
taxpayers to foreign jurisdictions.

.Under the "territorial" approach income from commercial
activity is taxed only by the country in which it is generated.
France and the Netherlands are among thc,)e who follow this con-

cept. Under the foreign tax credit system, on the other hand,
a country taxes the worldwide income of citizens and domestic
corporations, but allows a credit for taxes paid foreign countries.

The United States, Japan and the United Kingdom, among others,
use this system. Both systems recognize that the host nation
is entitled to priority in taxing domestic commercial activity;

for it is the host nation which supplies the financial, social
and economic stability which permit profitable commercial activi-
ty. The tax credit system, in addition, permits the investor

nation to tax foreign profits to the extent its tax rate exceeds
that of the host nation.

From a theoretical standpoint, the territorial concept
best meets the tests of non-discrimination and neutrality. It
could be subject to abuse, however, as encouragement would be
given to the establishment of tax-haven operations in countries

soliciting businesses solely on the basis of tax savings. This
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could well foster the spread of stricter controls on capital

and technology flows and limitations on transfer prices for goods

and services. In general, tax holidays, tax sparing and similar

incentives to international business should be limited in time

and application to recognized economic objectives such as assis-

tance to under-developed countries on a temporary basis.

U.S. taxation of foreign income

U.S. controlled foreign corporations pay no U.S. tax on

income earned outside the United States. Under present law,

such foreign earnings are subject to U.S. tax only at the share-

holder level, and then, only when such earnings are repatriated.

(In certain circumstances, which are discussed later, U.S. share-

holders are subject to taxation currently under the foreign

personal holding company and Subpart F provisions.)

We favor the continuation of this policy which, in general,

taxes the caring of foreign corporations only as they are paid

to U.S. shareholders as dividends. Among the reasons for this

view:

1. It is consistent with the legal concept that a

corporation is a judicial person, separate and

distinct from its shareholders.

2. Subjecting the undistributed earnings of con-

trolled foreign corporations to current taxation

would adversely affect our competitive position

in world trade vis-a--vis the other principal

trading countries. Only Canada, of all the

industrial nations, currently taxes foreign

income more harshly than the United States.

3. Experience indicates that the existing system

has not been subject to abuse; that is, funds
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surplus to the business needs are repatriated as
soon as possible, without regard to U.S. tax con-

siderations.

4. To subject U.S. shareholders to tax on the undis-
tributed earnings of controlled foreign corporations
could well be challenged as an incursion on the
sovereignty of the host nation; and, regardless of
the legality of such a tax, would be deeply resented
by the host government, employees, suppliers, credi-
tors, and especially minority shareholders. Even
if direct legal action could not be taken, the

resentment could well cause the host nation to take
retaliatory action against United States interests.

5. Having regard to the relative rates of tax in other
"n-strialized nations the immediate taxation of

undistributed earnings would result in little addi-
tional income tax in the United States after allowance
of the foreign tax credit. Forced distributions
might only result in greater foreign withholding
taxesand-li-ser amounts invested in the business
without U.S. revenue gains.

Limitation on foreign tax credit

The United States tax law limits the foreign tax credit
to'the amount of U.S. income tax attributable to foreign income.
Without such limitation, foreign taxes would be permitted to
offset the U.S. tax on U.S. commercial activity.

A taxpayer may compute the foreign tax credit limitation
on either a "per country" or an "overall" basis. Under the per
country limitation the limitation is computed separately for each,
foreign country; that is, the credit is limited to the U.S. tax
attributable to the income, computed according to U.S. tax rules,
from eachc-ountry in which the U.S. company does business. The

zA
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"overall" basis, on the other hand, limits the foreign tax credit
to the U.S. tax attributable to all foreign income; thus per-
mitting the use of "excess" credits from a country with a tax
rate higher than the United States when, because of other foreign
income from a low rate country, the average foreign tax rate is
no more than that of the United States.

We support the present U.S. system, which permits tax-
payers to use either methdd, with the proviso that once the over-
all basis is elected it must be used for all subsequent years
,unless the Treasury gives permissio, to return to the per country
method. This limited flexibility appears necessary because of
the vastly different situations confronting U.S. overseas in-
vestors. On the one hand, there is the fully integrated multi-
national company which manufactures and distributes throughout
the world, with raw materials, components, and finished goods
criss-crossing national boundaries; and it is equitable and fair
that its foreign tax credit limitation be computed on a world-
wide basis. On the other hand, certain basic industries, in
particular the extractive companies, are called upon to spend
substantial sums for exploration and start-up expenses in remote
corners of the world long before profitability is reached, if
ever. These losses, if taken into account in computing a world-
wide limitation, would unfairly restrict or completely eliminate
the foreign tax credit to which the business is otherwise entitled.
It appears clearly to be in the national interest to encourage
the discovery and development of foreign natural resources as
against a "deplete America first" policy.

Under either method of foreign tax credit computation a
U.S. tsxpnyer will pay the higher of the U.S. or foreign income
tax rate on its foreign income. There is thus no ultimate
income tax incentive in operating abroad for such taxpayers.

This may be contrasted with the alternative territoriality
approach which may well give encouragement to foreign production
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in lower tax countries.

The substitution of a deduction for foreign income taxes
as against the credit allowance would result in economic double
taxation of international business. Operations in a country
having a rate equal to the U.S. rate of 48% would be subject
to an effective tax rate of almost 73%. It has been suggested
that the treatment of state income taxes as a deduction requires

consistent treatment of foreign income taxes. Perhaps the con-

sistency argument is sound but then non-discrimination.and equity
in U.S. operations would be better served by the allowance of
state income taxes as a credit also. It should be recognized,

however, that present nominal rates of state taxes might well
be raised under this system passing on the full cost to the U.S.
Treasury and taxpayers in general.

Special provisions

There arc special provisions in the United States tax law3
which appear to conflict with the basic concept of neutrality in
the taxation of foreign income. These provisions were adopted
to establish incentives, or neutralize foreign incentives, con-

sidered desirable as national objectives at the time. They in-
clude favorable treatment of:

1. Domestic International Sales Corporations (DISC)

2. Western Hemisphere Trade Corporations (WHTC)

3. Possessions Corporations (931 exemption)

DISC

Under the DISC legislation a "domestic international sales

corporation" can shield up to 50% of its export profit from U.S.

taxation so long as the deferred income is invested in "export

assets". Thus, under the DISC concept, manufacture and production
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Intended for foreign .consumption need not take place abroad in

-order to obtain temporary tax deferral. Several thousand DISC
elections have been made since DISC became effective in January
1972. It is too soon, however, to judge the extent to which
DISC has achieved its intended purpose of materially increasing
the export of U.S. goods and accordingly we strongly recommend
that DISC be continued.

The principal objection to'DISC is-that it deals in half

measures, apparently the result of legislative compromise. It
grants a 50. deferral at a.time when ourbalance of payments
deficit is a matter of-grave national concern. It is recom-
mended 'the original proposal be reinstated that 100 of the
export profit be deferred so long as it is invested in export
assets. In addition, the current DISC legislation does not
defer iL'come on exports which are to a material degree finished
abroad. In many cases only certain production stages can be
economically pcrfcr incd ith.c U.,tcd Statco; or foreign ro-

,strictions require local assembly or manufacture. Accordingly,
it is also recommended that the-limitation on finishing products

abroad be eliminated or greatly softened.

Western Hemisphere Trade Corporations
-and Possessions Corporations

The Western Hemisphere Ttado Corporation (WHTC) provisions,
enacted in 1942, grant a 14 point tax rate.reduction to U.S.
Corporations engaged principally in commerce in Latin America and

Canada. The purpose of the legislation was to encourage trade
with and investment in these areas. The provisions have worked
well for over 30 years.and have become an ingrained part of our
tax structure. Their repeal would surely cause a decrease in

our exports to countries in this hemisphere at a time when com-
petition, particularly from the East, is intense.

It should be noted that GATT,-to which the United States



765

is a signatory, prohibits the granting of new export incentives,
although incentives in existence at the time of the GATT agree-
ment were not required to be repealed. Hence the WHTC provisions,
which predate GATT, can remain in effect, but apparently could
not be reenacted if they were once repealed.

The Possessions Corporation provisions of the tax law
(section 931) exempt U.S. corporations from taxation on business
profits generated in U.S. possessions so long as a corporation's

primary business activities are in such possessions. In practice,
section 931 is availed of almost exclusively for activities in
Puerto Rico. When used in conjunction with the Puerto Rican
Industrial Incentives law, a U.S. corporation can operate in
Puerto Rico tax free for periods up to 17 years. It goes without
saying that this tax climate has been a major factor in the
extensive U.S. investment in Puerto Rico since the Incentives law
was first enacted in 1947; and such investment has, in turn,
been a major factor in the six-fold increase in per capita income
of Puerto Ricans from 1950 to 1972. Conversely, the Incentives
law would have provided no-incentive at all if U.S. corporations
had been subject to current U.S. tax on their Puerto Rican ac-

tivities.

It appears to be in our national interest to raise the
standard of living of the citizens of Puerto Rico; and we believe
that the section 931 exemption is an efficient and economic way
of subsidizing the development of an industrial base which will
do just that.

Recommendations for chanRe

We believe the present system of taxing remitted foreign
income, allowing the use of foreign tax credits and the special
treatment of certain types of corporations to be appropriate in
'the area of taxation of foreign income. There are, however,
inequities, inconsistencies, and unnecessary administrative



roadblocks which could be minimized to the benefit of taxpayers
.and government alike.

Subpart F

Prior to the introduction of Subpart F in 1963, none of
the earnings of controlled foreign-corporations was taxed until
repatriated. (Foreign personal holding companies constituted
* a very limited exception.) Subpart F provides generally that
the U.S. shareholders of a controlled foreign corporation are
taxed currently on income arising f )m several specified types
of transactions which were deemed.to'be artificial arrangements
serving primarily a tax avoidance purpose. The section has been
complicated in application and unproductive of U.S. revenues
as foreign tax savings measures have been nullified. The im-
proper use or retention of'funds abroad could more readily be
highlighted and dealt with properly under an extension of the
concept in section 531 relating to the improper accumulation
of surplus.

Pending reconsideration of the basic merits of Subpart F,
we believe two of the tainted classifications should be amended

to better reflect today's economic realities. The areas for change
are the definitions of "United States property" and "foreign base
company income".

Section 956 providesthat "investments in United States
property" are Subpart F income,.and defines "United States

-property" to include-tangible property located in the United
States and the stock of.domestic corporations. In view of our
balance of-payments problems, and the tax concessions being made
foreigners to invest in the .United States, it is inequitable to
penalize such investment by U.S. controlled companies. In fact,
it would be more-desirable to.,have the ownership of U.S. corpora-
tions vosted-in foreign corporations which are controlled by
U.S. interests than those that are not. Section 956 should be
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amended so that only investment which directly benefits the U.S.
*shareholders be treated as Subpart F income.

"Foreign base company income" (i.e., Subpart F income)
includes income from sales channeled through tax haven corpora-

tions for foreign tax avoidance purposes. There is clearly no
point in penalizing such arrangements so long as the tax being
avoided is not that of the United States. Most of the major
trading nations do not have Subpart F type provisions in their
taxing statutes; hence, for the United States to invoke a penalty
tax, when no U.S. tax is at Stake, serves only to hurt our com-
petitive position abroad. As a practical matter the net effect

of this provision has been that more foreign tax has been paid
which has resulted in additional foreign tax credits and no
additional U.S. tax.

Section 367

The Incernal Revenue Code recognizes that certain shifts
in the direct ownership of property within a controlled group of
corporations, or between shareholders and their controlled cor-
porations, often serve a business purpose, and that such shifts
do not constitute taxable events. Such tax-free exchanges,
however, are intended to postpone rather than eliminate a
taxable event. Hence, an exchange of appreciated property with
a corporation beyond the Laxing authority of the United States
could result in tax avoidance; likewise, corporate profits earned
tax-free abroad could be returned to the U.S. parent tax-free
under Section 332 through liquidation of a foreign subsidiary.
Section 367 provides that The gain, but not the loss, on such
exchanges shall be recognized unless, before the exchange, the
Treasury has ruled that the "exchange is not in purouance of a
plan having a& one of its principal purposes the avoidance of
Federal income taxes".

The Treasury has tempered Section 367 somewhat by its

GL
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policy (Rev. Rul. 68-23) of issuing advance rulings, even though

a portion of the exchange is considered in pursuance of tax

avoidance, so long as the taxpayer agrees to report the tainted

portion as income (i.e., pay a "toll charge").

It is recognized that the protection of the tax revenues

requires that there be controls on tax-free transfers beyond the

taxing jurisdiction. However, it appears that.Section 367 should

be modified as follows in the interest of both equity and com-

merce:

1. The advance ruling requirement should be eliminated.

Under present law, absent an advance ruling, an ex-

change is taxed even though the bonafides of the

transfer are obvious. Further, the advance ruling

requirement causes the delay of commercial trans-

actions; and there is no effective way to obtain

judicial review of an adverse ruling. It is clear

that subjectin, such exchanges to the normal post-
transaction review of the Internal Revenue Service
would be just as effective in protecting the tax

revenues. The recent trend toward publication of

rulings also requires that the volume be reduced

wherever possible.

2. The statute should be amended to provide that only

the tax avoidance portion of an exchange will be taxed
regardless of whether an advance ruling is obtained.

A taxpayer should be able to protect the overall tax-

free status of an exchange at any stage of the pro-

ceedings by paying a "toll charge" on the tainted

porLion of the exchange.

3. As a general rule losses should be recognized at
least to the extent they offset recognized gains.

The recognition of loss should, however, be denied
where the taxpayer clearly has not acted in good
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faith or where the recognition of losses w,'uld give

the taxpayer a windfall.

4. All aspects of Section 367 should be subject to judi-

cial review. It should go without saying that a tax-

payer is as entitled to his day in court for Section

367 as for any other tax matter.

Current proposals for tax reform

At the present time, the basic tenets of U.S. taxation of

international business are being seriously challenged. The

proposals for change range from imme-diate taxation of all

foreign earnings without credit for foreign taxes paid to
limiting the taxable earnings to taxpayers investing in "tax-

holiday" countries or "runaway plants", or to, in any event,

construing a portion of foreign earnings taxable whether dis-

tributes or not. All such proposals would ultimately serve to

reducU LW CO1,u iLiVe position of U.S. businesses abroad to a

greater or lesser degree.

U.S. companies located abroad must have similar business

climates to their foreign counterprts. If earnings were subject

to U.S. tax, whether or not distributed, the cost of doing

business would increase to the extent the foreign effective rate

is lower than the U.S. rate. The resulting loss in competitive

position could well mean a decrease in taxable income in the

United States and a need for additional investment abroad.

Forced dividend distributions would only enrich foreign trea-

suries through the premature payment of withholding taxes.

The United States cannot unilaterally curb the practice

by foreign countries of granting incentives they cbnsidcr neces-

sary or appropriate. If they distort normal economic decisions
by establishing improper inducements, the more appropriate remedy

would appear to be through bilateral action under the GATT rules

or treaty negotiations. The United States should not give up

34-639 0 - 74 - pt. 2 - 27
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economic benefits presently available to its investors without

'attempting to secure other inducements in the bargain.

The EEC, GATT and OECD, among other organizations, are
currently concerned with the role of tax incentives in inter-
national trade--including the U.S. DISC provisions. In connec-
tion therewith, changes will undoubtedly be required in the tax
structures of various countries. Penalizing U.S. business in

the interim under current economic conditions appears to be a
foolhardy voyage.

It should also be recognized that the United States does
not have a monopoly of many essential commodities and resources
which have unfortunately been placed beyond our borders. Many
plants located abroad supply a substantial part of their produc-
tion to the U.S. Proposing higher taxes on such operations
owned by U.S. investors would only ensure that all of them will
be foreign owned in the Yong r,,n.

The tax systems of many industrialized countries have
recently changed substantially. The enlarged Common Warket is
relying more heavily on indirect taxation as a result of the value
added tax. Their exports, accordingly, bear a smaller proportion
of the cost of general government than in the United States as
well as encouraging savings and investment. Their capital cost
recovery allowances are also generally more favorable--and even

then the U.S. allowances are under attack. France, Cermany and
England extend, in whole or in part, the benefits of corporate
tax payments to the shareholders, thus substantially encouraging
capital accumulation and investment. In the meantime, trade
barriers are being reduced and tax harmonization is moving forward
throughout'the EEC.

At such time it seems incongruous indeed that the tax pos-
ture in the United States should be that of encouraging invest-
ment in U.S. businesses by foreigners and the scaling down of
U.S. participation in the growing trade throughout the world.
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Percentage Depletion

Proposal - Repeal the percentage depletion

allowances for oil and gas pro-

duction.

Statement - The U.S. natural resource companies,

by properly availing themselves of

incentives to encourage exploration

and development, have provided the

world with a relatively inexpensive

and plentiful supply of energy.

That the tax laws should be re-

appraised as conditions change is

obvious. Congress, however, has

been considering the role of percen-
tage depletion in the equitable taxa-

tion of income from natural resources

for approximately 50 years. 'ilanwhii ,

most of the U.S. businesses involved

adopted operating practices and
financial policies oi, the basis of

this long established tax structure.

Elimination, or reduction, in tax

allowances will require drastic

changes in how risk capital' is raised

and expended and by increasing the

costs of doing business exacerbate
rising price levels in a specialized

portion of the energy industry.

Background

Percentage depletion is not an aberration in the U.S. tax

laws but an appropriate economic incentive based on recognition

of the inherent risks and costs involved in the exploitation of
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natural resources. In petroleum operations, in particular,

large amounts of money must be spent in exploration and develop-

ment of a mineral deposit well in advance of the knowlege of

whether any minerals will be found or, if found, what quanti-

ties will finally be recovered. It takes five years or more

to develop a field for production and perhaps twenty to thirty

or even more years to complete production. During that period

there will be substantial changes in the estimated volume and

value of mineral deposits because of changes in extractive tech-

nologies, changes in market demand or errors in estimates of

reserves.

The unique features of mineral discovery should be recog-

nized. Most industries create a salable product by combining

raw materials, capital and labor, the value of each being mea-

surable by its cost. The sum of these values constitutes the

cost of the product. The relationship of total cost to total

goods p-oduu1d.x ' d i u ivt, 4.,1ta,'t ad the maA'kotplace is
generally aware of this relationship.

In the case of oil and gas, the entrepreneur is seeking

a natural resource having an intrinsic value totally unrelated

to the cost of finding or development. One only has to compare

the costs involved in securing oil from the hot sands of Saudi

Arabia to those involved in wresting similar treasures from the
frozen North Slope to realize this is so. It may cost a very

great deal of money to find a small amount of oil or gas or,

more likely, no oil or gas at all. A luckier or more intelli-

gent entrepreneur might find a great deal of oil or gas with a

relatively suall expenditure. In either event, the oil and gas
discovered has a utility value in the marketplace which has no
predictable, constant relationship to the individual costs of
exploration or development. This natural resource is limited
in amount and, consequently becomes harder and harder to find

with relatively longer periods for development before revenue

can be realized.
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The U.S. tax laws early in their history attempted to
.grope with the economics of the industry with discovery value

provisions. The inequities and complications that arose ulti-

mately resulted in an admittedly arbitrary solution of percen-

tage depletion allowances based on revenue. In coping with

this form of encouragement to the exploitation of oil and gas,

complicated contractual arrangements affecting transfer and
ownership of operations have been developed over many years of

experience. Dismantlement of these arrangements would create

temporary chaos to a vital industry as well as major-inequities
to those who invested on the basis of well established income
tax rules. The initial costs to the individuals and businesses

involved would be sustantial. The ultimate costs to the con-

sumer could be no less.

Restricting the incentive to smaller producers would, of
course, reduce the number of parties injured by the dislocations.

The tax policy involved, however, relates to the overall eco-
nomlfics o Litu inidusLy noL variations 3.n the size of unitL making

up the industry. Discrimination on the basis of production
would create - and necessitate - new areas for tax planning

and contractual complications. On the basisof recent experience
such maneuvers might, in themselves, call for additional tax

reform measures when investors and operators succeeded in meeting

the economic challenges involved in the tax differentials. Al-

ternatively, a minor scaling down of the incentive percentage

would accomplish the same revenue effect without the complexi-

ties and inequities of an allowance based on daily production.

:, C PY Av t,,-'
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Minimum Tax

Proposal - Increase the present minimum tax

Statement - The minimum tax concept rests on
the premise that several selected
items of income or deductions are

tainted. To the contrary, the
items presently subject to the
minimum tax are contained in

the Internal Revenue Code because

Congress appropriately put them
there. To penalize taxpayers who

structure their affairs so as
to utilize these provisions is
counter-productive, confusing and

inequitable. Any proposals to
increase the minimum tax liability
of corporate taxpayers again
fails to recognize that U.S.
corporations are simply conduits

and all cost increases encountered
including federal income taxes,
are effectively borne by the
general, public through higher
retail prices and/or a lower
return on its invested capital.

Background

Prior to 1969, it was established that a limited number

of taxpayers did not pay federal income ta)cc on a large part
of their economic income primarily as a result of the receipt-
of various kinds of tax-favored income and the allowance of
special deductions. The present minimum tax provisions, originally
enacted in 1969, were promio:cd on the basis that such cases of

undue tax advantages would be largely eliminated by the payment

of a special 10% tax on certain "preference" items. Although
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early.delibcrations were directed to the wealthy individuals who
were using tax-pr-eferences to avoid the payment of taxes, a last

minute proposAl extended the minimum tax to corporations.

The basic problem with the present minimum tax concept
is tha-t it attempts to eliminate certain disparities which arise

under our tax system by arbitrarily assessing a special tax on
a few selected items - almost with an unmistakenly clear inference
that such items are tainted or improper. To the contrary, the
items subject to the present minimum income tax are in the Internal
Revenue Code because. Congress, in the exercise of its good judgment,
put them there. To penalize the individuals who structure their

affairs so as to utilize these provisions is counter-productive.
We believe that any apparent abuses which may, in fact, result
from the inclusion of specific provisions in our tax law must be
measured and accepted as part of the overall cost of implementing
or continuing such provision. If it is deemed desirable, for

example, to change the effective tax rate on capital gains, the
normal al crzh is to concidr thc Lubjcct on its m. :ita. To
effect an indirect tax increase on capital gains by assessing an
additional minimum tax is confusing, inequitable and frustrates
the attempts to simplify the tax structure. This is not to sayl~ot
that tax incentives and allowances should/be reviewed front time
to time to ascertain whether, under present conditions, they meet
the criteria and results originally envisioned.

Serious consideration should be given to the elimination
of the minimum tax at' the corporate level. As indicated previously,
the extension of the preference tax to corporations wnas a last
minute-change reflecting the pressures of the day to finalize the
1969 tax reform package. In theory, the minimum tax should really

-never--have applied to corporations. Increasing the miniuiur ta,
liability at, the corporate level fails to recognize that corporations
are simply conduits through which shareholder investment is combined
with labor and material to produce for consunmption. Any increase
in the tax liability of corporations, whether in the form of a
higher minimum tax or othcrwise, will in the end be passed through
to the ultimate consumer, the general public. Even if the argument

is accepted that income taxes are largely borne by shareholders
rather than the initial consumers, in the long run this capital
bias must be overcome if the business is to remain viable.

13EST CY", AV..L9.1 LE
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Appendix A

Comparison of Cost Recovery Allowances

The following table summarizes a comparison of cost recovery
allowances for industrial machinery and equipment in leading
industrial countries with similar allowances in the United
States. The capital cost recoveries for each of the foreign
countries have been computed on the assumption that the investment
qualifies for any special allowances, investment credits, grants
or deductions generally permitted. The deductions in the United
States have been dctermined under the double declining balance
method without regard to the limited first year allowances for
small businesses.

Aggregate cost recovery allowance
(percentae or cost of assets)()

United Kingdom

Canada

Netherlands

Sweden

Italy

Switzerland -

Is

France

W. Germany

Belgium

Luxembourg

Japan -

United S to t-

1962 ., (-4
196q ',..(2')

Representative
cost recovery

periods (yonrs)

1

2 (6)

First
taxable
year

100.0

50.0
5 (1O)(17) 10.0

5 (18)

6 (10)
8 (2)

6-2/3 (2) (19)

j (7) (8)

9 (20)

10 (2)

10 (2)

11 (14)

13 (2)

13 (2)

10- 1/2 (2)(2;)

60.0 (3)

20.0 011)

12.5

15.0

31.3

16.7 (21)

First 3
taxable
years

100.0
100.0

First 7
taxable
years

100.0

100.0

50.0 100.0

95.7 130.0

65.0 (12) 100.0

50.8

58.4

67.5

49.6

20.0 (3) (t) 48.8

28.0(06)

34.5 (5)

37.1.

21.7 (2)

7.7

23.5(26)

60.4

56.9

63.9

47.9

33.9

54.7

84.4

90.0

94.9(9)

88.8(22)

89,0(0)

94.4

81.4

88.1

80,1

66.1

88.5

E~3T CZT: :;4 2 :.:LA~L~
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Appendix A
(coll' C).

Footnotes

(1) It is common practice in many countries, prior to investment
in fixed assets therein, for investors to agree with the tax
authorities as to a rate of depreciation and other benefits
available. Such agreements would, in many cases, have the effect
of substantially increasing the cost recovery allowances pre-
sented in the table above.

(2) Double declining balance method.

(3) Full year allowance in first taxable year.

(4) Although not considered, installation costs allowed as current
deduction which reduces recoverable base cost.

(5) Method changed to straight line in fifth taxable year. Straight
line rate applied to original cost for fifth, sixth and seventh
taxable years.

(6) Effective 5/8/72 machinery and equipment acquired for manufac-
turing or processing , of good! in Canada can be written off
over two years (50'1 per year). Proposed Law subject to approval
of Parl:mc-t.

(7) 250% declining balance method.

(8) Although not considered, effect is given to multiple shift
operations by reducing service life of assets used under shift
conditions.

(9) Method chanted to straight line in sixth taxable year.

(10) Straight line method.

(11) Includes additional foreshortened allowance of 15%.

(12) Includes additional foreshortened allowances of 15%, 15% and
10% in first, second, and third taxable years respectively.

(13) Modified double declining balance method; 18.9% per Japanese
Government rate table, salvage built into rate.

(14) Depreciation in addition to ordinary depreciation in (13) above.
is allowed to give effect to multiple shift operations. Depre-
ciation multiplied by factor of 1.28 gives effect to 8 hours
of daily average excess usage of an item of machinery and
equipment.

(is) Includes special first year allo':iance of 25!,; allowance reduces
recoverable base cost in second and i;uccceding taxable years.
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Appendix A
(con'd)

(16) Includes 18%.'allowance equivalent of 9% investment credit
at effective 50% income tax rate; credit does not reduce
recoverable base cost.

(17) Depreciation periods are fixed by agreement. With multiple
shift operations, a five year life is normal.

(18) Modified declining balance method - 30% rate plus additional
30% allowance in first taxable year (such additional allowance
does not reduce recoverable cost); accumulated cost recovery may
not be less than 20% of cost for each year asset is in service.

(19) Normal life of 8 years reduced to 6-2/3 years to reflect
multiple shift operations.

(20) The average cost recovery period for machinery and equip-
ment in 1cstern Germany is 8 to 10 years to which additional
allowances are permitted for multiple shift operations: 25.
of allowance for two shift operations and 50% of allowance
for three shift operations. Allowances may be further in-
creased when plnt is located in certain areas such as Berlin,
areas bordering on iron curtain countries, and undeveloped
areas.

The above table sets forth cost. recovery allowances based
on al avu-di;u Cuh.L ,ucov.!y puriud of 9 yuaru. Titu double
declining balance method is used. A 25% additional allowance
for two shift operations is Laken into account beginning
with the fifth year when the method is changed to straight
line. The corporate depreciation rate thus computed is
slightly over the maximum 20,'ate permitted on a declining
balance method to reflect that:

(A) The straight line method produces more depreciation than
does the double declining balance method for certain
short-lived assets; and

(B) Items of machinery and equipment costing under U.S.
$200 can be expensed.

(21) Full year allowance in first taxable year for assets acquired
in first half of such year; half year allowance for assets
acquired in second half.

(22) Mothod.changed to straight line in fifth ta,:able year. See
(20) above.

(23) With investment credit but without ADR.

(24) Without either investment credit or ADR.

(25) With both investment credit and ADR.
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(26) Includes 14% allowance equivalent to 7% investment 
credit

at effective 50% income tax rate. Credit does not reduce

recoverable base cost.

(27) 13 year recovery period reduced by 20% and rounded to nearest

one-half year. Double declining balance method.

[Whereupon, at 3:20 p.m., the committee was adjourned, subject

to the call of the Chair.]
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STATEMENT BY SENATOR J. GLENN BEALL, JR., BEFORE -THE SENATE FINANCE
COMMITTEE REoARDING THE HISTORIC STRUCTURES TAX ACT AND THE BICEN-
TENNIAL CEfiBRATION CONTRIBUTION TAX CREDIT ACT

Mr. Chairman, on August 3, 1973, I introduced S. 2347 a bill to amend the
Internal Revenue Code of 1954 to encourage the preservation of historic build-
ings and structures and for the rehabilitation of other property. This legislation
has subsequently been cosponsored by Senators Alan Bible, Robert Dole, Pete V.
Domentci, Peter H. Dominick, Barry M. Goldwater, Jacob K. Javits, Charles
Mathias, Thomas J. McIntyre, Lee Metcalf, Frank E. Moss, Charles H. Percy, Ted
Stevens, abd John Tower. Similar although not-identical legislation has been In-
troduced in the House of Representatives by our distinguished colleague from
New York, Representative Barber B. Conable, Jr. (H.R. 5584).

Mr. Chairman, I feel that our current system of tax incentives works in a very
direct and definitive way against enlisting private funds in historic restoration
projects. We can no longer continue to systematically destroy our Nation's his.
tory, weaken the fabric of our communities, and deplete our resources as we have
In the past. As our National values readjust to the concept of a finite world it is
important for us to update our tax system so as to help redirect and achieve
socially desirable goals.

As we approach our Bicentennial Celebration, more and more Americans are
becoming committed to the cause of Historic Preservation. It is truly an Idea
whose time has come and I think it is incumbent upon the 93rd Congress to move
expeditiously with legislation designed to achieve that goal. By preserving our
heritage we can strengthen the social fabric which unites Americans of different
ethnic, racial, and religious backgrounds.

Mr. Chairman, I have prepared a section by section analysis of the proposed
Historic Structures Tax Act and I would ask that it along with the environmental
impact statement prepared by the Department of Treasury be printed in the
Record of this hearing, at the conclusion of my statement. (Exhibit 1)

Shortly after I introduced S. 2347 I wrote to various federal, state and local
agencies, historical societies and other Interested individuals and organizations
asking each to comment on S. 2347. I was gratified by the large number of letters
I received, many of which contained the reoccurring theme which was summed
up in a quote by the late Dr. Henry Nelson Snyder who said: "An institution
which tends to forget its past will soon have a past not worth remembering."

In a letter addressed to the Chairman of the Senate Finance Committee, Mrs.
Eleanor Stearns, Assistant to the Administrator of the Octagon-fa National
Historical Landmark administered by the American Institute of Architects Foun.
dation, Incorporated--stated:

To what extent, and under what conditions, we can hope to protect our environ-
ment and architectural heritage in a meaningful and adaptive manner is up to
speculation. Yet, what is real is our unique opportunity to do something construc-
tive now before the wrecking ball takes its toll.-and along with it, tangible and
material symbols of our past with which we are able to identify.

This is not to say that all old buildings are viable and must be preserved but,
rather, that those buildings which are potentially adaptive-as so many are--
should be treated in such a manner as to encourage preservation, and not
destruction. S. 2347 provides such incentive.

Mr. Chairman, S. 2347 would harness the constructive aspects of our federal
tax system so as to preserve historically significant buildings, encourage the
rehabilitation rather than the demolition of older buildings in our urban centers
and increase the development of additional open spaces for public use. The His-
toric Structures Tax Act is a modified version of legislation that has received
the strong support of the President and the Honorable George Shultz, former
Secretary of the Treasury. In a letter to the P'fesident of the Senate dated Feb-
ruary 19, 1078, former Secretary Shultz stated that-

(783)
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"The bill would... encourage greater rehabilitation, rather than demolition,
of older buildings in our urban areas. The legislation is similarly designed to
make restoration of historic structures more appealing to private investors.
Finally, the bill modified certain restrictions on the deductibility of charitable
gifts of partial interest in land to be used for conservation purposes."

Although I have modified the legislation originally transmitted to the Senate
by Former Secretary Shultz, I believe that I have preserved three of the major
substantive Initiatives contained in the draft bill, and I am confident that this
legislation is completely compatible with the program of the President and will
receive the administration's enthusiastic support.

In his State of the Union Address, President Nixon referred to Historic Pres-
ervation by saying that "We have an irreplaceable historic and architectural
heritage." The President went on to say that he had proposed legislation "to
discourage the demolition of historic structures and to encourage the rehabilita-
tion." In a letter dated October 17, 1978, Mr. Dana G. Mead, Associate Director
of the Domestic Council, reinforced the President's interest in this legislation
by stating that "we have no objection to your legislation and would support S.
2347." Mr. Chairman, I would ask that Mr. Mead's letter be printed in its entirety
at the conclusion of my statement (Exhibit 2).

The National Council on Historic Preservation, which was created by the
National Historic Preservation Act of 1966, plays a significant role in coordi-
nating the federal effort to preserve our Nation's heritage. I wrote to each mem-
ber of the National Advisory Council on Historic Preservation relative to this
legislation. Many cabinet members and heads of federal agencies serve on this
council and I was pleased to receive favorable report from many of them. In
addition, the staff of the National Advisory Council on Historic Preservation
has prepared an excellent memorandum on this bill and I would ask that it be
printed in the hearing record at the conclusion of my remarks. (Exhibit 8)

On March 20, 1974, I received a memorandum from the Economics Division
of the Congressional Research Service of the Library of Congress summarizing
the provisions of S. 2847, I would ask that the text of this memorandum be
printed at the conclusion of my statement. (Exhibit 4)

In a letter dated December 19, 1973, the Honorable Claude S. Brinegar, Secre.
tary of Transportation stated:

"This Department has followed the legislative history of the Administration's
environmental proposals with considerable interest, We believe that these pro.
posals could provide a much needed financial incentive for increased environ.
mental concern at the same time that they would eliminate certain loopholes
in our current tax structure which have acted as deterrents to the preservation
of historic structures..."

The Assistant Secretary of the Treasury, Frederick W. Hickman, noted that
"This bill would help encourage greater rehabilitation, rather than demolition,
of older buildings in urban areas; make restoration of historic structures more
appealing to private investors and encourage charitable gifts of partial interests
in land to be used for conservation purposes. The encouragement of rehabilitation
in urban areas, the preservation of historically significant buildings and in-
creased dedication of open space for public use are essential goals which will
enhance our environment."

Mr. Kbnneth M. Brown, Legislative Counsel to the Department of the Interior
in a letter dated November 5, 1973 said:

"The President, in his State of the Union Message on Natural Resources and
the Environment of February 15, 1973, called for revision of our tax laws to
encourage rehabilitation of older buildings. S. 2347 would help to implement
this policy by providing tax benefits and disincentives to encourage rehabilitation
of certain historic structures. It would also provide tax benefits for certain
transfers for conservation purposes.

"We strongly support the historic preservation provisions of S. 2847, as well
as the provisions allowing charitable deductions for certain transfers for
conservation purposes."

Mr. Chairman, in addition to the above mentioned correspondence, S. 2347
hias received the endorsement of a number of other Federal agencies, private
organizations, as well as State and local officials who are committed to making
our Nation a better place to live. I ask that the text of these selected letters
be printed in the hearing record at the ,onclusion of my remarks. (Exhibit 5)

In introducing S. 2347 I was looking to the long-range impact the historic
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preservation movement could have on our Nation. I personally believe that
a knowledge of and respect for our Nation's history is vital to maintaining
our sense of national unity. On the eve of our Nation's Bicentennial celebration,
we find our Nation deeply divided and troubled by Internal dissension. Now
more than ever we need to strengthen the bonds which unite all Americans,.
which maintain our esprit de corps as a nation, and which will enable us to
weather our current adversity as we have done so often in the past.

One of the great unifying elements in this Nation is our common historical
experience. Since 1776, our Nation has demonstrated its ability to endure the
rigors of a Valley Forge, the invasions of 1812, a bloody civil war, the First
World War, the Great Depression, World War II, Korea, Vietnam, and the
sometimes oppressive burden of world leadership which has devolved onto us
since 194.

A heightened awareness of and appreciation for our historical heritage will
strengthen our sense of national unity and purpose, preserve our history,
reinvigorate our communities, and hopefully help to protect our environment.
We can do this by constructively utilizing our Federal tax system so as to
encourage the long range and highly desirable socioeconomic and environmental
goals which we as a Congress have set for our Nation.

Mr. Chairman, if we are to preserve historic sites we must go beyond the
current Federal, State, and local programs designed to preserve our Nation's
past. At the rate we are going a very large number of historically significant
structures are being destroyed for the sake of modernization. Approximately
25 percent of the buildings recorded by the Historic American Buildings
Survey of 10O8 have since been destroyed. Our tax system does not favor the
restoration and rehabilitation of such buildings, especially those that are pri.
vately owned. The incentive, as it currently exists in our Federal tax structure,
actually encourages the demolition rather than the retention of older structures,
This produces increasingly less diversity in our urban centers, destroys build-
ings of historical significance, and I believe makes our cities increasingly less
pleasant and desirable places to live.

Because of the shortness of our Nation's history, I believe it is doubly im-
portant for us to protect, preserve, and restore those sites that have historical
significance. But it is not enough for us to preserve our history in remote battle-
field monuments and sterile museums which are primarily utilized by history
buffs and scholars. If the truisms of our history are going to have an impact
on our Nation in the last quarter of the 20th century, we must make them an
integral part of our lives today, and adhere to the principles they teach us in
our daily lieS.

Mr. Chairman, our Nation is held together by the commonality of our
historical experiences and the consciousness of our national unity. We are truly
a nation of immigrants and our 210 million people comprise a varied mixture of
racial, religious, and cultural backgrounds. I believe that a knowledge of and
respect for our Nation's history, and the principles it teaches us, is vital to
strengthening the bonds which united all Americans and it will enable us to
weather our current adversity as we have done so often in the past.

Mr. Chairman, I would like to briefly address myself to S. 8184, the Bicenten.
nial Celebration Contribution Tax Credit Act, which I introduced on March 19,
1974. This legislation would provide for a special Bicentennial tax credit for
small contributions to officially sanctioned Federal, State and local Bicentennial
projects.

The American Revolution was successfully fought with the active support of
approximately one.third of our Nation's citizens. Another third actively opposed
the efforts to win independence from the British Crown while the remaining
third were indifferent to the outcome of the struggle. I am deeply concerned that
current efforts to celebrate the Bicentennial of the American Revolution have
failed to rally measurable support from our citizens.

To be truly successful, the Bicentennial effort must blend historical scholarship,
festive celebrations and a reaffirmation of the basic values and principles ljpon
which our Nation was founded. America needs a successful Bicentennial effort to
show us that we have not lost our way.

In addition, the Bicentennial celebration should not be viewed at being limited
in 1976 but should include the events leading up to and following the declaration
of our national independence. In fact, we are already well Into the Bicentennial
era and numerous opportunities to mark significant occurrences have already

34-639 0 - 74 - pt, 2 - 28
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been-missed. The objective of the Bicentennial tax credit bill will be to mobilize
grass roots support for Bicentennial efforts.

I am seeking to involve small contributors, the people who file the standard
short tax form, in the spirit of the Bicentennial. Several years ago, Congress
decided that it was important for small contributors to give to political camn-
paigns. Aln Individual who contributes $25 to the party or the candidate of his
choice is allowed to deduct that amount or take a tax credit of $12.50. A couple
is allowed a $50 deduction or a $25 tax credit.

S. 3184 was patterned along the same lies and is designed to achieve the
same basic objectives. People who contribute $25---($50 per couple)--to ai offi-
cially sanctioned Bicentennial project on either the Federal, State, or local
levels will be able to deduct that amount from their income tax or take a tax
credit of $12.50-($25 per couple). This legislation will take effect upon enactment
and will expire on December 23, 1983, a date which marks the Bicentennial of
General Washington's resignation of his commission as omnmanderin-C.iief of
the Continental Arinles in Annapolis, Maryland.

If enacted, the Bicentennial Tax Credit should help to mobilize grassroots
coqntrIbutor.4 to the cause of historic preservation and the Bicentennial celebra-
tion. If we are successful, I believe these efforts can inake a significant centribu-
tion to the cause of national unity whicl has been so Iadly tattered fit recent
years.

Mr. Chairman, I urge the Finance Committee to give prompt and favorable
consideration to S. 2347 and S. 3184.

[UI~xlbit 1]
Tur, PROPoSE) HISTORICAL STRUCTUREs TAX ACT OF 1973-SECTION-BY-SECTION

ANALYSIS

TITLE I-SHORT TITLE

Title I labels the Act as the Historical Structures Tax Act of 1973 and specifies
that all amendments contained in the Act are amendments to the Internal Reve-
nue Code.

TITLE I-PRESERVATION AND REHABILITATION OF HISTORIC STRUCTURES

Title II contains provisions intended to encourage preservation of historic
buildings and structures certified by the Secretary of the Interior as registered
or qualified for registration on the National Registry. In addition, the Bill limits
depreciation to the straight-line method in the case of buildings constructed
o sites which were formerly occupied by demolished historic structures.

Section 201
Section 201 adds a new section ,189 to the Code, permitting a 5 year write-off of

rehabilitation expenditures incurred with respect to historic structures which
are used in the taxpayer's trade or business or held for the prollction of income
provided that property acquired In connection with such expelidture is other-
wise eligible for the depreciation allowance.

On the disposition of a certified historic structure, gain would be treated as
ordinary income to the extent that the special write-off provided tInder this
section exceeded the depreciation deduction whicl w)od ihave otherwise been
allowable (without regard to tills provision). This section would apply with re-
spect to all expenditures made after February 15, 1973.

Scotion 202
Section 202 would add a new section to tile (ode providing that n dedieltiol

would be allowed for amounts expended ill tile demolition of i registered ills.
torte structure. or for the undepreclated cost of such t structure. Bol1 lt(,m'
would have to be allocated to the basis of til land. The sect on' would apply
to all demolitions occurring after the (late of elnnetmeit.

TITLE IlI-HEIIABILITATION OF OTIIER PROPERTY
Rcction 801

Se Ctlon 301 wolld add a new subsection (o) to the g(eral (lelreciatiol riles
of section 167. Under this new provision. If a taxpai:yer substllntialiv reimlliflated
depreciable property, he wotild be pernlitled to elect to comliltte depreiqlation with
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respect to his pre-existing basis in the building as though the entire structure
was first placed in service by him. This wilt permit a taxpayer who purchases a
used building and rehabilitates it to utilize so-called accelerated methods of
depreciation, a privilege which is not now accorded taxpayers under the law.

In order to qualify for this special treatment, the amounts added to capital
account during a 24 month period must be at least $5,000 in amount and must be
greater than the undepreciated cost of the property, determined at tne beginning
of the 24 month period. The provision is effective with respect to such expendi-
tures incurred after June 30, 1973.

TITLE IV-CHARITABLE TRANSFERS FOR CONSERVATION PUiPOSES

Title IV provides several amendments to the charitable contribution provi-
sions in section 170 of the Code, the effect of which is to permit a charitable con-
tribution deduction for certain types of transfers which are not presently al-
lowed under the law. Specifically, section 401 (a) provides that a charitable de-
duction will not be denied on the transfer of a partial interest in property, where
the interest is either an easement of 15 or more years duration granted ex-
clusively for conservation purposes, or is a remainer interest in real property
which is granted exclusively for conservation purposes. "Conservation purposes"
mean the preservation of open land areas for public outdoor recreation or edu-
cation, or scenic enjoyment; the preservation of historically important land areas
or structures; or the protection of natural environmental systems.

These amendments would apply with respect to contributions made after
February 15, 1973.

TAKEN FROM TIE ENVIRONMENTAL IMPACT STATEMENT

(Prepared by the Department of the Treasury)
Rehabfltation.-These changes would seek to minimize the difference in tax

treatment between demolition and rehabilitation of buildings. At the present time,
the destruction of older structures and their replacement with new buildings or
with parking lots and related low-density facilities are given tax benefits un-
available to the owner who wishes to substantially rehabilitate the original
structure. The resulting loss of architectural variety, especially in the downtown
areas of cities, and the continued deterioration of older buildings until a decision
to demolish is made, have resulted in degradation of the urban environment. In
order to counter this trend, the proposal would provide accelerated depreciation
rates now available for new buildings to the undepreciated cost of old buildings
which are substantially rehabilitated.

?istorlo Preservation.-Several changes are proposed to encourage thh preser-
vation of historically significant buildings. With the high rate of building demo-
lition and replacement in the United States, it has been estimated that more than
25 percent of the buildings recorded by the Historic American Buildings Survey
since 1933 have been destroyed. Present economic incentives do not favor the re-
tention and restoration of these buildings, particularly those In private owner-
ship. Maintenance costs are high and restoration expenses often exceed potential
future returns for buildings held for commercial purposes.

The new proposals would seek to readjust these incentives so as to favor reten-
tion and restoration. They would allow a five-year writeoff of rehabilitation ex-
ienditures on depreciable property, would require capitalization of the costs of
demolition and the undepreciated cost of the demolished building, and would
limit depreciation on new structures placed on the site of a demolished or sub-
stantially altered Registered structure to the straight-line method.

Charittable Transfers.-The preservation of natural areas, scenic landscapes,
unique ecosystems and other environmentally important lands is appreciably
aided by the willingness of private landowners to dedicate their property to
consei-vation purposes. Whether the gift is of the entire property or of rights over
it that protect it from abuse, there are non-profit organizations which are em-
powered to receive such donations and to protect the areas from environmental
degradation. Additionally, local and state governments are increasingly more
Involved in these activities. However. some provisions of the 1969 Tax Reform Act
have had the unfortunate result of discouraging these important conservation
undertakings. In dealing with a broad range of tax abuses in the area of charit-
able deductions, the reforms inadvertently swept in many transactions that
would have these beneficial environmental impacts.
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The changes now being proposed would rectify the treatment given for the
charitable donation of land or rights in land for environmental purposes. Spe-
cifically, they would allow deductions for all donated conservation-related ease-
ments, even those granted for less than perpetuity. They would allow the deduc-
tion of remainder interests when donated for a wide range of conservation
purposes.

ENVIRONMENTAL IMPACT OF THE PROPOSED CHANCES

The rehabilitation'proposals *are specifically aimed at preserving a variety in
the size and architecture of urban structures by offering to the investor an at-
tractive alternative to the demolition of older buildings. Center city commercial
areas have been particularly affected by a tendency to convert land usage to
large multi-story structures or to parking lots and other low density uses often
related to motor vehicle accommodation. The resultant loss in the character and
charm of our cities is a permanent concession to economic realities. While the
1969 reforms provided special amortization for low and moderate Income rental
housing, these proposals would apply regardless of income level, although the tax
incentives for low and moderate income units would continue to receive most
favored treatment. Recent changes in other aspects of depreciation deductions
allowable make it difficult to predict the pace of change as a result of these
proposed provisions.

The proposed changes In the tax law are in no way intended to replace local
and state governmental decisions related to the proper planning and regulation of
land use. Nor will they have much effect absent a strong and creative effort by
those levels of government to deal with the problems of urban blight. Neverthe-
less, over the long term the effect of moving toward more equal tax treatment of
demolition and rehabilitation should result in greater variety and character in
the urban environment. More older structures should be retained and renovated.
Downtown areas should provide a broader range in architecture as the ages of
buildings will be more varied. Smaller older structures should be saved and
used where before they might have been converted to larking lots. Residential
areas with a high number of rental units should show geater numbers of rehabili-
tated structures. Fewer structures should be abandoned and left to decay.

The historic preservation provisions are Intended to provide to the taxpayers
strong incentives to save those buildings and neighborhoods of such historical
importance as to warrant a place on the National Register. It Is estimated that
as a result of these provisions increased expenditures will be made to restore and
rehabilitate such structures, added efforts will be made to preserve them, and they
will become desired structures that will be used and kept in good condition.

While these tax benefits may cause increased pressure for commercial use of
such structures as offices and so forth, many of the buildings are now located in
commercial areas, are unsuited for residential use, and are often objects of the
demolition crews. Additionally, other proposals are being made outside the tax
area that will provide benefits for owner-occupied historical buildings. Finally,
provision of special tax treatment for Registered buildings will provide added
Interest in the possibility of registration and may result in a significant expan-
sion in future years in the number of structures on the National Register.

The changes in the tax provisons governing the deduction of charitable dona-
tions of land and interests in land should increase the attractiveness of this al-
ternative for many taxpayers. Along with related changes being considered in
the valuation methods used by the Internal Revenue Service in some of these
cases, these proposals should make the donation of land for conservation purposes
one of the most advantageous of gifts. If past actions are indicators, it is expected
that many of these donations will be of attractive large estates near urban areas,
which would provide scenic and open space opportunities beyond the capabilities
of most local governmental budgets. Additionally, the variety of possible uses for
such lands-recreation, natural preserves, study areas, research areas, and
scenic beauty to name a few-will 'allow for a varied balance of use and protec-
tion. Different conservation groups and public bodies will decide how best to
use their own areas, hopefully providing a variety of outdoor experiences for the
public.

IRREVERSIBLE AND IRRETRIEVABLE COMMITMENTS OF REsoURcES

While the proposals require no conumitment of present resources by the Gov-
ernment, they will cause a small revenue loss.
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[Exhibit 2] THE WHITE HOUSE,

Washington, October 17, 1978.
Hon. J. GLENN BEALL, Jr.,
U.S. Senate, Washington, D.C.

DEAR SENATOR: Thank you for your recent letter concerning the Historical
Structures Tax Act of 1973. I appreciate your bringing this legislation to my
attention.

As you know, on February 19th of this year, Secretary Shultz resubmitted to
the Congress the Environmental Protection Tax Act. This legislation was intro-
duced on March 14 by Congressman Conable as H.R. 5584. Your bill and H.R.
5584 are quite similar, differing only in the provision dealing with coastal wetland
areas, and while we would prefer to see the enactment of H.R. 5584, we have
no objection to your legislation and would support S. 2347.

Thank you again for your letter.
Best personal regards.

Sincerely,
DANA G. MEAD,

Associate Director, Domestic Council.

[Exhibit 31

TIE ENVIRONMENTAL PROTECTION TAX ACT AND THE HISTORIC STRUCTURES TAX
ACT, AN ANALYSIS FOR THE ADVISORY COUNCIL ON HISTORIC PRESERVATION, SEP-
TEMBER 24, 1973

INTRODUCTION

WhIle certain safeguards have been established, notably at the Federal leveL
to guide governmental undertakings in a manner consistent with preservation
objectives, little control presently exists over private actions that may adversely
affect historic properties. This is particularly true in the case of a private in-
dividual planning to alter or redevelop a historic building that he owns. In the
absence of direct government regulation, economic factors generally determine
te fate of such privately-owned historic structures. The unceasing growth of
the Nation creates constantly changing economic conditions that affect the con-
tinued use of historic properties in their traditional functions. The opportunity
for greater gain through redevelopment, or the inability to make an adequate re-
turn due to an obsolete physical plant, compels the owner of a historic property
to undertake its replacement. Thus suburban sprawl presses for housing develop-
ments on the Antietam and Manassas battlefields and high-rise technology forces
New York's Pennsylvania Station and Chicago's Old Stock Exchange to yield to
new buildings producing greater revenue per square foot,

Many of these economic threats to historic properties are caused by rapid
growth, especially in urban areas. Little can be done, other than imposing direct
controls on development, to influence private economic decisions in those situa-
tions. However, the natural pace and direction of growth are often accelerated
by governmental policy determinations, especially those affecting tax apportion-
ment. Indeed, some economic decisions in the private sector affecting historic
properties are made solely on the basis of tax consequences. Consequently,
dimnlnshing or Increasing the tax liability accruing from a certain action can
have a significant effect on the decision to undertake that action. While tax
policy at all levels of government influences action in the private sector, changes
in the Federal revenue laws generally have the most pronounced effect on the
taxpayer's burden. Therefore, modifications in the Internal Revenue Code
present considerable potential for establishing tax incentives (and disincentives)
to stimulate private preservation activity.

Having recognized the impact of tax policies on private economic decisions,
it can be demonstrated that the present Federal tax structure encourages the
replacement of old buildings, including those of historical significance, with new
ones. Two bills now in Congress, the Environmental Protection Tax Act (H.R.
5584) and the Historic Structures Tax Act (S. 2347), will remove tax-generated
pressures for the replacement of historic structures and will provide additional
positive incentives for private action that further the objectives of historic
preservation. It should be noted that the provisions of both bills regarding his-
toric properties are virtually identical and will be considered accordingly. x

I For simplicity, all section numbers referred to in this paper will be those of H.R. 5584.
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THE PROBLEM AND PROPOSED SOLUTIONS

The proposed amendments deal with three major areas of conflict between the
present Internal Revenue Code and historic preservation policy. These are the
treatment of demolition costs and loses, the depreciation and amortization of
rehabilitation expenses, and the deduction of gifts of interests in property as
charitable contributions. To appreciate the inherent limitations on the proposed
bill's reforms, it is important to note that the Code only allows deductions of
depreciation, amortization, and demolition costs when clwrged to commercial
properties, including those used for rental purposes. This well-established doe-
trine admits of no exceptions, and it would require a radical change of long-
standing tax policy to extend those deductions to noncommercial properties. It
should also be noted that the primary concern of the drafters was the threat
to historic buildings in declining urban commercial districts, and the ill reflects
this. A related proposal was directed to noncommercial properties, providing for
FHA home improvement loans of up to $15,000 for National Register properties
as opposed to the regular limit of $5,000, and an extension of the repayment
period from 7 to 15 years. This proposal was introduced in Congress last year,
but was not acted upon )efore adjournment. Finally, a portion of I.R. 5584
is concerned with the preservation of costal wetlands and, consequently, will
not be covered in this analysis.

DEMOLITION COSTS AND LOSSES

Present provisions of the Internal Revenue Code encourage the demolition
of old commercial structures regardless of their historical or architectural merit.
This encouragement derives from two sources. First, the Code allows the owner
of such a building to deduct from his income the expenses of demolition and
his unrecovered investment in the building (undepreciated cost).

Example 1: T owns a building with an undepreciated cost of $100,000 and
spends $50,000 to demolish it. The $150,000 deduction reduces T's taxes by
$75,000 based on the corporate tax rate of approximately 50%.

The second incentive is found in the Code's allowance of accelerated deprecia-
tion I on the new building -constructed on the cleared site, when that building
is used for business purposes. Accelerated depreciation induces new investment
by permitting the deduction of a larger portion of the investment in a shorter
time than the normal straightline depreciation method allows.

Example 2: T constructs a building that costs $1,000,000 and has a useful life
of 20 years. Its depreciation treatment and resulting tax savings would be as
follows:

Straightline method Declining balance method
Tax Tax

Year Deduction reduction Deduction reduction

~---------------------------$5,0 $25, 000 $200, 000 $100,00
50'000 25,000 16'0000 0

4------------------50, 000 25, 000 102, 400 5120
5------------------------------------50000 25,000 81,920 40,960
6-----------------------------------50 , 25,000 65,536 32,768
7---------------------.........................50,000 25,000 52,428 26.214
8------------------------------------.... ... 50,000 25,00 41,923 209719 ................................................ 5 ,00 25,0 33,565 16,77710 ................................................. 0000 25,000 26,844 13,422
20 ................................................. 50:000 25,000 3,000 1,500

Total (20 years) ............................... 1,000,000 500,000 987,939 493,964

Note: Depreciation Is defined by sec. 167(a) of the code as "a reasonable allowance for the exhaustion, wear and tear
includingt a reasonable allowance for obsolescence)-(l) of property used in the trade or business, or (2) of property
held for the production of income."

While both methods produce essentially equal deductions and savings over
the long run, accelerated depreciation is obviously attractive to the taxpayer
attempting to minimize his tax burden. He can sell the building after about five
years and reinvest in a new commercial structure that qualifies for accelerated
depreciation, thereby starting the entire process over again. Present tax law does
not extend this treatment to old buildings that may be historic and, therefore,
makes them less attractive to purchasers than new buildings.
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The proposed amendments to the Internal Revenue Code would change the
- treatment of demolition costs and depreciation when a historic building used

in a trade or business is involved. Section 302 d~nles deduction of the undepre-
elated cost of the building and the expense of demolishing it when the building is
a "certified historic structure." ' Rather than taking the deduction as shown
in Example 1, the taxpayer would be required to add those sums to his invest.
meant (basis) in the land on which the demolished historic structure stood. This
would then be considered in the computation of his capital gain when the property
was sold.

Example 3: The cost (basis) of the land in Example 1 Is $100.000. Under the
new provision, T must add the $100.000 undepreciated cost of the demolished
building and the $50,000 demolition cost to that figure, thereby resulting in an
adjusted basis of $250,000. He sells the land for $500,000. His gain is $250,000
and his tax, at capital gains rates, is $62,500. Under the old provision, he would
have received the $150,000 deduction at the time of demolition, representing a
tax. saving of $75,000. I would then compute his gain from a $100,000 basis on
his~property. Thus $400,000 gain would incur a tax of $100,000 at the time of
sale. However, since he has already received a $75,000 reduction in his taxes at
the date of demolition, his net tax liability for the entire transailon is $25,000.
This compares with $62,500 liability from the same set of circumstances under
the proposed amendments.

ProposedPresent code amendment

Deduction for demolition plus loss .............................................. $150,000 0
Immediate tax saving ............................................................ 15,000 0Addition to basis ............................................................... 0 $150,000

paital Lain on sale for $500,000 .................................................. 400, 000 250,000on ale ................................................ 100000 61.500Net tax from demolition and sale .................................... 25,000 6,500

Not only does the amended provision reduce the tax benefit accruing from the
demolition of a historic building, but it also defers the realization of this reduced
benefit until the owner of the land chooses to sell. Consequently, the owner who
clears for redevelopment is denied the incentive existing in the present Code.

A second amendment addresses the depreciation incentive. Section 201 requires
that any improvement "in whole or in part" constructed on a site previously
occupied by a certified historic structure that was demolished or substantially
altered must be depreciated on the straightline method. Excepted are rehabili.
tations approved by the Secretary of Interior pursuant to Section 301 discussed
below. As indicated by Example 2 and the related discussion, the straightline
method of depreciation is generally the least conducive to new investment in
properties. Denying accelerated depreciation on a building constructed on the
site of a historic structure makes that site substantially less attractive to a
redeveloler and *111 induce him to "consider other sites for new construction that
are not historic and, therefore, not restricted by the tax laws. For the owner of
the parcel, demolition and rebuilding becomes economically less rewarding
and, pursuant to Section 401 discussed below, rehabilitation becomes more
attractive.

RrZHABILiTATtOx Exis8szs
The tax treatment of rehabilitation expenses of historic properties used for com-

mercial purposes is the second major area affected by the Environmental Pro-
tection Tax Act and the Historic Structures Tax Act. While the Code does not
define rehabilitation expenses, it is clear that these expenses, as covered by the
amendments, are limited to capital expenditures and do not include items prop-
erly classified as maintenance expenses.'

I "Certified historic structure" Is the term used by the bill for those nronprtles covered by
Its provisions. As defined In Section 301 (d) (1). the term Includes any building or structure
subject to depreciation which is: (1) listed Individusily on the National Register: or (2)is located In a Revietered historic district and is certified by the Secretary of the Interior
or his delegate mS belng of historic sirnificance to the district. The term."subiect to depre-ciation" means that the bWilding must be used In a trade or business or for the production
of Income. as in the case of a rental property..The Code defines capital expenditures an amounts anent an "permanent Improvements
or betterments made to Incease the value of any property." These expenses are not deduc.tible from Income as maintenance e'-pensex are and must normally bo added to the-basis ofthe property. In Jnnes v. Commissioner, 242 F. 2d 816 (5th Cit. 195"7, a taxnaver who
reconstructed a building in the Vieux Care was required to treat "general rehabilitation"
costs as capital expenditures.
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Restoration costs would not likely be included as rehabilitation expenses under
the proposed amendments. Present treatment of rehabilitation -expenses re-
quires that. they be added to the basis of the property and, therefore, would pro-
vide only a deferred and reduced tax benefit when tie property is sold (see
Example 3).

Tihe proposed amendments would alter tlhc treatment of rehabilitation expenses
in two respects. Section 301 would allow the owner of a historic builhiing used
for mslness or rental purposes to deduct his rehabilitation expenses from his an-
nual income over it period of live years.' To qualify for this treatment, the build-
lag would have to meet the requirements of a "certilled historic structure," ald
the rehabilitation would have to be certilied by the Secretary of tie Interior
-r his delegate as heing consistent witl tile hislore character of the property
or the historic district in which It Is located. It is further required that tle re-
habilitation expenses elkceed tit(- cost of (it, property tisd $5,000.

Example 4: T spends $100.(00 to rehabilitate a historic building. which cost
hhns $T5,000. Under the existing law, this amount would be added to the basis
of tile property. 'lon sale. it w hould reduce T's gain by $100.000 nd. sit corporate
tax rates, reduce 'T's tax liability by $25,(0). Under the new provision, T would lie
able to deduct $20,00) annually front his income for five years. This would
result in an annual tax saving of $10,000 or $50.000 for the five-year lrioti.
twice the benefit received under present law.

Sectim 401 provides an alternative Incentive to rehabilitation. The current
internal Revenue ('ode permits only straightline depreciation to le taken on a
Iuildihg constructed before 1953. As shown by Ejxamitle 2, this makes a post-
1053 structure more attractive to a buyer consitlering the potetthil tax colse-
qiences, Iecause tit, newer building would qualify for accelerated depreciation
while a pre-1953 structure Imust t, depreciated on the straightline method., .ee-
tion 401 would permit tit, owner of a "substantially rehabilitated property" to
utilize accelerated( depreciation methods. To qualify, the investment in reluildilta-
tion Imust he at least $5,000 over two years and must exceed the original value
of the structure at the beglinling of that two-year period. This Section 401 treat-
meat is not limited to "certified historic structures" and, therefore. would bene-
lit properties of less than Register caliber as long its they were used for butsi-
ness or rental purposes. Accelerated depreciation under 'etion -101 would be an
alternative to amortization of rehabilitation expenses under hc'ction 301. This is
attractive to tile owner of an expensive Ihailding. because as the cost of the
building increases in relation to the rehabilitation msoqts, depreciation becomes
a larger factor and amortizationi a lesser one.

Example 5: T purchases a historic building for $1.000,000. lie invests another
$1,000.000 in rehabilitation. Useful life oif the structure is 20 years, and the tax
Is computed at the corporate rate, 50%. The tax consequence Us der the various
provisions would be as follows:

Proposed amendment
See. 401 (declining balance

Present code, straightline Sec. 301, amortization of rehabilitation depreciation of cost reha-depreciation of cost only expenses, strailghtline depreciation of cost bilitation expenses)

DeductionTax Tax TaxYear Deduction saving Depreciation Amortization saving Deduction saving

---$0oo 000 $50, 000 $50. 000 $200. 000 $125.000 $400,000 $200, 0002 ........... 100,000 50,000 50,000 200,000 125,000 32.000 1 '0003. __ 100,000 50.000 50,000 200,000 125,000 256.000 128,0004 ... _.. 100000 50,000 50,000 200.000 125,000 204800 102,4005 . 10000 50,000 50,000 200,000 125,000 163, 840 81'9206 ..... 100,000 50,000 50,000 0 25O00 131,072 65,5367 ...... 100,000 50O000 so, 00 0 25,000 104,856 52,488 ...... 100.000 50,000 50,000 0 25.000 3, 41,943S.......... 100.000 50.000 50,000 0 25 000 67.110 33,s551 ....... _ 100.000 50,000 50,000 0 25,000 53,68s 26. M420 ........... 100,000 50,000 50,000 0 2,000 6,002 3,01

The process of deducting capital expenditures such at rehabilitation costs from income,rather than adding them to the basis of the property, Is referred to as amortization."The bass for depreciation In either case would be the purchase price plus any capitalImprovements subsequently made In the building.
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CHAMTRLE CON hIBUTIONS

The third area of revisions contained in the Environmental Protection Tax
Act and the Historic Structures Tax Act is the deduction of property interests
as charitable contributions. Recent tax reforms have generally, with the excep-
tion of easements perpetual in terms, abolished the deduction of less than fee
interest in land--such as easements, options to purchase and long-term leases-
donated for charitable purposes. This eliminates any tax incentive for the dona-
tion of a scenic or facade easement on a historic property except when given
for a perpetual term. Also, charitable deductions for remainder interests' have
been limited to residences and farms, preventing the donor from realizing any
of the tax benefits previously available and thereby removing an incentive to give.

Section 501 proposes modifications to current Internal Revenue Code provi-
sions to encourage the donation of less than fee and remainder interests to
organizations for preservation purposes. Any lease, option to purchase, or ease-
ment of not less than 80 years duration could be granted to a recognized charita-
ble organization, including State and local governments, for conservation pur-
poses and qualify the donor for a deduction from his income equal to the value
of the interest conveyed. Under Section 501(a) (4), conservation purposes in-
clude "the preservation of land areas for public outdoor recreation or education,
or scenic enjoyment; the preservation of historically important land areas or
structures; or the protection of natural environmental system." The section
would also perinit the deduction by the donor of a remainder interest in a com-
mekial or' rental property granted for conservation purposes. This would allow
the owner of 1a historic property to donate it to a preservation organization
while retaining the right to use the property until his death. In tile meantime
he would realize immediate tax benefits from his gift, and the recipient of the
remainder interest woul have certain rights to prevent the deterioration or
alteration of the property. Finally, the bill changes the estate and gift tax
provisions to allow the deduction of these same interests for conservation pur-
poses, thereby encouraging bequests of such interest.

In summary, the Environmental Protection Tax Act and the Historic Structures
Tax Act would redress much of the imbalance in the present tax system that
mitigates against the preservation of historic properties employed in commercial
use. The existing encouragement of new construction, through deduction of
demolition costs and losses and accelerated depreciation, is reversed in the case
of recognized historic structures. Rehabilitation of historic buildings is favored
by the write-off rehabilitation expenses and the allowance of accelerated depre-
ciation for substantially rehabilitated structures. Finally, the deduction of char-
itable contributions of less than fee and remainder interests for conservation
purposes is permitted. Besides the obvious incentives to private preservation
activity, the inducement of preferred tax treatment should be a spur to enroll-
ment of properties on the National Register because that listing is the basis
for qualifying for the proposed incentives.

STATUS OF THE BILLS

The Environmental Protection Tax Act was drafted Jointly by the Council
on Environmental Quality and the Department of the Treasury. With the Ad.
ministration's backing, Representative Bytnes of Wisconsin, ranking minority
member of the Ways and Means Committee, introduced the bill on April 27,
1972. As H.R. 14669, the bill was referred to the Ways and Means Committee
but no further action was taken during the 92nd Congress. In February 1073,
the President transmitted his 1973 Environmental Program to the Congress,
Including a request f(,r action on the Environmental Protection Tax Act, On
March 14, 1973, Representative Conable of New York reintroduced the measure.
Designated 11.11. 5584, the Environmental Protection Tax Act of 1978 is cur-
rently pending before the House Ways and Means Committee.

On August 3. 1973, Senator .1. Glenn Reall of Maryland introduced S. 2847,
the "Historlc Structures Tax Act of 1973." This measure embodies all the
historic preservation incentives found in the proposed Environmental Pro-

4A remniinder interest is a right to ownership of a property that does not take effectuntil the expiration of another's Interest In the property. For example. if T donated a
remainder interest in his home to the National Trust. subject to a life etate In T, the
Trust would not acquire full title to the property until T died. The Trust would have
certain rights over T's use of the property during his lifetime.
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tection Tax Act and analyzed in this paper. S. 2347 is currently pending before
the Senate Finance Committee.

[Exhibit 4]

THE LIBRARY OF CONGRESS,
CONGRESSIONAL RESEARCH SERVICE,

Washington, D.C., March 20, 1974.
To: The Honorable J. Glenn Beall, Jr.
From: Economics Division
Subject: Summary of tax law affected by S. 2847, Historic Structure Tax Act

This memorandum is in response to your request for a summary of present
tax law which is relevant to the provisions of S. 2347, Historic Structures Tax
Act, and the changes which would he effected by enactment of this bill. Fol-
lowing is a summary covering the three basic objeetivea outlined in your letter.
The first two objectives are covered as a unit since present law and the pro-
visions of S. 2347 are overlapping in their applicability.

1. Encourage the preservation of historic buildings and structures certified
by the Secretary of Interior.

2. Encourage the rehabilitation, rather than the demolition, of existing
structures.

PRESENT LAW

Under present tax law, accelerated depreciation is available for new build-
Ing construction. For new real property (other than residential housing) con-
structed after July 24, 1969, depreciation may be computed under the 150 percent
declining balance method (1% times the straight line rate is applied in each
year to the balance of the cost, without construction of salvage value), or it
may be computed under any other consistent method which does not give greater
allowances in the first two-thirds of useful life than the 150 percent declining-
balance method. Used real property acquired after July 24, 1909 is generally lim-
Ited to straight line depreciation. Exceptions to these methods are provided, for
both new and used residential rental property.' Thus, under present law, an older
building or historical structure could be demolished, and a taxpayer could receive
accelerated depreciation on the new commercial building constructed on the
cleared site. In addition, deductions are permitted for the expenses of demolition
and the unrecovered investment in a building.

CHANGES PROPOSED BY S. 2347
S. 2847 would provide incentives for the rehabilitation of older structures

rather than their destruction. It would provide accelerated depreciation rates
now available for new buildings to the undepreciated cost of old buildings which
are substantially rehabilitated. If a taxpayer substantially rehabilitates depre-
ciable property, he would be permitted to elect to compute depreciation with re-
spect to his preexisting basis in the building as though the original use of the
property began with him. This will permit him to use the accelerated method of
depreciation. In order to qualify for this special tax treatment, the amounts
added to capital account during a 24 month period must be at least $5,000 in
amount and must be greater than the adjusted basis of the property as deter-
mined at the beginning of the 24 month period. The changes made by this provi-
sion would apply to additions to capital account made after June 30, 1974.

In the case of a certified historic structure (certified by the Secretary of the
Interior as registered or qualified for registration on the National Register),
S. 2847 would permit a five year write-off of rehabilitation expenditures if the
structures are used in the taxpayer's trade or business or held for the produc-
tion of income. Deduction for depreciation would also be allowed with respect
to the portion of the adjusted basis which is not amortized.

On the disposition of a certified historic structure, gain would be treated as
ordinary income to the extent that the special write-off provided under the bill
exceeded the depreciation deduction which would have otherwise been allow
able (without regard to this provision). The changes made by this provision
would apply to additions to capital account made after February 15, 193.

I In addition. a special provision was enacted in 1969 which included incentives compara-
ble to those In S. 2347. 'This provision Permits taxpayers to elect to compute depreciation
for rehabilitation expenditures on buildings for low- and moderate-income rental housing
which are made after July 24, 1969 under the straight line method over a period of 6O
months if the additions or improvements have a useful life of 5 years or more... .
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1S. 2847 provides that no tax deduction would be permitted in the case of the
demolition of a certified historic structure, or for the undepreciated cost of such
a structure. Both Items would have to be allocated to the basis of the land. Struc-
tures located in a registered historic district would be treated as a certified his-
toric structure unless the Secretary of the Interior certified, prior to demolition,
the structure was not of historic significance ot the district. The changes made by
this provision would apply to demolitions occurring after the date of enactment.

If a certified historic structure is demolished or substantially altered, but not
in conformity with the rehabilitation provisions Included in the bill, S. 2847
provides that any new construction, after February 15, 1973, on the site pre-
viously occupied by the historic structure would be eligible only for straight
line depreciation. The changes made by this provision apply to property placed
In service after December 31, 1978.

8. Encourage charitable transfers of property for use of parks, open spaces,
or other conservation purposes.

PsaSe1T LAw

Under Federal income and estate and gift tax law, a charitable deduction is
not allowed for contributions (not made by a transfer In trust) of a partial
Interest in property unless the contribution would be deductible If that Interest
had been transferred In trust. This disallowance does not apply, however, to
contributions of (1) a remainder interest In a personal residence or farm, or
(2) the undivided portion of the taxpayer's entire interest in the property. For
example, a deduction will be allowed where an individual makes a gift of his
residence to charity and retains the right to live In the residence for his life.
Also, a gift of an open space easement In gross Is considered a gift of an un-
divided Interest In property where the easement is in perpetuity, and to, there-
fore, deductible.

A deduction Is allowed for contributions transferred in trust except under
certain circumstances. These exceptions Involve contributions of remainder in-
terests and Income interests, as follows:

Remainder interests-no deduction Is allowed for contribution of a remaider
Interest unless the trust Is a charitable remainder annuity trust or a charitable
remainder unitrust, or a pooled income fund.

Income Interests-no deduction is allowed unless the Interest is in the form
of a guaranteed annuity, or the trust instrument requires that the charity re-
ceive an annual fixed percentage of the fair market value of the trust property
determined annually.

CNANOiGs PaomOso By S. 2847
8. 2847 would revise the tax treatment of the charitable donation of land or

rights in land for environmental purposes. S. 2347 would provide that a charita-
ble deduction under Income and estate and gift taxes would not be denied for
the transfer to a qualifying organization or a partial Interest in property where
the Interest is either a lease on, option to purchase, or easement with respect to
real property of not less than 80 years' duration or Is a remainder interest In
real property which is granted exclusively for conservation purposes. Quali-
fying organizations are those to which individual contributions are eligible for
the maximum 50 percent deduction. They include public charities, private oper-
ating foundations, and private nonoperating foundations which either distribute
the contributions they receive to public charities or private operating founda-
tions within 2% months following the year of receipt, or qualify as community
foundations. The term "conservation purposes" means the preservation of land
areas for public outdoor recreation or education, or scenic enjoyment; the pres-
ervation of historically Important land areas or structures; or the protection of
natural environmental systems.

[Exhibit 5]
DEPAwTMET or AoGmLTUR

OrizOM Or TIM OIPTAY,
Washington, D.L, JanuaV B, 1974.

Hon. J. GLZN BuLt, Js.,
U.S. Senate,
Wasahinton, D.A.

Dt" StENATOR BEALL: This Is in reply to your request of October 5, 19M8, for
a report on S. 2347, a bill "To amend the Internal Revenue Code of 1964 to
encourage the preservation and rehabilitation of historic buildings and struc-
tures and the rehabilitation of other property, and for other purposes."
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The bill, Title I, cites the Act as the Historic Structures Tax Act of 197&. Title
II encourages the preservation of historic buildings and structures certified
by the Secretary of the Interior as registered or qualified for registration on
the National Registry, and limits depreciation to the straight-line method for
buildings constructed on sites which were formerly occupied by demolished
historic structures. Title III encourages the rehabilitation pf existing struc-
tures, rather than their demolition. Title IV permits charitable deductions for
certain types of transfer of property, not presently allowed under the law, for
conservation purposes.

The Department is in full agreement with the objectives outlined in your
letter and we believe that your bill would be helpful in achieving them. While
the Department has no responsibility for urban buildings, we are concerned
with historical buildings in rural areas and with parks, open spaces, and resource
conservation.

FBnactment of the bill might very well encourage the establishment of Living
Historical Farms in rural areas, particularly near our urban centers. These
farms, which are essentially outdoor operating museums reproducing farm
practices of a particular time in a particular area, serve both as a source
of knowledge and as an outdoor recreational facility. The Department believes
that these farms, whatever their time period, offer a-worthwhile addition to our
Bicentennial plans. A few of such farms, reproducing conditions under which
some of our past leaders grew up, are in existence today and more are needed.

While the Department supports the provisions of S. 2847, we would prefer
the enactment of H.R. 5584. The latter, an Administration bill, is substantially
Identical to S. 2847 except that it additionally contains some important tax
provisions designed to help preserve the coastal wetlands areas.

The Office of Management and Budget advises that there is no objection to the
presentation of this report from the standpoint of the Administration's program.

Sincerely,
J. PHIL CAIPBELL, U dr SecretaU,

U.S. DEPARTMENT OF CoMMEnot,
DOMESTIC AND INTERNATIONAL BUSINESs ADMINISTATION,

Washington, D.O., October 28, 1978.Hon. J. GLENN BEALL, JR.,

U.S. Senate,
WasMigton, D.O.

DEAR SENATOR BEALL: This is in reply to your letter of October 5, 1978, to me
and to Mr. Clarence C. Pusey of my staff regarding S. 2347.

As the representative and alternate for the Department of Commerce on the
Advisory Council for Historic Preservation, we both are knowledgeable and
enthusiastic supporters of this bill The legislation is timely and if enacted
should provide a major Impetus to the preservation of our historic property and
structures for future generations.

We hope that the bill is favorably considered.
Sincerely,

3. WxuLm NzLSol,
Director, United States Ropositiona Staff.

SMITHSONIAN INSTITUTION,
Washington, D.C., March 25, 1974.Hon. 3 GLENN BEALL, JR.,

U.S. Senate,
Wa.Mngton, D.C.

DEAR SENATOR BEALL: Last fall you very kindly requested my comments on
S. 2347, the Historical Structures Tax Act of 1973 "a bill to amend the Internal
Revenue Code of 1954 to encourage the preservation and rehabilitation of historic
buildings and structures and the rehabilitation of other property and for other
purposes."

Because the Smithsonian Institution has traditionally supported efforts to
preserve historic buildings and to conserve natural environmental systems I felt
that the proposed legislation warranted the attention of the Board of Regents
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of the Institution. I am happy to report that at their meeting in January the
Regents endorsed the objectives of S. 2347 and any similar legislation that would
create tax incentives for the preservation and restoration of historic structures
and neighborhoods; to encourage rehabilitation instead of demolition of older
buildings in urban environments; and to promote charitable contributions of land
and rights for conservation purposes.

The Office of Management and Budget advises that it has no objection to the
submission of this report and that enactment of S. 2347 would-be in keeping with

< the Administration's program.
Sincerely yours, S. DILoN Rn, S,/ecretary.

GENERAL SEavIcas ADMiIsTuArioN,
Washington, D.C., Deoember 10, 1978.

Hon. J. GLENN BEAr., Jr.,
U.S. Senate, Washngton, D.C.

DEAR SENATOR BALL: This is in response to your request for our comments re-
garding S. 2347, the Historical Structures Tax Act of 1978, which you have in-
troduced to encourage the preservation and rehabilitation of historic buildings
and structures and the rehabilitation of other properties and for other purposes.

The preservation and rehabilitation of historically significant Federal build-
ings has been a major continuing program of the General Services Administra-
tion (GSA). In addition to the nomination of such buildings to the National
Register of Historic Places, of which we recently submitted fifteen, GSA has re-
cently successfully completed the restoration of the Pioneer Courthouse in Port-
land, Oregon, to use as a Court of Appeals and office space.

Under the provisions of Public Law 92-362, we conveyed to local governing
bodies within the past year the Federal Courthouse and Post Office in St. Paul,
Minnesota, and the Post Office in Battle Creek, Michigan, which had been declared
excess but Will now be preserved as viable historic monuments in perpetuity. The
significant feature of Public Law 92402 is the provision for partial use of such
historic monuments for income-producing purposes to bear the cost of repair,
rehabilitation and maintenance. Any excess revenues will be used for parks,
recreation, and other local historic preservation projects.

Where Public Law 92-82 provides budget funding relief for local political
bodies, we believe S. 2347 will furnish similar incentives to private owners of
historically significant buildings. Several such buildings, including the Stock
Exchange in Chicago designed by Louis Sullivan might have survived demolition
In recent years had the provisions of S. 2347 been available. We concur with the
Treasury Department's analytical observations and concern for the growing
casualty list of historically significant buildings.

In view of the President's statement at the signing of Public Law 92--82 on
August 4, 1072, and the historic preservation program of the General Services
Administration, we fully support the objectives of S. 2847.

Sincerely,
AnRaR F. SAMPSON, Adminestrator.

NATIONAL ENDOWMENT FOR THE AmFs,
A FusEAL AoGNoY ADvISED BY THE NATIONAL COUNCIL ON TiE ARxTS,WasI ,0gon, D.C., Febrwri 5,1974.

Hon. J. GLENN BaLL, Jr.,

U.S. Senate, Washington, D.C.
DEz SENATOR BmAL: I greatly appreciate your giving me the opportunity to

comment on the Hstorical Structures Tax Act of 1978 (S. 2847). The objectives
and approach of this legislation are commendable, and the National Endowment
for the Arts wholeheartedly endorses its enactment. The legislation will provide
forceful mechanisms to promote the preservation and rehabilitation of historic
buildings across the country.

The amendments to the Internal Revenue Code as proposed in S. 2847 are needed
and timely in several respects. First, they would effectively complement the Na,
tion's preparations for the Bicentennial celebration. Moreover, the proposed
amendments would be of great benefit in furthering the goals expressed by the
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President in his Executive O-der No. 11593 on the Protection and Enhancement
of the Cultural Environment. Finally, the legislation could promote Federal en-
ergy conservation objectives which, no doubt, will be a matter of increasing na-
tional concern. In this respect, S. 2347 is especially timely, as it would encourage
substantial energy savings by fostering the imaginative reuse of older buildings
and by minimizing the consumption of energy-expensive materials required in
new construction.

The strength of the proposed legislation lies in its three-faceted approach to the
problem, combining tax measures to discourage the demolition of historic build-
ings, along with incentives for rehabilitation and for the transfer-of less-than-fee
interest in real property for conservation purposes. Taken together, these devices
should result not only in the preservation of structures now severely endangered
by demolition pressures, but also in the economically feasible reuse of -these
structures.

The adaptive use or "recycling" of older buildings has become the focus of an
increasing number of Endowment activities. The agency's Architecture and En-
vironmental Arts program is supporting, through its grants, numerous projects
of this nature, particularly through its City Edges and City Options programs.
Moreover, the Endowment is now listed among those Federal agencies responsible
for commenting on Environmental Impact Statements relating to historic pres-
ervation, architecture and archeology, and neighborhood conservation. Through
these efforts, the Endowment has become aware of the urgent need for revisions
in Federal tax policy as outlined In S. 2347. We strongly urge the enactment of
the Historical Structures Tax Act of 1973.

The Office of Management and Budget has advised us that it has no objection
to the submission of this report, but that the Administration would prefer enact-
ment of H.R. 5M84, a more comprehensive measure containing the substance of
S. 2347 and also provisions designed to preserve the coastal wetlands.

Sincerely,
NANCY HANKS, Chairman.

NATIONAL ENDOWMENT FOR THE HUMANITIES,
Washington, D.A., December 6, 1973.

Hon. J. GLENN BEALL, JR.,
U.S. Senate,
Washington., D.C.

DEAR SENATOR BEALL: Your proposed legislation, S. 2347, the Historical Struc-
tures Tax Act of 1978, creates an unusual and Important option In a distinctly
important area. The preservation and effective use of historic buildings and the
creation of parks and open spaces can onlyfurther the historic awareness and the
general good of the people of this country. Although the Endowment is not per-
mitted by its act to fund the actual costs of preservation, we have encouraged it
by funding research and education projects that have led to the preservation of
such buildings. To preserve the past as it is significant to our present is a funda-
mental act of the humanities. Being unacquainted with the tax aspects of the
situation, I am unable to assess the relative costs and benefits which the legis-
lation would bring about. Nevertheless, as the purpose of your proposed legis-
lation is to continue and increase such preservation, I believe it merits serious
and careful consideration.

The Office of Management and Budget has advised us that it has no objection
to the submission of this report front the standpoint of the Administration's
program.

Sincerely,
RONALD S. BERMAN, Chairman.

NATIONAL TRUST FOR HISTORIC PRESERVATION,
Wlliamsburg, Va., November 28, 1973.

DEAR SENATOR BEALL: I have been most pleased and encouraged to receive a
copy of your recent letter to Gordon Gray and to read the details of your tHistoric
Structures Tax Act.

Much of the recent history of the kind of demolition that is homogenizing urban
scenes throughout the nation can be attributed to tax treatment that has favored
destruction over rehabilitation. Your proposal is onethat would go far toward
rectifying this Inequality and encourage a more logical and sensitive attitude to-
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ward the preservation of landmark structures. I compliment you on initiating

such a sound and imaginative program.
Gordon Gray wrote you that he has now relinquished the chairmanship of

the National Trust for Historic Preservation. His contributions to national his-

toric preservation in terms of leadership, legislation, and dedicated personal

interest have been nothing short of spectacular. As I embark on my new assign-

ment as his successor, I do so with great confidence that our efforts at the

National Trust will be supplemented by legislative assistance from persons such

as you, who perceive that the ultimate benefits of urban preservation must really

grow from solutions to the fundamental problems of practical rehabilitation.

I shall look forward with keen interest to news of your scheduled hearings, and

to meeting you. I am a native of your state and was born and brought up in

Hagerstown. In addition, I had the pleasure of working with your father when

I was Deputy Under-Secretary of State in the late 1940's and early 50's.

Sincerely, CARLISLE H. HuMELSINE, Chairman.

NATIONAL TRUST FOR HIISTORIC PRESERVATION,
TWashington, D.C., November 7, 1973.

The Hon. J. GLENN BEALL, Jr.,

U.S. Senate,
lVa8hington, D.C.

DEAR SENATOR BEALL: The National Trust for Historic Preservation is most

pleased to know of your support for amending the Internal Revenue Code by the

provisions contained in S. 2347, the Historical Structures Tax Act of 1973.

The National Trust was pleased to have worked with the Tax Policy Advisory

Committee of the Council on Environmental Quality when it was conducting

its 1970-71 study of the effect of federal tax policy on our environment. We are

pleased to note that the provisions of $. 2347 are identical to those sections of

H.R. 5584 which relate to historic structures.
We support the provisions of S. 2347 and urge the prompt scheduling of hear-

ings before the Senate Finance Committee.
The enactment of this legislation would be among the most significant con-

tributions to the conservation of our worthy man-built environment during our

nation's Bicentennial era.
Sincerely, JAMES MIDDLE, President.

INSTITUTE OF EARLY AMERICAN HISTORY AND CULTURE,
SPONSORED JOINTLY BY THE COLLEGE OF WILLIAM AND MARY

AND COLONIAL WILLIAMSBURG FOUNDATION,
Williamsburg, Va., October 16, 1973.

Hon. 3. GLENN BEA. L, Jr.

U.S. Senate,
Washington, D.C.

DEAR SENATOR BEALL: I am very grateful to you for your letter of October 5,

calling attention to S. 2347, the Historical Structures Tax Act of 1973, which

you have recently Introduced. I have also read your more detailed statement
from the Congressional Record and the full text of the proposed act. The legis-

lation you have proposed is in my Judgment extremely desirable and most

appropriate in this period of the Bicentennial.
That part of the legislation that would encourage owners to preserve and, if

necessary, rehabilitate historical structures through tax advantages has, I

think, a number of very desirable features. Among them I would include the

following:
1. It would, as I understand it, encourage private owners to preserve their his-

toric buildings, thereby making possible the preservation of individual buildings
of historic importance that are not so situated so as to be conveniently included
among the properties administered by an organized historical restoration, his-

torical society, or the like. This is extremely important in situations where a

valuable historical building is located in some isolation from similar structures.
2. The legislation would, moreover, by encouraging more restoration activity by

private individuals, take some of the burden off restorations, museums, historical
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societies, or state and federal agencies who are already hard pressed to preserve
and maintain the historic properties currently under their jurisdiction.

3. The additional amount of preservation that would result from the bill would
be accomplished at very small cost to the federal government.

4. To me an important-and relatively hidden-benefit of the legislation is
the extent to which it would encourage the preservation of buildings that would
then be occupied and Used as residences or for appropriate business activity. As
much as we need organized restoration and preservation activity, in which the
buildings are used only for exhibition to the public, this approach works best
for sites of major importance or for large clusters of buildings. The men respon-
sible for administering -such properties are themselves the first to adlmnit. more-
over, that they must work very hard to prevent such buildings from becoming
museums that convey very little sense of having been lived in and from seeming
frozen and lifeless. Buildings preserved by persons who would continue to use
them (which your legislation would encourage) would, have the advantage of
giving these historic properties that sense of life. vitality, and continuity with
the past that is, I think, the highest goal of historic preservation.

I very much hope that the legislation will be favorably acted on in this ses-
sion of Congress. If there is anything further that I can do Io support It. I should
be happy to do so.

Sincerely,
THAI) W. TATE, Director.

ORGANIZATION OF AMERICAN HISTORIANS,
OFFICE OF EXECUTIVE SECRETARY,
Bloomington, Ind., Norem ber 1, 1973.

Senator J. GLENN BEALL. JR.,
U.S. Senate,
Washington, D.C.

)EAR SENATOR BFAI.L: Thank you for informing this office of the proposed
Historical Structures Tax Act. The objectives are in harmony with those of
the Organization of American Historians, the largest organization of historians
specializing in American history, and I see no reason to believe that the tax
power could not be used effectively for these objectives as it has been for
many others.

I am bringing your letter to the attention of the chairman of our Committee
on Historic Sites, Dr. Clement M. Slvestro, the Director of the Chicago His-
torical Society. The Committee serves as liaison between the OAII and local
and federal agencies interested In historic sites. You may wish to call upon
Dr. Silvestro for assistance.

With best wishes.
Sincerely yours,

RICHARD S. KIHKENDALL,
Executive Secretary.

AGRICULTURAl. HISTORY SOCIETY,
EDITORIAL OFFICE: AGRICULTURAL, HISTORY CENTER,

UNIVERSITY OF CALIFORNIA,
Davi1s, Calif., December 28, 1973.

Hon. J. GLENN BEALL, JR.,
U.S. Senate,
Washington, D.C.

DEAR SENATOR BEALL: The Agricultural History Society is pleased to learn
of S. 2347, The Historical Structures Tax Act of 1973. We believe that this
legislation would be of benefit in the preservation of historical buildings. At
the same time, we believe that its provisions should be extended only to those
structures certified by the Secretary of the Interior.

It Is our hope that this Act would encourage the development of Living
Historical Farms. These farms, depicting agriculture as It was at a particular
time in a particular area, are a rather new development In- the historical and
museum field. Legislation which would encourage their development, as we
believe your bill would, is most desirable.

We hope that your bill will beconAe law.
Sincerely,

WAYNE D. RASMUSSEN, Executive Secretary.
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'MARYLAND BICENTENNIAL COMMISSION FOR THE COMMEMORATION OF
TiE AMERICAN REVOLUTION, 'MARYLAND DEPARTMENT OF ECONOMIC
AND COMMUNITY DEVELOPMENT,

Annapolis, Md., Novem ber 6, 1973.
Senator 3. GLENN BEALL, JR.,
Old &cnate Oftcc Building,
Washington, D.C.

DEAR SENATOR BEALL: May I thank you and congratulate you on introducing
5. 2347, the Historical Structures Tax Act. of 1973. It is certainly worthy of
consideration by the Congress and I feel it will be well received.

As Chairman of the Maryland Bicentennial Commnission, I see every day the
hIportance of the preservation of historic buildings and it Is only during our
time that these buildings can be saved. Certainly when we celebrate our Tri-
centennial they will all be gone unless we do our job and do It now.

Again, I commend you for your well thought out proposal and I wish you
every success.

Sincerely,
LoUISE GORE,

Chairman, Maryland Bicentennial Commission.

WASHINGTON, D.C., October 29, 1973.
Sen. 3. GLENN BEALL, Jr.,
U.S. Senate, Committee on Finance,
Vashington, D.C.

DEAR SENATOR BEALL: I am writing in response to your letter of October 5,
1973, on the Historic Structures Tax Act of 1973. As a member of the National
American Institute of Architects Committee on Historic Resources and Chairman
of the Subcommittee on Legislation I would like to confirm the AIA endorse-
ment of this legislation.

With respect to both preservation and appearance problems in our environ-
ment, there is no better way for renewing our declining conitnunities than
private economic incentive, particularly when meshed with orderly, planned
government action. Speciftcally, our present income tax laws encourage real
e-state ownership and investment. Pending legislation, such as S. 2347, may add
preservation incentives. Real estate taxes are currently encouraging continued
community deterioration. Real estate tax now rises when existing buildings are
preserved, improved or even well-maintained-this should be replaced by es-
calating taxes for deterioration. possibly boosted by assessments and fines. Our
local government should make negligence unprofitable. There could be no quicker
way for improving some of the country's worst neighborhoods, stabilizing declin-
ing areas, and protecting those that are still good.

Sincerely yours,
DONALD B. MYER, AIA, Chairman,

Subcommittee on Legislation,
Committee on Historic Resources/AIA.

SMITHSONIAN INSTITUTE,
TiiE NATIONAL 'MUSEUM OF HISTORY AND TECHNOLOGY.

Washington, D.C. October 19, 1973.
Hon. J. Gt.ENN BALL, Jr.,
U.S. Senate,
Washington, D.C.

DEAR SENATOR BEALL: I am grateful for your letter of the 12th inviting my
comments on your Historical Structures Tax Act (E. 2347). I have long been
deeply concerned with historic preservation, during which time it has been
continuously evident how far we lag behind most of the European nations in
offering tangible inducements to the owners of historic structures who might
he inclined to undertake preservation. Your bill appears to be the instrument
needed to bring some balance to this situation. I

My principal and specific preservation concern has been for the structures of
American technology-manufacturing, processing, and engineering structures,

34-6390 0- 74 -pt.2 - 29
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which traditionally are disregarded by preservationists, despite their extraordi-
nary significance in the nation's development. I would, therefor, offer the sug-
gestion that your bill be amended to specifically mention structures relating to
"technology, industry, and engineering," as a reminder to both owners and tile
IRS that it is fully as important to preserve the remains of this aspect of our
heritage as houses and churches. An indication that recognition of this is becom-
ing more widespread is the fact that tile number of factory and mill buildings;
bridges; tunnels; canals; utilities structures; mines; and so forth, included on
the National Register, is increasing proportionally with time. Maryland, In fact,
has beeii one of the most enlightened states In tis regard, and is one of the few
having a member of its professional review board for the National Register
concerned expressly with technological structures (who happens to be myself).

If you would keel) me Informed of the act's progress, I would be grateful.
With all best wishes, I am

Yours sincerely,
ROBERT M. VOGEL,

Curator, Divi8ion of Mechanical and Civil Engineering.

RESOLUTION IN SUPPORT OF THE HISTORICAL STRUCTURES TAX ACT OF 1973
Whereas, one of the most attractive features of the Washington Metropolitan

Area is its large number of sites of historic significance, its architectural diver-
sity, and its impressive open space system; and

Whereas, the Metropolitan Washington Council of Governments has through
its development policies and planning program recognized the importance of these
elements as a valuable resource of the area worthy of promotion and protection;
and

Whereas, the Historical Structures Tax Act of 1973 (S. 2347) introduced in
the Senate by Senator Beall of Maryland and tihe Environmental Protection Act
of 1973 (H.R. 5584) introduced in the House by Representative Conable of
New York are designed to achieve, by amending the Internal Revenue Code, the
foilowing three objectives:

1. Encourage the preservation of historical building sites and structures cer-
tified by the Secretary of the Interior, as listed on the National Register of
Historic Places, or within a district listed on the National Register, or on the
inventory maintained by state and local Jurisdictions,

2. Encourage the rehabilitation, rather than the demolition, of existing struc-
tures for compatible and where possible profitable reuse,

3. Encourage charitable transfers of property for use as parks, open spaces,
or other conservation purposes; and

Whereas, these objectives will serve to support COG in its effort to preserve
the character and improve the quality of life within the Washington Metro-
politan Area

Now, therefore, be it resolved, by the Regional Open Space Technical Advisory
Committee and the Land Use Policy Committee of the Metropolitan Washington
Council of Governments that the Committees support Congressional efforts aimed
at promoting the principles of historic preservation and open space conserva-
tion and urges a thorough consideration of S. 2347 and H.R. 5584 by the Congress
in the light of these principles.

STATEMENT OF CONGRESSMAN 1On PRICE

My name is Bob Price and I represent the 13th Congressional District of
Texas. I ftppreciate the opportunity to testify before this committee on the
effect of gphase-out or elimination of the percentage depletion allowance on oil
and natural gas for the domestic petroleum industry.

In a word, tile effect would be devastating. Here Is why I believe this is so.
It has already been well established that the nation faces the continuing threat

of energy shortages. Since this fact has been adequately documented before this
committee, I will not review those facts now. However, one essential element of
our energy situation must be clearly understood. That is, that in the short term
of the next twenty years or so, we have no alternative to relying on oil and
natural gas for the bulk of our energy needs. The most secure, least costly and
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most readily accessible source of petroleum is onshore in the lower 48 states
where over one half of our vast potential of petroleum reserves are estimated to
exist.

The question then is how do we locate these new reserves of oil and gas? The
answer is simple. We, in Congress, must provide what economic incentives are
necessary to maximize the domestic exploration and development efforts.

It has been documented that approximately 85 percent of the exploratory wells
in the United States in 1972 were drilled by independent explorer producers. In
my own district, the Panhandle of Texas, independent producers are responsible
for 88% of drilling.

Thus the question of how to get more domestic oil and gas reserves narrows
to-how do we maximize the exploratory efforts of the independent producer?
How do we in Congress preserve and strengthen this essential part of our energy
industry?

Let us examine the mode of operation of the independent producer.
As a general rule, the independent producer raises about threc-quarters of his

risk capital from outside passive sources. These investors are, to a large extent,
investors in high tax markets. I am told that one essential element in inducing
these investors to put their capital in the high risk "wildcat" exploration ven-
tures is the percentage depletion allowance.

In addition, the independent producer himself relies on the revenues from the
depletion allowance to finance his capital needs, such as, ise inventory of non-
producing bases, producing case equipment and servicing and repayment of debt
obligations.

It should be observed that. if the depletion allowance is perceived to be an in-
dispensable element in financing the exploratory effort by the independent, we
in Congress must strive to preserve and increase this incentive--certainly not
abolish it!! The elimination of percentage depletion may fall more heavily on
the independent oil producers than on the major oil companies because the pres-
ent depletion allowance is worth more to individual taxpayers in brackets above
50 percent than it is to corporations in 48 percent brackets.

And just considering abolishing it has caused so much uncertainty in this
industry that the flow of outside risk capital into the independent segment has
slowed. Marginal wells are now being abandoned to recover the pipe for drilling
new wells. The oil recoverable in these abandoned wells is estimated at 50 million
barrels of oil. This is regrettable.

-In view of the recent Arab oil embargo and the continued threat of other
embargoes, we could not have chosen a worse time to consider altering a known,
workable tax provision which has become deeply imbedded in the economics of
the domestic industry.

Thank you Mr. Chairman and Members of this Committee.

HEDRICK AND LANE,
Washington, D.C., June 12, 1974.

Re Tax Reform Proposals Involving Foreign Income
Mr. MICHAEL STERA,
Staff Director, Committee on Finance,

.. Dirksen Senate Olfl e Building,
Washington, D.C.

DEAR MR. STERN: This letter contains the comments of Metropolitan Life
Insurance Company and the Prudential Insurance Company of America in sup-
port of a proposal reflected in H.R. 11883 introduced by Representative Carey of
New York, and attached hereto. This letter is in reponse to the announcement
of the Committee on Finance of May 31. 1974 inviting written comments by
interested persons on various tax reform proposals, including proposals involv-
ing the taxation of foreign income.

In connpetion with its consideration of various provistions in the tax laws
dealing with the treatment of foreign income, on May 29, 1974, the Ways and
Means Committee tentatively agreed to permit mutual life-insurance companies
maintaining separate life insurance operations in countries contiguous to the
United States to exclude these operations for U.S. income tax purposes. The
proposal adopted was similar to that contained in H.R. 11883, except that the
tentative decision is limited to mutual companies and imposes a tool gate tax
as a condition of eligibility for election.
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Metropolitan and Prudential are leading U.S. mutual life insurance companies
that have conducted Canadian operations since 1872 and 1909 respectively. The
proposal reflected in H.R. 11883 has been endorsed by the American Life Insur-
ance Association, which represents the life insurance industry in the United
States. This change in law has been requested also by the Canadian government,
which has included the change on its agenda of needed treaty amendments.

DESCRIPTION or U.S. LIFE INSURANCE OPERATIONS IN CANADA

The bulk of U.S. life insurance company operations in countries other than.
the United States is in Canada. However, the U.S. share of the Canadian market
has steadily declined over a period of time. At the beginning of this century,
U.S. companies had approximately 40% of the Canadian market; while at the
end of 1972, our share of the market had declined to under 25%. U.S. mutual
companies have approximately 80% of the U.S. share of the Canadian market,
and Metropolitan and Prudential are the major U.S. mutual life insurance com-
panies operating in Canada.

In most significant respects, Prudential and Metropolitan operate their Cana-
dian branches as if they were separate Canadian companies. The capital for
these Canadian branches is furnished by Canadians, the assets arising from
insurance operations in Canada are invested and held in Canada, and, in general,
Canadian business assets cannot be removed from Canada without the consent
of the Canadian Government. Most significantly, the income of these Canadian
branches is generated by Canadian insurance and investment activities, and the
Canadian branch income inures to the benefit of Canadian policyholders. This
is because the pricing systems and policyholder dividend scales for Canadian
policies are based upon Canadian investment, mortality, morbidity and expense
experience.

CURRENT U.S. LAW Is UNFAIR

Under current law, U.S. income tax is imposed on these Canadian branch life
insurance operations. While a foreign tax credit is allowed for Canadian taxes,
U.S. taxes on these operations currently exceed allowable credits.

The present system of taxation is basically unfair because the burden of the
higher U.S. tax inevitably falls on the Canadian policy owners of these Canadian
branches and because the income that is taxed is produced entirely by Canadian
capital, investments and other activities that take place in Canada. Under these
circumstances, imposition of the U.S. tax runs counter to the generally accepted
tax principle that a country does not tax the foreign source income of non-
residents.

Moreover, because of the added cost produced by the U.S. tax, U.S. companies
are subject to competitive disadvantages, and, in some cases, are effectively pre-
cluded from competing in Canada with non-U.S. companies.

For example, U.S. tax law has substantially deterred sales of Canadian
qualified pension and profit-sharing contracts by U.S. companies. Under U.S.
law, the earnings on qualified pension plan funds are for the most part not
subject to tax and Canadian qualified plans enjoy similar tax treatment under
Canadian law. However, because of uncertainty under U.S. law as to whether
the Canadian retirement and profit-sharing plans qualify under the U.S. defini-
tion, U.S. companies have been faced with a difficult choice. On one hand, they
may choose to participate in the Camdian qualified market on a basis that guar.
antees contract-holders that their benefits will not be reduced by U.S. Income
tax charges, with the resultant risk that the companies might have to absorb
the tax. On the other hand, if they do not choose to ,articipate on this basis, the
companies may not sell these contracts at all since they cannot sell contracts that
reflect an income tax cost when they are competing with other companies that
can sell on a tax free basis.

It has generally been recognized that the problems of life insurance taxation
are bnlque ones requiring unique solutions. Canada and the United Kingdom,
the countries where our chief competitors in Canada are incorporated, have
dealt with foreign life insurance company branch operations in a unique way.
Neither Canada nor the U.K. Impose a tax on the foreign branch life insurance
operations of their companies even though both of these countries do tax the
worldwide income of other domestic companies, including insurance companies
other than life. Thus, there are precedents in international law for excluding
Canadian branch life insurance company income of U.S. life Insurance compa-
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nies. Moreover, the proposed amendment, which applies to Mexico as well as
Canada, is based upon a precedent in the Internal Revenue Code that applies
special treatment to U.S. business activities with our neighbors in "contiguous
countries." I

WHY INCORPORATION OF CONTIOUOUS COUNTRY BRANCH Is Nor APnopz&TE

Mutual life insurance companies are faced with a number of impediments to
the incorporation of foreign branch operations. These include federal iuconm
tax problems, problems of insurance regulation, and the difficulties of obtaining
policyholder consent for major changes within the framework of existing mutual
company laws. Thus, in the case of mutual com'nie-t, incorporation of a subsidi-
ary does not appear to be a satisfactory solution to the problems outlined
above.

NO EXPORTATION OF JOBS OR CAPITAL

The life insurance company branch operations described above are fundamen.
tally different from the operations of controlled foreign corporations which have
been subject of such proposals as the Burke-Hartke Bill. This is because Cana-
dian branch operations do not involve the exportation of U.S. capital and jobs and
because in the case of our Canadian branch operations, ultimate beneficiaries
of the Canadian branch operations are Canadians.

PROPOSED AMENDMENT

If adopted, the proposed amendment would eliminate the problems described
by applying sound concepts to the special circumstances applicable to Canadian
branches of U.S. life insurance companies. The general design of the proposal is
intended (i) to exclude from the computation of U.S. life insurance company
taxable income all of the items that relate to insurance contracts issued in con-
tiguous countries, (2) to require the inclusion in U.S. income of any amounts
repatriated from the contiguous country branch to the United States, and (3)
to make the foreign tax credit inapplicable to the extent that the contiguous
country branch income is excluded.

From a technical standpoint, the proposed legislation employs familiar tax
concepts and allows relative ease of administration. The U.S. revenue effect of
the proposed legislation is difficult to estimate and may vary from year to year.
It is expected, however, that an annual revenue loss of about $3 million will be
sustained (based on 1972 data), although the resolution of several unresolved
U.S. tax Issues might cause this figure to vary. It also should be noted that in
some future years the revenue loss may be negligible because of a variety of
factors that may, from time to time, cause Canadian taxes to increase and U.S.
taxes to decrease. In the absence of an amendment, competition could eventually
result in a substantial decrease in Canadian income by U.S. life insurers so that,
over the long haul, the annual revenue loss from the proposed amendment is
minimal.

Very truly yours,
F. CLIVELAND RENDatoK, Jr.,
TzonoDo R. G.oom,

Attorneys for The Prudential Insurance Company of America.
EvUOGNz M. THOm,

Attorney for Metropolitan Ife Insurance Oompany.

STATEMENT BY CARL E. BAGGE, PREsIDENT, NATIONAL COAL ASSOCIATION

Mr. Chairman: I am Carl E5. Bagge, president of the Naflonal Coal Assocla-
tion. The membership of the National Coal Association consists primarily of
producing coal companies, the operations of which comprise over half the com-
merical production in the United States. We appreciate this opportunity to pre-
sent oor views.

Because each of those amendments to which I will direct my comments would
prove injurious to our industry's efforts to meet current and future requirements
for coal, I believe some background of the industry, its projected production de-
mands, its financial condition and other related problems is warranted.

I action 1504(d) of the Internal Revenue Code of 1954.
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BACKGROUND

Project Independence, with a goal of energy self-sufficiency for the nation by

1980, will not be met unless the coal industry can more than double its produc-

tion by that date. This will not be accomplished without a favorable financial

climate for the industry. Today, in spite of the obvious demands that coal will

face and the knowledge that markets will exist, investing in coal is extremely

speculative, with little return on capital.
Coal industry economists estimate, on the assumption that Mid-East oil will

continue to be available, that coal's capital needs would be as high as $17 bil.

lion by 1985 to meet demand requirements. This is projected in 1970 dollars. For

an industry with a current capitalization of $4 billion the magnitude of the

task seems almost unattainable.
However, this is a realistic national gonl if coal can make the necessary

investment now in coal production capacity and if the nation is willing to con-

struct the type of institutional framework favorable to the rapid development of

coal. A pivotal ingredient in such a framework is an equitable and realistic tax

structure for coal.
Coal must compete for its investment funds. To do so successfully it must be

an attractive investment opportunity with a competitive short- and long-range

rate of return. Currently the industry simply does not have such a rate of return

and thus the potential for development remains only that--a potential.

Coal production in 1973 was 590 million tons. This represents a decline from

595 million tons produced in 1972, and 603 million tons mined in 1970. Tragically,

coal's productive capacity has remained stagnant for over twenty years. We can

produce little more coal today than we could during the Korean conflict. This

static condition cannot be permitted to continue. The industry must substan-

tially increase production, and the cost will be high.
While capital costs may vary according to the terrain and the depth of the

seam, it is generally accepted in the coal industry that the capital cost of In-

stalling a new deep mine is $20 to $25 per ton of annual production. Thus, a

medium-large mine, with a capacity of 1 million tons a year, represents $2

million to $25 million investment by the time it begins commercial production.

Since the industry needs to replace about 5 percent of its capacity every year

simply to replace mines that are worked out, it must open new mines with about

30 million tons of capacity annually just to stay even.
One way, perhaps the best way, to encourage the financial community to invest

in new mines would be to increase the depletion allowance for coal. In addition,

the tax structure must provide incentives to encourage the investment in the

conversion of coal into low-pollutant synthetic liquids, gases, and solids.

Some of the very incentives so desperately needed by the coal industry are

proposed to be eliminated by some of the amendments currently under consid-

eration.
I will address my remarks first to those amendments proposed to H.R. 8217

which would have a direct and immediate adverse Impact on our industry. In

addition, I will comment on one amendment, which while not directed at the coal

industry, is obviously a harbinger of future possible legislation, which would

prove disastrous to our efforts to Increase production.
In brief, the National Coal Association supports the retention of the invest-

ment credit, favors liberalizing rather than restricting the Asset Depreciation

Range System, favors an Increase In depletion allowances, particularly for coal,

opposes retention of the minimum tax in any form, supports the concept of the

Domestic International Sales Corporation, and in general, opposes any amend-

ments to the Internal Revenue Code which would increase the tax burden on our

industry, thereby undermining our attempts to increase our production to meet

current and future demands for coal. Therefore, as set forth below in more

detail, we oppose many of the amendments under consideration.

AMUNDM8NT 1247

This amendment would, among other things, phase out the Investment credit

for property with a cost basis ranging from $50,000 to $100,000 and would elimi-

nate the credit for assets with a cost basis over $100,000.
This ill-conceived proposal strikes at the very heart of the coal Industry's

struggle to increase production to a level sufficient to help make this country self-

supporting in energy.
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-the coal industry is extremely capital-intensive. Most of the mechanized equip-
went used in underground mines falls easily within the $50,000 to $100,000 cate-
gory. With respect to surface mines most of the invested capital relates to
expenditures for large draglines and shovels ranging in cost from $1.5 million
to as much as $3.5 million. A common bulldozer, necessary to reclaim surface
mined lands costs over $100,000. For an industry strapped for venture capital,
the investment credit has proven to be a valuable incentive. Elimination of the
investment credit would only deter the coal producer from continuing to strive
for modernization and increased production.

In fact, we believe that rather than eliminating or diluting the tax credit; its
value to industry could and should be improved.

gec. 46(a) (3) of the Code provides that the Investment credit may not be
used to offset the tax imposed by Sec. 56 (minimum tax on the tax preferences).
This restriction on the use of the credit defeats, in part, the objective of encour.
aging investment in capital goods.

In those industries, such as the coal industry, whose profits have been de-
pressed, notwithstanding continuing investments of large amounts of capital,
the investment credit has not provided the full stimulus intended. On the other
hand, the minimum tax payable by coal producers c;a,' be substantial.

A change in the Internal Revenue Code permitting tihc investment credit to be
offset against the preference tax imposed by Sec. .16 *N-omld provide encourage-
inent looking toward the making of such investment.

The present law requires a taxpayer with both in.estuient credit and prefer-
ence income to pay more minimum tax than a taxpayer who has no investment
credit but the same amount of preference Income. Further, taxpayers with un-
used investment credit at the date the minimum tax became law must pay more
minimum tax than a like taxpayer with no unused investment credit at such
date. A further result is the taxpayers in this position have a slower utilization
of their qualified investment credit.

The necessary change in the Internal Revenue Code can be made by elimi-
nating from the second sentence of Sec. 46(a) (3) the words "Section 56 (relating
to minimum tax for tax preferences)."

AMENDMENT 1816

This amendment would eliminate the use of the asset depreciation range
(ADR) system for all property placed in service after April 30, 1974. The incen-
tive arising front ADR is one of the reasons the coal industry has been able to up-
grade and modernize its production facilities in spite of abysmally low profit
margins. Why It is impossible to quantify on an industry-wide basis, I am certain
that ability to more rapidly amortize the very expensve equipment used in both
underground and surface mining has contributed immensely to the growth only
now beginning to take place in the coal industry. To remove this or other tax in-
centives would stagnate our efforts to meet the projected demands noted above.

AMENDMENT 1818

This amendment would terminate the use of a Domestic International- Sales
Corporation (DISC) effective upon enactment. If this amendment were enacted
into law it would be not only detrimental to businesses utilizing a DISC and
exporting overseas, but a highly discriminatory action. Those coal interests
which utilized a DISC did so in good faith, relying on existing law and nego-
tiating contracts based on the export incentive incorporated in the law. Many of
these contracts have years to run without provisions to compensate the Ameri-
can coal producers for loss of the DISC benefits, should the provision be re-
pealed. For an exporter to be forced to honor such a contract without the con-
comitant advantages of a DISC would be patently unfair.

AMENDMENT 1824

Enactment of this amendment to modify the minimum tax by reducing the
$30,000 exclusion to $10,000, and eliminating the deduction for taxes paid would
deal a severe set-back to the coal industry's attempt to attract capital and develop
our nation's indigenous energy sources. The arguments set forth with respect to
preceding amendments are simila-r, if not identical, with respect to increasing
the adverse impact of this Insidious tax, which in fact, is not a "minimum tax" at
all, but an additional tax as applied to corporations.
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The minimum tax was originally conceived to insure that a select group of
very, wealthy individuals would be subjected to some measure of income taxa-
tion. As intended, and originally passed by the House it the Revenue Act of
1969, that end would have been accomplished. However, in the process of legisla-
tion, the provisions of the limitation on tax preferences (LTP) changed con-
siderably.

Ultimately, It came to apply to corporations as well as individuals, and en-
compassed a series of "preferences" which were not part of the original Treasury
package.

From the coal Industry's point of view, the LTP bears most heavily with
respect to the depletion allowance. It is a pronounced detraction from what In-
centive exists with respect to the depletion allowance. In the coal industry, or
any other mining operation for that matter, there Is already a restriction on the
depletion allowance, since the depletion deduction is limited by the 50 percent
of taxable income rule.

The 10 percent "minimum tax" is suspect as valid tax policy when applied
only to individuals. As applied to corporation it is completely fallacious. Essen-
tially, it is a penalty tax for following existing tax law. If tax provisions are
improper, then Congress has the authority to review them. But no one should
be penalized for adhering to the law. It is a restriction on virtually all the at-
tempts by the federal government to encourage business expansion through the
tax system, most of which are under attack by the various amendments to H.R.
8217.

AMENDMENT 1850

Among other things, this proposal would repeal percentage depletion for oil and
gas production. The coal industry strongly opposes this amendment, not because
it impacts on our industry, but because the precedent would, I fear, set the pat-
tern for future legislation that would result in the elimination of percentage
depletion for all minerals, including coal.

At a time when the production of energy resources is at a premium, to elim-
inate any incentive to any industry should be unthinkable. We believe, in fact,
that with respect to coal, the percentage depletion should be Increased to 15
percent, and to that end, we strongly support and urge favorable consideration
of S. 198, a bill introduced by Senator Hansen (R-Wyo.) and others to do
just that.

Although there is a strong need from the standpoint of the nation's welfare
to stimulate Investment in coal production, the depletion allowance for coal is
discriminatorly low. Specifically, oil shale, the nation's only other abundant
energy fuel, has a depletion allowance of 15 percent.

Only through intense efforts %1ll the nation be able to maintain an adequate
supply of energy in the future, and at the same time maintain primary self-
sufficiency in energy. Primary self-sufficiency in energy must be maintained If
the United States is to regain its ability to act independently in international
matters. Further, energy is such an enormous item of total dollar cost that any
increase in Imports would result in an unbearable drain on our balance of
payments.

Coal is by far the greatest energy reserve available to the United States,
and it can be used to make up for deficiencies In other sources. As noted above,
coal cannot be produced without large investments because coal mining has
become capital intensive. The necessary Inv6stments will be made only to the
extent that incentives are sufficient to attract capital in the face of the risks.
Increasing coal's depletion allowance would moderate risk. At stake is our
ability to continue the social and economic progress which we have made over
the past several decades and, more Importantly perhaps, our ability to function
in the world community as a stable and progressive force.

Energy, its supply and consumption, is no longer of parochial Interest only
to the energy industry. Rather, its importance has escalated and it must now
occupy the Immediate attention of those charged with the determination of na-
tional policy at the highest level.

It is in the best Interests of the nation, as weil as the coal industry, to not
only reserve, but enlarge on the financial Incentives related to the development
and mining of coal. It would be short-sighted indeed to constrain the industry
at this time by reducing the percentage depletion allowance. Indeed, it would
also be very inequitable. Approximately 60 percent of the total commercially
produced steam coal is sold under long-term contracts. These contracts were
negotiated with the benefits of depletion as an integral part. While these con-
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tracts may provide for price escalation with respect to labor and materials, they
have no provision for increased corporate income taxes which would result if
the depletion allowance were reduced. Because of these restrictive contracts,
many coal companies are currently operating at a deficit. Any additional burden
could not be tolerated.

CONCLUSION

The United States is on the threshold of a severe energy crisis. That fact can
no longer be talked away. Our oil supply is limited and our known natural gas
reserves are running out. The promise of the atom is still years away.

Balancing this dilemma is the fact that we have approximately three trillion
tons of coal reserves in the United States--sufficient to last for hundreds of
years, even it used as synthetic oil or gas. In fact, fully 88 percent of our energy
resource reserves is in the form of coal. And, sooner or later, we must turn to
this reserve to preserve our national integrity, both from a balance of payments
standpoint or as a necessity for national security.

However, faced with the problems of the coal industry, the financial commu-
nity is reluctant to invest in new mines. The dollar incentive just does not exist.
when one considers the inherent risk. Much of this risk could be ameliorated
through tax incentives. Rather than enacting legislation which would restrict
new investments, this Committee and the Congress should be looking to new
ways to encourage venture capital into the coal industry.

I urge you to do so.

WRITTEN STATEMENT OF TIE RUBBER MANUFAcTURERs ASSOCIATION, INC., BEroRE
Tim FINANCE COMMITTEE, U.S. SENATE HEARINGS ON TAX INCREASE PROPOSALS,
JUNE 6 ET SEQ., 1974

SUMMARY OF CONTENTS

Domestic tax increases for corporations
The 7% investment tax credit, and accelerated depreciation rules should be

continued. There is a strong need for these tax "rovisions to encourage the mod-
ernization of plant and equipment In the rubber manufacturing industry.
Foreign tax increases for corporations

Reasons for Establishing Plants Abroad.-The market for tires is growing
faster outside the U.S. than it is at home. The only method by which U.S. tire
manufacturers can effectively compete with foreign manufacturers is to build
plants in or adjacent to foreign markets. The foreign facilities that have been
established serve local markets and are not in competition with plants in the
United States.

Positive contributions to the U.S. domestic economy and employment are being
made by MNC's in the tire manufacturing industry under current laws.-
Details are given regarding the positive contribution to the U.S. domestic econ-
omy now being made as a result of overseas investments by U.S. tire manufactur-
ing companies. These positive contributions include: substantial favorable effects
on the U.S. balance of payments and on domestic employment.

Harmful effects from changes in current provisions governing the taxation of
foreign incom.-Changes in the rules governing foreign tax credits and deferral
of tax on undistributed income would seriously erode the competitive position of
U.S. tire manufacturing companies abroad.

The RMA has approximately 180 member corporations Involved in rubber man-
ufacturing activities. Included in the Association are five major American tire
manufacturing corporations which have plants and related facilities in foreign
countries. These five companies are: The Firestone Tire & Rubber Company, The
General Tire & Rubber Company, The B. F. Goodrich Company, The Goodyear
Tire & Rubber Company, and Uniroyal, Inc. With respect to foreign tax issues
this statement is submitted primarily on behalf of the five tire manufacinring
companies with overseas facilities. With respect to domestic tax issues this
statement is submitted on behalf of the entire RMA membership.

PROPOSED CHANGES IN DOMESTIC TAx RULES FOR U.S. CORPORATIONS

Among the tax change proposals noticed for this hearing are suggestions to
eliminate the Asset Depreciation Range (ADR) system and, for all practical pur-
poses, the 7% investment tax credit. We agree strongly with the statement sub-



810

mitted on June 10, 1974 to this Committee by the National Association of Manu-
facturers that these tax rules introduced in 1971 have been "notably successful
in encouraging productive investment, employment and increased productivity,"
and that their retention is badly needed to encourage modernization of the U.S.
industrial plant. We protest vigorously any repeal of these rules in a spur of the
moment fashion without careful consideration of the consequences of repeal
by Congress. The present hearing we regard as inadequate notice for our views
to be prepared and presented in any detail. We would strongly hope that these
and all other major changes in the U.S. corporate taxes will be deferred until
more appropriate and thorough consideration can be given by this Committee
and the Congress as a whole to the extremely Important issues Involved.

PaorosEn CHANGES IN FOEIN TAX RULES FOR U.S. CORPORATIONS

With respect to proposals to limit corporate use of the foreign tax credit gen-
erally, three central points which RMA wishes to present are:

1) the American tire manufacturing industry established foreign production
facilities in order to service new and/or growing foreign markets which we
could not service with domestic production through exports;

2) the industry, under the current U.S. tax laws, has managed not only to
achieve this marketing goal, but has done so to the benefit of the United States
economy and the operations of these companies;

8) repeal of the foreign tax credit and the deferral of tax on undistributed
income would seriously Jeopardize the present competitive position that these five
tire manufacturers now maintain in the world today.

We would like to expand upon this marketing and economic program showing
how its pursuit, under U.S. tax laws and treaties, has assisted not only the expan-
sion of American based tire manufacturing companies in foreign countries but
has played an extremely beneficial role to our domestic economy.

The rubber manufacturing industry in the United States was born in an
atmosphere of international trade. For the first 100 years of its existence, it
depended exclusively on imports of natural rubber. To insure adequate supplies
of this vital raw material to satisfy domestic demands, American tire and rubber
companies purchased rubber plantations in the rubber-producing areas of the
world. It Is only during the last quarter century that the industry has become
increasingly, and predominantly, dependent on the use of domestically-produced
synthetic rubber. At the same time, through an expansion of the Industry's
production facilities overseas its international involvement has not diminished.
At present, the five multinational companies, have a total of 98 production facili-
ties located in the free world outside of the United States.

We would like to explain the economic and marketing reasons for establish-
ing these foreign facilities.

I. REASONS FOR ESTABLISHMENT OF FOREIGN PLANTS

The market for tires Is growing faster outside the U.S. than it is at home.
Since 1950, the U.S. auto tire market Increased 188% from 84 million units to
200 million units. The free-world market outside the U.S. grew 904% from 23
million units to 281 million units. (See Table "Growth of World Tire Market"-
Appendix P. I.)

This disparity is expected to increase in the future. Not only Europe, but
Latin America, and Africa-Asia will have a higher rate of growth than the U.S.
American tire manufacturers have a choice of Ignoring this rapidly growing
market-and leaving it to foreign competitors--or of participating in it by the
most feasible method.

For over 20 years, it has been clear that the only method by which the U.S.
tire makers can effectively compete with foreign manufacturers is to build plants
in, or adjacent to, these growing foreign markets. U.S. manufacturers would have
preferred to export but the experience of the last 20 years in particular has
shown this is unworkable and non-competitive. This is substantiated by the fact
that exports during this period have averaged only 1.4% of U.S. tire shipments.
(See Table "U.S. Exports as Percentage of U.S. Tire Shipments"--Appendix

P. II).
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It is also invalid to maintain that U.S. companies establish plants abroad to
ship products back to the United States. Of the tire produced overseas, 99%
remain abroad with the 1% coming into this country constituting odd sizes and
types mostly used by imported foreign cars. Such tires represent such small pro-
duction runs here that they would be uneconomical to produce in this country.
speofflo factors In building plants abroad

There are sound reasons why tire plants are built abroad close to the markets
they serve:

1. The sizes and types of tires used abroad are distinctly different froin those
used In the U.S.

2. The complexity of tire lines and Inventories gives the marketing advantage
to companies whose factories are close to the market.

8. Transportation is an Important factor In the relative cost and price of
tires.

4. Wage differentials between the U.S. and foreign countries make it uneco-
nomical to ship from the U.S. abroad, but possible for foreign competitors to
ship from abroad to the U.S.

5. Value added taxes abroad favor exports at the expense of imports, whereas
U.S. income tax favors importers over exporters.

6. Exchange controls in some foreign countries preclude imports.
7. Under the Kennedy Round, tariff rates on tires were set lower in the U.S.

than in all foreign countries.
8. Various non-tariff restrictions tend to favor local manufacture of certain

products over imports.
Perhaps no one of these factors about would prevent exports of tires from the

U.S., but, taken together, the economic and political considerations represent a
virtually insurmountable barrier to the export of U.S. tires to most markets of
the world. On the other hand, U.S. withdrawal from a foreign production base
will be promptly filled by foreign manufacturers who have the competence, abil-
ity to increase their capacity and commitment to exploit every opportunity to the
fullest. And in the last analysis, the competitiveness and growth potential of
these five U.S. tire companies in this country will increasingly be eroded.

A more detailed explanation follows regarding the foreign marketing condi-
tions which demonstrates why exports cannot serve such markets and why Ameri-
can companies build tire plants abroad.
1. Differenee in sizes and types of tires

Almost all tires manufactured in the U.S. for the domestic market are 18",
14", and 15" diameter tires with large cross-sections to accommodate American-
made cars. Most of the passenger tires used abroad are 12" and 18" sizes with
small cross-sections to fit small European cars. American manufacturers find no
market abroad for the types of tires built for the U.S. market. U.S.-owned plants
abroad make entirely different types and sizes of tires from those made in the
U.S. by the same companies.
2. Compleeit, of tire plants

A typical manufacturer's line of tires requires numerous different sizes and
types that fit the large variety of original equipment and replacement tires
needed. To supply such a foreign market from the U.S. puts a marketer at a
disadvantage unless he has some offsetting savings in cost to make poor service
acceptable.
3. Transportation oosts

Relative to Its value, a tire requires a considerable amount of shipping space.
Tires worth $20 to $50 may take as much shipping space as T.V. sets worth $200
to $500. For this.reason, transportation costs are a significant expense in the ex-
port of tires
4. Labor oost differentials

Wage and fringe expenses of over $7 per hour in 'the U.S. are three times the
average paid abroad. The use of automation on high volume U.S. types has made
U.S. tires reasonably competitive with imports in the U.S. domestic market. But
American manufacturers, with high labor costs to start with, have been unable
to surmount the other export tarrierf described herein.
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6. Border taes
Common market countries now use the value added tax. This tax is not applied

to exported tires. However, It is applied to imported tires. It, therefore, favors
exports and hampers Imports. In contrast , the U.S. relies primarily upon corporate
Income taxes The American manufacturer must pay the U.S. government such
taxes on the product he exports and then pay the value added tax abroad.
6. Boohange oontrob

Many less-developed countries have maintained strict control of foreign ex-
change. Special permission must be obtained to Import Items such as tires. If a
local producer exists, -the government Is not likely to approve exchange for the
Import of tires.
7. Tariff dates

Under the Kennedy .Round, tire tariffs were reduced in many countries. Al-
though the U.S. has reduced tariff levels from 8.5% to 4.0%, the tariffs for other
nations remain at levels three and four times that of -the U.S. in spite of staged
tariff reductions. (See Chart "Comparison of Tariff Levels Applicable to TireW'-
Appendix P.III).
8. Nontariff restriction

Many less-developed countries, particularly Asian, African and Latin-American
countries maintain strict policies of protecting local manufacture by forbidding
the import of any size or type of tire which could be made inside the country.

Ir. CONTRIBUTIONS TO THE DOMESTIC ECONOMY AND EMPLOYMENT BY MULTINATIONAL
CORPORATIONS IN THE AMERICAN TIRE MANUFACTURING INDUSTRY UNDER CURRENT
TAX LAWS

The RMA believes that, having chosen to compete in foreign markets by estab-
lishing production facilities abroad, the American tire manufacturing Industry
has made important positive contributions to the domestic economy and employ-
ment.

The significant domestic advantages derived from American tire manufacturers
who built plants abroad are contained In an RMA study Included in the recently
released document Multinational Corporations-A Compendium of Papers pre-
pared for the Senate Finance Subcommittee on International Trade. The RMA
study entitled The Role of Multinational Corporations in the American Tire
Manufacturing Industry: A Statement By The Rubber Manufacturers Associa-
tion, contains a number of conclusions but we shall summarize the five having
the greatest significance.
1. Balance of payaments

The present tax treatment of earnings and profits of controlled foreign corpo-
rations In the tire manufacturing industry has resulted In the repatriation of
$029.3 million In Individuals, royalties and other income from the 8-year period
1964-1971, (RMA Study, Table D) or an annual average of $116.1 million. This,
coupled with exports to subsidiaries, affiliates, ard associates of $1,250.7 million
and $907.8 million exports to others has, given these five tire manufacturers a
favorable balance of payments of $2,590,500,000.00 over the 8-year period.

The favorable balance of payments of $2.6 billion by these five U.S.-owned
tire companies has kept the U.S. balance of payments problem from being
worse than It Is. This demonstrates that these five multinational corporations,
far from contributing to the current monetary and currency crisis, have actually
reduced its magnitude by bringing dollars back to this country.
2. Imports

The RMA Study (Table A) shows that the domestic replacement market is
mainly served by U.S. production. While imports have grown from 1.4% of the
replacement market In 1964 to 6% in 1971, only 6/10 of 1% of these replace-
ment tires are from subsidiaries of domestic tire producers. The Study (Table
B) further shows that only slightly more than 1% of all replacement tires
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produced subsidiaries of U.S. tire corporations were exported to the United
States.

These figures reinforce the finding of domestic producers that competition
within a given market requires production facilities In that market. Any loss of
market share of withdrawal from a market would result in the market share
being taken over by a foreign competitor because it could not be supplied by
U.S. exports.
S. Domeetio investment

The present tax system, by giving controlled foreign corporations a reasn-
able tax neutrality with their foreign competitors does not bear on, or conflict
with U.S. investment In domestic manufacturing. Our Study (Table E and
Chart 2) shows that there has been a steady annual increase In new manufac.
tuing Investment In plants and equipment both in the U.S. and abroad. Over
the 8-year period a total of $2,550,100,000.00 has -been Invested In domestic manu-
facturing. This is 70% of the total manufacturing investment of $3,658,700,000.00
over this period. In every year of our Study, domestic Investment has substan-
ti#lly exceeded foreign Investment and Is of course closely geared to the needs of

ur domestic market.
4. Domeotto employment

In t'he tire manufacturing industry for the last eight years, there has been a
marked stability in domestic production employment as a percentage of the
worldwide production employment. (See Table F and Qbairt No. 3). The most
recent figures show from 1904 to 1972 domestic production employment among
the five American companies Increased by 22,992, a 24% increase.

Our Study (Table 0 and H) shows that in a 7-year period 1964-1970 these
five companies made a domestic Investment of $2,271.8 million required to create
16,561 new production Jobs or an average cost per new employee of $187,178.
During the same period, they made a foreign Investment of $892.3 million to
create 15,446 new production Jobs.

There is no doubt that the increase in domestic investment that has enabled
the expansion of employment in these U.S. tire companies Is a result of the
contribution of earnings derived from their overseas operations.
5. Teohnoogt? mobility

The accelerating rate of technological change which began during the 1950's
and continues today has focused attention on the relationship between tech-
nology and employment and economic growth-in the U.S. The role of the multi-
national corporation in transferring technology across national borders has come
under particular scrutiny. It is contended by some that by transferring tech-
nology abroad multinational corporations are narrowing the technology gap
between the U.S. and the rest of the world and, as a result, U.S. exports are
reduced, imports encouraged, and jobs lost.

In the tire Industry, the flow of technology -across International borders has
historically gone both ways, and U.S. domestic producers and domestic workers
have benefitted accordingly. American tire and rubber manufacturers have been
quick to adopt advanced foreign technology and further develop It In the U.S.
research centers and on U.S. production lines. Some leading examples are:

(1) the discovery of styrene butadiene rubber (SBR) now the most widely
used of the synthetic rubbers;

(2) the development of the all steel belt radial truck tire and the radial.
passenger tire incorporating steel belts;

(8) the use of metal studs In winter tires;
(4) the development of polyurethane, polyethylene and polypropylene.

It Is fair to say that American tire firms engaged In International competition
could not have achieved the above enumerated contributions to the domestic
economy and would have lost ground in home markets had they borne substan-
tially higher tax burdens than their foreign competitors. To prevent undue com-
petitive imbaJance, U.S. tax laws and tax treaties with other countries have
been developed over the years to create conditions of "tax neutrality" for the
earnings and profits of foreign subsidiaries of U.S. corporations.
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UI!. SUPPORT OF OURUENT PROVISIONS GOVERNING THE TAXATION OF FOREION
INCOME

Thus far we have explained: (1) Why American tire manufacturers chose
to build plants abroad as the only effective means of competing in foreign mar.
kets; (2) some of the advantages accruing to the domestic economy under cur-
rent tax laws, namely a strong favorable balance of payments, a minimal amount
of imports from U.S.-owned foreign subsidiaries, a steady annual increase in
domestic investment and employment, and a technology mobility favorable to
the U.S. economy.

We will now direct our comments to some of the specific tax statutes that
have enabled American industry to compete effectively but which, at the present
time, are also under severe criticism.
1. Foreign tag oredit

Present law provides that the U.S. will not tax again, beyond existing U.S. tax
rates, income which has already been subjected to income tax by a foreign govern-
ment. This provision was conceived as a measure to assure equity, i.e. to make
certain that an American firm operating abroad paid exactly the same total
tax rate as a business in this country.

Repeal of the foreign tax credit woull not eliminate a special privilege, as
some contend, but would impose a penalty. It would further constitute the
abandonment of.32 reciprocal tax agreements with other countries.

Should the foreign tax credit be removed, the U.S. tax system would no
longer be neutral but punitive as regards foreign investment. Any proposed
change which places a higher tax burden on U.S. companies compared to their
foreign competitors could not be called a step toward tax neutrality.

It is clear that elimination of the foreign tax credit would descrol the com-
petitive position now held in foreign markets by the companies we represent
today, with the potential of eventually closing down of many, if not all, foreign
operations. For an excellent elaboration of the mathematics involved, see the
witness statement before this Committee by Robert L. McNeill on behalf of the
FDmergency Committee For American Trade, June 6, 1974.
S. Deferral of taw on undistributed income

Another basic U.S. tax principle has been to tax income when realized so that
funds are available topay the tax. Repeal of the present deferral provision would
mean that U.S. income tax would be due currently on all of a foreign controlled
subsidiary's earnings whether or not the funds could be repatriated currently for
use on paying the tax.

Experience has shown that it is not f~sudble to expect to be able to repatriate
more than a portion of any given subsidiary's earnings. Frequently, there are
currency controls, banking requirements, etc., which limit the amount of earnings
that can be brought back any given year.

Furthermore, it must be recognized that if a controlled foreign subsidiary is
successful and growing, it is necessary to maintain higher inventories, carry
higher balances in accounts receivable, and generally provide more work.ng
capital in the operation of its business.

Even-under ideal circumstances it would not be practical to attempt to repatri-
ate enough additional funds to pay the proposed tax differential. Domestic capital
already earmarked for other U.S. uses would have to be used for this purpose.

No other country has enacted such stringent methods and put them into effect
currently. A Canadian proposal to tax undistributed income of foreign subsidi-
aries has already been delayed two years until 1976. Some Canadian Government
officials already concede that the proposal may never become law because of the
unfavorable potential results. It is well known that Congress rejected this same
idea after long and careful studies in 1961 and 1902. We commend the testimony
on this subject presented to this Committee on June 6, 1974 by the Emergency
Committee For American Trade.

We are not routinely objecting to higher taxes. We do object to tax proposals
that would eliminate the foreign tax credit and the deferral of tax on foreign
source income because these changes would produce negative consequences for the
United States of a very serious nature.
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APPENDIXFM
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EXPORTS AS PERCENTAGE OF U.S. TIRE SHIPMENTS, TOTAL AUTOMOTIVE TIRES (PASSENGER AND TRUCK
AND BUS COMBINED), 1950-71

(Thousand units]

Exports as
percentage

Year Total Exports o total

19o ............................................................ 9968 4 1.499,58 1,40 1.4

195.......................................................... 78.442 1,67 2.1
1951 ........................................................... 8346 .520 1.7
195 ............................................................ 84,6 1,540 1.6
1954 .......................................................... 10,4 751 1.7
1955 ............................................................ 924 1 87 1.7
1956 ............................................................ 1 1,573 1.7
1967 ............................................................ 103,65 731 1.6
1958 ........................................................... 8 924 1350 1.3
1959...........................................1--------- 12.415 1,430 1.2
1960 ............................................................ 119.598 710 1.4
1961 ......................................................... 118,247 361 1. 1
1962 ................................................. 132,584 1,549 1.1
1963................................................... 138,482 1,54 111
1964 ........................................................... 10401 2, 1.3
1965 ............................................................ 168:937 2,869 1.6

1966. . .. 173,1 1 1.4
1967.................................172, 735 211.

198,905 3,1991:

170............................194, 3 1, 899 .
1 7 1...................... 214,201 1,964 .

Source: RMA reports.
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NATIONAL MACHINE TOOL BUILDERS' ASSOCIATION,
MoLean, Va., June 14, 1974.

lion. RUSSELL B. LONO,
Chairman, Sciate Finance Commtttee,
U.S. Senate, Washington, D.C.

DEAR SENATOR LONO: The purpose of this letter is to communicate the grave
concern of the National Machine Tool Builders' Association and its member
companies' over two proposals to amend the debt ceiling bill, H.R. 14832, These
proposals would repeal the Asset Depreciation Range System (ADR) and would

eliminate, the 7% investment credit for equipment costing more than $100,000
with gradual reduction in the amount of the credit for equipment in the range
of $50,000.to $100,000. Both proposals are incorporated in Amendment No. 1434

introduced by Senators Haskell and Chiles.
We commend the Chairman for calling the hearings which were held last week

and this week to receive testimony on the proposals to drastically alter the U.S.
Tax Code. The testimony presented points up the extremely complex nature of

the changes .which would be made in the Code and the serious effect they would
have on the economy of this country. Certainly any changes of this sort should
not be made without adequate public hearings, staff consideration of public
comments and objections, and markup sessions by the Senate Finance Committee.

We are particularly impressed with the testimony presented before your Coin-
,mittee on June 11 by Edwin S. Cohen, former Undersecretary of the Treasury.
.We urge the Committee to give special,attention to that portion of Mr. Cohen's
testimony dealing with the "Asset Depreciation Range System (ADR) and the

investment Credit" .which appears on pages 6-11 of his statement.
As Mr. Cohen indicates,: adequate capital recovery allowances are absolutely

essential to the economic well-being of. the machine tool industry. The table
attached to Mr. Cohen's statement clearly shows the "rolier-coaster effect" on our
industry of frequent changes by the government in its capital cost recovery
policies. We believe that the proposed limitation on the ADR and the 7% Invest-
ment credit, if adopted, now could have a devastating effect on this industry in

particular.
Also, as Secretary Simon indicated in his testimony last week before your

Committee such proposals, if adopted, could result in a chain reaction, holding
modernization and expansion, in abeyance, with workers laid off. On the other

hand, we firmly believe that if the investment credit and ADR are continued
investment In new productive equipment will continue, resulting in much needed
modernization of American industry and increase in the nation's productivity.

We respectfully request that this letter be made a part of the record of the

recent hearings held by your Committee.
Sincerely yours, .JAMEs A. GRAY,

Executive Vice President.

STATEMENT OF MACHINERY DEALZs NATIONAL ASSOCIATION ON CAPITAL INVEST-

MENT RECOVERY PROPOSALS

I. INTRODUCTION

The Machinery Dealers National Association (MDNA) is a national trade
association composed of 350 companies who have joined together to promote ithe

growth of the used machine tool industry. We are speaking on behalf of the

15,000 metal-working firms in the United States which employ fewer than 100

persons. These small businesses represent 87% of the firms In the metalworking
industry and operate nearly one-half of the machine tools in use.

We, urge that proposals before the Senate Finance Committee to reduce the
capital investment recovery benefits presently available be rejected. Accordingly,
we support the retention of the investment credit and the Asset Depreciation
Range (ADR) system. Moreover, we urge that the amount -of used property
eligible for the investment credit be increased from $50,000, the present limit, ,tO

$150,000. We ask the Committee to recognize that we are living in a capital-

scarce world in which the United States must compete with other countries for

its share of capital investment. The Inevitable result of the elimination of the
present incentives for capital investment would be a flight of capital from the
United States, a decrease In domestic productivity, and an increase in infatfon.

ary pressures in the United States.
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It. INVESTMENT TAX CREDr PROPOSAL

Amendment 1247, sponsored by Sen. Chiles and Sen. Haskell, would phase out
the present seven percent investment tax credit for property with a cost basis of

from$50000to 100000,andimmdiaelyeliminate the credit for assets witho oot passage of the proposal would
result in an increase of $8.5 billion in income tax liability for 1974. MDNA urges
the Senate Finance Committee to reject the proposed elimination of a major
portion of the investment tax credit because it would undermine the continuity

. of the credit and violate the principles of tax equity.

Th e Oontinued AppUcat on of the Investment Tao Credit Promotes Modern-

ization.-MDNA urges that the investment tax credit not be phased out, and that
it be applied continuously. Our industry is a classic example of how the credit
can promote modernization. Eighty-seven percent of the 182,000 metalworking
plants in the United States employ fewer than 100 people. These small businesses
frequently lack the necessary capital, or credit, to purchase new machinery and
equipment. Our contact with these firms indicates that such companies re-
sponded dramatically to the enactment of the investment credit in 1962 and its
reinstatement in 1907 and 1971. A chart reflecting the trend of used machine tool
sales for the years 1969-1973 after the most recent reinstatement is attached as
exhibit A.

A key aspect of the investment tax credit is its need for continuity. The invest-
ment tax credit can stimulate investment in capital assets over time only if
investors can count on it. The proposed phase out of a major portion of the credit
would undermine its efficiency for all investments, even those under $50,000,
and serve as a yellow caution light to all who would otherwise invest in capital
assets in the United States.

Tax Equity.-The principles of tax equity demand that taxpayers in the same
financial position be treated in the same manner. The Chiles/Haskell proposal
violates that principle. Our industry, which consists of a series of small busi-
nesses in the metalworking field, has high capital needs for the manufacture
of its products, and would be harmed by a partial phase out of the investment
tax credit. Small businesses which are not capital-intensive in nature, however,
would not be hampered by the partial denial of the investment credit, and could
continue to expand in any case. The fact that companies in the same financial
position would be treated differently by the Code would violate tax equity and
undermine the progressivity of our income tax system.

MDNA Proposal.-MDNA submits that the Chiles/Haskell proposal goes in
precisely the opposite direction for the needs of small business firms in the metal-
working field, a capital-intensive industry. Rather than phase out the credit
for investments in the $50,000-$100,000 range, and eliminate it for investments
over $100,000, the $50,000 limit on the amount of used property eligible for the
investment credit should be expanded to $150,000. The expanded limit would
permit companies that often must rely on used machinery to meet their modern
zation requirements within the limit of capital available. The Inadequacy of the
$50,000 limit for used property is due to a variety of factors Including increas-
Ing Inflation, the emergence of more highly sophisticated machinery on the used
market, and the need to purchase many items of equipment in order to modernize
a plant.

A recent survey of our membership indicated that a substantial and growing
number of individual used machine tools in current inventory were valued in
excess of $50,000 limit established In 1962. Based on the most recent Treasury
data for purchases of used property and our knowledge of the used machinery
market, we estimate that an increase in the limit from $50,000 to $150,000 would
increase the percentage of property eligible for the credit by less than one per-
cent. When contrasted with the $30.4 billion in property that presently qualifies
for'the credit, it can be seen that the cost of an expansion in the limit of used
property eligible for the investment tax credit would be insignificant, The in-
crease in the limit, however, could be very significant to small business, inducing
it to modernize at once rather than piecemeal over a period of years.

In summary, MDNA totally rejects the thrust of the Chiles/Haskell proposal
with respect to the investment tax credit, American needs to expand its capital
investment incentives and not contract them. Moreover, the reutilization of
machinery to increase productivity and promote modernization assists in con-
serving scarce resources, an important national objective in this period of
shortages of many primary products. Accordingly, the used machinery market
should obtain an expansion of the application of the investment tax credit from
its present $W0,000 limit to $150,000.
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III. PROPOSALS TO LIMIT TIE DEPRECIATION RANOE SYSTEM

The Class Life Asset Depreciation Range System (ADR) is based on broad
industry classes of assets. Assets other than buildings and land have a range of
years, called an asset depreciation range, that extends twenty percent above and
below the class life (aaset guideline period). The depreciation for such asset
classes Is calculated by using a depreciation period selected from the range for the
class. A taxpayer using ADR does not have to justify his retirement and replace-
ment policies to the Internal Revenue Service. A series of amendments have been
offered to the Committee that would either repeal the ALR system outright, or
lengthen the cost recovery periods permitted under the ADR system, thus de-
creasing depreciation deductions. Amendment 1247, offered by Senator Chiles and
Senator Haskell, and amendment 1316, offered by Senator Nelson, would repeal
ADR; amendment 1350, offered by Senator Kennedy, Senator Mondale, and others,
would modify the ADR system by terminating the class life variance permitted
for depreciation purposes. This would be achieved by repealing the twenty percent
Increase or decrease permitted in the range of class lives for depreciation purposes.
MDNA strongly supports the ADR system and opposes proposals to repeal AtD
or limit the effectiveness

PROPOSAL TO REPEAL THE ASSET DEPRECIATION RANGE SYSTEM

The Asset Depreciation Range system should be retained without change to In-
duce Investments in machinery and equipment In the United States. The ADR
system has worked to increase capital investment In two ways. First, the twenty
percent shortening of lives permitted under the ADR system has lessened the
taxation on the income earned from capital assets in the United, States, thus In-
ducing more capital investment. Secondly, a host of administrative advantages
have provided certainty for the Government and the taxpayer. These advantages
Include the following:

(a) Under the ADR system a depreciation period selected for an asset cannot
be changed by either the taxpayer or the 1R during the remaining period of use
of the asset. This eliminates one of the largest areas of dispute the Government
and the taxpayer-the continuous haggling over the "useful life" of particular
assets or asset accounts.

(b) When the ADR system for assets Is elected, the taxpayer must specify the
salvage value taken into account In determining the annual depreciation amount.
After the salvage value Is specified, the Government may not alter It unless it
can sustain an Increase of more than ten percent of the cost of the asset over the
taxpayer's amount. This eliminates another potential area of dispute between
the Internal Revenue Service and the taxpayer.

(c) The question whether a given repair is a capital expenditure designed to
prolong the life of an asset or a current expense Item is a vexing one frequently
incapable of satisfactory resolution. The ADR system reduces the problems that
may arise in the repair-capital expenditure question to a mechanical computation
In order to minimize IRS-taxpayer controversy. Under the perentage repair
allowance rule, all expenditures for the repair, maintenance, rehabilitation or
Improvement of the "repair allowance property" within an asset guideline class
that are not clearly capital expenditures are treated as currently deductible
repairs to the extent they do not exceed the repair allowance.

PROPOSAL TO LENGTHEN COST E-COVTUY.PEIODS UNDER ADS

The question raised by the proposal to lengthen the cost recovery periods,
presently available under the ADR system l whether such periods gve an un-
reasonably favorable range of possibilities for the taxpayer. Secretary of the
Treasury William E1, Simon addressed thislssue before the Pinance-Committoe
on June 5, 1974, with convincing clarity., Ie noted that even now nearly fort
percent of the depreciation base is accounted for on, a "facts and circumstAnces"
basis, which indicates that the APR cost recovery periods are In fact In a reason-
able middle range. As he noted, to now lengthen the periods would place many
additional taxpayers In the facts and circumstances system, and return more of
the public to the old system of continuous haggling with IRS over the usefull

life" question. Moreover, Treasury data Indicates that the amount by- which
cost recovery periods were shortened under ADR was less than halftnej amunt
originally expected.
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In summary, MDNA finds the case against either repeal of ADR or lengthening
of cost recovery periods under it unconvincing. We have used ADR along with
the investment tax credit in expanding our industry. Its repeal or reduction
would further cloud the possibilities for growth in our industry.

IV. SUMMARY

In summary, MDNA strongly supports the retention of the investment
credit as a permanent feature of the tax law. We urge, however, that the present
limitation on the value of used property eligible for the credit be increased
from 50,000 to $150,000 in order to meet today's needs. Secondly. MDNA sup-
ports accelerated depreciation and the ADR system as a necessary supplement
to the credit. Proposals to limit the investment credit and ADR cannot be sup-
ported in logic or from the empirical evidence available, and should be rejected
by the -Senate Finance Committee. America will need more incentives for capital
investment in the years ahead, not less, if it is to continue as a leading indus-
trial power.

lfxrnulT A

MONTHLY MARKET TREND REPORT
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PATTON, BO0 & BLOW,
Washigto1, D.O., 1U#e it, 1974.

STATEMENT O THE COMMITTEE ON STATE TAXATION O THE COUNCIL Or STATE
CHAMBERS Or COMMEE

(Submitted to the Senate Committee on Finance in Connection with Proposals
Dealing with the Taxation of Foreign Source Income)

This statement is submitted on behalf of the Committee on State Taxation

("COST") by Patton, Boggs & Blow. The Council of State Chambers of Co -

merce, founded in 1982, is a federation of thirty-two autonomousitate qhambers

of commerce organizations which has among its purposes to engage in objective
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analysis, study, and research and to make the results thereof available to its
members, to appropriate governmental bodies, and to the public. COST, composed
of approximately one hundred of the nation's largest corporations, is a working
committee of the Council charged with the examination and analysis of taxation
by the states of the income of companies doing business in interstate and foreign
commerce.

COST files this statement today to advise members of the Senate Committee
on Finance of the procedures currently being utilized by certain states to tax
the income earned outside the United States by foreign subsidiaries of U.S. based
companies and foreign based companies which have controlled subsidiaries doing
business in the United States.
1. Baolground

In regard to the taxation of corporation incomes, the States generally take a
different approach to the determination of the source of income than does the
Federal Government. No States have provisions in their income tax laws com-
parable to the sourcing rules contained in Subchapter N of the Internal Revenue
Code. The approach to determination of the source of income followed by all
States levying a tax based on income is to classify income between business
income which is apportionable and nonbusiness income which is allocable.

Although there is not complete uniformity, business income is generally appor-
tioned by means of a three-factor formula giving effect to the relationship of
the taxpayer's sales, property and payroll in a State to his overall sales, property
and payroll, Allocable income is assigned to a State under varying rules, depend-
ing on the type of income. Under the most common practice, non-business income
is allocated as follows: interest and dividends to the taxpayer's commercial
domicile; rents and royalties to the State where the property from which income
is derived is located; gains from sales of capital assets to the State in which
the capital assets are located; and gains from the sale of intangible personal
property to the taxpayer's commercial domicile.

Different interpretations by the States often result in the same item of Income
being allocated to one State as non-business income and apportioned to another
State as business income, thus causing double taxation. This result occurs with
respect to foreign source income as well as domestic income.

8. Treatment of foreign source income by States
Another important difference between State and Federal tax rules is the fact

that no State, except Alaska, provides a mechanism for avoiding double taxation
similar to the foreign tax credit provisions of the Internal Revenue Code. More-
over, some States do not even allow a deduction for foreign taxes paid. Beyond
these distinctions between State tax rules and Federal rules, a few States aggra-
vate further the tax burden with respect to foreign source income by invoking
the unitary business concept for determining taxable income. Under this concept,
income of a foreign subsidiary more than 50% owned by a U.S. taxpayer may
be included in that taxpayer's income base to be apportioned to the State,
whether or not repatriated.

The State of California has for some years used the unitary concept in deter-
mining the portion of a multicorporate group's income subject to the California
tax. It extends the concept to foreign subsidiaries of a U.S. based company so
long- as the latter does business in the State, but notwithstanding the fact that
the foreign subsidiary may have no business there. More recently it has even
extended its reach to the Income of foreign based;companies having a controlled
subsidiary doing business in California. This action by the State has reportedly
produced complaints to the United States from several foreign countries So far,
Oregon has been .the only other State which has followed the California prac-
tice "of applying the unitary concept to multicorporate groups, but Michigan
has expressed ,a intention-to do so, and the unitary concept may become a grow-
ing practice among the States.

A striking contrast to the practice of California in its reach to tax foreign
source Income is that of the State of New York, It not only does not seek to tax
the income of foreign affiliates of U.S. companies doing business in New York,
but it also excludes from the U.S. company's tax base the dividends received
from its foreign subsidiary. New York recognizes that it does not provide serv-
ices or benefits to the foreign affiliate which would warrant a payment in return,
and, consequently, it does not seek to tax the affiliate's earnings or its dividend
payment when received by the U.S. company.
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8. Rationale for California's Practice
it is asserted by California taxing authorities that they do not tax foreign

income but merely combine the income of a "unitary" foreign corporation with
the income of the affiliated U.S. corporation operating in California in order to
measure the U.S. taxpayer's income apportionable to the State. The basis for this
reasoning, sophistic as it is, can only be the belief that shifting of income is occur-
ring between the U.S. company and the foreign affiliate, with the result being
a reduction of the U.S. company's income apportionable to California.

But if there appeared to be such shifting of income through the accounting for
intercompany transactions, it would be of interest to the U.S. Internal Revenue
Service as well as California. Adjustments would be made under Sec. 482 of the
Internal Revenue Code to place the transactions on an arm's length basis and
thus restore to the U.S. company any income shifted to the foreign affiliate.
Where such adjustments are made by IRS, they normally ome to the attention
of the States because most States, including California, require that all IRA
adjustments be reported to them. Thereupon, the States can adjust the previously
determined tax liability based on the IRS adjustments or they can make their
own adjustments for arm's length purposes.

No doubt it has been recognized by California that it can benefit materially
by bringing into a "unitary" group profitable foreign affiliates. This benefit
occurs because of the generally lower plant and labor costs in most foreignocoun-
tries and their effect on the property and payroll factors in the income apportion-
ment formula. Because of these lower foreign costs, a larger share of the unitary
income is apportioned to California than would be the case if plant and labot
costs overseas were comparable to costs in California. This difference in U.S.
and foreign costs, which often is substantial, voids the basis on which the U.S.
courts, including the Supreme Court, have accepted the apportionment of income
by formula as appropriate. This basis requires that the apportionment fairly
reflect the income earned in the several States where the taxpayer does business.
4. conclusion

A. There can be little, if any, justifiable basis for taxation by the States of
any income from foreign sources. To the extent shifting of income may occur
between a U.S. company and a foreign affiliate through less than arm's-length
transactions, a State can make the same adjustments in the taxpayer's income
that have been made by the Internal Revenue Service and reported by the tax.
payer to the State.

U. It is evident that at least one State (California) has so extended its reach
for the taxation of foreign source income that complaints have been filed with
the U. S. Government by several nations. If other States should adopt California's
practice, foreign countries would very likely retaliate. U.S. companies could be
required to file combined reports with political subdivisions in whatever countries
their' foreign subsidiaries did business.

C. A solution to the problem would be a provision in the Internal Revenue
Code which would exclude foreign source income from the reach of the States
for income tax purposes. There is ample precedent for such action by the
Congress. For example, under its constitutional authority to regulate commerce
with foreign nations and among the States, the Congress in 1959 enacted Public
Law 8W-272 limiting the jurisdiction of States to tax income derived from inter-
state commerce. Another precedent appears in the Outer Continental Shelf Lands
Act, Public Law 88-212, August 7, 1968. In that Act, the Congress expressly pro-
hibited the application of State taxation laws to the Outer Continental Shelf.

Should additional information be desired, we will be happy to cooperate in any
way.

AMERIOAN Soc1zTx or AssocrATON FiXECUvivxs,
WoAlington, D.C.

STATEMENT OF AMERIcAN SocmTY OF AssooIATION RXEcuTivFs TO THE SENATE
FINANCE COMMrrTEE IN CoxNrIoN WITri CERTAIN PROPOSED CI(ANoE IN
TiE DEDUCTIBILITY OF ATTENDIN0 CONVENTIONS

The American Society of Association Executives ("ASAE"), a trade association
consisting of more than 5300 members, is concerned with certain of the House
Ways and Means Committee's tentative decisions. In particular,' we oppose

J
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the Ways and Means Committee's action of May 7, 1974 wherein it was tentatively
agreed to limit the deductibility of expenses incurreON4n attending conventions,
educational seminars and similar meetings held outside the United States. The
proponents of such action apparently feel that such trips constitute disguised
vacations. Obviously, we do not agree with having all U.S. taxpayers subsidize
the vacations of. some taxpayers. We do not, however, consider this to be a real-
Istic view as it is applied to the vast majority of conventions and seminars. We
submit that existing law provides the Internal Revenue Service with thd neces-
sary enforcement power to disallow those expenses which are not ordinary and
necessary under Section 162 of the Code and which do not meet the criteria for
foreign travel set forth in Section 274(c) of the Code. Indeed, on February 14,
1974, the Internal Revenue Service announced (TIR-1275) that Internal Revenue
Agents had been instructed to scrutinize deductions for business trips, conven-
tions and cruises to determine whether the trip or convention is "primarily
personal in nature". Such an approach strikes at the real problem-personal
versus business expenditures. The tentative Committee decision mandates Toron-
to as pleasure and Honolulu as business, a result which hardly comports with
reality.

Moreover, the Ways and Means Committee decision introduces not only an
additional section to the Code but also will foster litigation in order to determine
the parameters of this new provision. One stated purpose (and most desirable
results to be achieved in the area of taxation) is simplification of the Code. We
believe the Ways and Means Committee's tentative decision on this subject not
only flies in the face of simplification but, more Importantly, deos not cure the
alleged abuse, vio, attendance at conventions which are primarily personal, rather
than business, In nature.

In discussion of this topic, it was noted that some countries, (e.g., Canada),
restrict taxpayers from deducting the costs of attending conventions outside
their country. While we do not subscribe to any such restrictions, we do agree
that countries which espouse that position liinit their citizens from traveling to
the United States to attend a convention or an educational seminar. Accordingly,
if the Senate Finance Committee feels that legislation is required in this area,
we submit that allowance of the deduction for conventions and seminars abroad
could be limited to those countries which permit its citizens to deduct the costs
of attending a convention in the United States. Such a reciprocal policy would
be completely consistent with U.S. trade policy and could well increase the num-
ber of foreign tourists visiting the U.S.

It should be noted that the Ways and Means Committee's action would impact
most severely on those U.S. air carriers. i.e., Pan American and Trans World
Airlines, which could carry U.S. residents to: conventions held in foreign coun-
tries. At a time when such carriers are requesting direct Congressional subsidies
in order to remain in service, it would seem that the Ways and Means Com-
mittee's decision should be reconsidered in order not to further contribute to
the problems which U.S. air carriers now face.

We are prepared to provide whatever additional information you request.
Respectfully,

SAMER P. Low, CAE.
Rxeouttv Vice President.

Am TRANsPoRT ASSOCIATION,
Washington, D.C., June 11, 1974.

Senator RUSSELL U, LONO,
(Thairman, Committee on Finnfe,
U.X. Senate, Washington, D.C.

DEA SNArOa Loo: The Air Transport Association, which represents most
scheduled airlines, appreciates the opportunity to comment on the tax Increase
measures proposed as amendments to H.P 8217.

The attached statement details the airline position on three of the measures
under consideration by your Committee:

1. The elimination of the more rapid depreciation of machines and equipment
permitted under the Asset Depreciation Range System ;

2. The phasing out of the 7 percent Investment Tax Credit for property cost-
Ing more than $100,000, and;

S. The limitation in the use of the Foreign Tax Credit.
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Adoption of these proposed measures would cause serious economic damage to
our industry, with, we believe, adverse consequential effects on the public we
serve. Your Committee's serious consideration of our position on these far reach.
ing proposals is appreciated and we are hopeful that the Senate will see fit to
reject these amendments to H.R. 8217.

Cordially,
S. G. TIPTON.

Attachment.

\ STATEMENT Or TIlE Ais TRANSPORT ASSOCIATION, BEFORE THE COMMITTEE ON
FINANCE, U.S. SENATE, JUNE 12, 1974

The Air Transport Association, which represents most of the U.S. scheduled
airlines, opposes certain of the proposed amendments to H.I4. 8217, under consid-
eration by this Committee. Of particular concern to our industry are (a) the
proposed elimination of the more rapid depreciation of machinery and equipment
permitted under the Asset Depreciation Range (ADR) system; (b) the proposed
phasing out of the seven percent investment tax credit for property costing more
than $100,000; and (c) the proposed limitation in the use of the foreign tax
credit.

Adoption of these proposed measures would cause serious economic damage to
our industry, with, we believe, adverse consequential effects on the public we
serve.

Airline industry earnings over the past several years have been inadequate
by almost any standard, as shown in the following table:

IDollar amounts In millions

Revenues Earnings Percent

1969 ...................................................... $8800 $53.0 0.61970 ........ ...................................... 9300 (200.) (2.2)1971 -........... .... ................ .- 10,000 28.0 .31972 ............................................................. 11 200 215.0 1.91973 ........---------------------------- 12,400 223.0 1.8

Moreover, since September, 1973, the airline industry fuel costs have Increased
over 80%. For international operations alone, those costs have more than dou-
bled. The ultimate impact of the "energy crisis", particularly in its long-term
effect on airline costs, is as yet unknown, However, it Is clear that fuel costs
and other inflationary pressures will continue to plague the airline industry for
the foreseeable future.

The unsatisfactory earnings performance, coupled with a constant demand
for vast amounts of additional capitol at high interest rates to purchase improved
aircraft and ground equipment, haE. produced a capital structure about which
serious concern has been expressed. At the present time the industry debt/equity
ratio, based on a five quarter average, is nearly 2:1, and this does not include the
debt represented by the growing amount of leased equipment now being operated
by the airlines. Nor does it include an unknown volume of locally issued airport
revenue bonds for which the airlines are guarantors.

All of this has had the result of placing the airlines in a very inflexible posi-
tion by increasing the amounts of certain types of fixed charges. For example,
the V. S. scheduled airline industry has annual obligations of over $350 million
in interest payments and $200 million in aircraft lease payments. Yet, in order
to continue to meet civilian air transport requirements, the airlines of America
will need to make substantial additional capital expenditures in the years ir.
mediately ahead. Without retention of the investment tax credit and ADR, it
will be difficult to make these capital expenditures in a manner that is consistent
with the national interest in assuring that we continue to have fleets of modern,
economically operated airliners.

Looking ahead for the next ten years, we foresee that demands for air trans-
portatIon will continue to grow at a rate which will require substantial addi-
tional equipment to keep pace. Domestic passenger traffic can be expected to
increase more than 150% between now and 1985; revenue passenger miles are
expected to Jump from 162 billion in 1973 to more than 400 billion in 195; and
the number of domestic passengers boarding domestic trunk and regional air.

34-639 0 - 74 - pt. 9 - 30
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lines should reach nearly 400 million, compared with 177 million domestic pas

sengers in 1978.
projected future capital requirements of the industry are estimated at about

$2 billion by 1975. For the 1976-1980 period, it has been estimated that long.

term capital requirements may reach $10 billion, indIicating that even if there

is an improved return on investment, the industry will face formidable financial

challenges throughout the decade.
The new wide-bodied jets currently coming on line and planned for delivery

in the future at a cost of millions of dollars represent an important step not

only in handling the additional traffic growth but also in reducing the effects of

aircraft on the environment, in terms of noise and smoke -pollution. All of the

new aircraft use advanced-technology engines which provide more power than

those in older aircraft. These- engines are virtually smoke-free and significantly

quieter. Because they can carry so many more passengers than older jets, the

new aircraft enable the airlines to absorb increases in traffic without correspond.

Ing increases in flight operations, thus contributing to economic productivity, to.

the reduction of aircraft-caused pollution, to the reduction of airport and air.

ways congestion, and, above all, to fuel economy. Furthermore, many of the ad.

vances in engine technology are being adapted to narrow body aircraft, further

resulting in improved environmental performance on the part of the industry.
It is in light of this outlook and our determination to meet national air trans-

portation requirements -that we strongly endorse retention of the investment tax

credit and the ADR system.

INVHSTMRNT TAX CREDIT

Restoration of the investment tax credit in 1971 contributed substantially, in

our view, to the general economic recovery which occurred in the early years of

this decade. The investment tax credit simultaneously has moved the airlines for-

ward toward goals of increasing productivity, meeting foreign competition, and

encouraging new technological developments. We would risk all these by eliminat-

ing this credit.
The availability of the investment tax credit has contributed to airline pro-

ductivity at a time of steeply rising operating costs. At the same time it has en-

abled the carriers to meet the requirements of substantially increased traffic

growth and the challenges presented by the environment and the fuel shortage.

Because new equipment effectively accomplishes these ends, capital investment

in newer aircraft and engines must continue. The investment tax credit permits-

and assists-this continued investment.
Moreover, the investment tax credit, as applied to the airline industry, aids

In meeting foreign competition, and keeping dollars at home. As the U.S. airlines

acquire the broad range of modern equipment necessary to remain competitive
and to meet the demands of capacity and environment, those acquisitions will

be made largely from U.S. suppliers, thereby assisting other American industries

and safeguarding thousands of Jobs.
Finally, the airlines of America have used the investment tax credit to keep

transportation costs down and to dampen the effects of Inflation. The airline in-

dustry has a history of passing on to The consuming public the benefits accrued

from the investment tax credit and the savings resulting from increased produc-

tivity and new technology.
We view the retention of the investment tax credit as vital to the nation's con-

tinued healthy economic growth, and as necessary for the airline industry to con-

tinue to finance needed equipment acquisition at reasonable rates.
Because planning for the late 197Ws must be undertaken now, we urge that

action be taken to assure the continued availability to our Industry of the invest-

ment tax credit. Such action will greatly assist In stabilizing and improving the

industry's financial ability to make those acquisitions which are needed to con-

tinue serving the transportation needs of passengers and shippers.

CLASS LIFE S DRECIATION RANOSYSTEM (ADS)

In the Revenue Act of 1971, Congress recognized the critical need for a simpli-

fled depreciation system. In its consideration of that legislation, if carefully re-

viewed the existing treatment of depreciation by Treasury, most particularly the

Asset Depreciation Range System ("ADR"), adopted by the .Treasury early in

1971.
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The Treasury ADR rules reflected a desire on the part of that department to
achieve greater simplicity in the treatment of depreciation. Especially significant
was the replacement of the complicated "reserve ratio test" with the new class
life depreciation system.

Congress enacted a class life depreciation range system which combined the
Treasury "ADR" and guideline lives, with class lives to be prescribed on the basis
of anticipated industry norms. A taxpayer would be permitted to choose the use
of this system, or, alternatively, to rely on its own facts and circumstances. If it
chose the new system, the taxpayer would be permitted to employ lives within a
20% range above or below the established class life.

The objective of these and other provisions of the system adopted by Congress
was to achieve substantial simplification and to provide more rapid capital re-
covery, similar to that available in other countries, in order for U.S. industries
to remain competitive In international markets.

Because of the faster capital recovery provided by ADR, the airline industry
iN better able to acquire the necessary equipment and aircraft to meet the ever
growing transportation needs of the United States. If the ADR system were to be
repealed, it would impair the ability of the U.S. scheduled airline industry eco-
nomically to finance the necessary additional equipment and to tnaintain financial
stability.

FOREIGN TAX CREDIT

Present tax law permits a United States citizen to deduct foreign income taxes
paid as a credit against his United States income tax liability, subject to certain
express limitations-the "foreign tax credit".

The air transport industry believes that this provision of the Code has been
useful in the travel industry's effort to remain competitive in an increasingly

.difllcult international travel environment. Without special consideration of that
Industry's circumstances, many United States companies engaged in this business
may well be subject to double taxation, and the competitive balance will be
severely altered.

Unlike other U.S. business, U.S. international airlines and other U.S. owned
travel related businesses must, by their nature, operate abroad. They are there-
fore subject to foreign taxation and, unavoidably, must pay substantial taxes
to those jurisdictions in which they operate.

To enact limitations on the use of the foreign credit, especially at this time,
would have devastating impact on the it. S. international air carriers, a number
of which are experiencing serious financial problems. These companies, already
severely damaged by the massive increases in prices of fuel in International
markets, with extensive competition by foreign-owned and often government-
subsidized carriers, are especially vulnerable now to any action by Congress which
could adversely affect their financial performance. Limitations imposed on their
freedom to use the foreign tax credit provisions of the Internal Revenue Code
could effectively subject them to double or multiple taxation at the worst possible
time--a time, ironically, when the Federal Government, in both Congress and the
Executive Branch, is seeking ways to improve the economic condition of the
U.S. international carriers.

Moreover, It must be remembered that a substantial portion of the revenues
earned by United States international airlines, and in United States-owned
travel-related enterprises, Jlows directly back to the United States. In the absence
of United States participation in this market, such revenues will Inevitably flow
entirely abroad, and other countries will reap the economic benefits, with a re-
suiting negative impact on the U. S. balance of payments.

The foreign tax credit provisions of the Internal Revenue Code are particularly
appropriate for businesses engaged in providing international travel services.
These service-related companies do not transfer to foreign countries, jobs which
would otherwise exist In the United States. Insofar as- they acquire for the
United States a share of the existing international travel market, they do not
compete with domestic businesses. They represent a necessary complement to
the domestic travel business, and, through their active competition with foreign
businesses, they contribute directly to the economic welfare of the United States.

The air transport industry strongly believes that the United States is entitled
to its share of the international travel market, which will exist whether or not
United States tax-paying corporations participate. This participation will not
be feasible without an environment allowing economic travel-related Investment
abroad for American companies-and, particularly, without healthy U.S. Inter-
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national airlines. It is essential, to the public interest, we believe, that the present
foreign tax credit provisions be retained, and that the Congress reject the limi-
tations described above which have been proposed as amendments to I1.R. 8217.

The air transport industry urges that the amendments to H.R. 8217, proposing
to eliminate the Asset Depreciation Range System, phase out the investment tax
credit, and limit the use of foreign tax credits, be rejected. The retention of these
provisions of the Internal Revenue Code is, in our view, essential to the mainte-
nance of a strong and financially viable national and international U.S. air trans-
poiration system. Further, we believe such action is both fully consistent with
and necessary for the continuing objective of Congress to provide a tax struc-
ture equitable to all taxpayers, in a climate of sound economic growth.

UNION CARBIDE CORPORATION,
Now York, N.Y., June 14, 1974.

Hon. RussELL B. LONo,
Chairman, Senate Finance Committee,
Senate Ofice Building
Washington, D.C.

DR A Ma. CHAIRMAN: We appreciate the willingness of your Committee to
schedule hearings and provide the opportunity for written comment with respect
to a number of pending proposals for changes in the tax laws which may be
offered as Senate amendments to a House-passed revenue measure, and would
like to have these comments made a part of the record.

The tax proposals currently being discussed by some members of the Senate
fall into two general classes-a significant general tax reduction for individuals
and an off-setting tax increase applied to corporations and to those individuals
who may be subject to the minimum ta, The shifts in tax liability could, under
several of the proposals, amount to many billions of dollars a year.

What seems critical to us is that such proposals, while balanced in a revenue
sense, are almost completely contrary to the economic needs of the nation at
this time. Individual tax cuts will certainly tend to stimulate demand at a very
time when demand exceeds supply for a very large number of raw materials and
products. Such an increase in demand will further stoke the fires of inflation. The
problem would be compounded by corporate tax increases which would sig-
nificantly curtail the ability of industry to finance the expanded production it
needs to meet the market demands.

In our own case, demand for a large number of Union Carbide's products
which are essential to the economic well-being of the country currently out-
strips our ability to supply them. To meet the growing demands for our products
will require a considerable investment in new production capacity. This, in turn,
will require that our earnings be adequate to finance these facilities. Proposals
for the repeal of the Investment tax credit, repeal of the Asset Depreciation
Range System, repeal of depletion allowances and for increasing the minimum
tax would directly increase the corporation's tax burden and curtail the funds
available to it. The result would be a curtailment In plans for expansion or, in
the alternate, price increases to cover the Increased tax burden-and either re-
sult is highly inflationary and contrary to the public interest.

Other proposals, such as those proposing limits on foreign tax credits, or
repeal of the DISC provisions, would also help to discourage the expansion of
U.S. industry in indirect, but effective, ways and would also affect the long-
term ability of American firms to compete in world markets.

Other witnesses, like those for the Manufacturing Chemists Association, the
American Mining Congress, as well as Secretary of the Treasury Simon have
provided the Committee with detailed information on these adverse effects of
the proposed tax changes.

We believe the problems of inflation are gravely serious. They cannot be solved
by tax changes like those under consideration that will simply have the effect
of sending more dollars to chase after fewer goods.

Sincerely,
F. PManY WILSOn.

LYKES-YouNGSTOWN CORPORATION, IMPACT OF THE MINIMUM TAX ON THE
CoMPANY

The Tax Reform Act of 1909 enacted the so-called "minimum tax". Briefly,
the minimum tax imposes a 10 percent tax 'of certain items of tax preference,
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including the excess of percentage depletion over cost depletion, the excess of
accelerated over straight line depreciation of real property and a portion of
capital gain Income. Regular income taxes otherwise payable are allowed as an
offset in determining taxable preferences.

The impact of the minimum tax on Lykes.Youngstown Corporation for the
years 1970 to 1973 illustrates that this provision of the Internal Revenue Code
las been ill-conceived and should be repealed with respect to existing long-term
business investments.

BACKGROUND

LykesYoungstown Corporation was formed in 1969 through the merger of

Lykes Corporation (Lykes) and The Youngstown Sheet and Tube Company
(Youngstown). Lykes operates one of the largest U.S. shipping companies, with
cargo and passenger service from Gulf ports to Europe, Africa, South America,
and the Orient. Youn&,stown is the eighth largest domestic integrated steel com-
pany, with plants in Ohio, Indiana, Texas and Oklahoma. In addition, it owns
or participates in iron ore and coal mines in several states and Canada. Both

companies have been in business aince about 1900.
Income of the component companies declined in 1906 through 1978. As a re-

sult, Lykes-Youngstown Corporation ceased paying common dividends in Jan-

uary, 1971. and is currently six quarters in arrears (amounting to $20,528,000)
on its preferred stock.

-The Company has filed a consolidated Federal Income Return each year since
the merger. Due to its low level of earnings, the Company has not, on balance,
paid any regular Federal Income Tax for the years 1970 to 1973. Refunds for

1970 and 1971 exceeded the taxes paid in 1972 and 1978. However, during the

same four year period, the Company has incurred a total minimum tax liability
of $4,800,000. Of this amount, 68 percent has resulted from percentage deple-

tion, 20.5 percent from capital gain transactions, and 11.5 percent from the ex.

cess of accelerated over straight depreciation of real property.
At December 31, 1973, the Company had unused investment tax credits ap-

proximating $18,000,000.
PEROENTAOE DEPLETION

The iron ore and coal mining operations of Youngstown are entitled to statutory

depletion in accordance with Section 613 of the Internal Revenue Code. The

Company has been subject to this provision from the inception of the percentage

depletion law. Its present mines were developed with the expectation of receiving
percentage depletion as provided by law. In particular, a substantial portion of

Youngstown's percentage depletion arises from its ownership interest in Erie

Mining Company. Erie mines taconite ore in the State of Minnesota and produces

iron ore pellets which are shipped to Youngstown's steel plants in Ohio and

Indiana. This mining venture, involving the investment of over $400,000,000, of

which youngstown owns 35 percent, was developed during the 1950's with the

encouragement of the Federal Government. In 1951, the Defense Production

Administration established a goal of fifteen million (15,000,000) gross tons per

year of taconite production in the United States. The development of Erie was

part of that objective. In addition, Erie was granted a Certificate of Necessity

covering 75 percent of its facility.
Thus, in accordance with national objectives, Youngstown has invested vast

sums in mineral production with the expectation of receiving the allowable statu-

tory depletion. The operation of the minimum tax provisions has resulted in

reduced depletion allowances. In years when the Company incurred tax losses it

received an effective 12 percent allowance on iron ore versus the 15 percent

statutory rate. Likewise, percentage depletion on coal was effectively reduced

from 10 percent to 8 percent.

EXCESS OF ACCELERATED DEPRECATION ON MEAL PROPERTY

Between 1955 and 1969 Youngstown invested $125,000,000 in new steel mill

buildings and other improvements to real property. These properties were de-

preclate on the sum of the ye* rs digits method in accordance with the provisions

enacted Into law in 1954. There have been no significant dispositions of this

property, nor has the Company realized any significant capital gains thereon.

The effect of the minimum tax has been to reduce the total depreciation re-

covery on real property. Since the minimum tax does not produce depreciable tax

basis for the assets, the Company effectively is denied full cost recovery for

Federal Income Tax purposes.
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DIEREEENTIAL BETWEEN CAPITAL GAIN TAX RATE AND REGULAR TAX RATE

The minimum tax provisions treat the differential between the 80 percent
capital gains rate and 48 percent regular tax rate as a preference item. thus, for
corporations, 18/48 of capital gain income is considered subject to the minimum
tax.

During the years 1970 to 1978, the Company disposed of Its investments in
three companies at substantial capital gains. In addition, the Company recelyed
annual royalties from iron ore and coal properties which qualify for capital gain
treatment under Section 681 of the Internal Revenue Code. The minimum tax has
effectively taxed these transactions at nearly 88 percent rather than the 80 per-
cent statutory rate.

ARGUMENTS AGAINST APPLICATION OF MINIMUM TAX TO LYKES-YOUNOSTOWN
CORPORATION

1. Youngstown has over the years Invested very substantial sums In Iron ore
and coal mines to serve its requirements in the manufacture of iron and steel.
These investments were made In anticipation of the statutory depletion rates.
However, the minimum tax provisions have effectively eliminated 20 percent of
the statutory depletion and increased the cost of producing its basic raw ma-
terials accordingly.

2. Likewise, the Company Invested substantial money in new steel mills between
1955 and 1960 when the tax law provided for accelerated depreciation. Again, the
minimum tax Imposes a penalty on the Company's anticipated return on invest-
ment. The minimum tax therefore is unfair in that It reduces tax incentives
offered in prior years, which were relied upon by the Company..

3. There is no indication that accelerated depreciation of steel mill buildings
has In any way been a tax "loophole". They are depreciated over long lives and
very seldom .disposed of In a manner that would- produce capital gain income.
in fact, Section 1250 has effectively removed the possibility of any significant
capital gain treatment for buildings depreciated on an accelerated method.

4. The capital gains transactions which became subject to the minimum tax
involved long-term business investments. One company had been held 85 years
and another 32 years. Likewise, royalty income arose from long-term Investments
in mineral property. It is maintained these transactions are outside the area
intended by Congress to be taxed by the minimum tax.

5. The minimum tax Is grossly unfair In that it taxes only the companies with
tax losses or low taxable income. Its impact Is thus principally on the new
businesses or the existing business with a low level of earnings. Thus, its appli-
cation is Inconsistent with the theory of the taxation of income.

In practice, the minimum tax is not so much a tax on preference Income aS it
Is a tax on the lack of Income. It is difficult to comprehend what economic pur-
pose this accomplishes, unless the goal Is to discourage netv companies and
penalize those with little or no earnings.

6. The interrelation of the minimum tax and the investment tax credit is also
poorly conceived. Obviously, the company with a low level of income will have
difficulty utilizing the Investment tax credit, since the credit can only be applied
against tax liability. The minimum tax compounds the problem In two ways.
First, the balance of the tax liability which offsets the items of tax preference
in the determination of the minimum tax Is after deduction of the investment
credit, or generally 50 percent of the tax liability before the credit.
. The reduced tax liability thus produces a greater minimum tax. Secondly, the
minimum tax liability itself cannot be used to absorb Investment credits other-
wise available. The result is that business Investments which produce investment
credit are being penalized by increased tax liability. While offering tax reduc-
tion on the one hand through the Investment credit It is taken back on the other
by means of the minimum tax.

The effect of the minimum tax on the business of Lykes-Youngstown Cor-
poration clearly indicates thd tax has been poorly conceived with respect to
long-term business InvestmentW-of corporations and its 6fets are arbitrary and
Inequitable.

1. The equitable remedy to this provision of the tax law Is repeal of Its Appli-
cation to long-term transactions which are ;related to the taxpayer's trade or
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business. Distinction should be drawn between transactions that serve a viable
economic purpose and those that are entered into primarily for tax avoidance
purposes-

(-_ p2 o e . tent it Is determined that corporations are making improper use of

existing tax incentives, it is suggested the incentives be separately studied and

adjusted in view of the current evaluation of their need. Such changes should

be of a prospective nature recognizing the taxpayer's reliance on prior law.

STATEMENT OF TuiE AMEIcOAN BANKERS AssOCIATION ON PROPOSED TAX INCREASE
AMENDMENTS TO H.R. 8217

The American Bankers ssociation appreciates the opportunity to submit com-

ments on certain proposed amendments to H.R. 8217, concerning tax increases,

which are being considered by the Senate Finance Committee.

MINIMUM TAX

Amendments No. 1824 and 1350 would provide for an increase in the minimum

tax preferences. Under these proposals, the minimum tax would be increased

by (1) reducing the current exemption of the first $80,000 of items of tax prefer-

ence (i.e., "tax preference income") to $10,000 and (2) eliminating the deduc-

tion currently permitted for other Federal taxes paid.
The reduction of the $80,000 exemption to $10,000 would obviously result in

a larger number of taxpayers being made subject to the minimum tax. Because

of the reduced exemption, many taxpayers would pay a minimum tax for the

first time. Others would pay a larger amount of minimum tax. In general, it

would appear that the reduced exemption would tend to impose an increased

'tax burden on smaller taxpayers. The exemption per se does not significantly

affect taxpayers with items of tax preference substantially in excess of the

amount of the exemption.
The proposal to eliminate the deduction for other Federal taxes paid would

increase the minimum tax-and the overall tax burden-for taxpayers who are

already paying significant or large amounts of Federal income tax. Conversely,

the elimination of the taxes paid deduction would have no revenue effect on per-

sons who pay no Income tax at all. One of the objectives of enacting the minimum

tax provisions of the Tax Reform Act of 1969 was to impose a tax on individuals

with large incomes who pay little or no income tax. The elimination of the taxes

paid deduction does not aid this objective. It is to be noted that in 1969 the

original intent was to apply the minimum tax to individuals who avoid the

payment of Federal Income taxes through the use of investment schemes or tax

preference provisions of the Internal Revenue Code. As originally conceived, the

minimum tax was not intended to apply to corporations.
We take this opportunity to bring to the Committee's attention the fact that

§57(a) (7) and proposed Treasury Regulation 5 1.57-1(g), under which bad

debt reserves of financial institutions are treated as a tax preference item, im-

posed an inequitable tax burden on banks which take deductions for bad debt

losses under the reserve method. This inequity results from the fact that a bank

which uses the specific charge-off method of deducting 'bad debts under §1 (a)

is not subject to the minimum tax because bad debt deductions under § 166(a)

are' not a. tax preference item, whereas in the case of a bank which uses the

'reserve method under § 585, the portion of the deduction for a bad debt reserve

addition which is attributable to loan losses charged off and restored to the

reserve is subject to the minimum tax. This may be illustrated by the following

example:
Bank A which uses the specific charge-off method made a loan of $10 million to

the Penn Centrr.l Transportation Company. In 1971, Bank A was directed to

charge off this bad debt loss by the Comptroller of the Currency. Bank A would

be entitled to a tax deduction of $10 million for the 1971 taxable year on that

loss without being subject to the 10 percent minimum tax,
Bank B which uses the reserve method under 585 also made a $10 million

loan to Penn Central and was directed by the Comptroller of the Currency to

charge1off that loss for the same taxable _year. Bank B's bad debt charge-off

for the Penn Central loss may well be subject to the 10 percent minimum tax

under the provisions of # 57(a) (7) and the proposed regulations issued there-

under.
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A bank on the reserve method of bad debt accounting for tax purposes whose
bad debt deduction merely restores loan losses to the reserve is taking the same
deduction for bad debt charge-ofts that is taken by taxpayers who use the specific
charge-off method under I 106(a) of the Code.

We respectively request the Committee to consider an amendment to 1 57(a) (7)
of the Internal Revenue Code which will eepressly provide that the minimum tax
will not apply to deductions for bad debt reserve additions which result from loan
losses charged against and restored to the bad debt reserve. As in the case of
bad debt charge-offs under 1 166(a), the deduction for charge-offs of not bad
debts under I 5 should not give rise to an item of tax preference. The minimum
tax should not restrict the bad debt loss portion of a § 8 deduction.

This result is supported by the legislative history of 1585 from which it is to
be concluded that banks are to be allowed to deduct their actual bad debt losses
during the year without being subject to the minimum tax under 5 57(a) (7). The
Conference Report at page 810 states:

"Moreover, (banks] will be allowed in any event to deduct their bad debt
losses during the year."

The General Explanation of the Tax Reform Act of 1969, prepared by the Jolnt
Committee on Internal Revenue Taxation, at page 139 states:

"At a minimum, banks whose level of eligible loans does not decrease are allowed
to deduct their actual bad debt losses during the year."

Thus, it may be concluded from the legislative history of I 585 that the Con-
gress, in enacting the Tax Reform Act of 1960, did not intend to penalize the por-
tion of a deduction for a bad debt reserve addition which is attributable to actual
bad debt losses Incurred during the taxable year, by subjecting such portion to
the minimum tax.

FOREIGN SOURCE INCOME

Two proposals, Nos. 1319 and 1323, would make certain changes in the existing
. tax treatment of foreign source income. Amendment No, 1319 would require a U.S.

taxpayer who uses the per-country limitation for computing the foreign tax credit
to make certain adjustments to recapture the tax benefit resulting from previously
claimed losses. Amendment No. 1823 would make the income of a controlled
foreign corporation subject to U.S. tax on a current basis, rather than only when
such income is distributed to the U.S. parent, as under present law.

As we stated in our testimony before the House Ways and Means Committee
on March 5, 1973, we strongly endorse the continuation of the existing provisions
of the Internal Revenue Code relating to the foreign tax credit. Under our present
tax system, the United States' direct foreign investment policies have generated
and increased exports and employment in the U.S. As a result of past outlays, the
dollar inflow from such foreign investment has far exceeded the dollar outflow for
investment abroad.

By reducing the effective rate of return on foreign investments for many Ameri-
can businesses, these proposals would hinder the ability of many American busi-
nesses to compete in foreign markets. This could result in a decerease in U.S.
exports, and an increase in unemployment, a highly undesirable situation.

INVESTMENT TAX CEDIT AND ADE

Proposed amendment No. 1247 provides for a phaseout of the investment tax
credit for property having a cost basis of $50,000 to $100,000 and an immediate
elimination of the investment tax credit for assets with a cost basis of over
$100,000. Further, proposed amendments 1247, 1318, and 1350 provide for the
.repeal of the asset depreciation range system (ADR).

These and other proposals to eliminate or change the investment tax credit
and the asset depreciation range system (ADR) have created serious concern
throughout American industry. The continuation of the 7 percent investment tax
credit and ADR are essential to support our national needs for increased
productivity and more plant and equipment.

As we started In testimony before the House Ways and Means Committee on
March 5, 1073, to operate effectively, the investment tax redit must be a per-
manent feature of the tax laws. The Investment tax credit and the ADR system
have sound economic rationale. They improve our economic health and create
jobs and enable us to become more eozhpetitive in world markets. The nt'estment
taxw credit reduce the ttlative need for exter.al corporate ftnanoing oloh& ten s
to reduce the pressure oan credit markets -enerated bvIantldldted empat4lon in
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capital spending. This function of the investment tax credit is particularly im-

portant in today's climate of increasing pressures on credit markets and high

interest rates.
We support the statements made by Treasury Secretary Simon before the

Senate Finance Committee, Wednesday, June 5, 1974, in which he opposed the

elimination of the investment credit and the ADR system. It is to be emphasized

that both the ADR and the investment tax Credit provide a climate for invest-

ment and Increased productivity. These Incentives have a couiter-Inflationary
thrust and their continuation is clearly in the public Interest.

STATEMENT OF THE NATIONAL FOREIGN TRADE COUNCIL, INC. ON TAX INCREASE

MEASUREs PROPOSED AS AMENDMENTS TO H.R. 8217 FOr INCLUSION IN TUE

RECORD OF HEARINGS BEFORE THE FINANCE COMMITTEE OF THE U.S. SENATE

The membership of the National Foreign Trade Council, which was fol lded

In 1914, comprises a broad cross section of United States companies engaged In

all major fields of international trade and Investment, Including manufacturers,

exporters, importers, bankers, insurance underwriters and companies engaged

ill rail, sea and air transportation.
In connection with the tax increase measures currently under consideration

by the Senate, the Council thoroughly agrees with the statement in the Finance

Committee's Press Release of May 31, 1974, that these proposed measures should

receive extensive consideration by the appropriate tax writing Committees of

both the Senate and the House.
Of the several tax Increase measures you are now considering, particularly

those set forth In the May 31st Press-Release as well as those dealt with by Admin-

istration witnesses, our documentation deals essentially with the following:

1. Limitation on the use of the foreign tax credit.
2. Current taxation of undistributed foreign earnings,
3. Repeal or modification of the Domestic International Sales Corporation

(DISC) provisions.
4. Repeal of the percentage depletion allowances for oil, gas and mineral.

production.
If in the course of these hearings your Committee takes under consideration

other measures which would affect or modify the present system for the U.S.

taxation of foreign source income, the Council respectfully requests that it be

permitted to submit additional documentation relating thereto.

1. Limitation on the use of the foreign tax credit

The Council is gravely concerned about the apparent misunderstandings sur-

rounding the operation of the foreign tax credit that seemingly still prevail.

One of the underlying principles of the U.S. tax system is that residents are

taxed on their incomes regardless of whether the source Is domestic or foreign.

The objectives are broadly twofold, namely, to achieve equity by applying equal

U.S. income taxes to U.S. taxpayers having the same amount of income irrespec-

tive of the country In which that income Is derived, and to achieve tax neutrality

as between investments at home and abroad.
The application of this principle to the foreign source income of U.S. citizens

is complicated by the exercise of the primary tax jurisdiction over such income

by host countries. Other countries, as does the United States, exercise their

fundamental and prior right to tax all income generated within their borders

regardless of owner nationality. Thus, when the United States asserts tax juris-

diction over foreign-generated income, international accommodation among coun-

tries is required to prevent the pyramiding of different layers of taxation on the

same income base. Such pyramiding, commonly known as double taxation, would

destroy the neutrality of our tax system. Recognizing that a host nation has the

primary right and a prior claim to tax such income, nations have adopted one of

two systems to deal with the problem of avoiding double taxation. One system is

to exempt from home country tax all foreign source income realized by their,

nationals.
The other system employed by the United States, as well as a number of indus-

trialized countries, is to apply generally the same tax structure to the world.

wide income of its citizens but to allow a credit for foreign income taxes on

income earned abroad to the extent of the home country tax on such foreign

income. The allowance of the foreign tax credit by the United StAtes, in effect,
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assures that a U.S. resident will pay the higher of the U.S. or the foreign taX-on
his income from abroad and Is consistent with the goal of tax neutrality.

It is most distressing that many published statements imply that the foreign
tax credit can be applied against the U.S. tax on income derived solely from do-
mestc sources We emphasize most strongly that because of limitations pre-
scribed by the Internal Revenue Code, the foreign tax credit can never be ap-

plied against the U.S. tax on domestic source income.
In continuing to firmly oppose repeal of the foreign tax credit or any signifi-

cant change in the present system of U.S. taxation of foreign source income the
Council stresses the following:

(a) Repeal of the foreign tax credit would negate the long standing U.S. policy
of promoting tax neutrality between foreign and domestic income, which policy
has been sustained periodically over the years after Congressional review.

(b) Any limitation on the allowable foreign tax credit now permitted by law
would violate the established policy of avoiding double taxation,

(c) Any proposals which would deny a foreign tax credit to the extent per-
mitted under present law would penalize U.S. foreign investment. We therefore
oppose any proposals which would reduce the credit for foreign taxes paid by
some arbitrary percentage such as 5 or 10 percent; which would limit such for#
eign tax credit'to 110 percent of the-U.S, tax rate; or which would treat the for-
eign tax credit itself as an item of tax preference income subject to the minimum
tax on tax preference items. We re-emphasize that any such proposals or any
form of a minimum tax on foreign earnings would be punitive and in contraven-
tion of policies to preserve tax neutrality and to avoid double taxation.

8. Proposed current taxation of undistributed foreign earnings
We are also concerned that some quarters may not fully appreciate the far-

reaching negative consequences which would result if U.S. shareholders were to
be currently taxed on the earnings of their foreign affiliates before such earnings
are distributed. Any such proposal must therefore be carefully considered in its
proper perspective.

It is a misconception to suggest that U.S. law contains a special provision for
deferring the taxation of earnings of foreign affiliates. In fact nothing could be
further from the truth. The general rule in the United States is that shareholders
are taxed on earnings of corporations only when they receive those earnings, re-
gardless of whether the corporations are U.S. corporations or foreign corpora-
tions. This general rule Is as. applicable elsewhere in the world as It is in the
United States. Any departure by the United States from this recognized inter-
national tax principle would clearly adversely affect the ability of U.S. business
to retain or enhance its competitive position in the international market place.

If the United States were to attempt to tax the undistributed earnings of
foreign corporations owned by Americans, it is likely that foreign governments
would be as offended by this Incursion into their jurisdictions as they have been
by similar actions in the past. It is even more likely that foreign governments
would retaliate, for instance, by levying a special dividend withholding tax on
such unremitted earnings of US.-owned corporations. The taxation of undistrib-
uted earnings of such corporations could thus be elf-defeating because the for-
eign government, through the levy of such a special dividend withholding tax,
would pick up revenues which would otherwise enure to the United States. Of
course, U.S. companies would suffer competitively in either event because their
foreign owned competitors would face no such special tax.

Any attempt to tax such undistributed earnings would reduce the resources
necessary for U.S. worldwide businesses to remain competitive. If the foreign
affiliate were required to distribute earnings currently in order to pay the ac-
celerated U.S. tax, it obviously would not be able to keep pace with foreign-owned
competition in business expansion. If the U.S. company should elect to pay the tax
without repatriating foreign earnings, its ability to exp.ad or modernize domestic
facilities would be impaired, or it would be necesisary to reduce dividends to
shareholders. Whatever course is taken would have an adverse effect on security
markets and investors, including pension trusts and educational institutions.

S. Repeat or vmodcfation of the omestic Internationat Hates Oorp. provisions
. :_ " (DIFIC7) ",

The Council opposes repeat of thooe provisions of the Internal lRevenue Code,
relating to Domestic International Sales corporations (DTSC). The Council.
further opposes restrictinfg the products which may be exported through the
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DISC. On this latter point we agree that the U.S. export of materials in short

supply should not be encouraged but emphasize that the President has authority

under present law to designate those items in short supply wich would not qualify

for the benefits of DISC.
The task of increasing exports and maintaining a favorable-trade balance lies

primarily with private business. However, business efforts should be supported

by government policies and programs which demonstrate that export expansion

is a continuing objective of our government. The DISC clearly manifests this ob-

jective, The concept of DISC is that it should also serve to facilitate domestic

plant expansion and increase research and promotion activities and in turn our

country's capacity to export and meet competilon abroad of foreign producers who

enjoy export incentive benefits provided by their governments.
Consequently the Council continues to adhere to its view that further experi-

ence is required, with an opportunity for U.S. business to more fully utilize

the DISC, before its full contributions can be appraised, The Council further

maintains that it would be unwise to consider repeal or modification of the

DISC, if at all, before negotiations are undertaken under appropriate trade leg.,

islation, particularly with respect to the reduction or removal of non-tariff

barriers,.
4. Repeal of percentage depletion allowance

The National Foreign Trade Council urges that no precipitois action be taken

with respect to elimination of the percentage depletion allowance for oil, gas

and minerals without carefully weighing any potential adverse economic effect

on U.S. businesses and consumers who depend upon these industries for vital

sources of raw materials and energy. Such adverse economic effects could be an

Increase in the cost of such raw materials and energy as well as the inability to

meet domestic requirements and the adverse effect on the competitive position

of U.S. business in world markets.
CONCLUSION

The concerns underlying the foregoing documentation of the Council's position

are the grave adverse economic consequences that would result if any of the

proposed tax increase measures were to be adopted.
The bases of our concerns stem from the basic factual premise that the U.S,

economy overall is strengthened by the continued expansion of international trade

and investment. To maintain and gain access to markets abroad-to maintain

the ability of the United States to compete In international trade-has increas-

ingly required international investment by U.S. firms. Consequently the legislative

basis for U.S. foreign economic policy, including specifically our policy regarding

the taxation of foreign source income, must take fully into account the interde.

pendence of our own and other economies of the world. It must equally take into

account the mutually supporting relationships between international investment

and international trade.
The double taxation that would result from any restriction of the foreign tax

credit and any current taxation on undistributed earnings of foreign subsidiaries

would place U.S. corporations at so severe a competitive disadvantage with re-

spect to foreign corporations that there would inevitably be a reduction of U.S.

investment abroad-and to some extent even the liquidation of existing foreign

investments.
Any significant reduction or the liquidation of U.S. foreign direct investments

would 'negate the positive impact which sudh investments have on the U.S.

balance of trade both through direct exports to affiliates and other exports to the

local market place; would reduce the positive contributions which such foreign

direct investmeuts make to the U.S. balance of payments through the repatria-

tion of dividends, fees and royalties; and would decrease the U.S. employment

which derives from U.S. foreign direct investments.

.... .. B AmrNotoN, VA., June 14, 10 4.
Hon. RUSSELL B. LONG,

chairmann, Oommittee on Finance,
U.8. Senate, WaeltngtoRD.C.

DrAt StNAToR L0oo: This statement, prepared on behalf of Geothermal Re-

sources International, Inc., of 4670 Admiralty Way, Marina del Rey; California

s 90291, is submitted for inclusion In the record of hearings held by the Commit-

p
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tee on Finance during the past few days on the subject of djustments In the
laws pertaining to Federal taxation.

Geothermal Resources International, Inc., is an indepen nt company engaged
partly in airplane and ship leasing and partly in acq iring and developing
properties for th4 production of geothermal energy. T1 ugh planned explora-
tion and development activities on leased public and prJWate lands, the Company
hopes to contribute importantly toward supplying dothestic energy needs from
geothermal resources, while at the same time resp$ting and complying with
all applicable environmental quality requirements o/the Federal, State and local
governments. The Company's capabilities in this/regard have been enhanced
through its participation in the development of ge )termal energy at The Geysers
in California and its pending acquisition from the United States Department of
the Interior of geothermal leases covering certain Federal lands in California
and other States.

As the Committee knows, the United Statds has experienced a great increase
in the demands for all. of the conventional sources of energy. Supplies of energy
from the conventional sources have not kept pace with demands. As stated
recently by Senator Frank Church, Chairman of the Senate Subcommittee on
Water and Power Resources, "greater attention must be given to the uncon-
ventional energy sources which have been largely ignored in the past." Senator
Church went on to say: "Geothermal energy, the energy of the earth's natural
heat, is among the most promising of these unconventional sources."

The following are among the findings and recommendations printed in a report
of Senator Church's Subcommittee submitted in December, 1973, under the title
"The Potential for Energy Production from Geothermal Resources":

"A. FINDINGS . . .
"2. The geothermal resources of the United States hold a potential for the

production of substantial amounts of energy in the form of heat and electric
power. They hold special promise for making a significant contribution to regional
power supplies.

"3. Potential geothermal technologies offer the possibility of providing environ-
mentally attractive energy production techniques .. .

"6. Geothermal resources occur in a variety of types and situations which pose
widely different types of technological problems.

a. Dry-steam geothermal systems have been developed successfully but their
total potential is believed to be limited.

b. Wet-steam geothermal systems have been harnessed for useful appliactions,
but the ultimate utility of the resource depends upon development of methods
to develop energy from low-temperature brines and the successful resolution of
engineering and environmental problems.

c. Hot dry-rock systems may offer the greatest power potential over the long
run, but significant research and development work (including drilling technology
and advanced binary cycle heat exchange work) will be required to develop this
resource.

d. Geopressured brines are believed to have potential for energy development,
but exploration and research on this form of geothermal resource are especially
limited.

"7. There is considerable interest on the part of private industry in devel-
oping geothermal energy However, the lack of a Federal leasing program,
financing Impediments, and the risk involved in advanced technologies are hi
iting development .

"12. There is a need for more Federal assistance in exploration, research,
development, and demonstration of geothermal technology and for financial
assistance to non-Federal development*.

"'B. RECOMMENDATIONS ...
'. Exploration- activity for geothermal energy resources should be greatly

accelerated..
" 5. In order to facilitate private development of geothermal resources, a

financial assistance program should be initiated to overcome some of the uncer-
tainties associated with the new technology development."

Support for the Subcommittee's assessments of the possibilities for .rapid
and sustained growth in domestic geothermal energy production is available
from a number of sources. For instance, during the Subcommittee's hearing
conducted on July 18, 19T8, the Federal Government's National Geothermal
Energy Research Program was defined by a NASA representative as having
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the purpose "to develop the full technology base to stimulate the 'Installation

by private Industry of tens of thousands of megawatts generating capacity by

the middle of the next decade." NASA indicated its support for the idea that

the exploitation of geothermal sources of energy could be an important element

in the overall strategy of alleviating the Nation's energy shortage. And the

Atomic Energy Commission indicated its optimism about the ultimate contribu-

tion that geothermal energy can make to the Nation's power and heat require-

ments.
It is well known that geothermal energy production of the future holds an

important place in the Government's program known as "Project Independence."

in, summary, the Subcommittee on Water and Power Resources, after careful

study, found, among other things, that Federal assistance toward private-industry

exploration for, and development of, domestic geothermal resources should be

expanded; and the Subcommittee recommended a program of financial assistance

for this purpose.
It therefore appears to be particularly strange that In the recent pastand at

the present time, some Members of Congress are advocating revisions of the

Federal Tax Code which would severely harm the financial outlook for private

geothermal resources exploration and development, without, at the same time,

Suffering any simultaneously proposed legislation which would provide needed

encouragement and financial assistance to this new energy industry.
Geothermal Resources International, Inc., became concerned over this matter

first when bills were introduced in the House of Representatives which would

eliminate percentage depletion for "oil and gas wells". However this concern

did not arise in time for GRI to contribute toward the Committee on Ways and

Means in its extensive hearings during the Spring of 1979 under the topic of

"General Tax Reform".
A reading of the more than 7;000 pages of testimony from Administration

and public witnesses before the Committee on Ways and Means during its 1978

hearings will indicate that none of the witnesses who appeared purported to

represent firms engaged in current or potential geothermal energy production.

Practically nothing of substance concerning geothermal energy was developed

during the hearings, Certainly nothing was developed which would have ex-

plained to the Committee the present situation concerning the tax treatment of

production from geothermal wells within the Internal Revenue Code. The fact

is that there has been, and still is, a great deal of misunderstanding among

Members of Congress on this subject.
Geothermal Resources International, Inc. acted during the Ways and Means

Committee's "mark-up" sessions on oil and gas energy taxation legislation to help

clear up such misunderstanding, In March of 1974, information on behalf of the

Company was transmitted to Congressman Ullman and certain other Members

of the Committee that the Committee's staff, in preparing a Committee Print

of the legislation, had included a provision which obviously implied inattention

to the fact that wells producing "geothermal steam" have been held by the courts

to be included within the term "gas wells" under section 813(b) (1) (A) of the

Internal Revenue Code for purposes of providing for percentage depletion. This

fact follows from the decision of the United States Circuit Court of Appeals

for the Ninth Circuit in Reioh et al. v. (ommisoner o1 Internal Revenue, 454

F. 2d 1157 (1972). In that decision, it was held that geothermal steam, as found

at The Geysers in California, was a "gas" under the meaning of the Code provi-

sions fQr percentage depletion deductions.
The recommendation made to Members of the Committee at the time, as a

means of correcting the Committee Print, was to make a suitable provision which

would amend section 13(b) (1) (A) so as to Insert, as a separate or Independent

Item under the 2 percentage rate, geothermal steam and associated reource.

This 'latter term, which is a term of art employed by the Congress In 1(10 In de-

fining the subject matter Included within the Geothermal Steam Act (84 Stat.

1568), was proposed to be defined In accordance with subparagraphs (i), (ni),
and (Ili) of section 2 of that Ac so as to cover hot water, hot brine, heat and

other associated energy forms of geothermal resources, both those that are In-

digenous in nature and those that are produced by r ifcally iaucing water,

gas or other fluids into geothermal formations, as well as vapor-dominated

forms of geothermal energy that might come under the term "steam." The

essential purpose ofth i recomin,.datin.was to avoid any inadvertent phase-out

of percentage depletion for geothermal energy which might take place otherwise
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along with the'Oommittee's proposal to phase out percentage depletion for oil
and unregulated natural gas.

The net response to GRI's recommendations to Congressman Ullman and cer-

tain'other Committee Members was an expressed exception of geothermal energy
from the proposed phase-out for oil and unregulated natural gas wells;. This
exception is Included In the Committee's reported bill, H,R. 14462. The Con-
mittee's Report, at pages 44-4", explains the Committee'S actions in part as

follows:
In two recent court decisions, It was held that geothermal steam produced from

a "vapor dominated" hydrothermal system known as the "Geysers" in California
i a "gas" within the meaning of section 018(b) (1) (A). Therefore, percentage
depletion has been allowed at the 22 percent rate on gross income derived from

the production of steam.
In providing that the percentage depletion allowance deduction should be

phased out on unregulated natural gas, your committee intended to eliminate
the percentage depletion allowance deduction with respect to natural gas which
is a hydrocarbon and which is burned as a fuel. It did not intend in any way to

affect the present status of geothermal steam. Your committee recognizes that
geothermal energy Is a valuable resource, but the issues it raises are different
from the issues presented by natural gas. As a result, your committee believe that
the issues peculiar to geothermal steam should be considered at a later time...

As stated in the Committee's Report, the exception which the Committee has

provided will operate so that the phase-out of percentage depletion for oil and un-
regulated natural gas will not apply to geothermal steam no matter how the
status of geothermal deposits Is determined In the future by the courts. However,
as the Committee's Report may be read to infer, if geothermal steam (or, It might
be added, any other form of geothermal energy obtainable from a well) is held

In the future not to be a "gas," then the depletion deduction at the 22 percent rate
would not apply under the existing language of section 618(b) (1) (A). This poten-

tial uncertainty, particularly as to the so-called hot-water form of geothermal
energy, has continued to-be of concern to GRI both before and after the Ways and

Means Committee's recent action.
Of most particular concern at the present time, from the standpoint of GRI

and undoubtedly the standpoint of other Independents in the field of geothermal
energy, is Amendment No. 1826 to H.R. 8217, a tax bill which has been favorably
reported by the Senate Committee on Finance.

Amendment No. 1326, known as the Ribicoff-Magnuson-Jackson Amendment,
has been described by its sponsors- and co-sponsors as a measure to eliminate,
retroactively as of January 1, 1974, all percentage depletion deductions for oil

and unregulated natural gas. However a reading of the language of the Amend-
ment indicates, quite obviously, that the Amendment would eliminate at the se
time the percentage depletion allowance for geothermal steam. There are very
strong Indications that the author or authors of Amendment No. 1828 were not

aware of this potential side-effect involving geothermal energy production,
more than were some of the Members and staff of the Ways and Means Commft-
tee aware of the geothermal side-effect of the Committee Print Teferred to above
before it was brought to their attention.

Immediately upon learning of the contents of Amendment No. 1826, I wrote
to its sponsors and certain of its co-sponsors and conferred with, members of
their staffs and members of the staff of the Committee on Finance. On behalf of
Geothermal Resources International, Inc., and in line with the suggestions which
had earlier been made to Members of theWays and Means Committee, I urged the
sponsors to revise their Amendment bo as to except geothermal energy from the
elimination of percentage depletion for oil and unregulated natural gas produc-
tion. The revision which I suggested to them for this purpose would follow the
device of amending section 618 (b) (1) (A) so as to insert, as an item to be treated
at the 22 percent rate, geothermal wells defined as wells producing "geotherm.al
steam and associated resources" as that term is defined in section 2(c) (), i0,
and (Ili) of " the Geothermal Steam Act of 1970. The reasons for suggesting
this particular means of rectifying the Amendment are the same as those
which gave rise to the similar suggestion which was made on behalf of ORI to
Members'of the Ways and Means Committee.

My belief is that the successful efforts of Congressman Ullman, Congressman
Pettis, and other Members of the Committee on Ways and Means In amending
the pending House bill so as to exclude geothermal energy from the proposed
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three-year phase-ut of percentage depletion for oil and unregulated natural gas,

have been greatly appreciated by the officers of Geothermal Resources Interna-

tional, Inc. However I am sure that the officers of this Company and those of

other companies which are present or potential producers of geothermal energy

would very much favor the positive insertion of a.comprehensive geothermal

energy item In section 618(b) (1) (A) along the lines that have been suggested

on behalf of the Company.
By defining geothermal energy wells In accordance with the definition of

geothermal steam and associated resources, which is found In the Geothermal

Steam Act of 1970, percentage depletion allowances could be uniformly and

comprehensively applied to all depleting forms of geothermal energy sources.

Independents such as Geothermal Resources International, Inc., would continue

to be encouraged by the Government to proceed with exploration for, and devel-

opment of, geothermal energy resources. The Government s ."Project Independ-

ence" would be furthered along its way.
The cooperation of the Members of the Committee on Finance toward this end

will be greatly appreciated.
Sincerely, KXARL S. LANDSTROM,

Special Counsel, Geothermal Resourees International, It.

STATEMENT OF GEonoE A. STRICUMAN, COLT INDUSTRIF., INO., NEw YORK, N.Y.

Mr. Chairman, I am George A. Strichman, Chairman of the Board of (Colt

Industries Inc., and Chairman of the Ad Hoc Oommittee For An EMeottve In-

vestment 'ao Credit. This statement is made on behalf of the membership of

the Ad Hoc Committee--a voluntary organization of 161 corporate members cover-

ing a broad spectrum of the nation's economic activity. A current list of officers

and members is attached.
The Ad Hoc Committee was formed in 1971 to advocate the restoration of the

then.-repealed Investment Tax Credit, to support a statutory foundation for the

Asset Depreciation 'nange (ADR) system, and to otherwise promote tax policy

providing more efficient cost recovery of capital investments in plant and

equipment.
At that time there was overwhelming economic evidence that an Imbalanced

U.S. tax structure was sapping our economy of the ability to replace obsolete

)iant and equipment, to make technological improvements and to maintain parity
in productivity with other industrialized nations. In view of the growing disparity
between capital investment needs and the ability of the economy to respond, we

suggested at that time that the Investment Tax Credit should be reinstated at a
fixed 10 percent rate. There was a compelling need to catch up and keep up if

we were to avoid predicted shortages of materials and commodities; and our

studies indicated that i 10 percent credit and greatly improved depreciation
provisions were among the minimum requirements to bring U.S. plant and equip-
ment up to levels. sufficient to curtail inflationary pressures and to provide
employment opportunities for a growing labor force.

NZED FOR BALAN E IN TAX POLOY

The 1971 action of Congress in enacting the 7 percent Investment Tax Credit
and ADR did help to moderate some of the anti-capital investment bias of the
1969 Tax Reform Act. It did not go far enough.

Yet now we are threatened with a new round of tax changes which again

would penalize savings and long-term investment. At the same time new tax
benefits are proposed which are aimed at increasing consumption demand, The
advocates of tax reduction for low and middle income persons couple their
proposals with demands for Increased taxes in the capital Infestment sector, thus
inhibiting forces which can. increase supply and employment while providing

more funds for increasing consumption expenditures.
If we are really concerned about halting runaway inflation. . if we are

really concerned about providing new and better jobs-. . . and if we are really

concerned about keeping the U.S. economy competitive In world trade, then we
cannot disregard our need for a well balanced tax system, We are already
suffering the consequences of inadequate savings and capital formation in past
years. Many raw materials are in short supply. Scarcity of critical commodities
plague every sector Of our economy. The capital markets are in a shambles-
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making it difficult, and sbmetimes impossible, for industry to finance adequate
capacity additions. The result is an unhealthy mixture of inflated prices and
persistent unemployment in some manufacturing sectors.

SUMMARY O1 RECOMMENDATIONS

For these reasons and for reasons cited elsewhere in our statement, we make
the following recommendations to your Committee and to the Congress:

1. We urge the rejection of the ill-timed and couhter-productive proposals
to limit the application of the Investment Tax Credit to investments below
a specific dollar value, Such action would virtually destroy the incentive
value of the credit, and would be aS harmful to the small business sector as
to other sectors of the economy.

2. We urge retention of the Asset Depreciation Range system. Its repeal
or any upward revision of the class life guidelines would force many tax-
payers back into a system of depreciation which, by its very nature, fostered
an adversary relationship between the taxpayer, and the iMS. ADl reduces
the extra heavy tax burden in real investment.

3. Today's economic conditions warrant an increase in the Investment Tax
Credit to 10 percent or higher. ADR should be revised to allow a 40 percent
range from guideline lives rather than the present 20 percent, and its provi-
sions should be extended to certain assets now excluded.

PROBLEMS OF INFLATION AND CAPITAL REQUIREMENTS

One of the arguments we heard during Congressional consideration of the 1971
Revenue Act was that increased investment was not needed because we had an
excess of productive capacity. I doubt that anyone would suggest that we have
much excess manufacturing capacity today.

The lesson that needs to be learned is that we should not tinker with the capi-
tal investment side of the tax ledger every tine there is a shift in the nation's
economic fortunes. It takes a longtime to plan and build a modern steel mill or a
manufacturing plant. One that is needed today must have been started five years
earlier. One that will be needed in 1980 must be in the advanced planning stage
today. Therefore, those provisions in our tax laws which affect management deci-
sions on new facilities should not be turned on and off like a spigot. If we want
growth and economic stability, then we should make these provisions adequate
for the long term, and leave them in effect.

A discussion of some elements of the existing imbalance between tax incentives
for capital investment and those favoring consumption are included in the at-
tached paper by Dr. Norman Ture. His analysis was prepared for the Ad Hoe
Committee. It contains very revealing statistics on future investment needs, the
effects of inflation on true cost recovery, and the present overtaxation of corpo-
rate income resulting from inadequate cost recovery to eope with Inflated replace-
ment costs,

Dr. Ture points out, among other things, the seriously adulterating effect which
inflation has had upon the investment incentive enacted in 1971.

According to the Department of Commerce's Bureau of Economic Analysis,
each dollar of today's capital recovery allowances based on the original cost
of the existing stock of production facilities Is worth only 88 cents in terms
of the current cost of those facilities.' In other words, in terms of the'dollars
at which the present stock of machinery and equipment was purchased, each
dollar of current depreciation allowance is worth 17 cents less. To keep pace
with the inflation, for every dollar of historical cost depreeivntion, $1.20 should
be allowed as a deduction for taX purposes

We believe all the evidence supports the contention that enactment of new
penalties on capital formation sad investment in plant and equipment would: be
foolhardy and shortsighted. The consequences could be devastating-for our food
supply,' our energy needs, raw material development and for the efficeent produc-
tion of the vast range of consumer products essential for our way of life.

Among the very disturbing factors which weigh heavily on our economy toy-

and which need to be considered in the development of effective economic policy
are:

.Iepartaient of Commerce, Bureau of Economic Analysis, Survey of Ourreat R49i*ses
May 1974, pp. 19-21.
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The ratio of debt to physical assets of many corporations is precariouslyhigh.
Also the debt-to-earnings ratio of many businesses has strethed borrowing

to or beyond the limits of prudence.
Much of the capital expended over the past several years has gone into

pollution control rather than into equipment for Increased capacity. Reason-
able requirements for abatement are essential, but their effects on the ability
of Industry to meet new production demands must be considered.

Inflation has also had Its effects on the gain in capacity to be realized
from each dollar invested. Unfortunately, much of the increase In capital
Investment since 1971 has been needed merely to stay even with higher costs.

The complexity of modern facilities and new processes has also resulted
in large increases in capital requirements. One example of the gap between
book value and replacement cost Is in the steel industry where It would now
take about $78 billion to replace plant and equipment with present book value
of $14 billion.

The conclusions to be drawn from these factors are two-fold: first, there is the
overwhelming need to continue and to improve such reasonable cost recovery
provisions as the Investment Tax Credit and the Asset Depreciation Range
(ADR) system.

Secondly, a comparison of these existing cost recovery provisions with those
provided by other industrialized nations demonstrates clearly that investment
In U.S. plant and equipment continues to be treated much less favorably, not-
withstanding the enactment in 1971 of the Investment Tax Credit and ADR.
The effects in terms of International parity and stability of the dollar are pro-
found. This, combined with the present inflation-feeding lag in domestic pro-
ductivity, lead to the conclusion that government policies should be shifted to
further emphasis on new investment.

CONCLUSION

Therefore, we strongly recommend against the adoption of any of the several
pending amendments which would impose further Impediments to full economic
recovery, and we suggest that realistic studies be made to assess how the future
capital Investment needs of the nation can best be met. In the meantime, we
believe that current conditions warrant greatly Improved provisions for capital
cost recovery, and we hope that this Committee will pursue that objective.,

,--Certainly this is not the time to add tax penalties on the longterm Investment
we need to expand the productive capacity, output and employment essential to
a return to the stable growth of our economy.

Thank you.
(Attachment A]

OFFICERS AND MEMBERS OF THE AD HOC COMMITTEE FOR AN EFFECTIVE
- INVESTMENT TAx CREDIT

OFFICERS

Chairman, George A. Strichman, Chairman of the Board, Colt Industries, Inc.
Vice Chairman (Aerospace), James W. Ethington, Vice Chairman of the Board

and Chief Financial Officer, Sundstrand Corporation.
Vice Chairman (Chemicals), James F. Towey, Chairman of the Board and Chief

executive Officer, Olin Corporation.
Vice Chairman (Farm Machinery & Foods), Donald P. Kelly, President and

Chief Operating Officer, Esmark, Inc.
Vice Chairman (Machinery), D. Wayne Hallatein, President, Ingersoll-Rand

,Corporation.
V¢ce Chairman (Oil and Minerals), John 0. Duncan, President and Chief Execu-

tive Officer, St. Joe Minerals Corporation.
Vice Chairman (Paper), J. P. Monge, Chairman of the Finance Committee,

International Paper Company.,
Vice Chairman (Retail); Ralph' Lazarus, Chairman and Chie Executive Officer,

Federated Department Stores, Inc.
Vice Chairman (Transportation), H. T. Watkins, Chairman and Chief Execu-

tive Officer, The Chesapeake and Ohio Railway Company.
Vice Chairman (Utilities), Edward R. Eberle, President and Chief Executive

Officer, Public Service Electric and Gas Company.
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MEMBERS

A-T-O Inc.
Air Products and Chemicals Inc.
Akzona, Inc.
Albany International Corp.
Alberto-Culver Company
Allis-Chalmers Corporation
Amerace Corporation
American Metal Climax, Inc.
Arvin Industries, Inc.
Ashland Oil, Inc.
Avnet, Inc.
Beatrice Foods Company.
Belden Corp.
Bemis Company, Inc,
Booth Newspapers, Inc.
Brown Group, Inc.
Brunswick Corporation.
The Budd Company.
Bunker-Ramo Corporation.
Burlington Industries, Inc.
Burroughs Corporation.
CCI Corporation.
CF Industries, Inc.
The Carborundum Company.
Carlisle Corporation.
Carpenter Technology Corporation.
Carrier Corporation.
Castle & Cooke, Inc.
Ceco Corporation.
Cessna Aircraft Company.
Champion International Corp.
The Chesapeake and Ohio Railway Company.
Chicago Bridge & Iron Company.
The Citizens and Southern National Bank.
City Products Corporation.
Clow Corporation.
Colt Industries, Inc.
Commercial Shearing, Inc.
Consolidated Foods Corporation.
Consumers Power Company.
Continental Telephone Corp.
Cooper Tire & Rubber Company.
Orouse-Hinds Company.
Cyclops Corporation.
Dana Corporation.
Dean Foods Company.
Deere & Company.
De Laval Turbine Inc.
The Detroit Bank & Trust Company.
Diamond Shamrock Corporation.
R. A. Donnelly & Sons Company.
ESB Incorporated.
Eaton Corporation.
The Echlin Mfg. Co.
Economics Laboratory, Inc.'
Electronic Memories & Magnetics Corp.
Emerson Electric Co.
Emery Industries, Inc.
Esmark, Inc.
Evans Products Company.
Ex-Cel-O Corporation.
Federal-Mogul.
federal Paper Board Company, Inc.
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Federated Department Stores, Inc.
First National Bank of Chicago.
The Flying Tiger Corporation.
Fruehauf Corp.
Fuqua Industries, Inc.
Gannett Co., Inc.
Gardner-Denver Company.
General Cinema Corporation.
General) Dynamics Corporation.
General Telephone & Electronics Corp.
The General Tire & Rubber Company.
Giddinp & Lewis, Inc.
Globe-Union, Inc.
Gould, Inc.
Greyhound Leasing and Financial Corporation.
Harris.Intertype Corporation.
Hareco Corporation.
Hoover Ball & Bearing Company.
Houdaille Industries, Inc.
Howmet Corporation.
Ideal Basic Industries, Inc.
Ingersoll-Rand Company.
International Paper Company.
Jewel Companies, Inc.
Josten's, Inc.
Joy Manufacturing Company.
Kansas Beef Industries, Inc.
Katy Industries, Inc.
Kennecott Copper Corporation.
Kraftco Corporation.
The LTV Corporation.
Lance, Inc.
Leaseway Transportation Corp.
Libbey-Owens-Ford Co.
Longview Fibre Company.
Lucky Stores, Inc, o
Macmillan, Inc.
Manufacturers National Bank of Detroit.
Martin Marietta Corporation.
Masonite Corporation.
Michigan National Corp.
Midland-Ross Corporation.
Milton Bradley Company.
Mobil Oil Corporation.
Modine Manufacturing Company.
Monsanto Company.
NL Industries.
NVF Company.
National Gypsum Company.
National Presto Industries, Inc.
Newmont Mining Corporation.
Norris Industries$ Inc.
Olin Corporation.
Outboard Marine Corporation.
Oxford Industries, Inc.
PPG Industries, Inc.
Parker Hannifin Corporation.
Phelps Dodge Corporation.
Philip Morris, Incorporated.
Portec, Inc.
Potlatch Corp.
Public Service Electric and Gas Company.
Raytheon Company.
Reed Tool Company.
Reliance Electric Company.
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Rockwell Inernational Corp.
Rohm and Haas Company.
Rohr Industries, lic.
Roper Corpbration.Rubbermaid, Inc.
St. Joe Minerals Corporation.
St. Regis Paper Companiy.
The Signal Companies, Inc.
Southwest Forest Industries.
Square D Company.
Stanadyne, Inc.
Standard International Corporation.
Sterling Drug Inc.
Sundstrand Corporation.
TRW, Inc.
Tecumseh Products Company.
Texas Indifttries, Inc.
Texas Instruments, Inc.
Todd Shipyards Corporation.
Union Trust Company of the District of Columbia.
U. S. National Bank of Oregon.
Universal Leaf Tobacco Co.
Valley National Bank of Arizona.
Van Dorn Company.
Vulcan Materials Company.
Wallace Murray Corporation.
The Warner & Swasey Company.
Wean United, Inc.
Wheelabrator-Frye, Inc.
Whirlpool Corporation.
The Williams Companies.
Winn.Dixie Stores, Inc.
Zayre Corp,

(Attachment B]

SUPPLEMENTAL STATEMENT BY NORMAN B. Tuns, OF NORMAN B. Tunz, INC,,
WASHINoTON, D.C.

The record of the U.S. economy over the past several years affords some
crystal clear lessons which the nation can ignore only at its peril. The basic
lesson we must learn is that we can't finance explosions in public sector demands
lby gapid increases in the money stock while failing to provide for an equal in.
crease in our production capability. The consequence of doing so is the inflation
which now grips the economy. Can there be any question that if the nation had
saved and invested a significantly larger share of its total income during the
past several years that we would not now be facing bottlenecks, shortages, and
soaring prices in one industry after another? And can there be any question that
if we had not so rapidly increased the money supply-at 8.7 percent a year, on
the average, from 1969 through 1978-the increase in aggregate demand would
not have so greatly exceeded the increase in our production capacity? We must
learn that unless we're prepared to accept a marked and sustained deceleration
in the growth of our demands, we'd better make substantially more ample pro.
vision for the growth in our ability to produce the goods and services to meet
those demands, In a word, we need to save and invest a larger share of our
income to provide for faster growth in our production potential.

A collateral lesson on which our history Is clear is that public policies which
focus only on'the present and immediate future are likely to store up major
problems for the longer term. In the 1970-11 recession, proposals to moderate
the punitive impact of the Tax Reform Act of 1969 on saving and investment
were frequently countered by the shortsighted assertion that tte economy had no
need for faster expansion of its production capacity, that we had excess capacity
as it is. Just a short while later, the excess capacity has vanished and we con.
front inadequate capacity in one industry after another. Had we not reenacted
the Investment Tax Credit and the Asset Depreciation Range (ADR) deprecia-
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tion provisions, we'd be facing the present aggregate demands with 4 to 7 percent
less production capacity than we actually have inflationary strains, severe as
they actually are at present and prospectively would be substantially greater.

By the same token, it would be foolhardy and shortsighted in the extreme if
the Congress were now to reduce taxes to promote faster increases in consump-
tion demands while increasing the tax burdens on saving and investment. The
bills and amendments the Committee is considering In these hearings, by in-
creasing the minimum tax, by repealing ADR, by reducing or eliminating the
investment tax credit, and by other changes which would increase the tax load
on saving and capital would retard the growth in the nation's production poten-
tial and leave us more exposed than at present to the storms of inflation. Repeal
of the investment credit and ADR would cost the nation more than $85 billion
in sorely needed gross additions of modern, technically advanced new capital
facilities over the next two or three years, Surely we should ask whether we
want to deprive ourselves of this additional production capability, whether we
want to risk'k-197tor 1977 with even more serious capacity limitations, relative
to our total demands, than we now must face.

In the light of the inflation the economy has suffered in the last several years,
the current proposals to increase the tax load on saving and capital formation
are diametrically opposite to the requirements of good public policy. Tax provi-
sions such as the ADR and the Investment Tax Credit are not the loopholes
which the proponents of the so-called tax "reforms" would have you believe. They
are not even properly characterized as incentives. In fact, they represent at best
very modest abatements of an extraordinary tax bias against private saving and
investment.' Their effectiveness in this respect has been grossly diminished by
inflation. According to the Department of Commerce's Bureau of Economic Anal-
ysis, each dollar of today's capital recovery allowances based on the original cost
of the existing stock of production facilities is worth only 88 cents in terms of
the current cost of those'facilities.' In other words, in terms of the dollars at
which the present stock of machinery and equipment was purchased, each dollar
of current depreciation allowance is worth I7 cents less. To keep pace with the
inflation, for-every dollar-of historical cost depreciation, $1.20 should be allowed
as a deduction for tax purposes,

Because of the inflation, the incoine tax Is levied not just on the profits cur-
rently generated by use of depreciable property but on a substantial amount of
the recovery of the cost of that capital. Inflation accentuates grossly the fund.
mental tax bias against saving; it is turning the income tax more and more into
a capital levy. For the first quarter of this year, for example, capital consumption
allowances are understated by not less than $28.8 billion, This means that more
than $28 billion of business capital costs are being subjected to tax as if they
were n9t profits.

All of us have heard a lot of loose talk in recent months about bloated corpo-
rate profits. Corporate profits are indeed "bloated"; as reported, they are sub-
stantially overstated-by more than 22 percent-by reason of the understate-
ment of capital recovery allowances.' Repeal of ADR and elimination of the
Investment Tax Credit would add to this overstatement of profits for tax pur.
poses and would increase the amount of tax on these overstated profits by an
estimated $5.8 billion (at 1978 income levels),

The adverse impact of the current inflation on the capacity of U.S. business to
generate the funds-in real terms-needed to maintain, let alone expand, the
existing stock of machinery, equipment, and other capital is one of the most
serious problems facing the. economy today, To repeal the ADR and Investment
Tax Credit provisions would aggravate this problem enormously. The certain
consequences would be a severe cutback in capital formation; the resulting
reduction in production potential both in the near future and for the long term
would immeasurably weaken the nation's capacity to cope with inflationary
pressures,

Inflation has, in addition, a more subtle, but nevertheless powerful, adverse
effect on saving and investment, It raises the cost of saving and the cost of

S1For a detailed discussion, se the NAM study, Too Poltopt Camtal Pormation, asd Pro.
ductivit', prepared by Norman B. Tu', and the same authors '.Tax Treatment of Savings
and Capital Recovery," The George Washington Law Review, Vol. 42, No. 8, March 19T4,pp501-.415.department of Commerce, Bureau of Economic Analysis, Harve of1 Ourret BseWae%,
May 19714, pp. 19-21.

,bid.
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capital relative to the cost of consumption. We hear continuously about Inflation's
erosion of the real income of households. While this is perfectly true, It does
not tell the whole story. The expectation of continuing inflation, I.e., the antici-
pation that prices will be significantly higher next week, next month, or next yearthan they are today, also sets up a strong Incentive for people to increase their

-current purchases of commodities and goods they can put Into their household
inventories. As a consequence, It Increases the proportion of their current dis-
posable income they want to use for such consumption spending. As a corollary,
this means that they demand a greater return per dollar of saving in order to
forego the greater current consumption outlays. And this means, in turn, that
the cost of capital to business goes up. We have seen this In the rise in the level
of bond yields and Interest rates and in the precipitous fall in price-earnings
ratios.

Inflation, thusr erodesbusiness' capacity to maintain and expand production
capacity because (1) it results In understatement of capital cost recovery and
overstatement of profits, hence exposes business capital rather than only business
Income to the income tax, and (2) It raises the cost of external financing of capital
outlays as well. In the face of these inflation-caused barriers to capital forma-
tion, how can further increases in the tax on capital px)ssibly be considered tax
reform? How can such tax increases possibly be viewed as good public policy
aimed at strengthening the economy, expanding Its production bases, enhancing
its ability to withstand inflationary strains?

Let us not make the mistake some would have committed a few short years
ago of Ignoring our long-term demands for capital. If the business sector is to
expand at least as rapidly and if the pace of advance of labor's productivity and
real wage rate in the next 12 years Is to at least equal that of the past 25 years,
we must undertake gross capital formation of at least $8.7 trillion between now
and 1985, This is an extremely conservative estimate, assuming that the'cost of
production facilities increases at only 8 percent a year and making no allowance
for the capital requirements to meet environmental protection goals. If we add
$15 billion a year for the latter, we face the need to finance a total of $4 trillion
of capital formation in the next 12 years.

Even this figure errs on the conservative side. When we take account of theprojected increases in the costs of acquiring the energy sources needed to fuel
and power our production and to meet our household demands, we must add
several billion more per year to the aggregate capital formation business will be
required to finance between now and 1985. If government budget policies are
not brought under far better control in the next twelve years than in the postwar
years to date, we also have to count on financing an additional $100 billion or
more in deficits through 1985.

Total requirements for private sector saving over the next twelve years, thus,
will be significantly above $4 trillion, But at the average ratio of private sectorsaving to GNP of the last, say, 18 years, this saving is likely to fall at least
$200 billion and possibly as much as $400 billion or more short of the require-
ments described above.

In the light of these conservative estimates, it should be overwhelmingly clear
that the first priority for Federal tax policy must be to relieve-not accentukte-
the present tax burden on private saving. There is a large inventory of tax
changes, some of which can be promptly enacted and some of which are longer
term, which would contribute materially to reducing the present tax drain
from private saving. In the former category, urgent consideration should be
given to (a) increasing the present Investment Tax Credit to 15 percent and
(b) to expanding the ADR range from the present 20 percent to 40 percent.

Increasing the Investment Tax Credit would quickly add to private sector
saving and investment in technically advanced production capacity. Over three
years time, capital outlays over andabove the nmonqt we are otherwise likely
to realize would aggregate $80 billion, as a result of increasing the Investment
Tax Credit to 15 percent. If ADR is Increased to 40 percent, the increase in
capital outlays might well total $76 billion over three years. And if both of
these changes are made, the additional saving and investment would be about
$107 billion more than otherwise now through 1976.

Looking farther ahead to 1085, increasing the Investment Tax Credit now
would augment private saving and capital formation by a total of $180 billion;
twelve years from now, our stock of equipment would be 5.5 to 6 percent larger
than it otherwise would be. Expanding the ADR to 40 percent would add $266
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billion to' capital outlays and would enlarge the total business sector stock of
capital by 6 percent. Combined, these tax changes would increase gross invest-
ment by $400 billion over the amount we might otherwise realize during the next
twelve years and afford us an 8 percent greater production capability in 1985
than would otherwise be available.

Constructive tax policy which seeks to enhance the well being of all Ameri-
cans must not increase the tax load on those, whether rich or poor, who want
to save more while reducing taxes on those who want to save less. A construc-
tive tax policy will weigh the curb on the growth of production capability which
would result from the punitive measures now being pushed against the spurious
gains in equity which these additional tax burdens on saving allegedly would
provide, A constructive tax policy will reduce the present tax biases against
saving and capital in pursuit of the gains in production capability, in produc-
tivity, in real output, and in real wage rates which are the only means by which
we can sustain the growth in our demands without excessive inflation.
STATE MZ,' or ALBwT SUSSMAN, EXOUTIVE VICE PRESIDENT, INTERNATIONAL

COUNCIL or SHOPPING CENTERS

Mr, Chairman and Members of the Committee: .ecdnomically the shopping
center industry, born shortly after World War II,,Is In more serious difficulty
than it has ever been. Costs are up, profits are down, risks are greater than ever,
and ai alarming number of new shopping centers are financially marginal.

In this environment, the possibility that the Senate may vote to enact increases
in the minimum tax on tax preferences constitutes a serious threat to the health
and stability of our industry.

The proposed amendments to H.R. 8217 dealing with the minimum tax, if
adopted, would have the effect of:

1. Reducing the return on investment with one swoop of the hand and then
requiring more equity capital for new shopping center construction with the
other.

2. This condition would in turn increase the risk of business failure which
could be overcome only by obtaining higher rents from tenants.

8. Higher rents would inevitably result in higher prices to consumers at a time
when prices are already at record levels.

These inflationary pressures and uncertainties in our segment of the economy
are now forcing many shopping center developers to cancel or postpone develop.
ment needed to serve consumers. Any measure which would aggravate this con.
dition would be harmful to the retail economy, to the developers of shopping
centers, and to the consuming public which is the ultimate beneficiary of care-
fully planned, soundly designed, and scientifically integrated shopping centers.

The International Council of Shopping Centers Is a business association of more
than 5,000 members. About 60 percent of our members develop and/or own
shopping centers. About 15 percent are retail companies, the major share of whose
stores are operated in shopping centers, Most of our developer-owner members
own from two to four shopping centers each, and collectively represent a major
share of the estimated 16,000 shopping centers in the United States. Most of our
retail members have been locating 95 to 100 percent of 'their new stores in
shopping centers.

New shopping center construction requires total annual investment of over
$6.6 billion per year for buildings, stores, fixtures, and equipment, It Is estimated
that shopping centers provide regular employment for more than 5,000,000 sales
and store personnel and that several hundred thousand more are engaged in the
construction end of the business. The rippling effect on employment in related
businesses, among them display, advertising, maintenance and cleaning, legal as
well as others, is considerable. We have a significant influence on the total
economy, Retail sales in shopping centers now total over $125,000,000,000 a year,
or close to 80 percent of all retail sales in the country,

This industry is now plagued by inflationary costs that have developers in
a tight and binding squeeze.

1. Construction costs are increasing at the rate of one to two percent a
month.

2. Interest rates are the highest in history and loan money fi hard to find.
8. New housing construction has sharply receded in the last two years, se-

riously diminishing the future need for new shopping centers,
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4. Federal and state environmental regulations, covering air, water, noise
and solid waste disposal, are increasing both in time and cost of construction.

The total effect of these factors is having an adverse impact on shopping
center development. The increases in costs are staggering.

The total cost of developing new regional shopping centers is currently close

to $150 per square foot including land, buildings, and professional fees.
Construction costs are 15 percent higher than they were last year, 28 percent

higher than two years ago, and 88 percent higher than they were three years

ago, according to a report prepared by Dodge Building Cost Services which iS

attached to this statement as Exhibit . In the 10-year period from 1064 to 1974,

construction costs rose 122 percent.
Interest rates on construction loans usually run about two or three points

above the rime rate. Today, is we all know, they are higher titan ever.
In addition, development budgets currently must include generous provision$

for fees, time delays and other costs to cover essential, desirable but, never.

theless expensive, environmental protective features. Many states now require

environmental impact statements from developers of large shopping centers.

Water disposal and repurification systems, drainage -ponds and other environ-

mental control devices, both current and pending, are Increasing construction

in costs and time schedules at inflationary rates.
Just the annual mortgage charges on $50 of development costs come to $5 or

$8 a square foot. Add local property taxes, maintenance insurance, advertising,

promotion, and management costs and it becomes necessary for a developer to.

charge rents of more than $9 a square foot Just to break even. That is $9 a square

foot of rent, without making any allowance for vacancies or federal taxes, nor

producing any profit or excess cash flow.
At rentals computed at an average rate of six percent of gross sales, the typi.

cal tenant must produce sales volumes of at least $150 per square foot of

leasable area to be able to pay his landlord. Yet at tits rental, the landlord him-

self cannot realize a profit, allow a vacancy or afford to pay federal taxes.
While some merchants sell more than $150 of merchandise per square foot

of space they occupy, the national average is about $75 a foot.
Typically, rentals in women's apparel stores had increased to $4.49 a square

foot during the years 1971-1978, Average rents for men's apparel stores during

the same pet tod were $4.42.
Rents of $9 or more would represent an increase of about 100 percent for these

types of merchants. To pay such rents, retailers would reluctantly but neces-

sarily be compelled to increase their prices to customers.
The United States Department of Commerce has estimated that between

1971 and 1980 the number of households in the United States will increase from

64.4 million to 76.1 million. This growth will create a need and demand for

new retail facilities and services which shopping centers demonstrably could

fill more efficiently and conveniently than any other type of retail distribution
system.

If it becomes unprofitable, more risky and unwise to develop the shopping
centers that are needed to maintain balanced and smooth working distribution
facilities, what will the Congress have accomplished?

Perhaps the industry will become dominated by giant corporations who for
the most part may be exempt from the proposed changes to the minimum tax.
Perhaps it will mean that developers and investors will seek other forms of
business and other types of investment.

It will surely mean less services to the American public at higher prices and
at less convenient locations.

We do not believe that this is what the Senate intends or wants. We there-
fore urge you and this Committee, Mr. Chairman, to discourage any amendment
to the minimum tax which would affect real estate investment in general and
shopping centers in particular.

In appearing before tits Committee, we do not plead for any special privilege
or singular consideration. In 1989, officers of the International Council of Shop-
ping Centers testified before this Committee and recommended the adoption of
a minimum tax because we believed then and still believe now, that it is the
obligation for every American to pay a rightful share of taxes.-business and
individual. We submit that the minimum tax, as it now stands, requires those
who derive their income from relal estate to pay a higher proportion of taxes
than those who receive their income from tax preference sources. (See Exhibit 2
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attached hereto.) The tax should not be made more punitive for those who now
Pay it, while others who should rightfully be paying it, are exempt.
. We appreciate the privilege of presenting our views to this Committee and we

will be pleased to provide any additional information at any date the Committee
may require.

EX3191T 1--SlOIAL REPOaT ON THS INORAsED CON5 TUOTON COsTS Os SHoPNGn
ON5ms FsOM 1964 TO 1974

46Z (Prepared by: John H. Farley, Senior Editor, Dodge Building Cost Services)

The following report reflects the rise in construction costs from 1964 to 1974.
These costs are based on the specifications that follow and reflect construction
costs on a National Average. These National Average figures are published semi.
annually in the Dodge Building Cost Publications--U. ted Statee Qonettots
Oosta. These National Average figures reflect material prices and labor rates in
182 cities across the nation,

The specifications given and the size of' the structure represent National Aver-
age for shopping centers. We have taken no representative of shopping centers on
a National Average a mall type shopping center of 50,000 square feet. The prices
shown reflect building and mall construction only and exclude land costs.

Building: Shopping Center.
Construction: Concrete Frame.
Quality: Average.
Structure: Reinforced concrete foundation, footings walls and slabs. Structural

framing: reinforced concrete columns, beams, suspended- slabs and roof structure.
Built-up roof and insulation, Exterior walls: masonry panels of precast concrete,
prefinished aggregate, limestone or brick. Resilient flooring general sales areas,
ceramic tiled toilets, terrazzo or marble in entries, exposed concrete in service
areas, vinyl asbestos tile or carpet in offices, Good quality suspended accoustical
ceilings. Vinyl or fabric wall coverings.

Plumbing :.Many public and employee rest rooms, average quality toilet fixtures,
Water coolers, utility and service sinks. Standpipe and complete sprinkler system.

HVAC: Complete system, boiler-gas or oil fired low pressui steam, hot water
or forced air.

Electrical: Fluorescent lighting fixtures integrated or surface mounted to sus-
pended ceilings. Incandescent lights fo' exit, service and utility areas. Display
spot fixtures complete intercom system throughout. Power wiring.

EXHIBIT 2--IMPACT OF THE MINIMUM TAx, INOLUDINO THl PROPOSED

AMENDMENTs, ON THE SHOPPING CENTER INDUSTRY

We sincerely believe that the proposed amendments to H.R. 8217 which would
increase the present minimum tax on tax preference items will seriously escalate
the many economic problems that our industry is now facing. Moreover our
economic problems notwithstanding, we question whether the minimum tax
operates equitably throughout the economy. We suspect it is undeservedly
slanted against real estate and, accordingly, any increase in its impact will
magnify this inequity.

Many of the items designated as tax preferences probably affect only a handful
of taxpayers. However, as enacted in 1969, three tax preference items which
have general application throughout the economy-accelerated depreciation,
capital gains, and investment interest-primarily affect real state ownership,
Probably, the only other preference items which might be of general concern
to taxpayers are percentage depletion and qualified stock options. Moreover,
for the taxable year beginning in 1972, the tax preference item described as
"excess investment interest" Is subject to a limitation on deductibility rather
than the minimum lax, and we have been advised by our members that its
impact on real estate ownership has become even more severe.

We understand that there are various proposed amendments to H.R. 8217
which would increase the impact of the minimum tax, Thus, it has been suggested
that the present minimum tax rate of 10 percent be increased, even to the extent
of one-half of one's regular ta rate. Other proposals would eliminate part or all
of the sums-480,000.00 plus the taxpayer's regular tax-presently available as
deductions in determining the amount upon which the minimum tax is calculated.
Finally, we understand that consideration is being given to including construc-
tion period deductions as a tax preference item.
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Eliminating the regular tax ,as a deduction in determining the amount upon
which the minimum tax is calculated, would convert the minimum tax to an
excise tax on preference- items. We believe that such action would be contrary
to the fundamental intent of the minimum tax as enacted in 1969-i.e., assurance
that all taxpayers pay at least some tax on their economicincome. We appreciate
that the minimum tax has not, operated as intended by Congress. However, this
is largely due to the. failure to. categorize as tax preference items all forms of
economic income which are not subject to tax. This failure in the basic frame-
work of the minimum tax will not'be cured by converting it into an excise-type
tax. Rather, it will' merely subject those who are already paying tax to much
higher tax burden.

Reducing or eliminating the $80,000 deduction may not severely affect most
taxpayers insofar as the minimum tax is concerned. Nevertheless, it must be
appreciated that any. tampering with $80,000 deduction may severely undermine
the 50 percent maximum tax rate on earned income. Presently, each dollar of
tax preferences in excess of $80,000 removes a dollar of one's earned Income
from the 50 percent maximum rate, A decrease in the $80,000 deduction will
subject more of one's earned income to a tax rate which exceeds 50 percent. Many
of our members are shopping center executives whose earned income would be
taxed at a rate exceeding,50 percent if itwas not for the maximum tax rate ceiling.

At first blush, a modest increase in the present minimum tax rate of ten
percent may not appear to have a serious impact on most taxpayers. However,
it must be understood that the minimum tax operates as a penalty tax in that
one is denied an adjustment to the tax basis of' the underlying property, even
though he paid a tax on a preference item. The adverse consequence of this
oversight in the operation of the minimum tax will become much more apparent
if the ten percent rate is increased. In any event, we respectfully submit that the
minimum tax should be amended so as to provide for a basis adjustment in every
Instance In which one is subjected to the tax,

Clearly, the proposal which would treat as preference items, interest, taxes,
and carrying charges incurred by a real estate developer during the construction
period will cause te minimum tax to be even more heavily weighted against
real estate. It will compound the inequity which this industry now suffers by
reason of the uneven application of the minimum tax throughout the economy.

Furthermore, within the real estate industry, it will discriminate against the
developer who must borrow funds because his financial resources are limited, A
developer of modest means will have to raise rents to stay in business since his
development costs will be substantially higher if he is subjected to a minimum
tax on his construction period deductions. On the other hand, a huge financial
institution or affluent investor with unlimited sources of funds may be able to
develop real estate without borrowing and thereby avoid the additional after.tax
cost of borrowing resulting from the proposal which would treat construction
interest as a tax preference. The affluent may not have to raise rents to the same
extent as the independent developer. On the other hand, the independent shopping
center developer of modest means may be forced out of business since he will not
be able to compete with those of greater wealth.

STATMENT Or THE U.S. L!AOUE o SAViNoS AssoLoTloNs

The U.S. ague of Savings AssociationsI appreciates this opportunity to
present Its views on the Minimum Income Tax.

It is our understanding that Senators Gaylord Nelson, Edward Kennedy, and
perhaps others propose to amend Section 56 of the Internal Revenue Code--
the Minimum Tax for Tax Preferences--by eliminating the offset for other

I The United States League of Saving Associations (formerly the United States Savings
and Loan Lea aue) has a membership oa 4.600 savings and loan associations, representlnover 98% of thea sets of the savings and loan business. League membership includes
types or asocl tiOn,-Federal and stata.charteredI.nsured and uninsured stock and
mutual. 'Ae prncinal officers are: George B. Preston. President West Palm .each,
Florida: Lloyd S. Bowler. Vice President, Dallas. Texas: Tom B. Aeott, Jr., Le-lstive
Chairman. acksgn, Mis$seinpi: and Norman Strunk, Executive ric President, Chc.ago,

NOl.lloi, League heaaoarters are at 111 Batt Wacker mrve, Chlago, Ilnois(60o)
andthe Washington Office Ia located at 1709 New York Avenue, N.W., Washington, D.C.
(20006) -Telephone : 785-910,



851

Federal taxes paid, and by lowering the $80,000 exemption to $10,000. (See, for
example, Nelson amendment #1324 to H.R. 8217.) Such proposals would have
an unexpected and serious impact on our member associations which provide
the financing for our nation's housing markets. The U.S. League therefore urges
the Committee and the Senate to reject such changes in the Minimum Income
Tax formula as applied to savings associations.

Savings and loans and mutual savings banks allocate portions of their income
to a bad debt reserve, one of the tax preference categories subject to the Minimum
Income Tax. This preferred tax treatment is in recognition of their role as
specialized lenders providing, almost exclusively, long.term mortgage credit for
American home buyers.

Dr. Kenneth Thygerson of our staff estimates that the proposals of Senators
Nelson and Kennedy would raise the tax liability of savings and loans by $6
million, This amounts to an increase of 10.2% in the effective tax rate of savings
associations based on an estimated $549 million in taxes paid in 1972, the latest
year for which figures are available. Dr. Thygerson's material is attached.

As Dr. Thygerson demonstrates, the reduction in the $30,000 exemption to
$10,000 is particularly serious for smaller S&L's. In his example of an association
with $100,000 of taxable income, the change in the exemption increases taxes by

The elimination of the offset for other Feder'al taxes of the proposal falls
unevenly and severely on those R&Ls which pay higher taxes. These associations
often "set the market" throughout the country; thus, the actual impact of such
a change may be magnified still further.

And, of course, a $56 million increase in the taxes paid by all savings associa.
tiong would seriously hamper mortgage credit. If it may be assumed that these
funds would be drawn from S&L reserves (required by statute at a % level),
then the housing market would be deprived of a substantially greater amount,
perhaps as much as $1 billion.

The Committee will recall that the 1969 Tax Reform Act already provides for
annual increases (over a ten.year period) in the tax rate for savings associa.
tions-through decreases in their permissible bad debt deductions, Some common.
tators have suggested that the additional liability resulting from the Minimum
Tax of the 1969 Act was certainly unanticipated, and perhaps unintended,

4 further tax burden at this time would have a very serious effect on thrift
institutions. Savings and loan associations and mutual savings banks bore the
brunt last fall of the third credit crunch in seven years. That crunch was re.
newed again in March, April lnd May of this year when market interest rates
soared to unprecedented levels. Savings flow data for these thrift institutions
indicate a net loss of over $1 billion in the month of April, We are once again
in a critical period for housing finance since early figures indicate that virtually
no new net savings were attracted to our institutions during the month of May.
The persistence of high rates on competing investments makes the outlook for
June and July gloomy indeed.

We estimate that our institutions at mid-1974 will earn an average of 7.27%
on the mortgage loan portfolios which comprise 85% of their assets. Money costs
(without the costs of Federal Home Loan Bank credit) at mid-year will be
0.12%. This spread between portfolio yield and money costs Is at an historic
low, and there is every expectation that it will narrow still further in coming
months, This margin of slightly more than 1% leaves very little room for in.
creased expenses, and certainly would be seriously eroded by a $6 million or more
increase in our tax bill.

There very well may be inequities in the Minimum Tax system as now stru.
tured-particularly for some wealthy individual taxpayers. But the occasional
abuses of our tax laws by individuals should not be allowed to jeopardize ourhome finance system. Perhaps the formula as applied to individuals should be
distinguished from the formula as applied to corporations. In any event, we urge
the Committee to refrain from imposing a new and crippling tax burden on sav.
lngs associationtl--institutions which perform a public service that Congress has
specifically' recognized as deserving of specialized tax treatment,

eIn addition to the Nelson/Kennedy proposal. a number of alternative Minimum Taxchanges nave been suggested on the House side. Dr. Thyprion estimates that the a4mend.menat advoca t a fall by Repre e eug andVan , for exampIs, Would meanwhoppln 160 ml!lon increase ntae eu n d anie s , w me41,9 mIlin icrese itthe tax liability of savings associat ons,
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MEMORANDUM

Re Proposed Ohange in Preference Tax #4 "Nelson/Kennedy Formula"

(Prepared by Dr. Kenneth Thygerson, Economist, U.S. League of Savings
Associations)

The following represents an analysis of the proposed changes in the minimum
preference tax on savings and loan associations.

T'he analysis assumes the following change in the present form of savings and
loan taxation: (1) the elimination of the Federal tax exclusion, and (2) a reduc-
tion in the regular exemption from $80,000 to $10,000.

1. Exhibit 1 shows the effect of these changes on an association with $100,000
in pre-tax income.

'The exhibit indicates an increase of 21.0% in the effective tax rate for this
association,

2. Exhibit 2 shows the results of an analysis of the effect of the proposed tax
changes on our management conference group of 2,164 associations. The exhibit
also shows the effect of the tax increase by size of institution, specified in terms
of pre-tax income.

The exhibit shows the greatest impact, percentage-wise, would be on the small
association. This is because the reduction of the regular exemption eliminates the
small association's major protection against the minimum preference tax.

8. Finally, we worked out the impact on the business as a whole. During 1972,
our sample institutions paid $857,267,000 in taxes. Under the new formula, they
would pay a $898,W6,827 in taxes, an increase of $86,298,227.

4. Since our reporting group of 2,164 institutions is only 65% of the total busi-
ness, we can estimate that assuming that the associations not covered in the
analysis pay the same rate as those in the sample, the total tax liability would be
$549,642,000 under the current tax formula and would increase $605,485,627 under

EXHIBIT I

ESTIMATE OF TOTAL TAX PAID UNDER EXISTING AND PROPOSED FORMULAS

Formula
Exlstlng no Federal
forthula exclusion

Taxable incoe~befora bad debt deduction) .............................
Les: Bad dobt eduction (49 percent) ............................. .4 $14.18

TOtal .... ................................. .51Basic tax .22 o 0ovr ,)......... ........... 17,990
Minimum tax for tax preferences:

Tax preference item: (bad debt deduction) ..................................... 49, 000 49, 000

Reular exemption ................................................ 10,000
Federal tax exclusion .............................................. .............

Amount on which minimum tax is based ....................................... i10
Minimum tax for tax preference (t0 percent) ..................................... tTotal x roe ................................................................... 18,10
Efe t e tax a e ...................................................... l,1
Percent increase in taxes .......................................................................

EXHIBIT 2
CHANGES IN TAXES PAID BY SIZE OF CLASS OF ASSOCIATION (SAMPLE REPRESENTING 65 PERCENT OF

SAVINGS ASSOCIATIONS)
lAssume a 10 percent preference tax, $30,000 regular exemption and no Federal tax exclusion)

Percentage New - ld
Increase effective effective
in tax a tax rat tax rate Number of

paid (percent (percent) associations

Associations with iee to $ , IOGI pretx income ..........Associations with , IO O to 1100,o 1n preta xincome ........ . 1L.
Associations with 1$ ,00o n prSetexiome ............... .|
All associations .. ........ ............................
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AMSuOAN Tz]zPUONt & TICLnORAPH CO,
sNew York, N.Y., June 1,1974.Hon. Ruasmi. B. Lowo,

Chairman, committeee on Finnoe,
I.H. senate, Washington, D.o,

DEAN MIL CUAIRUAN: I am writing with reference to the announcement that
your Committee will hold hearings on certain pending tax increase recommenda-
tions that have been proposed as amendments to H.R. 8217.

i The Bell System views with particular concern proposals to eliminate rapid
depreciation of machinery and equipment permitted under the Asset Deprecia-
tion Range (ADR) System and to phase out the Investment Tax Credit. We
strongly urge that such proposals not be adopted by your Committee.

Provisions such as ADR and the investment credit, as clearly indicated in
their legislative history, were intended to induce investment in American in-
dustry. Such provisions are as necessary today as when they were enacted, be-
cause an increase in industrial capacity is needed if there is to be further growth
in both jobs and real output--especially if that growth is to be obtained without
Inflation. The ADR and investment credit provisions both provide important
incentives for that expansion and are an important means by which industry
accomplishes it. To eliminate or reduce them would impose enormous additional
demands for capital on the Nation's money markets, with accompanying upward
pressure on interest rates. For all of these reasons, the ADR and investment credit
provisions should be retained in the law, They are needed in all sectors of in-
dustry, regulated as well as unregulated,

Regarding your questions about incidence of the tax increase proposals you are
considering, we believe that the greater part of the increased tax burden ulti-
mately would fall on consumers through the price mechanism. Under present
circumstances, however, the process throughout which those tax changes would
affect the economy is far more important. This is because repeat of ADR and the
investment credit provisions would remove a stimulus for increasing industrial
capacity, but would do nothing to restrain consumption, whereas controlling
inflation requires just the reverse.

Respectfully yours,
R. N. FLINT.

(Telegram]
Senator Russ=LL LoNe,
Chaftrman, Sonate ommttee on Finance:

The Associated General Contractors of America calls to the attention of the
Committee on Finance the fact that construction, the nation's largest industry, is
already caught In a squeeze between rapidly advancing wage settlements and
material prices on the one hand and long-term contract commitments at fixed
prices on the other. Shortage of mortgage money and interim financing has hurt
all types of construction. Enactment of the tax increase measures now proposed
as amendments to HR 8217 would be disastrous to this industry.

With 1974 wage settlements running at more than .an eight percent increase
over the 1978 settlements, and with material prices increasing even faster, general
contractors would be unable to meet large tax increases. Since profits on contract
construction have been averaging less than two percent before taxes, any sub-
stantial tax increase would have an effect which is fat more onerous than in
other higher profit industries.

The construction industry is characterized by small business firms, closely
held and thinly capitalized. While the capital requirements of contractors are
rising to cover the higher costs of doing business, elimination of the Asset De.
precaution Range system and phase-out of the seven percent investment order
would seriously impair their working capital and production capacity. Repeal
of the percentage depletion allowance for oil and gas would discourage the
construction of facilities necessary to alleviate severe oil and gas shortages.
Limitation of the use of the foreign tax credit would be adverse to American
business abroad and to our country's achieving a favorable balance of trade.

Enactment of these tax proposals would contribute to numerous business
failures and widespread Unemployment in the construction industry. The Asso.
ciated General Contractors df America strongly oppose these tax increase
measures as contrary to the public interest.

DoMms M. eousz,,lleoeoutve Director.
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STATE OF LOUISIANA,
DEPARTMENT OF REVENUE,

Baton Rouge, May 30, 1974.
Hton. RUSSELL B. LONG,

U.S. Senate,
Old Senate Office Building,
Washington, D.C.

DEAR SENATOR LoNe: The State of Louisiana is opposed in principle to H,R.
14462, the Oil and Gas Energy Act of 1074. If, however, the approach of H.R.
14462 is followed, we have prepared and enclose two proposed amendments which
would greatly alleviate the impact of the windfall profits tax on Louisiana pro.
duction of crude oil.

As you know, effective January 1, 1974, the State of Louisiana changed the
method of computing its'severance tax on oil from a flat charge per-bamrrel, based,
on the gravity of the oil removed, to a tax equal to 121 per cent of the value of
the oil removed. Because of higher oil prices, the effect of this change has been
to substantially increase the severance tax paid by Louisiana producers,

As currently drafted, the amount of windfall profits subject to tax by H.R.
14402 is geared to the Costof Living Council ceiling price as of December 1,
1978, or the base price as it is called in H.R. 14402. Such date does not reflect
the $1.00 per barrel increase which COLO approved on December 19, 1978, nor
does it include increased State severance taxes enacted December 4, 1978, made
effective January 1, 1974. Thus, the impact of the December 1, 1978 date is
particularly onerous on Louisiana producers since they could be forced to pay
a windfall profits tax on the amount of Louisiana severance tax paid-hardly a
fair result.

Proposal No. I would re-define the removal price to take into account State
severance taxes paid at the time the oil is removed from the ground. This ap.
preach would at least relieve Louisiana producers from the prospect of paying a
windfall profits tax on State severance taxes paid.

Proposal No. 2, while not curing the problem of a tax on a tax, would certainly
soften the impact of the change in Louisiana severance tax. The 1.00 per barrel
increase allowed by COLO on December 10, 1078 would, in most instances, cover
the increase in Louisiana severance tax.

Both proposalstvould have the support of Louisiana producers, although their
problems with H.R. 14402 are clearly more broad based.

If you would like additional information or supporting memorandum on our
proposals, we would be most happy to supply it.

Sincerely,
JosEPU N. TRAIOLE,

Collector of Revenue.Elnclosure.
PROPOSAL #1

AMENDMENT TO H.R. 14462

On Page 8, line 25, strike the period and insert the following: "reduced by any
state taxes on crude oil producers for removal of oil in force pripr to the date
of enactment of this Act."

PROPOSAL #2

AMENDMENT TO U.8, 14462

On Page 10, lines 1 through 6 are deleted and the following Is inserted in
lieu thereof:

"(c) BASE PRIo.-For purposes of this chapter, the term base price means the
ceiling price determined in the manner provided in regulations section 150,858
prescribed by the Cost of Living Council as such regulations were in effect on
January 1, 1974, for domestic crude oil of the same grade and location."

STATEMENT OF THE NATIONAL REALTY COMMfl'r, INC,, WiTU RzsPFWT TO THE
MINIMUM TAX

The recent proposed Senate rider to H.R. 8217, cosponsored by Senators Ken-
nedy, Mondale, Bayh, Clark, Hartke, Humphrey and Muskie, would among other
things, drastically change the Minimum Tax on Tax Preferences, by: (I) elimi-
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eating the existing deduction for regular federal income taxes paid and (ii)
reducing the current $80,000 exemption. It would also impose this tax at gradu-
ated rates.

The National Realty Committee respectfully but strongly opposes any changes
in the Minimum Tax on Tax Preferences, such as those presently proposed, which
would'have the effect of increasing long-term capital gains tax rates and which
would further exacerbate existing inequities in the Minimum Tax.

The existing deduction for regular federal taxes paid, as intended, makes the
Minimum Tax a "back-up" or altermative tax, imposed on an individual who
would otherwise pay little or no regular federal income taxes by reason of his
ability to claim the benefit of an inordinate aggregate amount of "tax preference
items".' Elimination of this deduction would completely transform the Mini-
mum Tax, and make it an G44tUfIo# direct (excise) tax on all "tax preference'
items", regardless of the amount of regular income taxes which the individual
had already paid,5

The arguments in favor of this elimination completely disregard or misunder-
stand the purpose of the Minimum Tax. It is asserted, with little regard for
economic realities that the actual payment of substantial fedeVALincome taxes
by an individual, In full compliance with our system of taxation, is a tax avoid-
ance device used to "shelter' that individual from the Minimum Tax on Tax
Preferences. The Minimum Tax was intended to apply only when the regular tax
system failed to perform its assigned task; neither the 1968 Treasury Staff pro-
posals for a minimum tax, nor the Treasury's proposals in 1969 for a Limit on
Tax Preferences, nor the current minimum tax law, would apply when the tax-
payer had a relatively small proportion of "tax preferences" in relation to his
total income.

Since the largest impact of the Minimum Tax is on long-term capital gains,,
the basic effect of this proposal would be a dramatic increase in the effective
rate of tax imposed on such gains..

A substantial increase in the effective rate of capital gains tax involves serious
questions of social and economic policy." These should be the subject of separate
study and debate, independent of many of the considerations involved with respect
to the application of a Minimum Tax on tax preference items generally, Piece-
meal action by the Senate with respect to capital gains rates, independent of the
comprehensive tax reform effort now under way in the House of Represontatives,
would be premature, without consideration of many of the important issues
involved, and perhaps detrimental to the overall effort for comprehensive reform,

The current minimum tax, and the proposal before the Senate, both intention-
ally ignore the fact that, except for capital gains, virtually all of the items des-
ignated as "tax preferences" are not items of income, but are only current
deductions, and, as such, are not a means of tax avoidance, but create at most
a tax deferral.' In 1989, Congress decided to treat all items of tax preference in
effect as it they were items of income, for the sake of simplicity, At that time,
the Senate Finance Committee noted that:

"Certain items subject to the 5-percent minimum tax, such as accelerated de-.
prelation, involve tax deferral and not permanent escape from taxation. The com-
mittee is aware that in these instances some case could be made for providing ad-
justments to basis to avoid double taxation. For example, the fact that accelerated
depreciation in excess of straight-line depreciation is subject to a 5-percent mini-
mum tax might be advanced as grounds for some increase in the basis of the prop-
erty involved. However, the committee concluded that as a practical matter,
it would be best not to provide for basis adjustments under a 5-percent tax since
such adjustments would complicate the minimum tax." I

IRemarks of thqn Amistant Secretary of the treasuryy forTax PolicyE dwin B. Cohen,
April 9 1972 before Federal Tax InstItute of New England, Boston, Massachusetts, re.
p rented i 819A, Daily Executive Report 3-1 (.Mav 1. 1972) (hereinafter, "Asst. SecCohen--goston Remarks"); Remarks of then Under.-eretary of the Treasur .dwin S,

ohen. November 29 1072, before Tax orm, U.. khamber of Conerce,m washington,
PC. reprintsd In 286 1 NA Daily Rxecutlve Report 1-1 d(Dember 11, 19T2) (hereinafter
"Under-see. Conen walon Remarks") tAn ley 5. S rrey (Wsts t erea o
the Treasur? for Tax Polcy from 1961-49)kP ewaos "o Relerm (Harvard ver-
aI Press, I978) (hereinafter, "Surrey Toek Jor," at o-e.

tSno ey eterm 275, Under-dec Cohen-.Washington Remarks. See also, Asest.
Sef, Cohe--Boston Rmarks.t e -- ton Remarks Surrey

SUnder-Sec Co en- ashington remarks.
l ust, ec, Cohen-Boston Remarks.

*ice,, oait Refor Act of 1969 !H.R. 182701 0. Rep. No. 52,91st Cong., 1st Bess.- 117 (1969).
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If the Minimum Tax were to be increased and expanded as now suggested,
however, equity would mandate enactment of such corrective provisions.'

The Minimum Tax presently fails to take into account the added normal tax
paid under present law by an individual possessing "items of tax preference" by
reason of the reduction of the amount of his income eligible for the "maximum
tax on earned income" due to the presence of such items.1 The proposal intensifies
the effects of this failure.

The proposal assumes that all Items designated as "tax preferences" are "loop-
holes". It ignores the fact that each of these "preferences" was enacted by Con-
gress in order to achieve certain specific goals; 11 imposition of the proposed pen.
alty tax on the utilization of these items would either curtail or eliminate their
use.' It is respectfully suggested that, to the extent that any tax preference item
is no longer justifiable, the better approach would be to curtail or eliminate it
directly, after due deliberation, rather than to permit its use subject to imposi.
tion of an excise tax.u Direct amendment of the provisions creating the various
tax preference items constitutes a much simpler, more equitable, and more intel-
ligent method of reflecting a change in congressional purpose, and avoids the com-
plexity and increased administrative burden which would result from applica-
tion of a more complicated Minimum Tax to a substantially increased number of
tax returns.'

The National Realty Conmittee therefore strongly urges that any amendment
to the Minimum Tax by the Senate be postponed until the current sessions in the
House Ways and Means Committee have been completed, and that any such
amendments be correlated and made consistent with the resulting future pattern
of the tax law in general, and the method of taxing long-term capital gains, in
particular.

' Surrey, Tam Reform 27A 408 n. 72,
U orSte.C~e&,WasG~onRemarks. See also, Asst. See. Cohen-Boston Remarks.

U d. Any roposal which would so broaden the applicability of the Minimum Tax would
Impose a substantally greater com glance burden on approximately 100,000 additional
taxpayers. Under.Secretary Cohen-Washington Remarks.
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